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Top Forex Themes for 2016
Since the next two weeks are generally the quietest periods in the financial markets, we want to take
this opportunity to think longer term and share with you our currency forecasts for 2016. We’ll start
with an initial review of the top themes and explore them in further detail as the week progresses in
our outlook for each of the major currencies.
But first - 2015 has been a big year for the foreign exchange market. Divergences in monetary
policies led to strong moves in currencies with the U.S. dollar as the best performer. The U.S. saw its
first rate hike in nearly a decade while other major central banks in the Eurozone, China, Canada,
Australia, New Zealand and Japan eased. In response, the greenback climbed to multiyear highs
and this strength translated into significant weakness for many major currencies along with a collapse
for commodities. These are some of the milestones reached in currencies this year:

The greatest risk for the financial markets and the global economy in the coming year is the feedback
loop from the dollar and Fed policy. While the quarter point hike in December represents only a
nominal increase in U.S. rates, the Federal Reserve expects to tighten 4 additional times next year
which will have broad ramifications for currencies, equities and commodities. In mid-December, we
published a piece outlining the Consequences of a Strong Dollar and a lot of these issues will
return to focus in 2016.
The first few months of the year should be good for the dollar as long as Fed officials don’t
backtrack on their hawkish views. There will be more hawks voting on the FOMC in 2016 than
2015 so the balance swings in favor of continued tightening. Between the warm El Nino weather and
gas prices below $2.00 a gallon in some states, consumer spending should also rise in the first
quarter. So while the dollar is rich, the path of least resistance is still in higher. However our outlook
changes in the second half of 2016 as we believe rate hikes and the strong dollar will force the Fed to
slow tightening marking the top for the greenback and the bottom for other major currencies.
Here are some of the themes that we are looking for in 2016:
Monetary policy gaps will expand in the first half and narrow in the second – The Federal
Reserve’s rate hike ushers in a new phase of monetary divergence. In the coming year, the Fed will
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continue to reduce accommodation at a time when other central banks maintain and even expand
their stimulus programs. While the Fed will be the only major central bank raising interest rates for
most if not the entire year, in the first few months, investors will be actively thinking about who needs
to move next. This speculation could accelerate as the strains of low commodity prices, slow growth
and weak external demand hits many economies. But at the end of the day for most countries, the
bar is high for additional easing. The global easing cycle is nearing an end as long as the Fed raises
interest rates responsibility and avoids wrecking havoc on the financial markets. As such we believe
that this past year’s dominant trends should continue in the first few months and reverse as the year
progresses and monetary policy divergences stop widening. Another way to look at this is that while
we expect dollar strength to continue, it should abate through the year.
Commodity prices will find a bottom in 2016. A strong dollar, weak global demand and high
inventories have caused oil prices to collapse this year and while prices could fall further in the near
term as the U.S. ends its 40 year ban on oil exports and sanctions are lifted on Iran, when the dollar
peaks, commodities will bottom. The price of oil could fall below $30 a barrel but we do not see much
weakness beyond that and by the end of the year we expect prices to settle closer to $40. In the long
run, China’s focus on domestic demand should be positive for energy prices. We expect further
easing and a lower currency in the coming year. A bottom in commodity prices would not only affect
the outlook for commodity currencies but could also mark a shift in G7 monetary policies as inflation
starts to stabilize and turn upwards. Lifting inflation is the greatest challenge for many central banks
and while a strong dollar lowers the value of local currencies, it also adds to disinflationary pressure
by lowering prices and the question then becomes which has greater impact on growth and inflation right now its lower commodities and not a lower currency.
2016 should also be a year of diminishing stock market returns. The era of easy money is
coming to an end and the strong dollar along with Fed tightening will take a big bite out of corporate
profitability. Single digit gains are the best that investors should expect in earnings growth. The
prospect of a persistently strong dollar, sluggish global growth and lower commodity prices in the first
half of the year means that earnings and stocks could suffer. We are looking for a correction in
equities in early 2016 that could trigger a flight to safety in the currency market.
