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FX Spot Returns

G10 spot returns vs. USD
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FX Forecasts

G10 FX Forecasts
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G10 FX: Main Themes

Currency 3Mview 12M view Main Themes

hikes and robust US growth should keep the USD firm, but may have been

usbD e The USD has been stronger since mid-April. The outlook for more rate
\ priced in. Plus, trade tensions may become viewed as USD-negative.

EUR e Low risk appetite has weighed on the EUR. However, Eurozone
fundamentals remain solid and, with inflation above target, does the

economy still need a deposit rate at -0.4% for another year?

GBP e Sterling remains vulnerable, given subdued growth, political/Brexit
uncertainty and general USD strength, as well as less chance of near-term

rate hikes.

JPY

e Low risk appetite has boosted demand for the yen. However, when/if the
uncertainties fade, the market will be faced with a yen-negative scenario
of a BoJ likely to keep policy very loose for a long time.

CNY

e US-China trade tensions remain a yuan risk, as might a loosening of fiscal and
monetary policy, but scope for big losses may have diminished as
policymakers appear keen to prevent further destabilising yuan weakness.

CHF e The CHF has been influenced by risk appetite. The SNB still views the

CHF as ‘highly valued’ and, despite firmer economic data, should
maintain a very loose policy into 2019 and remain willing to intervene.

CAD
to hike rates. The economic outlook remains robust, as US-Canada trade
tensions have lessened, and inflation is above target

AUD

e Australian monetary policy is likely to continue taking a back seat, leaving
the USD’s moves and global trade concerns to guide the AUD. Interest
rate differentials point to limited upside for AUD/USD in the months ahead.

NZD e A dovish RBNZ and global trade concerns are likely to constrain the
NZD in Q4-18. Further weakness should be limited, though, as

speculators already hold an all-time high net-short NZD position.

SEK

e The prospect of a rate hike in the coming months is positive for the SEK.
However, global trade concerns are negative for the currency, and it may
struggle to achieve significant gains until a new government is formed.

NOK

e A strong economy, elevated inflation, upbeat oil prices, and a central
bank that expects to hike rates again in Q1-19 should all support the
NOK heading into 2019.

S Ll 0 e e 11

’ e The CAD should appreciate amid expectations that the BoC will continue

I Bullish ’ Mildly Bullish —> Neutral \ Mildly Bearish l Bearish

Source: Santander
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G10 FX Overview
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The USD appears set to remain on the front foot. US data is robust, the
Fed is likely to raise rates again before the end of the year, and lower
global risk appetite continues to fuel a dollar safe haven bid. However,
the result of the US mid-term elections, the US administration’s criticism
of rate hikes, worries about the rising US deficit and debt, as well as
concerns that an even stronger dollar risks softening both the growth
and inflation outlooks could contain upside pressure on the currency.

The EUR has been under pressure for much of October, and there is
little indication that this pressure will reverse over the coming weeks. A
strong US dollar continues to weigh on EUR/USD, as it does on the
other USD/G10 pairs, while worries about Italy’s budget and soft
Eurozone economic sentiment has recently added to the EUR’s woes.

Sterling should remain vulnerable to Brexit uncertainty over the coming
month. In addition, we expect the UK economy to underperform its
peers and the BoE to keep rates on hold in 2019, both factors that
should cap the pound’s upside potential.

Periods of low global risk appetite, may continue to intermittently
support the CHF as a safe haven. However, concerns about the future
EU-Swiss relationship may be more of a franc risk. This, together with
the SNB’s loose monetary policy, should favour a weaker franc.

In our opinion, the SEK still appears too weak. However, low risk
appetite, a cautious Riksbank, as well as domestic political uncertainty
may keep the currency under pressure during the next few weeks.

Meanwhile, a strong economy, elevated inflation, oil prices, and a
central bank that expects to hike rates again in Q1-19 should support
the NOK.

Our view is that the yen remains too strong. However, low Japanese
interest rates have not led to a weaker yen, as the currency has been
boosted by low global risk appetite and equities spurring demand for
the yen as a safe haven.

The CNY remains vulnerable to a combination of a strong USD, a
slowing Chinese economy and the likelihood that this will involve a
continuation of fiscal and monetary policy loosening. However, the
PBoC has reiterated that it will not use the CNY as a tool in any trade
war, a stance that should imply less scope for further notable CNY
weakness.

We think the AUD/USD has been oversold in the short term, but
concede the longer-term outlook is becoming less supportive. Global
trade concerns have weighed on the AUD. Plus, the RBA is unlikely to
hike rates until Q4-19, implying that rate spreads will also work against
the AUD.

A dovish RBNZ and global trade concerns are likely to keep the NZD
weak. However, further losses may be limited, given the currencies
already big sell-off and that the market is already very short the NZD.

The Bank of Canada hiked rates at its October meeting and we expect
that it will continue to increase interest rates through 2019, which
should strengthen the CAD. The economic outlook remains robust, as
US-Canada trade tensions have lessened, and inflation is expected to
be around target through to 2020.
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USD - Steadily advancing
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Chart 1: USD strength may now be in line with the
US economy’s strong performance
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Chart 2: More USD strength could pull inflation
lower and question the need for more US rate
hikes
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again

The USD appears set to remain on the front foot. US data is
robust, the Fed is likely to raise rates again before the end of the
year, and lower global risk appetite continues to fuel the dollar as
a safe haven. However, the result of the US mid-term elections,
the US administration’s criticism of rate hikes, worries about the
rising US deficit and debt, as well as concerns that an even
stronger dollar risks softening both the growth and inflation
outlooks should contain upside pressure on the currency.

The US economy continues to outperform its peers. US growth
was 3.3% QoQ annualised in Q3-18, slower than the 4.2%
posted in Q2. We expect the US to grow 2.8% in 2018 and 2.7%
in 2019, notably above the expected Eurozone growth of 2.3%
and 2.2%, respectively. Consequently, such a growth dividend,
at a time when markets are concerned about downside risks to
global growth, continues to support the dollar.

However, US data are no longer providing the persistent upside
surprises that they were earlier in the year. But neither are the
data from other developed market economies, which may have
blunted the US effect on the dollar. In addition, the relationship
between economic data surprises and the USD again highlights
the dollar’s largely unjustifiably poor performance in Q1-18. At
the start of the year US data were outperforming forecasts, but
the USD was struggling. Given this, we could argue that the
strong dollar performance since Q2 has been helped by the
currency catching up with the lead set by the strong economy.

The strength of the economy and inflation allowed the Fed to
hike rates again at its September meeting. The minutes of that
meeting indicate that more rate hikes are likely. We expect
another increase in December, and two more in 2019. Further
rate hikes should be expected and are already priced into the
USD, but suggestions by some members of the FOMC that rates
need to rise further have also kept the dollar firm.

However, the minutes also reflected some concern as to the
threat posed to activity by a strong dollar. The USD index is
currently around 2.5% higher than it was at the time of
September FOMC. Hence, policymakers’ concern over the
strong USD may also slow its advance, as might the US
administration’s criticism of the FOMC policy of hiking rates.
President Trump recently called the Fed his “biggest threat” and
blamed it for stock market sell-offs during the past month.

Low global risk appetite, evidenced by weak equities, and trade
tensions, continue to favour the USD as a safe-haven currency.
The US mid-term elections on 6 November will be a focus for the
USD, but their effect on the dollar seems ambiguous. If the
Republicans lose control of Congress, would that be viewed as
USD-positive, or would it encourage the government to move
forward with more populist policies, including tax cuts to win
back support ahead of the 2020 presidential election?

Hence, US risks, particularly focussed on the budget, may
become more of a USD-negative factor over the coming months.
Moody’s recently warned that without offsetting policies, the debt
burden will continue to rise, resulting in an overall weaker fiscal

profile for the US.
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EUR - Fiscal conflict woes

Stuart Bennett The EUR has been under pressure for much of October, and there
stuart.bennett@santanderCIB.co.uk is little indication that this pressure will reverse over the coming
(+44) 33114 80134 weeks. A strong US dollar continues to weigh on EUR/USD, as it

does on the other USD/G10 pairs, and soft Eurozone economic
sentiment has recently added to the EUR’s woes.

We still favour EUR gains over the forecast horizon, but have
lowered our forecast to reflect the current drop in spot, which looks
likely to be sustained over the coming weeks.

Ch"’t‘;]t 3&3;“3 tEtuhrozoge ciatatrlnaﬁ/(be weighing  \ye note that it has been the yen, and not the USD, that has
on the , but the robust outlook remains performed best against the EUR in October. The JPY’s gains
positive for the currency - .
provide a clear signal as to why the EUR has been weak, namely
110 - - 1.7 low risk appetite. EUR/JPY has been pulled lower by worries about
global growth, weaker equities, but in particular concerns about

105 4 Italian politics and fiscal policy and their impact on Europe.

We recall that the Italian government adopted a budget deficit
100 L 14  target of 2.4% of GDP over the next three years. This is above the
0.8% targeted by the previous administration, and will imply that

- 1.3 the Italian debt to GDP ratio, currently at 135% of GDP, edges up

over the next few years. The EU has rejected the budget and given

the Italian government until mid-November to put forward a new

90 ‘ ‘ ‘ ‘ 1.1 one. However, the Italians have indicated they will not alter their
Jan-10  Jan-12  Jan-14 Jan-16 Jan-18 plans. Hence, the fiscal conflict between Italy and Europe is set to

——IFO Index EUR/USD, rhs continue and keep the EUR vulnerable into November.

95 ~

As the budget tension has mounted, the Italian ten-year yield has
risen, reaching a high of 3.68% on 18 October. The spread
between this and the German ten-year yield has been used
recently as a gauge of Italian/Eurozone risk. In October the spread
reached its widest level since Q1-13. The correlation between the
German-ltaly ten-year spread and EUR/USD has been 0.91 so far
Chart 4: EUR weakened as EUR-specific risk in 2018. At the moment, the spread suggests that EUR/USD is
increased; it may be unable to strengthen accurately valued at around 1.1400. It may require an even wider
until/unless this risk pressure abates yield to pull the EUR lower. Given that it is already at a multi-year
high, this may be difficult to generate or sustain, but the uncertainty

Source: Bloomberg, Santander

125 surrounding the Italian budget over the next few weeks should
123 | - 1.3 keep the EUR hovering around its current levels.
| .17 Therecent underperformance of some Eurozone economic data
1.21 1 " has also weighed on the currency. However, we suspect that
11 L 91 without the backdrop of Italy, the data may not have been
19 1 " sufficiently weak to undermine the currency by itself. Economic
sentiment has slipped during the last few months, but the PMIs
1.17 1 M2 and IFO, although softer, still point to growth in both the
T—EUR/IPY manufacturing and services sector. Meanwhile, consumer
115 1 - 29 confidence, IP and trade data have all surprised to the upside
+—— GER-ITA 10Y yield spread (% ’ ’
1.13 rhs x x -3.3  Indeed, we still expect robust economic growth in the Eurozone,
Jan-18 May-18 Sep-18 and forecast 2.3% growth this year and 2.2% in 2019. The ECB

kept its policy unchanged at its October meeting, but with growth
firm, headline inflation above target and Draghi reiterating that the
acceleration of wages implies that the bank is confident that
inflation will remain elevated, the ECB remains on course to
remove its monetary policy accommodation and hike rates in 2019,
which together with an assumption that current risk factors will
fade, should still allow the EUR to gradually and sustainably
strengthen.

