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Donald Trump’s announcement via Twitter that the US “will 
start, on September 1, putting a small additional tariff of 10% 
on the remaining USD 300 bn of goods and products coming 
from China into [the US]” has roiled financial markets. It 
immediately led to a retaliatory response by the Chinese 
authorities to halt all purchases of US agricultural products. 
All this triggered a sharp rally in USDCNY – which rose above 
the psychological level of 7.00 – and saw the US administration 
designate China a “currency manipulator”. Risk assets have 
collapsed: global equities have fallen by more than 5%, core 
yields have dropped heavily (the US 10-year yield nosedived 
to its lowest since mid-2016 of around 1.65%), Brent crude has 
declined by 8%, and investors have sought refuge in gold, the 
yen, and the Swiss franc. 

This most recent escalation in the US-China trade clash has 
increased the risk of a complete fallout in the negotiations 
considerably. While still not our base case, the probability of a 
“deal breakdown” has increased from 25% previously to 40% 
currently, in our view. This has two immediate implications 
for currencies: first, it suggests that one needs to account 
for an increased risk premium in foreign exchange rates, 
reflecting a higher probability of a more severe trade disruption 
and even damper business (and household) sentiment. Second, 
it argues for more aggressive Federal Reserve (Fed) rate 
cuts (we now expect three additional 25-bps cuts, with the 
possibility of more in case of further deterioration), which 
should influence the path of the dollar.

These developments have led us to review our FX forecasts 
and make a number of changes to reflect and balance these 
two factors. So far, we had maintained a view of moderate USD 
weakness, differentiated across G10 currencies and with EM 
FX the main beneficiary. Although we keep this USD downside 
bias, we have lowered our forecasts for high-beta FX, we 
have revised higher our target for USDCNY, and we have 
turned cautious on emerging market currencies. Most of 

our forecast revisions refer to Q3 and Q 4 19, largely because we 
think that most of the pricing of the higher risk premium will 
take place in the next few months. We still expect a smoothing 
out of the trade relationships as we turn the corner to 2020 
(although, admittedly, this has now become a very close call… 
something like a coin toss). Below we detail the changes to our 
forecasts. However, we should emphasise that the US-China 
trade saga has seen a plethora of developments; hence the 
degree of uncertainty as to the path of exchange rates is higher 
than normal. 

USDCNY: Raising our forecast trajectory to 7.10 
(Q3 19), 7.05 (Q 4 19), 7.00 (Q1 20), and 6.90 (Q2 20), 
from respectively 6.90, 6.85, 6.80 and 6.78

So far, we considered that the hurdle to a major CNY 
devaluation was high, due to the authorities’ explicit preference 
for exchange rate stability. While we still lean in favour of 
this view, we acknowledge that China’s fixing of USDCNY 
central parity rates over the last few days demonstrates 
that the country has made a step towards weaponising its 
currency. However, a full-blown currency war that would take 
the RMB significantly and sustainably lower is not our central 
scenario, even though it remains a risk worth watching. This 
is largely reflected in our updated FX target trajectory, which 
has been adjusted partly to account for the higher risk premium 
associated with the trade disruptions. Additionally, we now 
see that China is embracing the prospect of extremely difficult 
trade negotiations with the US in the medium term, which 
contradicts our initial scenario of a more restrained diplomatic 
tussle leading to an eventual compromise. 

All this has effectively invalidated the old currency anchor. 
That said, China’s reluctance to liberalise its capital account 
fully implies that any devaluation episode needs to be followed 
by the “establishment” of a new currency floor. We therefore 
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believe that the key anchor for the currency will be more 
mechanical in nature and will depend on the depreciation 
required to offset the new tariffs by the US and keep Chinese 
market share stable. We estimate that this required depreciation 
is around 4-5% relative to the pre-tariff announcement levels. 
This would bring USDCNY in the range of 7.10-7.20. We 
chose the lower end of this range as our forecast of the “new 
floor” because 1) we still think the People’s Bank of China will 
maintain an important element of FX stability in its decisions 
(as long as trade discussions continue), and 2) we have pencilled 
in more aggressive Fed rate cuts. In short, most of the pain is 
likely to be felt this year, while a potential trade relationship 
stabilisation should allow for a modest CNY appreciation 
next year. All these forecasts of course carry a great deal of 
uncertainty, as they depend heavily on political developments 
and the decisions of the US administration. Predicting the 
latter has proven to be quite an elusive task so far. 

