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CHF: A Safe Haven Exposed By Euro Weakness
Implications for Swiss investors seeking Eurozone
exposure

On 15 Jan 2015 the Swiss National Bank (SNB) removed the capping of the CHF/EUR rate — a
recognition by the SNB that the Eurozone crisis had past. As the Eurozone recovers, downward
pressure on the euro has waned. Having appreciated 21% on the announcement of the currency cap
removal the previous day, the Swiss franc’s overshoot relative to the euro gradually reversed.

Trading 8% higher to the euro since the SNB removed the currency cap, the Swiss franc remains
strong. Underpinning it is a dovish sounding European Central Bank (ECB) bent on “talking down”
the euro in an effort to buy time: until domestic demand led growth becomes self-sustained, the
Eurozone needs the support of exporters. Starting 2016 at a still early inflection point for broader
based growth, the economy remains vulnerable. The ECB will choose to use rhetoric — more so than
policy action — to keep a lid on the appreciation of the euro.

And herein lies the major uncertainty for foreign investors seeking exposure to the Eurozone in
2016. Following the bare minimum of additional easing of December 2015 that hugely disappointed
the markets—a 10 bps deposit rate cut and 6 month extension of QE — the ECB has not exhausted its
monetary easing potential to the fullest extent, leaving ample room for several salvos of similar
minimal additional easing this year.

With investors left guessing as to how much easing power the ECB can potentially still unleash in
2016, the artificially suppressed euro becomes more volatile as speculators are enticed to the fore.
This is why hovering at 10% and higher, the implied volatility of the euro remains elevated and on
par with levels last seen in 2012, the very year when Draghi announced the ECB would “do whatever
it takes to save the euro”.

But it’s the actions of the SNB, more so than the ECB, that underscore the strength of the Swiss

franc. Once the artificial downward pressure from FX intervention by the SNB was removed, the
strong fundamentals of the Swiss economy were laid bare. And with it, the safe haven status of

Swiss franc.

Besides its democratic political system and transparent and independent institutions, the
underpinning reason why investors consider the Swiss franc a safe haven, is a robust economy and
low public sector indebtedness. For instance, since 2010, the economy of Switzerland expanded by
10% in real terms, only 1% short of Germany’s but double the growth rate of the Eurozone. Little to
no deficit spending was needed to propel Swiss growth as over the same period the government
accumulated only 0.6% of GDP in new debt, barely lifting the total level of public sector
indebtedness which, at 35%, is significantly less than Germany’s (74%) let alone Eurozone’s (92%).

Financial markets too, continue to judge the Swiss economy as robust and as safe as Germany’s. A
good gauge are the long term interest rates in both countries. Government bond yields for short to
medium maturities are negative in both countries, but negative inflation in Switzerland forces these
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below Germany’s. Hence, when adjusted for inflation, real interests of government bonds in both
countries are positive and for maturities up to 5 years (see chart) are actually higher in Switzerland

than in Germany. The positive high real return potential means Switzerland should continue to
attract capital flows and in so doing, put pressure on the Swiss franc to appreciate. In fact, the Swiss
real interest rate premium over German Bunds in recent years is a marked reversal from almost a
decade since the launch of the euro when Swiss real interest rates were lower than Germany’s.

If euro weakness is artificial, than Swiss franc strength is fundamental
CHF/EUR FX rate vs Swiss interest rate differential with Germany
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From an asset allocation point of view, this real yield premium matters. Swiss Investors seeking fixed
income exposure will have a strong incentive to allocate into Swiss bonds, hold it to maturity and
without exposure to currency risk, realise higher real income yields at home than were they to
allocate into German Bunds.

For Swiss investors seeking dividends as an alternative or complementary to coupons, Eurozone
equities will offer similar dividend yields to Swiss equities. However, where Eurozone can
differentiate and add value is the exposure to a much broader equity market and where relative low
correlations to Swiss equities improve the risk-return profile of a more diversified equity portfolio.
Eurozone equities can also help Swiss equity investors absorb shocks from monetary policy
decisions, such as when Eurozone equities remained unaffected by the sudden decision of the SNB

to remove the currency cap, even as the 21% appreciation of the Swiss franc relative to the euro
that day triggered a nearly 9% fall of the SMI index. Against such volatility, Swiss equity investors,
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have been notably hit hard. An exposure to Eurozone equities can absorb such shocks and when
currency hedged, offer addition protection against the downside risk of the euro. This not least
when the artificial suppression of the euro by the ECB set to last for at least until March 2017
contrasts the otherwise solid fundamentals of the Swiss economy that justifiably earns the Swiss
franc its safe haven status.
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Disclaimer

WisdomTree Europe Ltd is an appointed representative of Mirabella Financial Services LLP which is
authorised and regulated by the Financial Conduct Authority.

The value of an investment in ETPs may go down as well as up and past performance is not a reliable
indicator of future performance. An investment in ETPs is dependent on the performance of the
underlying index, less costs, but it is not expected to match that performance precisely. ETPs involve
numerous risks including among others, general market risks relating to the relevant underlying index,
credit risks on the provider of index swaps utilised in the ETP, exchange rate risks, interest rate risks,
inflationary risks, liquidity risks and legal and regulatory risks.

ETPs offering daily leveraged or daily short exposures (“Leveraged ETPs”) are products which feature
specific risks that prospective investors should understand before investing in them. Higher volatility
of the underlying indices and holding periods longer than a day may have an adverse impact on the
performance of Leveraged ETPs. As such, Leveraged ETPs are intended for financially sophisticated
investors who wish to take a short term view on the underlying indices. As a consequence,
WisdomTree Europe Ltd is not promoting or marketing BOOST ETPs to Retail Clients. Investors should
refer to the section entitled "Risk Factors" and “Economic Overview of the ETP Securities” in the
Prospectus for further details of these and other risks associated with an investment in Leveraged
ETPs and consult their financial advisors as needed. Within the United Kingdom, this document is only
made available to professional clients and eligible counterparties as defined by the FCA. Under no
circumstances should this document be forwarded to anyone in the United Kingdom who is not a
professional client or eligible counterparty as defined by the FCA. This marketing information is
intended for professional clients & sophisticated investors (as defined in the glossary of the FCA
Handbook) only.

This marketing information is derived from information generally available to the public from sources
believed to be reliable although WisdomTree Europe Ltd does not warrant the accuracy or
completeness of such information. All registered trademarks referred to herein have been licensed
for use. None of the products discussed above are sponsored, endorsed, sold or promoted by any
registered trademark owner and such owners make no representation or warranty regarding the
advisability on dealing in any of the ETPs.
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