Source: Bloomberg, Santander
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GBP = The final countdown?
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Chart 5: Sterling remains cheap, given UK
fundamentals, which prevents a further big
sell-off
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Chart 6: Another drop in the pound would put
upside pressure on prices
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Sterling should remain vulnerable to Brexit uncertainty over the
coming month. In addition, we expect the UK economy to
underperform its peers and the BoE to keep rates on hold in 2019,
both factors that should cap the pound’s upside potential.

If an EU withdrawal agreement is not reached, and whether this
can be achieved should become clearer over the next month, the
pound is likely to weaken significantly. GBP/USD lost around 15%
in the two weeks after the referendum. We do not believe that the
reaction to a ‘no-deal’ Brexit will be quite as large, and focus on a
7% drop. However, as always, the knee-jerk reaction would
probably see GBP/USD overshooting, before stabilising.

Further, several factors could support the pound, or at least limit
its fall, in the event of a ‘no-deal’. First, sterling is already cheap,
around 12% down from its pre-referendum level and weaker than
fundamentals suggest it should be. Second, many market
participants are already short sterling, which may limit the market’s
ability to bet further against the pound. Third, we think the USD
may be too strong, and a softer dollar would support GBP/USD.

If a withdrawal agreement is reached, we expect this to boost
GBP/USD by 3-4%, although, again, the market will probably over-
react in the short term and pull the pair up by more. But, whilst the
market may be relieved by an agreement, uncertainty will remain,
which should prevent the pound from appreciating further. First,
UK political uncertainty will persist, i.e. will parliament approve the
deal? Second, even if it is approved, trade negotiations may also
imply currency-negative uncertainty.

Plus, in the medium term, whatever new trade deal is agreed
between the UK and EU, it is unlikely to involve the same level of
market access that the UK currently has. Hence, to account for
this, the GBP may have to be permanently weaker than it was pre-
referendum to provide the UK economy with competitive help.

Brexit issues will also have an impact on UK growth, inflation and
interest rates, which in turn will feed into the FX market. Even if a
‘deal’ is agreed, we do not expect UK growth to exceed 1.5%
either this year or in 2019. Further, we suspect that headline CPI
will fall below the BoE’s 2% YoY target in 2019. Hence, contrary to
market expectations, we do not expect the Bank to hike rates until
2020. This should keep GBP/USD under pressure. If a deal is not
struck, we believe that growth in 2019 will be weaker than
forecast, and, even though inflation will be higher (due to tariffs
and the impact of a cheaper pound), the Bank is still not expected
to hike rates, given the possible negative impact on sentiment.

The EUR/GBP outlook will depend on Brexit, but may also be
driven by movements in the USD, concerns about Italian risk and
ECB rate hikes. In a no-deal scenario, we expect the EUR to be
negatively affected, but less so than the pound, so EUR/USD
should weaken, but EUR/GBP should strengthen. Hence, this
would imply upside risks to our forecast, which is for EUR/GBP to
hover around or above 0.90 over the next year or so.

If a withdrawal agreement is negotiated, we think this will tend to
be EUR/GBP negative in the short term as the pound benefits
from a relief rally, but that this could fade as ongoing uncertainty, a
better Eurozone outlook and ECB rate hikes help the cross.
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JPY — Torn between risk and yields
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Chart 7: The yen is being helped by low risk
appetite and equities...
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Chart 8: ... but low inflation, low interest rates
and low yields are providing a balance
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We continue to favour a weaker yen. The BoJ’s monetary policy
should remain very loose and yen-negative. The Japanese
economy is recovering moderately, but both inflation and wage
growth are still soft. However, low Japanese interest rates have not
led to a weaker yen, as the currency has been boosted by low
global risk appetite and equities spurring demand for the yen as a
safe haven.

The BoJ kept its monetary policy unchanged following its meeting in
September. Its asset purchase programme remained untouched, as
did the deposit rate, which still stands at -0.1%. In addition, the
Bank continues to target 10-year yields of around 0%. The Bank
had injected a little more flexibility into its yield target following the
BoJ meeting in July, which could allow for the 10-year yield to rise
to 0.2% before the Bank might step in to try and lower it.

Despite this increased flexibility, the 10Y yield has not tested the
0.20% level, and has remained in a 0.14-0.16% range for most of
the last month. The US 10Y yield also slipped from its October high
above 3.23%, but the gap between the two remains wide and
should, in our opinion, have implied more upside pressure on
USD/JPY.

During the last three quarters of 2017 the correlation between
USD/JPY and the US-Japan 10Y spread was +0.9. However, year-
to-date 2018, that correlation has crashed to 0.15. To put this
change into perspective, if the 2017 link between yields and
USD/JPY had persistently continued in 2018, USD/JPY would be
trading around 119 currently.

Admittedly, the correlation has picked up again over the last few
months, but the poor overall relationship for 2018 seems to be down
to the unusually weak USD in Q1-18, when the dollar declined even
as US rates were rising, and low risk appetite boosted the yen.

Low risk appetite looks set to remain supportive for the yen over the
coming weeks. Whether the focus is on US-China trade tensions,
Italian/Eurozone budgetary risks or emerging markets, the yen has
tended to be the safe-haven currency of choice in 2018.

Therefore, whilst the relationship between the US-Japan 10Y
spread and USD/JPY has been weak for much of 2018, the link
between the currency and equities (a proxy for global risk) has
remained strong.

The correlation between the Nikkei index and USD/JPY has been
0.74 year-to-date. Indeed, we estimate that, based on equities/risk
alone, the currency pair is overvalued, with a fairer value closer to
108. Hence, it is possible that low Japanese yields and the wide
US-Japan 10Y gap is having an effect on the yen by preventing it
from appreciating in line with low global risk appetite.

Hence, the yen appears torn between risk issues and yield issues,
with the two perhaps having more of a balancing effect than is
appreciated. At the moment the risk factors are in focus, but with
the Japanese economy still expected to post only a moderate
recovery, inflation still low and growth in cash earning slowing to
0.9% YoY in August, the BoJ’s policy should remain loose in 2019
and if/when risk appetite improves, should still imply a weaker yen.



o

CNY — No manipulation to see here
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Chart 9: Chinese policy seeking to support

growth
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Chart 10: USD/CNY heading back up
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The CNY remains vulnerable to a combination of a strong USD, a
slowing Chinese economy and the likelihood that this will involve a
continuation of fiscal and monetary policy loosening. However, the
PBoC has reiterated that it will not use the CNY as a tool in any
trade war with the US. Such a stance may not prevent USD/CNY
hovering at higher levels than we previously expected, but should
suggest a reluctance on the part of Chinese policymakers to allow
USD/CNY to break the psychologically, and maybe politically,
important 7 level.

The focus remains on the trade tensions between the US and
China, and their impact on the Chinese economy and the renminbi.
However, despite rhetoric from the US administration warning
other countries not to competitively devalue their currencies, the
US Treasury Department did not declare China a currency
manipulator in its recent report on the FX policies of its trading
partners. The decision was not a surprise. The US Treasury has
three criteria to decide whether a country is manipulating the
currency: 1) it must have a big trade surplus with the US, of at
least $20bn; 2) a current account surplus of at least 3% of GDP;
and 3) it needs to have persistently intervened to buy its currency
over a 12-month period. China has only met the first criterion.

The CNY weakened on that announcement as some market
participants viewed it as giving a green light for the PBoC to allow
the renminbi to weaken to counter trade concerns’ negative impact
on growth. We still believe that Chinese policymakers will be
reluctant to allow the CNY to weaken aggressively for several
reasons. First, they have persistently stated that the currency will
not be used as a tool in a trade war. Second, notable additional
CNY weakness might merely prompt US retaliation. Third, runaway
depreciation might spark a major outflow of funds and destabilise
policy.

However, that is not to say that USD/CNY will not remain firm and
even edge higher and above seven in the short term. But the
catalyst for such a move may simply be a standard policy
divergence between the US and China. We expect the Fed to hike
rates three more times in this cycle, but the Fed’s rhetoric is erring
toward the hawkish side, with the market considering that more
hikes may be forthcoming.

Further, this comes as China’s economic outlook appears to be
pointing to a slowdown. China’s GDP growth dipped to 6.5% YoY
in Q3-18. The decline was driven by manufacturing output, which
grew 5.3% YoY compared to 6% YoY in Q2. Industrial production
slipped to 5.8% YoY in September, the slowest rate since October
2015. However, the trade surplus was much bigger than expected
in September ($31.7bn), including the highest-ever trade surplus
with the US. Exports grew 14.5% YoY, perhaps as firms front-
loaded sales to escape tariffs, and imports grew 14.3% YoY.

Given the risks to growth, policymakers’ response has tended to
focus on stimulating activity across the board, rather than on the
CNY. To help shore up liquidity, the PBoC cut banks’ reserve
requirement ratio. In addition, infrastructure spending has been
increased. In late October, President Xi expressed his unwavering
support for the private sector and, after a recent increase in
income tax thresholds, a plan for tax cuts was announced.
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CHF — Shifting risks

Stuart Bennett We remain negative on the CHF. Periods of low global risk
stuart.bennett@santanderCIB.co.uk appetite, and worries about Italy’s budget, may continue to
(+44) 33114 80134 intermittently support the currency as a safe haven. However,

concerns about the future EU-Swiss relationship may be more of a

franc risk. In addition, even though the Swiss economy is holding

up well, the combination of the SNB sticking to its loose monetary

policy as the ECB adopts a less accommodative stance should pull
Chart 11: Swiss inflation is higher, but a EUR/CHF upward.

sluggish outlook should keep the SNB on hold . . .
99 P The FX market’s appetite for risks remains a relevant factor for the

4 franc, although the focus of these risks may be changing, and

1.7 could start to favour a weaker CHF. Overall, lower global risk
appetite due to trade tensions and lower global growth has

1.5  primarily boosted demand for the yen and dollar as safe havens,
although the franc has also found some support from these factors.

1.3 The focus on Eurozone risk, in the form of Italian politics and its

budget, has tended to be unambiguously positive for the CHF.
1.1 However, the Italian-inspired drop in EUR/USD at the end of
— Swiss CPI YoY % September did not spill over into EUR/CHF and drag that cross
——EUR/CHF 12 month lead, rhs L 09 lower, as the market has become more concerned about future
EU-Swiss relations.
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The EU and Switzerland’s relationship is underpinned by around
120 bilateral agreements. The two have been negotiating for quite
a while to simplify these within a single framework agreement,
within one treaty. The talks have not been progressing too well,
and broke down over the summer amid concern among Swiss
unions that the agreement would undermine workers’ conditions.

Source: Bloomberg, Santander

The EU has warned that the negotiations cannot continue forever,
and there is some hope that they may reach a head over the
coming weeks. A failure to agree would raise doubts over
Switzerland’s scope of access to the Single Market. In addition,
given the importance of finance to Switzerland, much attention has
- -1.5 centred on the risk that a failure to agree a way forward might
prevent EU participants from accessing Swiss equity exchanges in
2019.

