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Negative interest rates require clear-cut deflation or a clear
weakening of the economy, neither of which is currently evi-
dent. The SNB is holding monetary policy steady, and the Swiss
franc is appreciating, particularly against the US dollar.

Current signals

e The SNB has left the key interest rate at 0% and adjusted its
inflation forecast up slightly

e In August inflation was at 0.2% y/y and -0.8% m/m

o Real GDP grew at1.4% in 2024

The SNB refrains from negative interest rates, for now

In September, the Swiss National Bank (SNB) chose not to move
into negative interest rate territory, instead slightly raising its
short-term inflation forecast. While the SNB acknowledges ex-
isting economic risks, it sees no need to deploy its interest rate
tool to support specific sectors affected by tariffs and the strong
Swiss franc. Furthermore, as the inflation outlook has changed
very little, the SNB currently does not see any deflationary risks.

Negative interest rates remain an option

Negative interest rates remain part of the SNB’s toolkit, but their
introduction appears unlikely given current conditions. The deci-
sive factor for negative interest rates would be a sustained return
of domestic inflation into negative territory, for which there is no
evidence at the moment. However, imported inflation is ex-
pected to ease further due to falling producer prices and a
stronger franc. In addition, the recent reduction of the reference
mortgage rate to 1.25% has reduced housing costs and may fur-
ther dampen the consumer price index. Excluding the rental
component, inflation has been negative since February.

High US tariffs have also left their mark on the Swiss export sec-
tor, despite anticipated adjustments. Even if a favorable trade
agreement seems realistic, risks remain — not least because an
economic slowdown abroad could quickly spill over to the global
economy, which is a critical factor for a small, open economy like
Switzerland. Nevertheless, Switzerland is well positioned thanks
to the diversification of its trade relationships and retains some
flexibility to mitigate negative effects.

CHF swap curve remains stable
Swap curve compared with prior months
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SNB adjusts its inflation forecast up slightly
Current inflation rate vs. SNB inflation forecast
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Next step by the SNB: further pause or cut to -0.50%

The SNB currently faces a significant challenge, yet a more
forceful intervention would be premature at this stage. The Swiss
franc continues to appreciate despite interest rate differentials,
while interventions are only marginally effective as long as the
US dollar is weak. As negative interest rates have limited impact,
the SNB is likely to wait for clear signals and, if necessary, re-
spond with a substantial and decisive move.

Implications for financial markets

e The swap curve is likely to remain largely stable.

o A combination of investment-grade bonds, high-quality
high-yield bonds, and selected emerging market bonds is still
attractive.

o Swiss equities provide stability but could lag their global
peers. Dividend strategies as well as small and mid-caps look
attractive.

e The Swiss franc is trending upward against the US dollar but
is stable against the euro.

Strong Swiss franc bears deflation risks
CHEF real effective exchange rate, inflation and import prices
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ECB

The ECB’s rate cut cycle is over for now. Only unequivocal
signs of deflation could justify further cuts, though some fine-
tuning until year-end is possible.

Current signals
e The ECB is keeping the deposit rate at 2.0%
¢ Inflation was at 2.1% y/y and 0.2% m/m in August
e Spreads of French government bonds versus German Bunds
have widened to over 0.75%

France’s budget problems spur spread widening

France’s persistently high deficit — most recently at over 5% of
GDP - and stalemate in structural reforms have significantly in-
creased the risk premiums on French government bonds.
For the first time since the introduction of the euro, the OAT-
Bund spread has exceeded that of Italy — a break in market logic
that has already prompted Fitch to downgrade France’s credit
rating.

For the ECB, however, this is not a reason to intervene: the Trans-
mission Protection Instrument (TPI) is only triggered in case of
disorderly market movements and requires compliance with fis-
cal rules — criteria that France does not currently meet. As a re-
sult, the budgetary issue remains a matter of monetary policy
transmission rather than of the key interest rate.

The ECB pauses interest rate cuts for now

After eight cuts of 0.25% each, the ECB halved its deposit rate
by June 2025. It held rates steady in the September meeting, a
pause that market participants interpreted as the end of the rate
cutting cycle. The ECB’s decision is understandable: The disin-
flationary impulses of weakening energy and goods prices have
largely run their course, while wages and services have moved to
the center of attention. Though inflation risks do exist in these
areas, momentum is moving in the right direction of late.

On the demand side, the impact of US tariffs has been weaker
than feared thanks in part to the EU’s trade deal with the US. Eu-
rozone growth remains modestly positive, though with signifi-
cant regional differences: While parts of the periphery are show-
ing a slight recovery, the German economy remains in stagnation.

No fiscal relief in sight for France
Budget deficits 2019 - 2026 compared to EU limit of 3%
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French spreads on a par with ltaly’s
Credit spreads versus 10-year German Bunds
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The ECB is headed for stable monetary policy

The ECB is clearly headed for a phase of stable monetary policy.
New developments on the inflation front would be needed to
trigger further interest rate cuts. While some fine-tuning until
year-end remains possible, the cycle is over for now. The French
budget crisis is increasing political risks, which the ECB is toler-
ating, however. The motto for the upcoming ECB meetings
therefore is to observe rather than act.

Implications for financial markets

e Economic stimulus measures in Europe are partly offsetting
the weakening economy.

e Eurozone equities continue to benefit from tailwinds despite
the challenging US trade policy.

e The euro is still well supported and should remain steady
particularly against the Swiss franc.