At many points in the year politics will overshadow economics. We have the U.S. election, the
U.K. referendum, ongoing Eurozone refugee crisis, possible showdown with Russia and risk of more
aggression by ISIS. The U.S. election is definitely a second half story and while there are a lot of
different factors at play this year according to our study, the EUR/USD has a lower bias during U.S.
election years. In the 10 elections going back to the 1970s the EUR/USD weakened in 8 out of the
10 periods. The U.K. referendum poses a major risk that we will explore in our sterling outlook while
the risk of more aggression by ISIS, possible show down with Russia and the ongoing refugee crisis
has the greatest impact on the euro.
There’s a lot more to explore and we will do that in the individual currency outlooks but for now, these
are some of the most important themes that we believe will dominate trading in the coming year.
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Is Buying Dollars in 2016 a Smart or Foolish Trade?
2015 has been a great year for the U.S. dollar but with only 5 trading days left many investors are
wondering if being long dollars in 2016 is still a smart trade. December has been a difficult month for
the greenback with dollar bulls struggling to maintain control. The Federal Reserve raised interest
rates for the first time since June 2006 but instead of appreciating, the dollar erased nearly all of
November’s gains. Now many investors are wondering that if a rate hike and hawkish forward
guidance can’t lift the dollar, is it foolish to be buying greenbacks in 2016.
To answer that question we have to understand why investors sold dollars in December. The bet that
the dollar would rise in 2015 was one of the world’s most crowded trades and according to the
CFTC’s Commitment of Traders report, forex futures traders were busy adjusting positions ahead of
the December 16 FOMC meeting. The biggest changes were in euro and yen where investors
aggressively cut their short euro and short yen positions. This means that investors started to unwind
their long dollar trades ahead of FOMC and based on the price action after the meeting, liquidated
further after the rate hike. Buying dollars became a very crowded trade in 2016 and a lot of money
moved to the sidelines at the end of the year.
This means there’s money to put back into play in 2016.
Yet positioning was not the only reason why investors bailed out of the greenback. According to the
following chart past tightening cycles have not been good for the dollar and this scared many
investors. While USD/JPY generally appreciated leading up to the rate hike, on a number of
occasions it reversed course after tightening but this cycle is different because the first few months of
the year will be good for the U.S. economy and the dollar. The warm El Nino weather and low gas
prices will boost consumer consumption, which is already supported by steady job creation, wage
growth and consumer borrowing. The Fed also welcomes new hawks to their roster of FOMC voters.
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But first lets be clear, the Fed’s rate hikes will not cause a recession. It may slow the economy
in the second half of the year but contraction is highly unlikely. Some investors are worried that
the recent move by the Fed could trigger a recession but there are very few indicators and low oil
prices have never caused a downturn in the U.S. Of course that could change as the Fed raises
interest rates. One of the greatest challenges is that higher interest rates do not hit the economy in
predictable ways. They take time to percolate and it is difficult to predict the point at which the impact
shifts from mild to severe. The quarter point hike is only a small tweak in rates and even if the Fed
hikes by another 50 to 75bp next year (which is our preferred scenario), the impact on consumer
spending and investment will be limited by the fact that most American mortgages are fixed rate,
unlike Europe. Also businesses could view the Fed’s tightening as a sign of confidence in the
economy and they could be slow to adjust their investments. So at the onset the biggest impact will
be on the U.S. dollar.
More Hawks in the Birdcage in 2016 - The performance of dollar hinges on when the Federal
Reserve will raise interest rates again. The next meeting is on January 26-27 and as there’s zero
chance that rates will be increased for at least the first few weeks of the New Year, consolidation in
the dollar is likely. However if the Fed maintains is optimistic view on the economy, expectations for a
rate hike in March will grow, leading to renewed strength for the greenback. It is important to
understand that with each new year comes a new group of Fed Presidents and in 2016 4 votes
rotate. Three hawks and 1 dove will replace 1 hawk, 1 dove and 2 neutrals. So the balance swings in
favor of more consistent tightening. So while the dollar is rich, we believe the path of least resistance
is still in higher in the first half of the year. Our outlook changes in the second half of 2016 when we
believe rate hikes and the strong dollar will force the Fed to slow their pace of tightening marking the
top for the greenback and the bottom for other major currencies.