Aside from such Swiss-specific risk, we still envisage the monetary
- -2.7 policy trade-off between the ECB and SNB as likely to be

114 4 EUR/CHF positive. The ECB is in the process of ending its asset

F 31 purchase programme, and has signalled that rates could be hiked
3.5 by the end of next summer. However, with Eurozone CPI above
target and Eurozone growth holding up, the market may start to
expect rates to be increased sooner.

Chart 12: EUR/CHF firmer, despite focus on
Italian/EUR risk
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Meanwhile, we do not expect the SNB to be in any rush to alter its
policy. The bank should keep its deposit rate at -0.75% at least
until the end of 2019, allowing the ECB to do the heavy lifting and
pull EUR/CHF higher. Consequently, the SNB still views the franc
as ‘highly valued’, considers that conditions in the FX market are
‘still fragile’ and remains willing to intervene.

Source: Bloomberg, Santander

Admittedly, the economy continues to hold up rather well. Indeed,
the SNB revised up its GDP forecast in September, and now
expects growth of between 2.5% and 3% for the current year.
However, the inflation outlook remains weak, with the bank
expecting CPI at 0.9% this year, 0.8% in 2019 and 1.2% in 2020.
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CAD - Back to neutrality
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Chart 13: Canada’s economic and export
outlook already appeared robust. Going
forward, the USMCA trade agreement should
support both, and the CAD, further
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Chart 14: USD/CAD versus oil, the long-term
relationship (five years) suggest that the CAD
is too cheap
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We remain positive on the CAD. The Bank of Canada hiked rates
at its October meeting and we expect it to continue increasing
interest rates through 2019. The economic outlook remains robust
and inflation is expected to be around target through to 2020. In
addition, the settling of trade tensions between the US and
Canada should support the currency.

The BoC increased its overnight rate by 25bp to 1.75% in October.
The change was expected, but the Bank adopted a more hawkish
stance than many market participants had anticipated. It signalled
that rates would need to rise to the ‘neutral’ level, 2.5%-3.5%, and
whilst the pace is not pre-ordained, and remains data-dependent, it
dropped the reference to gradual changes.

We expect that the Bank will continue to hike rates through 2019,
with the next move likely in January. The Bank’s signal that interest
rates need to move back to ‘neutral’ implies at least three more
increases. The prospect of a sustained and persistent tightening of
monetary policy should support the CAD across the board, and
even against the USD, despite our expectations that the Fed will
hike US interest rates in December and then twice more in 2019.

The BoC’s Monetary Policy Report painted a picture of a robust
economy. The Bank expect the Canadian economy to grow by
2.1% in 2018 and 2019, and 1.9% in 2020. Its forecast for Q3-18
GDP was revised up to 1.8% QoQ annualised, from 1.5%.
Canadian CPI in September was significantly lower than expected,
at 2.2% YoY versus 2.8% YoY in August, but this remains above
target, with the core measures also hovering around 2%. In
addition, the bank had warned that the summer spike in CPI was
expected to reverse, but continues to forecast inflation at its 2%
target through to 2020.

The recent BoC autumn business outlook showed that companies
were expecting to increase investment. Importantly, that survey
was conducted between August and September, i.e. before the
US, Canada and Mexico agreed a replacement for NAFTA, in the
form of the USMCA. The settling of trade tensions between the US
and Canada is expected to provide an additional boost for
investment in exports.

The risks that might prevent further CAD-friendly rate hikes appear
to focus on: 1) global risk factors, i.e. a negative effect on activity
from events such as US-China trade tensions, 2) the impact of rate
hikes on Canadian households; and 3) a weaker oil price.

However, the Bank again highlighted signs of housing market
stabilisation, suggesting that consumers can deal with further rate
hikes. It indicated that credit growth has slowed and that the share
of new mortgages with high loan-to-income ratios has fallen. Plus,
the ratio of household debt to income has levelled off and is
forecast to ‘edge down’.

The oil price has weakened in October, with WTI at $66/bbl.
Cheaper oil is intuitively a CAD negative, but the correlation
between oil and CAD has been very weak recently. However, the
longer-term, 5-year, correlation between WTI and USD/CAD is
-0.9. This ‘more normal’ relationship indicates that even after oil's
decline the CAD is cheap and USD/CAD should be closer to 1.23.
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AUD — Weighed down by yield differentials
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Chart 15: As US bonds extend their yield
advantage over Australian bonds, so too the USD

strengthens against the AUD

0.84 - - 0.1
0.82 r o0
F-0.1

0.80 - F-0.2
0.78 - - -03
b 0.4

0.76 - | o5
0.74 - r -0.6
s F-0.7
0.72 1 - -0.8
0.70 0.9

—— AUD/USD

Source: Bloomberg, Santander

Jan-18  Mar-18 May-18 Jul-18 Sep-18

—— AU-US 2Y Swap Spread (%), rhs

Chart 16: The RBA is set to keep rates on hold
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We continue to see AUD/USD as oversold in the short term,
but would note that the longer-term outlook is becoming far
less supportive for the AUD. Global trade concerns have
simultaneously boosted the USD and weighed on the AUD.
Further, with the market pricing in several more Fed rate hikes
over the next year, and no RBA hikes until at least Q4-19,
interest rates differentials have pulled AUD/USD lower in
2018. Given the deterioration in the AUD/USD outlook, we
have reduced our forecasts, and now see the pair at 0.73 in
Q4-18 (0.77 previously), and 0.76 in Q4-19 (0.78 previously).

In January 2018, AUD/USD spent a couple of weeks above
0.80. Since then, however, the pair has been on a downward
trend, ending Q1-18 at 0.77, Q2-18 at 0.74, and Q3-18 at
0.72. The peak-to-low decline in AUD/USD reached 13%
earlier in October, with the pair touching a low of 0.7041.

Various factors are responsible for this decline, but the simplest
explanation is the deterioration in expectations for Australian
monetary policy, relative to that in the US (Chart 15).

Australian interest rates have had a yield advantage over US
rates for most of the 21 century. However, in early 2018, the
US Fed Funds rate overtook the RBA'’s cash rate, with this
advantage moving further in the favour of the USD over the
course of 2018, as the Fed hiked rates again in Q2 and Q3.

We expect the Fed to hike rates three times over the next
three quarters. Over the same period, we expect the RBA to
keep rates at 1.5%, with the central bank extending its record
run of 24 meetings on hold significantly further. The US 10Y
bond is now yielding about 50bp above the Australian 10Y,
with this divergence following that of the 2Y swap spread in
the chart. The outlook for AU-US rates over the next year
makes it difficult to argue for a significantly stronger AUD/USD,
hence our decision to lower our 2019 forecasts for the pair.

There are many reasons for this deterioration in the AU-US
interest rate differentials. Clearly, the strong US economy and
hawkish Fed have boosted the USD, while the neutral RBA
has grown increasingly wary of negative impacts on global
trade from the US-China trade tariffs, and the secondary effect
this could have on the Australian economy.

Indeed, in the RBA’s semi-annual financial stability report,
released in mid-October, the Bank highlighted that while
global growth is still positive, the downside risks have
increased due to the rise in protectionism. These views echo
the recent comments from the IMF Managing Director
Christine Lagarde, who said that trade wars risk hurting global
growth and innocent bystanders.

A by-election took place in Wentworth, New South Wales, this
past weekend to fill the seat left by ex-prime minister Malcolm
Turnbull, who was ousted as head of the Liberal party in August
(see Another one bites the dust, published 24 August). The
Liberal party, which has held this seat for the past 90 years,
lost it to an independent candidate, and with it, lost its one-
seat majority in the House of Representatives. This is clearly
not helpful for the government, although the next federal

election does take place in 2019 anyway.


https://santanderresearch.com/documents/20181/323505/AUD%20-%20Another%20one%20bites%20the%20dust.pdf/43385999-e754-454c-a046-b3ff32ae5e32
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NZD — Up or down (but probably neither for now)

Michael Flisher We are still neutral the NZD, both in late 2018 and early 2019.
michael flisher@santanderCIB.co.uk The NZD has underperformed this year, and is already down
(+44) 33114 80232 8% against the USD (Chart 17). USD gains and concerns

over global trade have weighed on the pair but unless the
USD begins to weaken, or global trade concerns dissipate,
we see little reason to be too upbeat on the NZD for the

Chart 17: The NZD outlook may not look great, remainder of the year.

ggiéhe currency has already weakened notably in - 4 saiq, given its decline, further NZD weakness in Q4-18
now looks less likely, in our view, especially with the
4% - speculative short NZD position already at an all-time high. But
the currency is also unlikely to receive any support from
monetary policy in the short term, with the RBNZ still
suggesting that rates could go up or down.
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Neither looks especially likely any time soon, in our view, but
another full year of unchanged rates limits the scope for even
longer term NZD gains. Hence, we have reduced our
NZD/USD forecasts and now see the pair at 0.67 in Q4-18
(0.69 previously) and 0.70 in Q4-19 (0.74 previously).
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o Domestic factors have improved in recent weeks though. Q2-
-10% - 18 GDP growth rose to 2.8% YoY, rising back towards the

SEK AUD EUR GBP CAD CHF NOK USD JPY 394 the RBNZ considers its potential long-term growth level.
In addition, Q3-18 CPI climbed to 1.9% YoY, comfortably
beating both the market’s (1.5%) and central bank’s (1.4%)
forecast. This is still at the lower end of the Bank’s 1-3%
inflation target, but certainly looks more promising that the
past couple of quarters.

Source: Bloomberg, Santander

These figures should allow the RBNZ to relax a little,
potentially offering the NZD some support. But significant
RBNZ-led gains look unlikely for the time being, given that

Chart 18: Speculators took their net short NZD
position to another all-time high in October

30 . 0.74 the Bank is still suggesting that rates could go up or down.
20 073 We believe that neither are likely any time soon, but with the
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10 | RBNZ continuing to forecast no rate hikes until Q3-20, the
" 971 currency is likely to struggle for support heading into 2019,

0 \ VA - 0.70 as central banks elsewhere begin/continue to hike rates. Like
- 069 the AUD/USD (see AUD page), the NZ-US vield advantage

10 98 has disappeared in 2018, which in turn has weighed notably
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=301 - 0.65 A further move in favour of the USD could potentially pull
-40 L 0.64 NZD/USD even lower. Indeed, according to the latest Bank
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Net Speculative Contracts (000) ——NZD/USD, rhs only used in 2% of global spot trades, whereas the USD is

used in 88% of trades. Consequently, any significant USD
Source: CFTC, Bloomberg, Santander move is likely to have a disproportionate impact on
NzZD/USD, and so the pair could yet fall further on the USD,
even if domestic NZD factors do not warrant such a move.