Turning neutral on EM FX in the near term

Over the last couple of months, we maintained a constructive 
view on high-yielding EM currencies. This reflected our view 
that carry would perform well in an environment where the Fed 
is easing policy and where the odds of a global contraction were 
low (especially following the avoidance of new tariff imposition 
at the June G20 meeting). Clearly, the recent escalation in trade 
disputes has changed this backdrop and has increased the 
probability that the world economy will slow even further or 
even fall into recession. 

In that respect, we are concerned that – at least over the next 
few months – investors may shy away from riskier and more 
volatile currencies, despite the fact that global financial 
conditions have eased further as US yields have dropped to 
multi-year lows. 

Medium term, we still expect positive carry returns and a 
rebound in EM FX. But the latest developments do warrant 
cautiousness for the short term.

EURCHF: Revising our forecasts to a flat profile 
around 1.10 over the next four quarters, from 1.14 
(Q 4 19) and 1.15 (Q2 20)

As far as the Swiss franc is concerned, our view has been one of 
cautious bearishness. This reflected a stream of poor inflation 
and economic activity data that we thought would lead the SNB 
to step up its dovishness and potentially intervene in the forex 
market. Additionally, we advocated that medium- to long-term 
correlations between the CHF and risk assets had fallen below 
previous historical norms following the central bank’s decision 
to cut rates to -0.75% in 2015. Effectively, we argued that the 
Swiss franc would not exhibit the same degree of safe-haven 
status as in the past, because deeply negative rates were acting 
as an impediment to risk-averse investors.

While we still think that several elements from these core 
arguments remain valid, we have to acknowledge a number 
of disruptive developments. First, shorter-term correlations 
of returns between EURCHF and global equities have started 
picking up very recently. We interpret this as the result of the 
increased downside risks to the global economy following the 
escalation of trade tensions, which appear strong enough to 
entice investors to seek the safety of the Swiss franc, despite the 
deeply negative rates. At the same time, judging from the Swiss 
sight deposit data, the Swiss National Bank does not appear to 
have intervened significantly in the FX market. Potentially, 
this is because its balance sheet is already at very high levels (in 
excess of 125% of GDP), which suggests the central bank may 
be reluctant to increase it further in a significant way via FX 
interventions. 

Overall, we feel that the confluence of all these factors (lower 
but rising correlations with risk assets, small FX interventions 
that send only a weak signal to the market, and escalation of 
concerns over trade and growth globally) will roughly offset 
each other, keeping EURCHF around the 1.10 level (with 
occasional drops and rises between 1.08 and 1.12).  

Other forecast changes: Commodity FX and 
Nordics

As we discussed earlier, the escalation of trade disputes has 
brought us into a new phase in the trade war saga – one with an 
increased probability of a complete fallout and, hence, severe 
repercussions for global trade and growth. Consequently, 
we feel that high-beta and externally exposed currencies are 
likely to incorporate a higher risk premium. For this reason we 
have revised lower our targets for AUD, CAD, NZD (against 
the USD), NOK, and SEK (against the EUR), mostly for the 
remainder of this year. That said, we have still maintained a 
slightly upward trajectory for most of them, largely because 
of the more aggressive Fed easing that we are now forecasting 
(AUD and CAD), or because of still significant levels of 
undervaluation (NOK and SEK).

In particular, we have taken our AUDUSD forecast down from 
0.72 to 0.68 (Q 4 19) and from 0.73 to 0.70 (Q2 20); USDCAD up 
from 1.30 to 1.32 for Q 4 19, but unchanged for Q2 20 at 1.29; and 
kept a flat NZDUSD profile throughout the next four quarters 
to 0.63 from 0.65. Our EURNOK forecasts have risen to 9.80 
from 9.10 (Q 4 19) and to 9.70 from 9.00 (Q2 20). Finally, 
EURSEK targets have been upgraded to 10.77 from 10.65 (Q 4 
19) and to 10.70 from 10.60 (Q2 20).