Election years are also good for the dollar. The table below shows that the Dollar Index increased
an average of 5% during an election year with the index rising 8 out of the last 10 periods. In 1 of the
2 years that the Dollar Index declined, the greenback lost only approximately 0.5%. While it can be
argued that Fed policy is not affected by elections, the time of major monetary policy shifts has often
coincided with presidential elections. The second chart was created by the Washington Post and
while their data only covers 6 election cycles, there’s definitely a notable trend.
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Technically there appears to be a double top forming in the Dollar Index. However 96 is a fairly
significant support level that should hold and we expect the index to make another run for 100 after
which it should test the 61.8% Fibonacci retracement of the 2001 to 2008 decline near 102.
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EUR 2016 Outlook – Forget About Parity
Six years after the financial crisis and the European Central Bank is still struggling to turn around their
economy. As recently as December, they increased stimulus in a desperate attempt to revive growth
and drive inflation higher. This illustrates how deeply entrenched the slowdown is and how poor of a
job Eurozone policymakers have done this past year. In the third quarter, the Eurozone economy
expanded by a mere 0.3%. During this same period the U.S. economy grew 2%. Inflation is low
around the world but the approximately 10% slide in EUR/USD combined with the full scale QE
program launched in early 2015 should have been more effective in boosting inflation, which ran at a
0.2% annualized pace in November – well short of the central bank’s 2% target.
2016 brings more challenges for the Eurozone economy. While the ECB is comfortable with the
current level of monetary policy they will need to extend bond purchases beyond September 2016.
September is only a soft target and we can’t see a scenario where growth or inflation will improve
enough 9 months forward to warrant a reduction in stimulus. Also, if inflation and growth do not make
significant upside progress, the ECB may need to expand the program in the coming year. The ECB’s
decision to provide additional stimulus in December reflected their sense of urgency and their overall
concern about the economy. Their efforts are paying off as there have been signs of recovery in the
Germany but meaningful risks lie ahead. The prospect of further weakness in emerging markets,
particularly China, unstable geopolitical situations in the Middle East and Russia, high unemployment,
stagnant wages are just some of the problems posing downside risks for the Eurozone in 2016.
Countries in the region will benefit from the new round of stimulus, weaker euro and low oil prices but
the benefits will be slow to come. France and Italy have not made much progress in terms of growth
and while Spain is doing well it is only the fourth largest economy in the region. The fiscal position of
most Eurozone nations is also very weak with only a handful producing a budget surplus in the past 3
years. The largest sector, financials will suffer from negative deposit rates. Debt levels are high and
major progress towards reducing that burden is not expected over the next 12 months.
The greatest risks for the Eurozone in 2016 are political. Greece will be back in the headlines as
the government struggles to enact reforms and meet the demands of its bailout. According to S&P,
the country is still at risk of default. At the same time, migration will be a touchy subject for Europe. In
2015, European nations welcomed millions of Syrian refugees with open arms but the Paris attacks
have transformed the attitude within Europe and there are now calls for tighter border controls. These
demands will quickly intensify if ISIS stages another attack in the region. There’s no question that
there will be attempts and it will be up to European intelligence to avoid another catastrophe. In 2015
Russia’s brazen intervention in Ukraine shattered Europe’s illusion that conflict on the continent
was long gone history. The EU was forced to enact sanctions, straining relations with Russia and in
the middle of the year, they will need to decide whether the sanctions, which last until July, should be
scrapped or extended. So between sluggish growth, deepening refugee crisis, ISIS aggression and
Russian tensions, 2016 will be full of challenges for Europe.