However, with the speculative net short NZD position setting
a new all-time high in October, at 35.41k contracts (Chart
18), we doubt speculators will want to add significantly to this
short position. In fact, a slightly less downbeat speculative
position could be enough to offer the NZD some support in
the months ahead.
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SEK — Waiting for a rate hike and a government

Michael Flisher We still consider the SEK too weak, and expect the currency
michael flisher@santanderCIB.co.uk to strengthen in 2019. However, European risk sentiment, a
(+44) 33114 80232 very cautious and patient Riksbank, as well as domestic

political uncertainty, may all continue to limit the SEK over the
next couple of months. Given this, we have raised our
EUR/SEK forecasts, and now see the cross at 10.3 in Q4-18

Chart 19: EUR/SEK has tended to follow (9.9 previously) and 9.6 in Q4-19 (9.2 previously).

risk/equities, but fell on the back of strong CPI The SEK has broadly followed equities/risk sentiment in
data in mid-October
recent months (Chart 19). However, the cross seems to have

10.7 r 3100 diverged from the Euro Stoxx 50 over the past week, with the
10.6 | 3000 SEK strengthening on the strong September CPI data.
105 ‘ Both the CPI and CPIF numbers beat expectations, rising to
3300 2.3% YoY and 2.5% YoY, respectively. With energy prices
104 - /\ﬂ \ lifting both these measures in recent months, the Riksbank
1034 L 4 - 3400 has focused more on CPIF excluding energy (Chart 20). This
W / | 3500 saw a particularly notable increase, to 1.6% YoY (1.2%
10.2 A \/ previously), boosting the prospects of a rate hike.
10.1 w w 3600 At yesterday’s meeting (24-Oct), the Riksbank continued to
Jun-18 Aug-18 Oct-18 suggest that it expects to hike rates in “December or February”.
We see a hike at either meeting as possible, with GDP and
—— EUR/SEK Euro Stoxx 50, rhs, rev

CPI data already supporting the case for tighter monetary
policy. However, we still see a February rate hike as the more
likely of the two. Much will depend on the next two months’
CPI data, as well as the Q3-18 GDP numbers. However, new
data aside, the Riksbank has tended to be too optimistic in
forecasting monetary policy tightening in recent years, and
has a history of disappointing the market (see Riksbank and
Chart 20: Swedish inflation rose in September, Norges Bank to show patience in October, of 18 October).
with a sharp pick-up in CPIF in particular
boosting expectations of a rate hike

Source: Bloomberg, Santander

Aside from the question of when the Riksbank will finally hike
rates, another key matter is when Sweden will have a new

237 [ government. This political uncertainty is neither good for the
outlook for interest rates nor for the SEK. The timeline below
2.0 - 20  shows that we are already in uncharted political territory.
e 9-Sept: Inconclusive general election
15 - 1.5
e 25-Sept: Parliament returns (speaker elected)
1.0 A - 10 e 26-Sept: PM Lofven loses vote of no confidence (204-142)
Sweden CPI e 2-Oct: Moderate party tasked to form new government
0.5 - Sweden CPIF L 05
Sweden CPIF excluding energy e 14-Oct: Moderate party unable to form new government
Riksbank Inflation Target )
0.0 x x 0.0 e 16-Oct: Social Democrats tasked to form new government
16 17 18

If no government is formed after four attempts, the country will
hold new elections within three months. Sweden has never
previously needed more than one attempt to form a
government, so we are already in uncharted waters. In spite
of this uncertainty, the SEK has performed relatively well
given that: i) it is focussing more on the prospect of a rate
hike; ii) Sweden has solid finances with both a fiscal and
current account surplus. However, the SEK could come under
pressure if new elections are needed, or parliament is unable
to pass the 2019 budget, which is due to be presented to
parliament by 15 November, and voted upon in December.

Source: Bloomberg, Santander


https://santanderresearch.com/documents/20181/323505/Riksbank%20and%20Norges%20Bank%20to%20show%20patience%20in%20October.pdf/784d68f6-a390-48fd-a3a9-3df48de14a61
https://santanderresearch.com/documents/20181/323505/Riksbank%20and%20Norges%20Bank%20to%20show%20patience%20in%20October.pdf/784d68f6-a390-48fd-a3a9-3df48de14a61
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NOK — Some patience, and then further gains
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Chart 21: After a strong year so far, the NOK
might struggle to add significantly to its 2018
gains in November, but we still see scope for
further upside heading into 2019
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Chart 22: Norway’s budget balance has fallen as a
% of GDP in recent years, but remains in surplus
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We still hold an upbeat view on the NOK, but it is already one of
the strongest developed market currencies so far in 2018
(Chart 21). Furthermore, we do not expect the Norges Bank to
hike rates again until March. Hence, with EUR/NOK falling
sharply over the past couple of months, the cross may need to
wait until early next year to test last summer’s 9.22 lows. With
the next rate hike potentially still five months off, we see
EUR/NOK holding mostly in a 9.3-9.5 range for the remainder
of 2018, although we continue to see the cross heading into
2019 towards the lower end of this range.

This morning (Thursday, 25 October) the Norges Bank kept
rates on hold, at 0.75%. This decision was no great surprise to
the market, not least because just five weeks ago the Bank
hiked rates for the first time since 2011, but also because there
was no press conference, no new forecasts, and the Bank had
previously stated that it expected to next hike rates in Q1-19.

The Norges Bank’s Executive Board has also made it clear that
if the economy evolves as it expects, it will only hike rates
gradually. This significantly reduces the probability of a rate
hike in December, in our view, even though the bank has not
completely ruled out such a possibility.

Now that the central bank has begun its tightening cycle, the
upcoming data will be closely watched for signs of when the
Bank will hike next. In the coming weeks the focus will be on
the CPI data (9 Nov) and GDP numbers (14 Nov).

September CPI came in unchanged, at 3.4% YoY (headline)
and 1.9% YoY (core), despite expectations of a decline. The
Norges Bank expects both inflation numbers to come in lower in
Q4-18, and so any further increase in October would keep
pressure on it to hike rates sooner rather than later.

However, GDP data disappointed in both July and August.
Hence, even assuming strong growth for the month of
September, Q3-18 GDP is unlikely to impress, with quarterly
growth (including the petroleum sector) at risk of turning
negative for the first time since 2016.

Petroleum prices have dipped from their early October highs,
but remain elevated. Earlier this month, the government
highlighted that “the cyclical downturn that followed the fall in
oil prices four years ago has come to an end, and the
economy is in a cyclical upturn,”

Data over the coming quarters should help clarify whether this
is true, but the firmer oil prices should at the very least be
helping government finances. The Norwegian government,
which runs a non-oil structural deficit to use its oil wealth to
help fund its welfare state, presented a relatively neutral
budget for the 2019 fiscal year. It proposed spending just
NOK231bn (USD28bn) of its oil income (slightly above the
NOK226.7bn for this year). This would amount to around 2.7%
of the USD1trn wealth fund, below the 3% rule. Although
Norway’s budget surplus is no longer as large as it once was,
the country’s finances are still in far better shape than those of
most other developed markets (Chart 22), which should
continue to support the NOK.
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LatAm FX: Main Themes

Currency 3Mview 12M view Main Themes

e The dilution of election risk has been the main driver of the BRL, in our
view. Markets are attributing a relatively high probability to a scenario of

BRL extended fiscal consolidation into 2019.
\ e Unwinding of FX hedges and portfolio flows may, in the short term, extend
the ongoing rally.

e Past the elections, cabinet composition (including the central bank) and
articulation to pass reforms in Congress should be the main themes.

e The emerging market outlook and the international price of oil have turned
more favourable.

MXN e Fitch and Moody’s recently expressed concerns about the finances of
|:> |:|'> Pemex and the market is worried about the location of the Mexico City
Airport.

e Regardless of the improved external scenario, politics is taking centre
stage and is likely to define the direction of the exchange rate.

e The CLP will remain dependent on the external scenario, with special
focus on trade tensions and copper prices.

CLP e The risk scenario is a permanent decline in copper, with effects on
\ |::> business confidence, investment, and eventually growth.

e In the medium term, if copper prices normalise, the CLP should remain
weak vs the USD but relatively strong vs EM peers, given Chile’s lack of
fundamental imbalances in the economy.

e COP performance risks are tilting upward as the external environment
remains uncertain and with the recent decline in oil prices.

cop |:|'> :|'> e BanRep’s reserve build-up programme may cap any possible

appreciation.

e The macroeconomic outlook remains solid, with ongoing recovery, low and
stable inflation and narrowing of the current account deficit.

e The peso has appreciated around 12% since a new monetary and FX
policy was launched in early October.

e Part of the US$13.4 billion IMF lending to be withdrawn before year-end
will be converted into pesos by the Treasury, as several government

ARS I I financial obligations are local currency-denominated.

e Thus, an additional US dollar supply of around US$150 million daily
should generate additional downward pressure in a market where average
daily volumes are no more than US$450 million daily.

e We believe the time is approaching, in the months to come, to be long in
local currency peso instruments and enjoy returns on inflation linked or
floating Badlar fixed income instruments.

' Bullish ’ Mildly Bullish —> Neutral \ Mildly Bearish l Bearish

Source: Santander.
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BRL — Relief, for now
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Chart 23: FX swap auctioned volumes*
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Chart 24: 5-year CDS, Brazil minus Russia, Turkey,

South Africa average (bp)
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A relief rally for Brazilian assets came earlier than we were
expecting, mostly due, in our view, to presidential polls
pointing to a comfortable lead in favour of the candidate
perceived as willing to continue the country’s fiscal
consolidation process. Since first round voting on 7 October,
the BRL has been among the top performers within the EM
universe, following the bullish trend in CDS spreads, local
rates, and equities. The sharp movements suggest, in our
view, that market positioning in Brazil was quite light and that
investors are now running to cover short/underweight
positions or add to bullish trades in anticipation of the
continuation of those new trends.

Although we believe that the combination of momentum and
still favourable positioning (the central bank has yet to start
unwinding the FX swaps it offered to the market this year —
primarily between May and June — at an estimated average
starting exchange rate of BRL 3.76/USD) may extend the
BRL rally for a few months after the presidential elections
(the run-off is scheduled for 28 October), we see several
hurdles to be cleared for us to become comfortable with the
hypothesis of a new prolonged bull market.

In our view, the recent BRL/USD move was too fast and too
strong. In terms of valuation (here gauged by the deviation
from the long-term average real effective exchange rate), the
exchange rate moved from an undervaluation of around 25%
(with BRL/USD at 4.13 on 19 September, when we closed
the September issue of this FX Compass) to close to fair
value after the first round of the elections (with BRL/USD at
3.70). We reach a similar conclusion when we look at the
sovereign CDS market, which is usually highly correlated
with the BRL. According to our modelling (see our 9 October
report, Risk Premium — Apples and Oranges), the
idiosyncratic (i.e. not linked to any external variable)
component of Brazil’s country risk is now negligible,
suggesting low risk associated with the execution of reforms
and the macroeconomic policy of the new government, in our
view. At 210bp, Brazil’s 5-year CDS is trading inside the BB-
curve and in line with BB credits (such as South Africa),
which, in our view, suggests the relatively optimistic
assessment that the country’s split rating is more likely to be
solved with an upgrade by Fitch and S&P Global than with a
downgrade by Moody’s (which has been keeping Brazil as
Ba2).

