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Three reasons why we still forecast
EUR/USD parity and beyond

EUR/USD experienced a short squeeze to start the year but we remain
committed to our bearish forecasts and look for a move down to at least parity
over 2016. Here are three reasons why.

ECB has more ammunition to ease

The BoJ experience points to the constraints of additional easing, and
yesterday we introduced two dimensions along which these constraints can be
assessed: fixed income risk premia and banking sector profitability. On both
metrics there seems to be scope for additional easing in Europe. The European
GDP-weighted yield curve is steep compared to others and European banks’
share of fixed income assets is not as high as in Japan or the US. With a mix
of weakening macro data, tightening financial conditions and stalling in the
EUR downtrend, the ECB has all the required excuses to deliver an all-rounded
easing package in March.

Reserve managers a big negative for the euro

The ongoing decline in FX reserves doesn’t matter for the yen because central
banks don’t own Japanese assets. In contrast, the euro is the world’s second
major reserve currency and the drop in EM reserves requires ongoing
EUR/USD selling to maintain constant relative FX allocations. Our best
estimate of the drawdown in reserves over 2016 is 700bn-1.6trillion on an FX-
adjusted basis (chart 1), which assuming a 25% euro share is equivalent to
200-400n of euro selling.

Europe is not Japan

When risk-aversion hits the JPY strengthens because the Japanese repatriate
foreign assets. Risk-off causes some euro short covering, but the key
difference with Japan is that Europe’s international investment position is still
negative. This means there are still more foreigners invested in European
assets that Europeans offshore, reducing the positive flow impact on the EUR.
Europe’s negative international investment position is a key component of our
Euroglut hypothesis of persistent outflows, and the latest Eurozone data
released last week show 500bn annualized outflows in the last quarter of last
year, another record high.

Reserve managers losing trillions, have to sell euros European outflows continue to rise
H2 2015 Scenarios for 2016 Net debt flows (3mma bn EUR)
ina sells China sells 60 —
H215 pace | $50bn/month and |$100bn/month and — \| 0 Equity inflows (3mma bn EUR)
(annualiz.) | 10% more selling | 33% more selling
USD, bn from SWFs from SWFs 40 _
Central banks, of which.. -290 -680 -400 -1,100 20
developed markets 140 280 300 300
0 -
China -220 -440 -600 -1,200
otherEM|  -210 | -360 -400 -450 -20
SWFs -90 -180 -200 -240 -40 -
Global reserve loss -400 -700 -900 -1,600 60
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Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise
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loss. The longer the maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the
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denominated carries FX risk. Naturally, options on swaps (swaptions) also bear the risks typical to options in addition to
the risks related to rates movements.
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losses as a result of share price fluctuations and other factors. Transactions in foreign stocks can lead to additional
losses stemming from foreign exchange fluctuations. We may also charge commissions and fees for certain categories
of investment advice, products and services. Recommended investment strategies, products and services carry the risk
of losses to principal and other losses as a result of changes in market and/or economic trends, and/or fluctuations in
market value. Before deciding on the purchase of financial products and/or services, customers should carefully read the
relevant disclosures, prospectuses and other documentation. "Moody's", "Standard & Poor's", and "Fitch" mentioned in
this report are not registered credit rating agencies in Japan unless Japan or "Nippon" is specifically designated in the
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