As for the currency, forget about parity. In 2015, many analysts saw parity in sight but euro never
reached that level. In 2016 big names such as Goldman Sachs, Deutsche Bank and BNP Paribas
still see that target being met. While the prospect of even higher rates in the U.S. and continued
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ECB stimulus will keep the euro under pressure, parity is nothing more than a headline grabbing
target. Experienced traders know that these overstretched goals are hard to reach. We agree that
EUR/USD will move lower in the coming year and see 1.05 being tested but weaker currencies drive
stronger economies and at 1.05, the Eurozone stands to benefit significantly from the combination of
ECB stimulus and a lower euro. When the benefits start to be felt through more consistent
improvements in Eurozone data, the ECB will feel more optimistic about the economy and less
pressured to increase stimulus and that could mark the turning point for the euro. For now, lets focus
on the next 4 to 5 cent opportunity in currency. We expect EUR/USD to test its 12 year low of 1.0459
and then bounce 1 to 2 cents before figuring out where it wants to head next.
Technically, there’s only 2 important support levels in EUR/USD – the 12 year low of 1.0459
and parity. If the recent low is broken, it should kick off a quick slide to 1.0000. Taking a look at the
longer term chart of the currency, a major top formation can be clearly seen. When EUR/USD broke
its 2010 low of 1.1877, there was a quick drop to the 61.8% Fibonacci retracement of the 2000 to
2008 rally. This Fib level at 1.1215 is now resistance and a strong close above this level is needed to
reverse the negative sentiment in the currency.
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GBP Outlook - British Pound and the Defining Issues for 2016
2016 will be a defining year for the British pound – a year when politics will overshadow economics.
Considering that sterling ended the year near 7 month lows against the U.S. dollar, some of our
readers may find it surprising that the U.K. was one of the best performing G10 economies. However
according to the latest figures for the third quarter, the U.K. economy grew at an annualized pace of
2.1% which matches the pace of U.S. growth. In contrast the Eurozone and Japanese grew 1.6%,
Australia expanded 2.5% and Canada contracted by 0.2%. There’s also very little debate that the
Bank of England will be the next major central bank to raise interest rates. Yet sterling benefited from
none of this and instead weakened versus the euro, Japanese Yen, U.S. and New Zealand dollars
over the past 6 months. Part of the underperformance was driven by U.S. dollar strength but slow
U.K. wage growth, mixed data and cautious policymakers has the market looking for rates to rise in
2017 and not 2016.
We believe the market is underestimating the Bank of England and the U.K. economy because
2016 should be a year of strong growth. Consumer spending is the backbone of the economy and
sales surged in the month of November. While wage growth slowed, labour force participation rates
remain near their highest levels in 20 years and service sector activity is accelerating according to the
latest reports. As the labor market tightens and inflation bottoms out, wages should rise as well.
Slow Chinese and Eurozone growth poses a risk to the economy and the manufacturing sector but
the U.K. is still expected to be one of the fastest growing G10 economies in 2016.
From the perspective of growth alone, the Bank of England should raise interest rates in the
first half of the year. However there are 2 primary issues holding the central bank back – low
commodity prices and the risk of Brexit. Oil prices could remain low for a large part of the year and as
of November consumer prices are running at a 0.1% annualized pace, which is far short of the central
bank’s forecast. Considering that the Federal Reserve raised rates with yoy inflation at 0.5%, the BoE
may not need to see CPI above 1% before tightening monetary policy but they could be reluctant to
do so until there is greater clarity on Britain’s position within Europe.
The greatest risk that the U.K. economy and the British pound faces in 2016 is Brexit. What is
scarier is that opinion polls show voters split almost 50:50 on whether the U.K. should remain in the
European Union. The Paris attacks and the country’s confidence in Cameron’s ability to reform
freedom of movement rules for EU migrants played a large role in narrowing of polls but for most of
the year, support for staying in the U.K. overshadowed the resistance by only a small margin. Leaving
the EU would bring a period of deep economic uncertainty that will hurt consumer, business and
investor confidence. The actual cost to the economy is difficult to estimate. Supporters of Brexit say
that it would save British taxpayers billions and ease their economic responsibilities to the union.
However at the same time, there could be significant costs to trade, investment, and jobs. The
answer lies in how the exit is structured.