For that scenario to materialise, in our view, the newly
elected government will have to start doing the groundwork
for passing a major pension reform early next year. That
would include defining the terms of the proposal to be
presented to Congress, form an effective coalition in both
houses and prioritise the economic agenda among several
other demands from society. The legislative year only starts
next February; the next president will have until then to
strengthen the current wave of market confidence. While we
wait for more concrete signals on that, we maintain a
relatively bearish view on the currency in the medium term.
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MXN — AMLO’s politics in the spotlight

Guillermo Aboumrad The minutes of the 4 October Banxico monetary policy

gjaboumrad@santander.com.mx meeting underscore the Board’s significant worries about
(+52) 55 5257 8170 the external scenario. Most members warn that increased
US economic dynamism could exert pressure on US
inflation. So, an environment of higher external interest
Chart 25: EM FX performance 2018 rates and QSD appreciapion ig expectg_d, which wpuld lead
(3 oct - 22 oct 2018 to greater tightening of fl_nanmal conditions that will
particularly affect emerging markets. The Board also
discussed the possibility of international crude oil prices

TRY 6.3 continuing their upward trend, thus pressuring domestic
inflation.

BRL 6.0 However, what stands out is that from 3 October to date,
both the emerging market outlook and the international

ARS - price of oil have turned more favourable. Major emerging

market currencies that depreciated steeply are on an
appreciation trend, particularly the Turkish lira, the Brazilian
ZAR 2.6 real, the Argentinian peso, and the South African rand.
Also, the price of WTI oil has dropped from 2018’s peak of
US$76.41/barrel to ~US$69.00/barrel.

RUB 1.1
The Board took a wait-and-see attitude with respect to not
bHP 07 hiking, ba;ed on no evidence of second-round effects on
' core inflation aided by an improved outlook for USMCA; we
0 5 P 5 g believe the Board could also adopt a similar stance in the

following meetings if the 2019 budget is prudent and
Source: Santander, Bloomberg credible. The majority of members highlighted that core
inflation has evolved, in general, as anticipated, and is
expected to continue decreasing, which is primarily why
there has been no change in the policy rate (at 7.75%). In
the minutes, there are several mentions of fiscal policy and

Chart 26: NY WTI (US$/ barrel) the need to complement efforts on the monetary policy side

78 with a prudent 2019 budget.

76 There is uncertainty about the fiscal management of the
incoming administration, according to one member. Another
member expressed the need to know in detail the next

4 administration’s public policies, concerns that are now
shared by the market. In our view, if the AMLO

72 administration delivers a prudent and credible 2019 budget
as promised, Banxico could maintain the policy rate

70 unchanged; otherwise, a hike in December is more likely.
Fitch and Moody’s recently expressed concerns about the

68 finances of Pemex, adding to market jitters about the next
administration’s handling of the budget. Also, the market is

66 starting to get worried about the decision on the location of
the Mexico City Airport based on a public consultation. In

64 sum, regardless of the improved external scenario, politics

is taking centre stage and is likely to define the direction of
the exchange rate, in our view.
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Source: Santander, Bloomberg



o

CLP — Rate hikes to mitigate funding currency effect

Juan Pablo Cabrera In the last few weeks, the USDCLP rate has hovered around
jcabrera@santander.cl 656-684, in another month of relatively high volatility. This
(+56) 22 320 3778 coincided with a more range-bound global USD story,

including relatively stable copper prices of around
US$2.75/Ib. In general, the CLP traded weak vs. peers: the
last two times the FX rate spiked in Chile (early September
to almost 700, and early October to 685), the currency was
overly hard hit considering historical parameters. Even

700 adjusted for copper prices and global USD levels, our
models indicate that the CLP slide was 15-20 pesos over-
extended, which in our view was triggered by fast-money

Chart 27: USDCLP vs. copper prices ($/lb)*

080 offshore investors expressing a negative EM FX call via
860 relatively cheap short positions in CLP: forward rates trade
inside the spot rate up to the 1yr tenor due to very tight
640 interest rate differentials with the US.
On the local growth front, August’s IMACEC was 3.2% yly,
620 near market consensus. Now the 3Q18 reading is likely to be
close to 3% y/y, which implies a deceleration vs. 2Q18’s
600 5.3%. This would be mainly due to the mining sector (where
output is expected to contract on a y/y basis), and a likely
580 poor September print, reflecting fewer working days. The
245 265 285 305 325 BCCh analysts’ survey maintained expected 2018 growth at
4.0% but cut 2019’s by 10bp to 3.7%, probably because of
*Nov’16-Oct’18 Source: Santander, Bloomberg negative risks from the global economy.
Regarding inflation, September’s CPI surprised on the
downside again, at +0.3% m/m (3.1% yly). Although gasoline
prices remained on the upside, food inflation was lower than
Chart 28: GDP growth and business confidence what is normal for this month (the National Holiday week
60 7% normally makes foodstuffs much dearer), while the FX pass-
Buss Conf (50=neutral) 5% through is being milder than suggested by historical data. For
——IMACEC yly, right the coming months, we expect y/y inflation to hover around
55 5% current levels, but it should pick up further along 2019, as the
4% weaker CLP should eventually affect core tradable goods
50 306 such as apparel, cars, electronics, etc.
2% In the last rate meeting, the BCCh board decided to hike
45 1% rates by 25bp to 2.75%, vs. a split market consensus (50%
0% of analysts expected no change this month). Although recent
20 1% Qata _indicate a softenir_mg in groyvth and a mild uptrend in core
inflation, the BCCh maintained its view that the output gap is
2% narrowing, and rates need to be normalised. The Board
35 -3% mentioned that rates should converge to neutral in 2020 (i.e.
Jan-15 Sep-15 May-16 Jan-17 Sep-17 May-18 to 4.00%-4.25%), suggesting that a rate hiking cycle of at
Source: Icare, BCCh, Santander least 100bp will take place in the next few quarters.

All'in all, we expect FX trends in Chile to continue hinging on
external factors, despite the coming hikes in policy rates. In
our view, higher local rates would make sharp USDCLP
spikes less frequent, as investors’ should have less incentive
to use the CLP as funding currency. Nonetheless, we do not
believe this will be enough to fully offset the global USD
uptrend stemming from the strong US economy. Net net, we
expect the USDCLP rate to continue moving upwards, but in
a more stable and moderate manner: extrapolating the trend
in fair values since early this year, we obtain 680-685 for
end-November.
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COP - BanRep accumulating FX reserves

Diana Ayala Since our last FX Compass (published 20 September)
Diana.ayala@santander.us external pressures have eased after a period of intensity,
(+1) 212 407 0979 providing some relief to EM asset prices, with EM FX

increasing 0.6%. During this period, however, the COP
depreciated 3.8%, underperforming its EM and LatAm peers
and reaching levels above COP3100/USD, which were last
recorded in November 2016. Part of the COP’s
underperformance has been due to lower oil prices, with Brent
Chart 29: Oil prices have declined but remain high  prices decreasing 2.7% in the last month from US$78/bbl to

($/bbl) (USDICOP, US$76/bbl. However, the COP’s underperformance was more
% Brent (/bbl, rhs) mvered)  evident at the beginning of this month, when oil prices rallied,
g5 —— USDICOP (hs) |, With Brent reaching US$86/bbl — the highest level this year
80 | Je00 and since October 2014, and yet, the COP remained above

75 the COP3000/USD levels.

F 2850
L2000  Part of the COP’s underperformance could be explained by

L 2050 the central bank’s FX reserves accumulation programme.
:2 L 3000 Following its monetary policy decision of 24 September, when
5 a0 the MPC maintained the rate at 4.25% as expected, BanRep
surprised the market by announcing a programme to

70
65

45 I 3100 N A 3

0 ' ' ' ' ' ' 145  accumulate international reserves through put options as a
Jan-17 Apr-l7 Jukl7 Oct17 Jan-18 Apr-18 Jul-18 Oct-18 preventive measure in case its flexible credit line (FCL) with

Source: Santander, Bloomberg the IMF of around US$11.5 billion is reduced in 2020. The

options can only be exercised when the official exchange rate
(TRM) is below the average of the previous 20 working days.

The first auction was held on 1 October and offered US$400
million. As of the time of writing, US$300,000 of the US$400
million put options have been exercised. BanRep used this

h T FX % ARA i " . .
Chart 30 reserves as v metric system previously in 2008; yet, the last time BanRep bought

180% -

Suggested Adequacy Range USD was in 2014 through direct auctions, accumulating US$4
160% - T billion. If we look at FX reserves as a percentage of the IMF’s
140% 1 ARA metric, we notice that reserves remain within the range of
120% A adequacy. However, since 2015 this buffer has been
100% 1 declining. Moreover, we expect the current account to widen in
80% - 2019, as we expect imports to accelerate faster in line with the
60% - recovery. At the same time, we note that portfolio inflows have
40% 1 been decelerating at a faster pace than the increase in FDI.
20% According to BanRep, the FX accumulation programme may
o | last two years, and although there is no specific target and it
g5882cggzegegree does not aim to fully cover the FCL, we consider that the
NN AR s s A e e s e e s o accumulation of US$4 billion could lead to a more adequate
Note: ARA Metric is a weighted average of export revenue level.
(5%) broad money (5%), short-term debt (30%) and other
liabilities (15%). Sources: IMF and Santander Although the programme is designed so that the central bank

does not exacerbate pressures in the FX market, it seemed
that it had an impact on market expectations, as the
programme would likely cap any possible appreciation.
However, there is flexibility in the programme, as BanRep
stated that the amount of put options would be defined on a
monthly basis. Thus on 1 November, we will learn if BanRep
has decided to continue with the mechanism or make a pause.

In the short term our view on COP is neutral, as COP risks
remain to the upside, due to the uncertainty in the external
environment and tighter international financial conditions. We
believe, however, that oil prices remain supportive and
continue to stress the positive macroeconomic outlook.
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ARS — We foresee the dollar around the bottom of the FX
band in November and December

Juan Arranz The peso has appreciated around 12% since a new
jarranz@santanderrio.com.ar monetary and FX policy was launched in early October. The
(+54) 11 4341 1065 core of the plan was to freeze money supply growth until

June 2019, in an effort to bring down an inflation rate that
has accumulated 32% YTD. On the FX front, a floating FX
rate within the “non-intervention zone” (N1Z) was established.
The NIZ was set in the range of ARS34-44 per USD. The
band is updated by the monetary authority on a daily basis at
a 3% monthly pace until December 2018.

Referring to the FX policy, when the US dollar quotation is
either above or below the NIZ, the CB has established that
for prices above the NIZ, the CB will sell international
reserves and reduce the monetary base by an amount of up
to US$150 million daily. Conversely, in the event of
excessive FX appreciation, with the quote falling below the

38 NIZ, the central bank may decide to purchase hard currency
and determine whether or not to increase the monetary base.

Chart 31: ARS/USD daily quote

42

40

* The IMF Board of Directors is scheduled to discuss the new

financial package on Friday, 26 October. Should the
3Sep 10Sep 17Sep 24%ep 10ct  80ct 150ct 22-0ct approval of the new loan materialise, US$13.4 billion will be
——ARS/USD disbursed to Argentina before year-end. Treasury Minister
Dujovne has suggested that part of the IMF lending to be
withdrawn before year-end will be converted into pesos in
the Siopel market, because some government financial
needs are local currency-denominated obligations.