Inflation rate at the upper limit of the target band
Inflation in the Eurozone, change vs. prior-year month
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The Fed is loosening monetary policy cautiously, as inflation and
fiscal headwinds are preventing a rapid reduction of interest
rates.

Current signals:

o Fed cuts federal funds rate by 0.25% to 4.00% — 4.25%

e Core inflation (PCE) at 2.9% y/y and 0.2% m/m in August

e Second-quarter GDP growth revised from 3.3% to 3.8%

e The Atlanta Fed’s GDP tracker suggests third-quarter growth
of 3.9% (up from 3.3%)

Persistent inflation, weakening labor market

In cutting interest rates by 0.25% in September, the Fed kicked
off its rate-cutting cycle, in line with expectations. Monetary pol-
icy remains challenging, however. While inflation risks are grow-
ing, labor market momentum is losing steam. This asymmetrical
risk situation is forcing the Fed to manage a narrow window. It
will be decisive for the Fed to guard the credibility of its monetary
policy path and convince markets of a controlled sequence of
further steps.

Fiscal risks are limiting the long end

Last year’s experience demonstrates that interest rate cuts do
not automatically translate into lower long-term yields. Despite
monetary policy easing, yields actually increased — a pattern
likely to recur given high government debt and persistent defi-
cits. As a result, a more cautious pace of rate cuts than markets
currently expect appears probable. Fiscal headwinds at the long
end are limiting the transmission of monetary policy impulses and
reducing the potential for significantly lower yields.

Soft landing remains baseline scenario

Although inflation remains above the Fed’s target and labor-mar-
ket risks are growing, the US economy is more robust than the
restrictive financing conditions would suggest. Consumption re-
mains strong, investment activity stable, and growth solid overall.
Weaker labor market data therefore do not necessarily pointto a
recession but rather suggest a gradual cooling. This environment
is increasing the likelihood of a soft landing, strengthening the
Fed’s credibility.

Labor market is cooling, inflation remains elevated
Employment vs. core inflation (three-month average)
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Interest rate path remains carefully priced
Market-implied fed funds rate until year-end
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Next rate cut in October

The Fed is likely to calibrate upcoming rate cuts carefully and
keep a close eye on incoming data. A further rate cut of 0.25% in
October is considered the baseline scenario, even though the
pace of the cycle is likely to lag current market expectations.

e The US dollar remains vulnerable. For investors who are
overweight USD, it may be sensible to reduce or hedge their
exposure.

e Rate cuts outside of a recession traditionally have a positive
impact on financial markets even though equity market valu-
ations are already pricing in numerous positives.

o Based on persistent risks of a yield curve steepening, short to
medium-term duration looks more attractive.

Can the Fed steer the long end more successfully this time?
Effective federal funds rate vs. 10-year Treasury yield
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Do you have any questions regarding investments? Contact our experts

Bekim Laski, CFA Burak Er, CFA
Chief Investment Officer Head of Research &
+4143 35512 86 Advisory Solutions

'( - laski@smzh.ch | +4143 3551288
" 4 ’ be@smzh.ch

You might also be interested in

Investment Guide Mortgage-Radar
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https://cms.smzh.ch/uploads/CIO_Investment_Guide_Oct_en_250929_5aff0ee73e.pdf
https://cms.smzh.ch/uploads/2025_09_26_Hypotheken_Radar_EN_60c837c266.pdf
https://cms.smzh.ch/uploads/CIO_Investment_Guide_Oct_en_250929_5aff0ee73e.pdf
https://cms.smzh.ch/uploads/2025_09_26_Hypotheken_Radar_EN_60c837c266.pdf
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Disclaimer: This publication constitutes marketing material and is not the result of independent financial analysis. Therefore, it is
not subject to the legal requirements regarding the independence of financial analysis. The information and opinions contained in
this publication were produced by smzh ag at the time of writing and are subject to change without notice. This publication is for
informational purposes only and does not constitute an offer or solicitation by smzh ag or on its behalf to make an investment.
The statements and comments reflect the current views of the authors but may differ from the opinions of other entities within
smzh ag or other third parties. The services and/or products mentioned in this publication may not be suitable for all recipients
and may not be available in all countries. Clients of smzh ag are advised to contact the local unit of smzh ag if they wish to obtain
information about the services and/or products offered in the respective country. This publication has been prepared without
regard to the objectives, financial situation, or needs of any particular investor. Before entering into any transaction, an investor
should consider whether it is suitable for their personal circumstances and objectives. The information contained in this publication
does not constitute investment, legal, accounting, or tax advice, nor does it represent a guarantee that an investment or investment
strategy is suitable or appropriate for an investor’s specific circumstances; it is also not a personal recommendation for any par-
ticular investor. smzh ag recommends that all investors seek independent professional advice regarding the respective financial
risks as well as the legal, regulatory, credit, tax, and accounting consequences. Past performance of an investment is not a reliable
indicator of its future performance. Performance forecasts are not a reliable indicator of future results. The investor may incur
losses. Although the information and data contained in this publication are obtained from sources believed to be reliable, no
representation is made as to their accuracy or completeness. smzh ag, its subsidiaries, and affiliates disclaim any liability for losses
resulting from the use of this publication. This publication may only be distributed in countries where its distribution is legally
permitted. The information contained herein is not intended for persons from jurisdictions that prohibit such publications (due to
the nationality of the person, their residence, or other reasons).
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