If Britain maintains a free trade agreement, pursues very ambitious deregulation of its economy and
opens up trade almost fully with the rest of the world, the best case scenario calculated by Open
Europe, a UK lobby group estimates that a Brexit could lift UK GDP growth by 1.6% in 2030. However
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in the worst case scenario where the U.K. fails to strike a trade deal with the EU, Brexit could cost the
economy as much as -2.2% in GDP growth. Realistically, the best and worst case scenarios are not
the most likely outcomes. Predicting the long term impact of Brexit is nearly impossible at this stage
because we don’t know what the terms of the new relationship will be and we won’t know until well
after the referendum but in the lead up and immediate aftermath of the vote, we expect significant
volatility and most likely weakness in sterling and other U.K. assets.
It is not in the Bank of England’s interest to raise rates during turbulent times and considering
the greatest volatility for sterling will come in the lead up to the referendum, policymakers
could err on the side of caution and forgo a rate hike. Of course there’s another way to look at
this – they could raise rates sooner, which would give them the leeway to cut rates later if the
markets collapse. There’s no set date for the in/out referendum – it could be in the second half of
2016 or 2017 which means if the BoE wanted to raise rates, they could do so the first half and avoid
conflict with the referendum
The Brexit vote will be a defining moment for not only the U.K. but all of Europe. Aside from the
political ramifications of shifting the power in the European Council, the EU as a whole would be a
less attractive partner. The economic implications are unknown but there could be greater
competition between the U.K. and E.U. but ultimately the short and medium term ramification is
uncertainty, which is never good for a currency.
Technically GBP/USD is very weak but there are a number of significant support areas below
current levels. First we have the 2013 low at 1.4814, a level that has limited losses for the currency
pair in the second half of the year. Below that is the 2015 low of 1.4566. In order for the downtrend to
be officially negated, we need to see a much stronger rally in GBP/USD that takes the currency pair
above 1.55. With that in mind, we believe that the wide 1.45 to 1.65 trading range in GBP/USD will
remain intact in the year ahead.
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CAD Outlook - Will 2016 Be Another Crushing Year for Canadian Dollar?
Of all the major currencies, the Canadian dollar was hit the hardest in 2015. The loonie lost over 15%
of its value versus the U.S. dollar, Japanese Yen and British pound. We have not seen the Canadian
dollar this cheap since 2004 and the weakness was so severe that it drove USD/CAD to a 12 year
high. There’s no doubt that 2015 was an extremely difficult year for Canada. The first half was spent
in recession and the last quarter at risk of another downturn. The biggest problem for Canada has
and will continue to be oil. In early 2015, the Canadian economy was hit hard by a sharp fall in oil
prices – between June and December of 2014, the price of oil dropped from $107 a barrel down to
$55 a barrel. The Bank of Canada tried to preempt recession by cutting interest rates in January but
under the heavy weight of falling crude prices, the economy contracted 2 quarters in a row. It came
out of recession in the third quarter after the BoC cut rates one more time in July but with oil prices
falling once again, 2016 could be another challenging year for Canada.
Over the past few months we have seen oil prices fall to its lowest level in 6 years and many analysts
believe that WTI crude could slip as low as $25 and possibly even $20 a barrel in 2016. Oil is
Canada’s most important export and as we saw how in early 2015, the economy and the currency
can be hit hard when prices of this high value export falls quickly and aggressively. The following
chart shows how closely the Canadian dollar tracked oil in 2015.

Since economic data is released with a lag, we will continue to see the aftermath of lower oil
prices in early 2016. The market is only pricing in a 25% probability of easing in March because of
BoC Governor Poloz’s surprising optimism but those chances will grow as the year progresses.
Poloz believes that stronger U.S. growth, a weaker Canadian dollar and rate cuts delivered in the first
half of the year will help the economy recover and avoid the need for unconventional policies such as
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quantitative easing but disappointing data in the early part of the year should force the Bank of
Canada to cut interest rates by another 25bp. While we agree that a weaker currency will help turn
Canada’s economy around, the effect may not be seen until the second half of the year and could be
diminished if Federal Reserve rate hikes slow U.S. growth. The Bank of Canada may not be looking
to take the leap into the world of unconventional monetary tools such as negative rates or QE but
they still have more room to ease before those options need to be considered.