34

Source: Santander, Bloomberg

Based on Minister Dujovne’s statement, the market is
anxiously awaiting the dollar auction mechanism to be
announced for the sale of around US$6.7 billion Treasury
proceeds.

In addition, the US dollar quotation, at ARS36.3947/USD on
Monday, 22 October, has been on a downward trend
throughout the month, now approaching the lower bound of
the non-intervention zone (see Chart 31).

Thus, an additional US dollar supply from IMF lending of
around US$150 million daily should exert further downward
pressure on a market where average daily volumes are
around US$450 million daily.

Central bank governor Guido Sandleris has said that if the
peso falls below the lower limit, the CB “might” buy US
dollars to prevent it from strengthening further, while the use
of exchange rate “sterilisation” — selling peso-denominated
debt to prevent an expansion of the money supply — also
“depends on what will happen”. However, we believe that
under the baseline scenario, the BCRA will finally buy US
dollars in the weeks to come, while peso proceeds will be
partially sterilised.

Based on the above, we believe the time is approaching to
be long in local currency peso instruments and enjoy the
returns on inflation linked or floating Badlar fixed income
paper.
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CEE FX: Main Themes

Currency 3Mview 12M view Main Themes
PLN e The zloty has been moving sideways vs the euro for the last few
::> weeks despite higher volatility on the equity and bond markets
and important internal events. We stick to our view that there is

some room for the zloty to gain until the end of the year.

e During the last few weeks, the Czech koruna underperformed
CZK \ \ its CEE peers mainly owing to the internal factors. In our view,
the list of Czech-positive factors has shortened and so we
decided to lift our EUR/CZK profile and reduce the number of
expected rate hikes.

¢ We maintain our short-term forecast for EUR/HUF. We are still

HUF |:|'> \ concerned that car industry problems with passing the new
WLTP emission standards may negatively affect Hungarian
exports.

e We have changed our short-term view and pushed our
RUB \ USD/RUB forecasts down from 70 to 68, mainly due to the
better outlook for US-Russia relations and a lower risk of the US

imposing new sanctions on Russia.

I Bullish ’ Mildly Bullish —> Neutral \ Mildly Bearish l Bearish

Source: Santander Bank Polska S.A.
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PLN — Waiting for a trigger

Marcin Sulewski, CFA The zloty has been moving sideways vs the euro for the
marcin.sulewski@santander.pl last few weeks, despite higher volatility on the equity and
(+48) 22 534 18 84 bond markets and important internal events (rating

upgrade, local government elections, the next stage of
the conflict with the EU).

We stick to our view that there is some room for the zloty
Chart 32: EUR/PLN and EUR/USD to gain until the end of the year. Polish factors should
continue to be at least neutral for the zloty and a

4.40 - EUR/PLN decline in the months to come should be
435 - driven by the situation in the global markets.
We perceive the deterioration of global market sentiment
4.30 in late September/early October as temporary. There are
405 - several risk factors on the horizon (ltaly, Brazil, Brexit)
but, for now, we do not expect them to materialize in
4.20 such a way that risk aversion remains higher for longer.
At the same time, the ECB and Fed maintain their
4.15 - generally positive view of economic growth and the
4.10 N EUR/PLN EUR/USD (revsersed scale) 126 recent US data were pretty gOOd.
ST 2T TSI RS The correlation between EUR/PLN and EUR/USD
28 S &=<=257 2 s° seems to be still having a material impact on the zloty.
Source: Thomson Reuters Datastream, Santander Bank Polska ThUS, the EUR/USD'’s rise should allow the Polish

currency to appreciate in the months to come.

We think that Polish bonds might look attractive after the
noticeable rise in yields in the last few weeks. Should
non-residents use this opportunity, the zloty may benefit.

Chart 33: PLN, TRY, BRL (June 1 = 100) At the time of writing, the October high-low spread was
the lowest monthly range since November 1996
(according to Reuters data). However, implied volatilities
are trading above levels seen in April and so we do not

110 -

100 -

assume that the current low trading range is an omen

: that a bigger move could take place soon.
% - In September, the European Commission (EC) decided

: to take the Polish government’s judiciary reforms to the
80 - Court of Justice of the EU (CJEU) on the basis that they

: were counter to EU law. The EC has asked the Court to
70 use an expedited procedure and requested provisional

- measures. The CJEU approved the EC’s motion and
60 . EUR/PLN USDTRY  —— USD/BRL suspended implementation of the Polish act in the

Jun Jul 20/1*59 Sep Oct Supreme Court. Poland’s top officials said the

government will comply with the CJEU decision. For the
time being we do not expect this issue to generate any
serious pressure on the zloty. There could be a negative
impact if the Court’s ruling is not in favour of the
government but a verdict is likely to be several months
away.

Source: Thomson Reuters Datastream, Santander Bank Polska

In October, S&P surprised the markets by raising
Poland’s long-term rating in foreign currency from BBB+
to A- with a stable outlook. In January 2016, the agency
unexpectedly downgraded Poland, highlighting the
weakening of the independence of key institutions. In
April this year, it changed the rating outlook to positive.
October’s upgrade was explained by the balanced
economic growth, improved fiscal situation and better
competitiveness of the Polish economy.
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CZK — Rate outlook-driven

Marcin Sulewski, CFA During the last few weeks, the Czech koruna underperformed
marcin.sulewski@santander.pl its CEE peers, mainly owing to the internal factors. In our view,
(+48) 22534 18 84 the list of Czech-positive factors got shorter and so we decided

to lift our EUR/CZK profile and reduce the number of expected
Chart 34: Czech and German Manufacturing PMIs  rate hikes (see table on page 3).

(Pt) Last month we said we thought comments suggesting that

64 - monetary policy normalisation could proceed faster were the
only thing that could support the koruna, as the next rate hikes
were already priced in. We expected some profit taking after
the currency appreciation and indeed EUR/CZK has risen
noticeably since then. The main trigger was the signal from the
Czech central bank.

62 -
60 -
58 -
56 - . . . .
In line with expectations, in late September the Czech central

bank (CNB) hiked rates by 25bp, taking its main rate to 1.50%.
CNB governor Jiri Rusnok said that one more rate hike cannot

54 -

%2 - Czechia Germany be excluded and could take place later this year or in early

50 - 2019. Before the decision, the market had been pricing in three

8 hikes, with two of them to be delivered in 2019 so the bank
2016 2017 2018 governor comment might have sounded dovish.

Source: Thomson Reuters Datastream, Santander Bank Polska X -
This reserved opinion was followed by the below-consensus

Czech August retail sales, industrial output and October PMI
for manufacturing. Flash October Euro zone PMiIs did not look
encouraging and are a poor omen for the Czech economy.

HUF — Hit by cars

Konrad Soszynski Over the last month EUR/HUF has declined. HUF appreciation
konrad.soszynski@santander.pl was a result of the improvement in the mood on the global

(+48) 22 534 18 86 markets after the temporary sell-off at the end of the summer.

Another positive influence on the HUF was the market digesting

Chart 35: ESI Survey infor_mation that Hungary’s cgntra! bank had tightened mortgage

lending rules as well as confirmation by the MPC that the central

90 - ——Production trend observed in recent months bank is prepared for the gradual and cautious normalisation of
——Assessment of order-book levels monetary policy (possibly in the 2H19). As a result EUR/HUF

70

slid to 322.50 from 324 at the end of September.

*0 On a 4-5 week perspective, we expect EUR/HUF to increase

slightly to 325. The MPC'’s intention to stop using non-standard
measures the next year, signalled in the last MPC communique,
should positively influence the forint in the longer horizon.
However, in the short term, we believe that weaker macro data
releases next month will affect the HUF. We anticipate a negative
impact on industrial production from the automotive sector’s
WLTP problems, related to difficulties with passing the new
Source: Reuters, Santander Bank Polska. emissions regulations. We also still see some negative impact
on industry from cyclical factors and trade war-related fears.
Furthermore, weaker industrial sector results will be translated
into exports, which are closely connected with the automotive
sector (cars and autoparts are c17% of Hungarian exports).

At the beginning of 2019 we expect EUR/HUF move to ¢320,
mainly thanks to the expected rebound in the automotive
sector. We think that, until then, the European cars should
pass the WLTP tests, while intentions to buy a car in the next
12 months index in the EC survey remain stable and still at

30
10
-10 ¥

-30 ¢

-50

their highest level since the financial crisis in 2008.



o

RUB — A little more optimistic

Konrad Soszynski USD/RUB has fallen over the last month. At the end of

konrad.soszynski@santander.pl September the Russia ruble was supported by a

(+48) 22 534 18 86 diminishing of risk aversion towards emerging markets,
after the market absorbed information (after a typical cycle

Chart 36: USD/RUB and EUR/USD of “buy the rumour, sell the news”) that the US government
had started to apply tariffs on Chinese exports. In

7500, ~—USDIRUB  ——EURIUSD (reversed right scale) September and October RUB was supported by high oil

73.00 4 prices (above US$80/bbl) and USD/RUB stabilised between

71.00 - - 1.05 62.50 and 66.80 after the Russian currency’s depreciation

69.00 - in the second half of September.

67.00 F11

65.00 - Domestic data did not have a major impact on the RUB due

63.00 15 to their mutually neutralising effect. PMI data were better

apell 1> than expected (the industry reading was 50 points vs an

57.00 | expected 49.4). Similarly, inflation (3.4% y/y vs 3.3%

5500 o 2% expected), wages (7.20% yly, vs exp. 6.50% y/y) and

R B R R B unemployment (4.50% vs. exp. 4.70%) surprised on the
2068¢<23208¢<232z20 positive side and supported the scenario of further interest

rate increases. Industrial production and disposable income

Source: Reuters, Santander Bank Polska. data surprised on the negative side.

In the next four or five weeks we expect USD/RUB to stay

Chart 37: Russia CPI % yly close to the current level, despite the still negative influence

20 - o CPI%yly ammForecast CPI %y of lower qil p'rices. Qur s.hort-.term scengrio is supported by
18 1 a faster rise in Russian inflation. We believe that the CPI

ij ] will reach 4.0% yly at the end of this year, while in 1Q2019
o it will be hovering between 5.0% and 5.5%. The faster-than-
10 1 expected inflation growth is still the one of the most

8 | important factors pushing expectations of interest rate

6 | increases. Currently investors priced-in c200bp of interest

‘2‘ rate hikes over six months.

0

We expect USD/RUB to rise again by the end of the year,
however, the upward move may be smaller than we
formerly expected (to 70 RUB per USD). We still believe
that the ruble will be negatively affect by expectations of
rate hikes in the US. The ruble will probably also be
impacted by the expected fall in oil prices (in reaction to the
likely slowdown in global and European GDP growth). The
scale of weakening of the ruble will probably be less than
we previously expected due to the remarks of US National
Security Advisor John Bolton, who said that Washington is
not currently considering additional sanctions against
Russia.

