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• The ECB and the Fed will react to political and economic risks
by lowering their key rates further. These moves will likely
force the SNB to cut interest rates by next spring.

• As we expect the SNB to trail the ECB, the EURCHF is likely to
move sideways in the medium term. However, a temporary
appreciation of the franc remains possible. In economically
uncertain times, investors flock to the safe haven Swiss
currency.

• If central banks are able to prevent a recession, key rates
should rise again at some point. But higher interest rates are
far in the future, so bond yields in coming quarters will only
rise slightly or even move sideways.

The cooling of the global economy and the escalation of the US-
China trade conflict have forced central banks to reverse course.
Last December the Fed was speaking of more interest rate hikes,
but it lowered key interest rates already three times this year. They
now stand between the range of 1.5 -1.75% (Fig. 1).

A similar development took place at the ECB. At the end of last
year, it was pointing to a potential first interest rate hike this
year. But faced with disappointing economic data in the spring,
it reacted in September by lowering key interest rates 10 basis
points to -0.5% and resuming its bond purchase program.

Global interest rate cuts are a double-edged sword
This round of expansionary policy has been a double-edged
sword for Switzerland. On the one hand, the Fed and the ECB
are supporting the global economy through it, which benefits
the Swiss export industry and results in more stable domestic
growth. On the other hand, a further decline in global interest
rates narrows the interest rate differential between the Swiss
franc and other currencies, making the franc more attractive to
international investors. This can lead to franc appreciation at a
time marked by political and economic risks.

Since April, the Swiss franc has been rising against the euro.
Since August, EURCHF was trading around 1.10 (Fig. 2), a level
concerning to the Swiss National Bank (SNB). It has reacted to the
franc strengthening by intervening in currency markets. In July
and August, its foreign exchange market reserves rose by more
than CHF 13bn (Fig. 3).

Fig. 1: Interest rate cuts continue
Key interest rates in Switzerland, the Eurozone
and the US, with UBS forecasts in %
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Fig. 2: Swiss franc falls below 1.10
EURCHF and USDCHF, with UBS forecasts
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The upward pressure on the franc halted in September. EURCHF
leveled off at 1.09, thanks in large measure to the ECB. The package
of measures it presented on 12 September disappointed market
expectations in certain key areas while exceeding them in others.
But its communication of its moves was overshadowed by internal
differences, with several countries publicly distancing themselves
from what they considered overly expansionary monetary policy.

As a result, the franc did not appreciate, and the SNB at its
September meeting did not feel compelled to trim its policy rate
further, despite the US and the Eurozone rate cuts. The SNB could
have played it safe and lowered its interest rates preventatively. But
any such benefit derived is offset by the collateral damage caused
by the negative interest rates, to banks, pension funds and private
savers, for example. The SNB has to weigh export-oriented and
domestic-oriented interests, and in this case franc appreciation, in
its view, has not been steep enough to change this cost-benefit
balance in favor of a rate cut.

Cuts still possible
The risk of even lower SNB policy rates is not gone, though. If the
global economy slows as much as we expect, the ECB and the Fed
will likely react more decisively, which is why we expect further rate
cuts in March. In that case, the SNB would ultimately be forced to
drop its rates to -1% to keep the interest rate differential to the
euro stable (Fig. 4).

While the short-term focus is on possible rate cuts, the medium to
long-term question is whether and when the SNB will succeed in
returning interest rates to positive territory. Here the outlook has
deteriorated considerably. The ECB now links interest rate hikes
directly to the inflation outlook. It is only prepared to raise interest
rates if the inflation outlook converges sustainably to a rate of
around 2%.

Core inflation today is around 1%, well below this target. In the
best-case scenario, the current slowdown is delaying the recovery
of the European economy; in the worst-case scenario capacity uti-
lization of the economy is falling again, so inflationary pressure
is likely to remain low and, with it, the ECB's willingness to raise
interest rates.