We are looking for USD/CAD to break 1.40 and head towards 1.45 in the first half of 2016. The
oil industry is experiencing its biggest downturn since the 1990s and prices could fall another $10 a
barrel before bottoming. While this may not seem large, it would represent another 25% drop from
year end levels. Oil suffers from the issue of supply and demand. In an effort to push American
producers out of the market, OPEC nations are pumping oil aggressively. Even though prices have
fallen 30% in 2015, OPEC nations refuse to cut production and this battle for market share could
drive prices well below $30 a barrel. The end of the U.S. crude oil export ban and the lifting of
sanctions on Iran will only add pressure on crude prices. The other end of the equation – demand is
also a problem. On one hand we have slower European and Chinese growth and on the other, a
move towards energy efficiency. While production levels are starting to fall with companies being
pushed out of businesses, it is not declining fast enough and there’s more than enough supply to
meet any improvements in demand. In order for oil prices to bottom, production needs to be cut and
unfortunately there’s no indication that will happen soon. We could see $20 a barrel before $50 and
even if a bounce occurs quickly, the initial move lower will most certainly send USD/CAD to fresh
multi-year highs. Of course this won’t take much as USD/CAD ends the year within 100 pips of its
12-year high.
Keep an eye on the U.S. – Canadian yield spread. While the correlation between USD/CAD and
oil has been strong, the spread between U.S. and Canadian yields has also been a leading driver of
USD/CAD flows. The following chart shows how closely USD/CAD (white line) followed the yield
spread (orange line) this past year with the yield spread oftentimes leading the movements in the
currency. If the yield spread makes new highs, we can expect the currency pair to follow suit and if
the yield spread peaks that will be the time to start selling USD/CAD.
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We need to turn to the monthly chart to find resistance for USD/CAD. Right now the 12 year high of
1.40 is the most important resistance level. When this level is broken, the next key level will be 1.43,
a level that the currency pair broke down from in 2003, found support in 2000 and resistance at in
1995. The uptrend in USD/CAD remains intact until the currency pair closely firmly below 1.35.
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AUD & NZD Outlook - Only 3 Things Matter for AUD and NZD in 2016
If we compare where the Australian and New Zealand dollars were at the beginning and end of 2015,
it would be easy to conclude that it has been a terrible year for both currencies. AUD and NZD were
the second and third worst performing major currencies, losing approximately 10% of their value
against the U.S. dollar. However in the last 3 months of the year, NZD and AUD became the best
performers with NZD/USD rising more than 7%. This turnaround has many investors wondering if
these 2 commodity currencies have finally bottomed.
To address this question we recognize the 3 primary factors affecting AUD and NZD in 2015 - the
U.S. dollar, commodity prices and China. In the first 9 months of the year, AUD and NZD were hit
hard by a stronger dollar, weaker Chinese growth and falling commodity prices. Towards the end of
the year the U.S. dollar lost momentum and the market found new appetite for high yield currencies.
The Reserve Bank of Australia and New Zealand who cut interest rates earlier in the year also
expressed optimism about their economies, leading investors to believe that they were done easing.
In December, the price of Australia and New Zealand’s two most important exports – iron ore and
dairy bottomed, adding to the recovery in these commodity currencies.
In 2016, these same 3 factors (China, dollar and commodity prices) will continue to dictate the
direction for AUD and NZD. We are looking for further U.S. dollar gains in the first half of the year
but it will be a bumpy road. After raising interest rates for the first time in 9 years, the Federal
Reserve could now take a break before considering another rate hike in March. This gives AUD and
NZD some breathing room to recover but a true bottom may not be in place until the Fed slows down
its pace of tightening. So in the meantime, the focus will be on China and commodity prices.
There are two ways that China could make life difficult for Australia and New Zealand in 2016.
China has been extremely vocal about their plans to shift from manufacturing to services to a
consumption driven economy - a process has played a key role in slowing growth. Now that they won
inclusion to the IMF’s SDR basket, they could return to easier policy and allow for a weaker currency
to support the recovery. In the short run this will hurt countries like Australia and New Zealand who
rely on Chinese demand because a lower currency diminishes Chinese purchasing power but in the
long run they will benefit significant from China’s goal of becoming a consumption driven economy.