Jan-15

Apr-15
Jul-15
Oct-15 |
Jan-16 |
Apr-16 |
Jul-16 |
Oct-16 |
Jan-17 |
Apr-17 |
Jul-17 7
Oct-17 |
Jan-18 |
Apr-18 |
Jul-18
Oct-18 |

Source: Reuters, Santander Bank Polska.
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G10 FX: IMM Speculative Positioning

Michael Flisher e Speculators now very upbeat on the USD and short the EUR.
michael.flisher@santanderCIB.co.uk The net long USD composite position is close to its highest level
(+44) 33114 80232 since early 2017. Meanwhile, the net EUR/USD position turned

short in October, at 29k contracts. This position has deteriorated

IMM commitment of traders report: over the summer, weighing increasingly on the single currency.

EUR/USD position e AUD/USD and NZD/USD positioning have deteriorated. The
net short NZD/USD position reached an all-time high in the week
300 1 I gg ended 16 October, at 35k contracts. Meanwhile, the net short
200 :95 AUD/USD position is now over 70k contracts, just below its
100 ,\ L 94 76.85k all-time high, from early 2015.
0 J\ - 93 L : .

| e Speculators are now less pessimistic on sterling. Their net

-100 A 92 " .
200 L o1 short GBP position has fallen from 80k contracts just four weeks
- 90 ago, to 50k contracts in the latest data, as fears of a no-deal
'228 | i gg Brexit have diminished. Still, Brexit uncertainty is likely to

Oct17  Feb-18  Jun-i8  Oct18 continue to limit GBP’s strength and keep speculators net short
the currency.
Net Speculative Contracts ('000s) ... . .
USD index ths e The net CAD position has turned more neutral in October, with

the prospects of tighter monetary policy being CAD supportive.

Net Speculative Contracts ('000s)*

16-Oct-18 18-Sep-18 4w chg YtD chg -100 -50 0 50 100
USD** 246.2 249.4 3.2 2435 EUR ' ' ' '
EUR -29.3 1.7 -31.0 -121.5 cap
GBP -50.4 -79.3 28.9 -63.0 oy
JPY -100.6 -63.8 -36.9 15.5
CHF -165 -18.4 1.9 2.6 CHF
AUD 715 -68.0 -35 -57.9 AUD ®16-Oct-18
NZD -35.4 -32.0 3.4 -17.8 NZD 18-Sep-18
CAD -11.0 -30.1 19.1 -28.4 CAD

Net Speculative Contracts as % of Open Interest**

16-Oct-18 18-Sep-18 4w chg YtD chg -100%  -50% 0% 50%  100%
USD**+* 23% 22% 1% 23% EUR ' ' ' ' :
EUR -9% 1% -10% -38% P
GBP -44% -55% 11% -53%
JPY -63% -39% -24% -6% Py
CHF -38% -48% 10% -20% CHF ¥ 16-Oct-18
AUD -64% -56% -8% -49% AUD 18-Sep-18
NZD -61% -59% 2% -29% NzD
CAD -15% -37% 22% -40% CAD

Sources: CFTC, Bloomberg, Santander. Note: *Net Speculative Contracts = Long non-commercial traders contracts minus short non-commercial traders
contracts, **Open Interest = The total number of outstanding long and short futures contracts, ***USD composite index = USD composite index uses AUD, CAD,
CHF, EUR, GBP, JPY, NZD and MXN IMM positioning to arrive at an aggregate USD position.
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G10 FX: IMM Speculative Positioning
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Latin America FX: Positioning indexes (Z-scores)
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Euro Interest Rate Forecasts

Government Bond yield Forecasts Swap rate forecasts
Germany | Current [ 4Q18 1Q19 2Q19 3Q19 Euro Current| 4Q18 1Q19 2Q19 3Q19
ECBDepo | -040 [-040 -040 -0.40 -0.20 ECB Depo | -040 [-040 -040 -0.40 -0.20
3m -0.72 | -058 -0.53 -040 -0.20 3m -0.32 | -0.33 -0.27 -0.17 -0.01
2y -0.62 | -040 -0.20 0.00 0.20 2y -0.12 | 0.00 0.15 0.30 0.50
S5y -0.20 | 0.05 0.30 055 0.75 Sy 0.36 050 0.70 090 1.10
10y 0.39 065 100 125 140 10y 0.96 115 140 160 1.75
30y 1.02 125 145 165 185 30y 1.52 165 180 195 210

US Interest Rate Forecasts

Government Bond yield Forecasts Swap rate forecasts
us Current | 4018 1Q19 2Q19 3Q19 us Current| 4Q18 1Q19 2Q19 3Q19
FOMC * 2.25 250 275 3.00 3.00 FOMC * 2.25 250 275 3.00 3.00
3m 2.32 240 265 290 3.00 3m 251 255 280 3.00 3.0
2y 2.84 305 325 340 350 2y 3.05 320 335 345 350
5y 2.95 320 345 360 3.65 S5y 3.10 330 350 3.60 3.60
10y 3.11 325 345 360 3.70 10y 3.18 330 345 355 3.65
30y 3.34 340 350 355 3.60 30y 3.23 330 335 340 3.40

UK Interest Rate Forecasts

Government Bond yield Forecasts Swap rate forecasts
UK Current | 4Q18 1Q19 2Q19 3Q19 UK Current | 4Q18 1Q19 2Q19 3Q19
MPC 0.75 0.75 0.75 0.75 0.75 MPC 0.75 075 075 0.75 0.75
3m 0.77 0.70 0.70 0.73 0.77 3m 0.81 080 0.80 0.80 0.80
2y 0.75 090 1.00 1.00 1.10 2y 1.10 125 135 130 1.35
Sy 1.04 135 140 150 1.60 Sy 1.36 165 165 1.70 1.80
10y 1.45 170 200 210 210 10y 1.59 185 210 215 215
30y 1.88 200 240 250 2.60 30y 1.71 180 220 225 230

G10 Central Bank Calendar

CurrentRate | Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov  Dec
FOMC (Upper) 2.25 Unch. +25bp Unch. +25bp Unch. +25bp 8 19
ECB (Depo) -0.40 Unch. Unch. Unch. Unch. Unch. Unch. Unch. - 13
BoE 0.75 Unch. Unch. Unch. Unch. +25bp Unch. 1 20
BoJ -0.10 Unch. Unch. Unch. Unch. Unch. Unch. 31 - 20
SNB -0.75 Unch. Unch. Unch. - 13
BoC 1.75 +25bp Unch. Unch. Unch. +25bp Unch. +25bp - 5
RBA 1.50 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 6 4
RBNZ 1.75 Unch. Unch. Unch. Unch. Unch. Unch. 7 -
Norges Bank 0.75 Unch. Unch. Unch. Unch. Unch. +25bp Unch. - 13
Riksbank -0.50 Unch. Unch. Unch. Unch. Unch. - 20

Source: Bloomberg, Santander. Note: Current levels as at 25-Oct-18. For meetings that have already taken place, decision identified as +/- in bp, or "unch” for no change.
denotes no meeting taking place that month *FOMC rate refers to upper bound rate. **The ECB QE programme is set to drop to EUR15/month for Q4-18 and then stop.
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Brazil/Mexico Interest Rate forecasts

Government Bond yield Government Bond yield
Brazil Current| 4Q18 1Q19 2Q19 3Q19 Mexico Current| 4Q18 1Q19 2Q19 3Q19
SELIC 6.50 | 6.50 6.50 6.50 7.00 Banxico fondeo | 7.75 | 7.75 7.75 7.75 7.50
NTNF Jan' 19s 6.64 | 6.47 - - - Mbono Jun. 21s | 8.14 | 7.70 7.60 7.40 7.40
NTNF Jan.' 25s 9.96 | 9.50 9.25 9.00 8.50 MBono Jun. 27s| 825 | 7.75 7.75 7.50 7.50

Chile/Colombia Interest Rate Forecasts

Government Bond yield Government Bond yield
Chile Current| 4Q18 1Q19 20Q19 3Q19 Colombia Current| 4Q18 1Q19 2Q19 3Q19
BCCh TPM 275 | 275 3.25 350 3.50 Banrep O/N 425 | 425 450 5.00 5.25
BCP 5Y 431 | 430 435 440 4.45 TES Jul '24s 6.46 | 6.70 6.80 6.90 6.97
BCP 10Y 454 | 480 4.8 490 4.95 TES Apr '28s 7.14 | 710 7.40 7.60 7.66

LatAm Central Bank Calendar

Current Rate | Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov  Dec
Brazil 6.50 -25bp -25bp Unch. Unch. Unch. Unch. 31 - 12
Mexico 7.75 +25bp Unch. Unch. +25bp Unch. Unch. 15 20
Chile 2.75 Unch. Unch. Unch. Unch. Unch. Unch. +25bp - 4
Colombia 4.25 -25bp Unch. -25bp Unch. Unch. Unch. 26 - 21
Argentina* 71.87 -150bp Unch. Unch. +300bp+975bp Unch. Unch. +2000bp+718bp+469bp  ~ ~

CEE Interest Rate Forecasts

Poland Hungary/Czech Republic/Russia Base Rates
Poland Current| 4Q18 1Q19 20Q19 3Q19 CEE Current| 4Q18 1Q19 2Q19 3Q19
Reference Rate | 1.50 | 1.50 1.50 1.50 1.50 Hungary 0.90 [ 0.90 0.90 0.90 0.90
2y 153 | 1.58 157 156 1.55 Czech Republic | 1.50 | 1.50 1.75 1.75 1.75
10y 3.18 | 3.25 3.36 3.40 3.47 Russia 750 | 7.50 7.75 8.00 8.00

CEE Central Bank Calendar

CurrentRate | Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov  Dec
Poland 1.50 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 7 5
Czech Republic 1.50 +25bp Unch. Unch. +25bp +25bp +25bp 1 20
Hungary 0.90 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 20 18
Russia 7.50 -25bp Unch. Unch. Unch. Unch. +25bp 26 - 14

Source: Bloomberg, Santander. Note: Current levels as at 25-Oct-2018. For meetings that have already taken place, decision identified as +/- in bp, or "unch" for no change.
denotes no meeting taking place that month. *On 7 August 2018 = Argentina’s monetary policy committee voted unanimously to change the key interest rate to 7-day Leliq rate,

which the bank has been changing on a daily basis since the start of October (the decision was made fortnightly previously).



