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Time for a Stronger Swiss Franc?

 

By Christoph Fehr 

Zurich, Nov. 18 -- If foreign exchange strategists and economists are asked where they think the exchange rate of the Swiss franc against the Euro will be in three or twelve months, most expect it to hover it in a range between 1,57 to 1,53 Swiss francs per Euro. Currently the exchange rate is at about 1,54. The basic argument for a relatively narrow trading range in this cross rate holds that both the Swiss and the Euro zone economy will recover roughly in tandem. 

Thus, the Swiss National Bank (SNB) and the European Central Bank (ECB) will tighten monetary policy. As it is expected they will do it in one step, the interest rate differential between Switzerland and the Euro zone will remain roughly unchanged. The SNB targets 0,75% for three months Swiss franc libor rate and the ECB’s marginal lending facility rate is at 2%. 

While there is little doubt that current and even more expected interest rate differentials are determining exchange rates, the above mentioned argument tells only a part of the story. Current interest rates differentials seem to justify to invest into the euro. Ten year government bond yields in Switzerland are at 2,2% against 3,5% in the euro zone, while three months rates in Switzerland are 0,95% against 2,3% in the euro zone. However, interest rate differentials tell only part of the story. 

The flip side of the coin is the trend in purchasing power of the franc against the euro. According to data of the OECD, Swiss consumer price index in 2002 was at 101,6 while the same index of the euro zone was at 104,6. As of August 2005 the respective level for Switzerland is 103,9 against 111,9 in the euro zone. Thus, in this period the franc has lost 2,35% of its purchasing power against 6,8% of the euro. 

Also, the broader measure of inflation the deflator of the gross domestic product suggests that the Swiss franc has a more favorable trend in preserving purchasing power than the euro. Since 1991 the average rise in the GDP-deflator in the euro zone has been 2,4% against 1,2% in Switzerland. 

Economists have calculated that only the difference of the development of the purchasing power of the franc and the euro would justify an exchange rate of the franc against the euro of 1,45. The concept of purchasing power parities thus suggests the franc is relatively to the euro too weak. Comparing purchasing power of one currency against another currency is one way to predict future currency levels. 

Another way is to look at relative money supply. If less francs are printed compared to euros the price of francs has to rise as the relative scarcity of Swiss franc is increasing. If we look at the development of money supply statistics of the OECD, the following is revealed: The index of narrow money supply in Switzerland has been at 109,3 in 2002 and in August 2005 at 140,4. In the euro zone the index was at 114,7 in 2002 and at 164,2 in August 2005. 

This is an increase of 28,5% in Switzerland against a surge of 43% in the euro zone. Thus, to put it simply the ECB has been much busier when it comes to money printing than the SNB. Consequently given the huge differential of money supply in the euro zone against Switzerland the franc is posed to rise against the euro. 

However, so far the markets seemed to have not cared too much about trends in purchasing power parities or relative money supply. This behavior can be explained by several factors. Firstly, market do not focus all the time on the same issue. There are times when for example trade balances are seen as the major driving force of exchange rates and there might be times when views on interest rate differentials call the shots. 

Those investors that think that the franc will weaken have got strong support by the SNB. The SNB has time and against warned markets that it is determined to fight any unwarranted and swift appreciation of the franc. When the SNB has lowered interest rates close to zero in March 2003, the market became definitely convinced that the SNB was meaning business. 

This view might have fuelled carry trades. In carry trades investors borrow in a currency at low rates and invest the money in currencies with higher yields betting that the currency in which they have borrowed will remain essentially unchanged or even weaken against the currency they have invested the money. Such transactions have probably added to the weakness of the franc. 

Furthermore, there are indications that Swiss institutional investors desperately looking for yields have invested more money in the euro. This export of capital has helped to neutralize the impact of the huge current account surplus of Switzerland. It is estimated by the OECD that it will rise to 12,5% of GDP in 2006. In comparison, Japan is forecasted to have a surplus of 4,1% in 2006. 

Looking at purchasing power parities, relative money supply or the current account there is a strong case for a rise of the franc against the euro. What’s missing is a trigger for franc buying. There are two potential triggers. The first one is that interest rate differentials between the franc and the euro are declining as the SNB intends to normalize interest rates i.e. to get back to positive short term real rates. Thus, the SNB might not wait for the ECB to act. 

The second trigger could be that pressure on the ECB to keep rates low will increase further, and the third could be that economic and social problem in the euro zone will get worse and thus the euro comes under even more pressure. 

Last but not least, the euro looks from a technical point of view very weak against the dollar. Long-term charts show that since fall 2003 a huge shoulder-head-shoulder is in the making. Such formations suggest that important trend reversals are in the making. Should the euro remain below 1,20 against the dollar, then the exchange rate might drop as low as 1,10. If investors flee the euro, then the effect is felt more pronounced in the exchange rate of the franc versus the euro. 

If an upward move in the franc is triggered what are potential targets for the franc against the euro? In this respect, it is helpful to look a charts of the exchange rate. It has broken below 1,5450 in mid October. This is a significant move as it suggests that the franc will strengthen to 1,5150 against the euro. 

However, if the SNB allows this to happen respectively markets think that the SNB will not be able to stem a further appreciation of the franc then the break below a long-term consolidation formation, a flag as the market technicians would describe it, will occur too. Technically the franc could rise then up to 1,45, thus test the historical highs against the euro reached in March 2002. 

Paying only 1,45 francs for 1 euro? Looks quite ambitious, but should the ECB bow to political pressure and/or growth not pick up quickly in the euro zone, then there is little the SNB can do weaken the franc. But even if we are excluding such an extreme scenario, remember the purchasing power parity of the franc against the euro is about 1,45. Thus, it wouldn’t even take an overshooting of the franc against the euro in order to reach this level. 
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