Currently less than 2% of Chinese workers earn enough to pay income tax but if these 770 million
people start to see wages rise, their purchasing power could far surpass the 146 million Americans in
the poor but working class category. Chinese rebalancing is expected to continue in 2016 and while
the official numbers may not look so bad, there’s a reasonable chance that real underlying growth will
be lower. At the onset slower Chinese growth will mean weaker demand for commodities, hurting
countries like Australia and New Zealand but the PBoC is likely to respond with more stimulus, which
could soften the blow for the region.
In other words, while we expect AUD and NZD to outperform many major currencies, their
rebound versus the dollar could run out of steam in the first quarter as the Fed resumes
tightening. The second half should be brighter for both countries and their currencies as the Fed
slows its pace of tightening and China increases stimulus.
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Between the 2, Australia is more vulnerable than New Zealand to slower Chinese growth
because Australia’s economy is more heavily focused on the investment side and more
sensitive to the turmoil in global commodity prices and the impact of the stronger U.S. dollar.
New Zealand also relies heavily on Chinese demand but they focus on the consumer and their
demand for food supplies. New Zealand is also a smaller economy so growth in tourism can have a
larger impact on activity. In 2015, big spending tourists helped the economy grow faster than
expected and while Australia also saw a rise in tourism, it represents a smaller percent of GDP. In
other words we expect further weakness in AUD/NZD.
The price of dairy, New Zealand’s prized commodity also experienced a stronger turnaround
than iron ore, Australia’s top export. By the end of 2015, iron ore prices were down -30%, copper
prices down -23% and gold -9%. Dairy on the other hand was only 9% cheaper than last year, which
represents a significant recovery from August when prices were down as much as 33%. We continue
to see signs of a bottom in dairy and this helped stage a stronger recovery in the third and fourth
quarters. Australia also bounced back in Q3 but the key to the economy’s recovery is the
government’s ability to reduce their dependence on resources. With the opening of a new financial
district on Sydney’s waterfront, Australia is hoping to become the next major Asian financial hub.
While the A$7 billion project will be completed in 2023 the first few skyscrapers housing big names
such as KPMG and HSBC will open in 2016.
In the meantime, we do not see the need for further easing by the RBA and RBNZ in the
coming year. The RBA lowered interest rates by 50bp in 2015 and the RBNZ cut 25bp three
meetings in a row. Aside from providing important support to the economy, these efforts drove the
Australia and New Zealand dollars to lower more satisfactory level. As dairy prices recover at a faster
pace than iron ore, we expect New Zealand to outperform Australia especially in the first half of the
year.
Technically, we are looking for a further bounce in AUD/USD and NZD/USD before the March FOMC
meeting and a pullback thereafter. AUD/USD should hit at least 75 cents although the main
resistance is 0.7850, the 200-month SMA. For NZD/USD we are looking for the rally to extend to 73
cents, the 38.2% Fibonacci retracement of the 2009 to 2011 rally.

HIGH RISK WARNING: Foreign exchange trading carries a high level of risk that may not be suitable for all investors. Leverage creates additional risk
and loss exposure. Before you decide to trade foreign exchange, carefully consider your investment objectives, experience level, and risk tolerance. You
could lose some or all of your initial investment; do not invest money that you cannot afford to lose. Educate yourself on the risks associated with foreign
exchange trading, and seek advice from an independent financial or tax advisor if you have any questions.

	
  

	
  

www.bkforex.com

HIGH RISK WARNING: Foreign exchange trading carries a high level of risk that may not be suitable for all investors. Leverage creates additional risk
and loss exposure. Before you decide to trade foreign exchange, carefully consider your investment objectives, experience level, and risk tolerance. You
could lose some or all of your initial investment; do not invest money that you cannot afford to lose. Educate yourself on the risks associated with foreign
exchange trading, and seek advice from an independent financial or tax advisor if you have any questions.