Forecasts and returns vs.

forwards and consensus (% non-annualised)

M 6M 9M M 6M 9M
EUR/USD 1.20 1.22 1.23 USD/BRL 3.50 3.75 3.85
vs.forward 5.0 6.8 76 vs.forward -5.9 0.9 3.5
vs.consensus forecast 34 34 25 vs.consensus forecast -10.3 -2.8 0.8
GBP/USD 1.32 1.33 1.35 EUR/BRL 4.20 4.58 4.74
vs.forward 2.3 3.1 46 vs.forward -1.1 7.7 11.5
vs.consensus forecast 0.8 0.0 0.0 vs.consensus forecast 72 0.4 3.3
EUR/GBP 0.91 0.92 0.91 USD/MXN 18.6 18.50 18.80
vs.forward 2.6 36 2.9 vs.forward -4.8 -5.3 -3.7
vs.consensus forecast 2.1 4.2 35 vs.consensus forecast -2.1 -2.6 0.3
USD/JPY 118 120 118 EUR/MXN 22.3 22.6 231
vs.forward 5.0 6.8 5.0 vs.forward 0.0 1.1 3.6
vs.consensus forecast 5.4 7.1 7.3 vs.consensus forecast 1.3 0.7 2.8
EURIJPY 142 146 145 USDI/CLP 690 700 690
vs.forward 10.3 14.0 13.0 vs.forward 0.4 19 0.4
vs.consensus forecast 8.9 11.8 9.1 vs.consensus forecast 3.0 57 45
EUR/CHF 1.18 1.19 1.20 EUR/CLP 828 854 849
vs.forward 34 43 52 vs.forward 5.4 8.7 8.0
vs.consensus forecast 35 35 34 vs.consensus forecast 6.5 9.3 7.2
USD/CHF 0.98 0.98 0.98 USD/COP 3100 3000 3150
vs.forward -1.5 -2.3 -2.3 vs.forward -2.1 -5.2 -0.5
vs.consensus forecast -0.7 -0.5 -04 vs.consensus forecast 25 -0.3 4.3
EUR/SEK 10.2 10.0 9.8 USD/ARS 434 458 48.5
vs.forward -1.9 -3.8 -5.7 vs.forward 17.0 23.7 30.8
vs.consensus forecast -05 -15 -2.6 vs.consensus forecast 57 7.9 7.7
EUR/NOK 9.1 9.0 8.8 EUR/PLN 4.28 4.29 4.30
vs.forward -4.2 -5.3 74 vs.forward -0.7 -05 -0.2
vs.consensus forecast -3.2 -3.2 -4.3 vs.consensus forecast -05 0.2 0.9
USDI/CAD 1.22 1.20 1.20 EUR/CZK 25.8 25.9 26.1
vs.forward -6.5 -8.1 -8.1 vs.forward -0.1 0.3 1.1
vs.consensus forecast 54 -6.3 -4.8 vs.consensus forecast 0.8 2.0 3.6
AUD/USD 0.73 0.74 0.75 EUR/HUF 320 325 325
vs.forward 29 43 57 vs.forward -1.2 0.4 0.4
vs.consensus forecast 14 2.8 14 vs.consensus forecast -15 0.0 0.8
NZD/USD 0.68 0.68 0.69 EUR/RUB 83 82 82
vs.forward 41 41 56 vs.forward 10.3 8.9 9.8
vs.consensus forecast 4.6 3.0 3.0 vs.consensus forecast 7.3 6.8 6.9

Direct returns of long currency positions against the USD (or EUR), in %. Equivalent tenors for forwards. FX forecasts interpolated from end-of-
guarter forecasts. Sources: Bloomberg and Santander.
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G10 FX: Spot and forward rates

EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF

Spot 1.140 1.290 112.34 128.05 144.90 0.998 1.138 1.288
M 1.143 1.292 112.09 128.07 144.77 0.996 1.138 1.286
2M 1.146 1.294 111.84 128.11 144.67 0.993 1.137 1.284
3M 1.149 1.296 111.45 128.08 144.43 0.989 1.137 1.282
6M 1.158 1.302 110.59 128.12 143.98 0.980 1.136 1.276
oM 1.168 1.308 109.70 128.17 143.50 0.971 1.134 1.270
12M 1.179 1.315 108.78 128.20 143.00 0.962 1.133 1.264
ATMf vol.
EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF
1w 8.0% 9.4% 7.2% 10.3% 11.3% 6.2% 5.7% 8.6%
M 7.3% 9.3% 7.1% 9.2% 10.6% 6.2% 5.6% 8.5%
2M 7.6% 10.1% 7.4% 9.3% 11.3% 6.5% 5.7% 9.1%
3M 7.6% 10.2% 7.5% 9.4% 11.4% 6.5% 5.7% 9.1%
6M 7.7% 10.1% 7.9% 9.7% 11.6% 7.0% 5.9% 9.2%
oM 7.7% 10.0% 8.2% 9.9% 11.6% 7.2% 6.1% 9.3%
12M 7.8% 9.9% 8.4% 10.0% 11.6% 7.3% 6.2% 9.4%

Implied/realized vol. ratio

EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF

1w 1.23 1.36 1.24 1.20 1.24 1.14 0.96 1.24
M 1.15 1.31 1.22 1.10 1.18 1.08 0.94 1.16
2M 1.16 1.26 1.35 1.14 1.19 1.14 1.01 1.17
3M 1.15 1.35 1.33 1.15 1.25 1.20 1.05 1.27
6M 1.08 1.33 1.32 1.15 1.29 1.18 1.06 1.31
9M 1.10 1.28 1.22 1.17 1.22 1.13 1.12 1.28
12M 1.12 1.28 1.24 1.25 1.27 1.12 1.15 1.27
25-delta risk reversals
EUR/USD GBP/USD EUR/GBP
= Today —e— 1M ago 6M ago mmmm Today —e— 1M ago 6M ago = Today —e—1M ago

w 1M 2M

3M

6M  9M

1y

Sources: Bloomberg and Santander. As of 25 October 2018
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Latin America FX: Spot and forward rates

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN

Spot
M
2M
3M
6M
oM
12M

37.04
38.37
39.87
41.64
45.45
49.97
54.03

3.73
3.74
3.75
3.76
3.78
3.82
3.86

689
688
688
688
687
688
687

3165
3169
3172
3175
3187
3201
3218

19.5
19.6
19.7
19.8
20.1
20.4
20.7

3.34
3.35
3.35
3.35
3.37
3.38
3.39

ATMf vol.

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN

1w
1M
2M
3M
6M
oM
12M

7.75
17.34
19.99
22.27
27.63
30.02
31.41

22.96
17.00
16.21
15.74
15.62
15.57
15.57

11.59
12.34
12.31
12.24
12.09
11.93
11.58

12.99
12.70
12.79
12.87
12.94
13.05
13.13

16.49
14.06
13.76
13.53
13.51
13.57
13.63

3.36
3.51
3.86
4.01
4.57
5.10
5.40

Implied/realized vol. ratio

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN
1w 0.68 1.83 1.42 1.29 1.37 1.74
1M 0.73 0.80 1.09 1.35 1.23 1.14
2M 0.46 0.81 1.06 1.25 1.14 0.98
3M 0.58 0.86 1.07 1.26 1.04 0.97
6M 0.82 0.90 1.10 1.15 0.98 1.12
9M 1.08 1.01 1.21 1.19 1.05 1.29
12M 1.27 1.07 1.20 1.24 1.10 1.36
25-delta risk reversals
USD/BRL USD/MXN USD/CLP
mmm 25-Oct-18 —— 6m ago —e—1mago = 25-Oct-18 —4—6m ago —e— 1m ago mmmm 25-Oct-18 ——6m ago
6 - 34
5
4 2 -
3 -
2 - 1
1 4
0 - 0 -
w M 2M 3M  6M M 1Y w M 2M 3M  6M  9M 1Y w M 2M 3M  6M

Sources: Bloomberg and Santander. As of 25 October 2018
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instruments and implementing investment strategies discussed or recommended in this report and should understand that statements regarding future
prospects may not be realised. Investors should note that the manner in which any strategies set out in this report are implemented may cause exposure to
significant risk. Investors should carefully consider their ability to bear such risks through consultation with their legal, accounting and / or other advisors.

The material in this research report is general information intended for recipients who understand the risks associated with investment. It does not take into
account whether an investment, course of action, or associated risks are suitable for the recipient. Furthermore, this document is intended to be used by
market professionals (eligible counterparties and professional clients but not retail clients). Retail clients must not rely on this document.

To the fullest extent permitted by law, no Santander group company accepts any liability whatsoever (including in negligence) for any direct or
consequential loss arising from any use of or reliance on material contained in this report. All estimates and opinions included in this report are made as of
the date of this report. Unless otherwise indicated in this report there is no intention to update this report.

Banco Santander, S.A. and its legal affiliates (trading as Santander and/or Santander Corporate & Investment Banking) may from time to time take
positions in the currencies mentioned herein as principal or agent. Banco Santander, S.A. and its legal affiliates may have a financial interest in the
currencies mentioned in this report, including a long or short position and/or options, futures or other derivative instruments based thereon, or vice versa.

Banco Santander, S.A. and/or a company in the Santander group is a market maker or a liquidity provider for EUR/GBP, EUR/JPY, EUR/PLN and
EUR/USD.

ADDITIONAL INFORMATION

Banco Santander, S.A. or any of its affiliates, salespeople, traders and other professionals may provide oral or written market commentary or trading
strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, Banco Santander, S.A. or any of its affiliates’
trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed herein.

No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which
its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

Investment research issued by Banco Santander, S.A. is prepared in accordance with the Santander group policies for managing conflicts of interest. In
relation to the production of investment research, Banco Santander, S.A. and its affiliates have internal rules of conduct that contain, among other things,
procedures to prevent conflicts of interest including Chinese Walls and, where appropriate, establishing specific restrictions on research activity.
Information concerning the management of conflicts of interest and the internal rules of conduct are available on request from Banco Santander, S.A..

COUNTRY & REGION SPECIFIC DISCLOSURES

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by
Banco Santander, S.A. Investment research issued by Banco Santander, S.A. has been prepared in accordance with Grupo Santander’s policies for
managing conflicts of interest arising as a result of publication and distribution of investment research. Many European regulators require that a firm
establish, implement and maintain such a policy. This report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47 and
49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (all such persons being referred to as “relevant persons”). This
document must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates
is only regarded as being provided to professional investors (or equivalent) in their home jurisdiction. United States of America (US): This report is
being distributed to US persons by Santander Investment Securities Inc (“SIS”) or by a subsidiary or affiliate of SIS that is not registered as a US broker
dealer, to US major institutional investors only. Any US recipient of this report (other than a registered broker-dealer or a bank acting in a broker-dealer
capacity) that would like to effect any transaction in any security or issuer discussed herein should contact and place orders in the United States with the
company distributing the research, SIS at (212) 692-2550, which, without in any way limiting the foregoing, accepts responsibility (solely for purposes of
and within the meaning of Rule 15a-6 under the US Securities Exchange Act of 1934) under this report and its dissemination in the United States. US
recipients of this report should be advised that this research has been produced by a non-member affiliate of SIS and, therefore, by rule, not all disclosures
required under NASD Rule 2711 apply. Hong Kong (HK): This report is being distributed in Hong Kong by a subsidiary or affiliate of Banco Santander,
S.A. Hong Kong Branch, a branch of Banco Santander, S.A. whose head office is in Spain. The 1% ownership disclosure satisfies the requirements under
Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered with the Securities and Futures Commission, HK. Banco
Santander, S.A. Hong Kong Branch is regulated as a Registered Institution by the Hong Kong Monetary Authority for the conduct of Advising and Dealing
in Securities (Regulated Activity Type 4 and 1 respectively) under the Securities and Futures Ordinance. The recipient of this material must not distribute it
to any third party without the prior written consent of Banco Santander, S.A. China (CH): This report is being distributed in China by a subsidiary or
affiliate of Banco Santander, S.A. Shanghai Branch (“Santander Shanghai”). Santander Shanghai or its affiliates may have a holding in any of the
securities discussed in this report; for securities where the holding is greater than 1%, the specific holding is disclosed in the Important Disclosures section
above.

For further country and region specific disclosures please refer to Banco Santander, S.A.
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