The SNB does not have to follow the ECB's monetary policy step for
step, but it will not allow an excessively large deviation for fear of
major franc appreciation. So the prospect of positive interest rates
in Switzerland remains remote.

Higher exemption threshold relieves banks
In its recent assessment of the situation, the SNB also announced
that it would change the basis for calculating the negative interest
rates charged. Domestic banks now pay negative interest on the dif-
ference between their sight deposits and an exemption threshold.
This threshold was previously calculated as 20 times the minimum
reserve requirement in autumn 2014. The threshold is now calcu-
lated as 25 times the average reserve requirement of the last 36
months. The sight deposits of domestic banks at the SNB currently
amount to around CHF 470bn. To date, the exemption threshold
has been around CHF 290bn, but with the new regulation it will
rise and approach CHF 400bn (Fig. 5).

Fig. 3: Major rise in sight deposits indicates
SNB interventions
Weekly change in bank sight deposits with the
SNB, in CHF billion
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Fig. 4: SNB likely to keep interest rate differ-
ential against the euro stable
Money market rates in Switzerland and the
Eurozone with the corresponding spread, with
UBS forecast

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

10 11 12 13 14 15 16 17 18 19 20

Until June 2019: 3-month LIBOR CHF; after June 2019: SNB policy rate

3-month EURIBOR

Forecast

Interest rate spread

Sources: Macrobond, UBS

Fig. 5: SNB increases exemption threshold to
relieve banks
Sight deposits with the SNB and exemption
threshold according to old and new calculation
methodology, in CHF million

200'000

250'000

300'000

350'000

400'000

450'000

500'000

550'000

600'000

Jan 15 Jan 16 Jan 17 Jan 18 Jan 19

Sight deposits of domestic banks
Former exemption threshold
New exemption threshold

Sources: Macrobond, UBS

Swiss economy

 2



In taking this step, the SNB also signaled that the negative interest
rate environment will continue for a very long time, and it possibly
paved the way for further interest rate cuts. Lessening the collateral
damage of negative rates on the economy and the banking system
will lower the hurdle for a rate cut next March.

Stable franc if the SNB follows the ECB’s lead
The medium-term outlook for the Swiss franc relative to the euro
depends on whether the SNB is prepared to emancipate itself from
the ECB. Should the SNB decide no longer to follow the ECB's mon-
etary policy lead, significant Swiss franc appreciation would likely
ensue. If it does follow along, as we expect, EURCHF is likely to
move sideways in the medium term (Figure 8), because the interest
rate differential affecting the currencies will also remain stable.

Even if the SNB does take its policy cues from its larger central bank
neighbor, a temporary appreciation of the franc remains possible.
In economically uncertain times, investors flock to the safe haven
Swiss currency. The same applies when political risks rear their head
– especially if the Eurozone is threatened because of a hard Brexit.

The franc is likely to appreciate against the US dollar, as well, in the
medium term. Not only is the US's interest rate advantage dissolving
due to the Fed rate cuts, but the franc is already highly undervalued
against the dollar.

Bond yields remain negative
Interest rates on 10-year Swiss government bonds have fallen to
unprecedented levels in recent months. On August 15, 10-year
interest rates slipped below the -1% mark. A further significant
decline is unlikely, in our view. For it to happen, the capital market
would have to pencil in much lower key interest rates than today.
Although we expect the SNB to cut interest rates once more, we
consider it unlikely that they will fall to -1.5 or even -2%.

If central banks are able to prevent a recession, key rates should rise
again at some point – not in the short or medium term, but over
the longer run. This should be reflected in a rise in long-term bond
yields. But higher interest rates are far in the future, so a rise in bond
yields in the coming quarters will likely remain modest or a sideways
movement might be realized (Chart 6).

Fig. 6: Interest rates remain low
Change in interest rates on 2-, 5- and 10-year-
old Swiss government bonds with UBS fore-
casts, in %
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