	
  

www.bkforex.com

	
  
JPY Outlook - Risk of More QE in 2016
In 2015, the Japanese Yen was one of the best performing G10 currencies. It held steady versus the
U.S. dollar and strengthened sharply against the euro, British pound and commodity currencies,
rivaling the greenback in gains versus the CAD, NZD and AUD. While U.S. stocks climbed to fresh
record highs in 2015, the outperformance of the Yen and the U.S. dollar, two of the market’s favorite
safe haven currencies tell us that 2015 was marked by a year of uncertainty and anxiety. From the
Greek crisis to the Paris attacks, there were no shortages of issues for investors to be worried about
but geopolitical risks were not the only reasons why investors bought the Yen.
Like the U.S., in 2015 the Japanese economy was on the road to recovery. While there were
periods when growth appeared to be lacking – the economy contracted 0.1% in the second quarter, a
weak currency and falling energy prices helped the country recovery quickly. With the U.S. dollar
expected to strengthen further and oil prices expected to remain weak, the Bank of Japan felt little
pressure to increase stimulus. By the end of the year, they made only a technical tweak to their QE
program. While it represented a small dose of easing, policymakers were quick to downplay the move
causing some analysts to believe that the adjustment diminished the need for another round of QE in
2016.
Whether the Bank of Japan increases stimulus again in the coming year is the biggest
question mark for the Japanese Yen. Investors were relieved that Japan avoided recession in the
third quarter but the 0.3% rebound in growth highlights the challenges Prime Minister Abe faces in
engineering a stronger recovery. While we believe that Japan’s economy continued to recover in Q4,
the drop in the Eco Watchers Index, decline in industrial production and retail sales in November
along with the muted Tankan survey suggests that growth will be modest at best. We cannot
underestimate the impact of a weaker currency and lower energy prices on the economy but as both
are expected to bottom in the coming year, the Bank of Japan may have to resort to additional
sources of support if the slowdown in China’s economy has a larger impact on Japan.
Meanwhile we don’t expect the BoJ to reach its inflation target in the coming year. The Bank of
Japan has no immediate plans to increase its Quantitative Easing program but subdued growth and
low inflation could push the central bank to boost stimulus in the first half of the year. If this coincides
with additional tightening by the Federal Reserve, USD/JPY could hit new multi-year highs.
However one dose of easing is the most we expect from the BoJ and in 2016, the outlook for
the Yen also hinges on the stability of global financial assets. If the Fed’s rate hikes destabilize
the market, Chinese growth contracts more than expected or there is an unexpected geopolitical
event, the yen could rise sharply as investors unwind yen funded trades.
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Swiss Franc – Don’t Rule Out Further Intervention
In January 2015, the Swiss National Bank rocked the markets by abandoning its 1.20 EUR/CHF peg.
However investors should not expect another ground breaking move by the SNB in 2016. At the start
of the year, the central bank realized that they could no longer defend the peg in the face of potential
ECB QE. With EUR/CHF trading below 1.10 for the rest of the year, the strong franc held back the
country’s recovery.
In 2016, the prospect of further euro weakness and franc strength means continued
headwinds for Switzerland’s economy. Thankfully lower commodity prices, immigration and
population growth will support domestic demand. The SNB has made it clear that there are no
reasons for interest rates to rise from negative levels and we expect negative rates to remain a reality
for the Swiss economy throughout the year. Growth will remain slow, the unemployment rate could
rise but with inflation near zero, even a small increase in wages will boost purchasing power
significantly. Consumer spending is expected to play a large role in Switzerland’s recovery but for the
economy to experience a stronger turnaround we need to see a more meaningful pickup in global
economic activity.
In the meantime the SNB will continue to intervene quietly in the Swiss Franc. Having
previously set 1.20 as their pain threshold for EUR/CHF, they are obviously not happy with how high
the currency traded in 2015 and unfortunately the Franc could appreciate further if the Eurozone
falters. SNB Jordan has said that local firms will just have to get use to a strong overvalued franc but
he said that if “further tensions in the euro zone itself could also contribute again to abnormally low
EUR interest rates, or lead again to CHF appreciating safe-haven purchases….another rate cut by
the SNB could certainly not be excluded in 2016.” In other words, there’s a very real chance of
additional stimulus from the SNB in the coming year that could drive EUR/CHF to 1.10 and higher.
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