What we have left unchanged, and why

We have left our EURUSD forecasts (which incorporate 
a small upside bias) unchanged. Although the potential 
deterioration in the global trade backdrop is a headwind for 
the euro, the collapse in US yields is providing a substantial 
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tailwind. Additionally, there is some recent tentative evidence 
that EURUSD tends to rise moderately in periods of equity sell-
offs (during the May sell-off, EURUSD stayed relatively stable, 
gaining 0.40%, while in the recent bout of stock price declines, 
EURUSD appreciated by 0.65%). This is likely because EUR 
has been used as a funding currency, and periods of market 
jitters are typically associated with some unwinding of the 
carry trade. To reiterate, the upside bias we have pencilled in 
for EURUSD reflects our view that in this race to the bottom 
for yields, the Fed has more room to ease compared to the ECB. 
Nonetheless, a potential deterioration in euro-area data due to 
external factors has increased the probability that EURUSD 
will stay in this tight range of 1.12-1.14

We have also left our sterling forecasts unchanged. More 
specifically, our view has been that during the summer months 
the harsh Brexit rhetoric by the UK government has increased 
the risk that GBPUSD could test the 1.20 level. We hold on to 
that view. At the same time, we still think that eventually a 
no-deal Brexit will be averted (although this is also becoming 
a closer call by the minute), which will eventually act as a 
catalyst to push sterling higher. That said, our GBP forecasts 
are subject to significant uncertainty because the result is 
binary: a no-deal Brexit would plunge GBPUSD towards 
1.10, while its avoidance would propel it above 1.30.

Finally, we have also kept our USDJPY forecasts unchanged, 
i.e. some further JPY strength, with USDJPY at 104 by the end 
of the year. The reason we have not pushed them lower – despite 
the increased risk aversion – is that further material strength 
towards 100 or below could alarm the Bank of Japan and force 
it to take some action. However, we acknowledge that the room 
for easing policy materially is limited. This implies that we 
now see downside risks to our current forecast trajectory, 
considering that we still see the yen as the most preferred safe 
haven currency. Consequently, we would not be surprised to 
see USDJPY trading in the range of 100-104, i.e. below our 
central forecast for the end of this year.

Portfolio positioning implications

In our portfolios, we have maintained a long JPY exposure 
since October of last year, mostly against the USD. We think it 
still makes sense to hold on to this exposure from a risk-reward 
perspective. Given mounting global risks, we see the probability 
of a major back-up in yields (the main driver of USDJPY since 
autumn 2018) as relatively low. At the same time – and as we 
discussed previously – the risk of USDJPY undershooting our 
targets is non-negligible. 

Additionally, we still think it makes good sense to maintain an 
overweight in local EM debt. Although we are neutral on EM 
FX, we do not expect significant weakening; at the same time, 
the intensification of interest rate cuts by major EM central 
banks is likely to attract more flows into local debt instruments. 

Finally, we prefer to remain on the sidelines as far as EUR and 
GBP are concerned. Our EURUSD upside bias is not strong 
enough to compensate for the negative carry on a risk-adjusted 
basis. At the same time, although GBP screens as quite cheap 
from a valuation standpoint, the main driver will continue to 
be political developments on Brexit. Given the great degree of 
uncertainty, we see no reason to jump onto sterling longs on the 
back of valuation considerations now. If we are right and a no-
deal Brexit is avoided, then there will be plenty of time to take 
advantage of that trade. However, we are not there yet.

Vasileios Gkionakis, Global Head of FX Strategy
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Sources: Bloomberg, Lombard Odier calculations 

FX forecasts

Current spot Q3 19 Q 4 19 Q1 10 Q2 20 Estimates  
of long-term 

fair value1 
EURUSD 1.12 1.14 1.15 1.16 1.17 1.14
GBPUSD 1.21 1.25 1.27 1.30 1.32 1.40
EURGBP 0.92 0.91 0.91 0.89 0.89 0.82
EURCHF 1.10 1.10 1.10 1.10 1.10 1.14
USDCHF 0.98 0.96 0.96 0.95 0.94 1.00

USDJPY 106.30 106 104 104 105 100
EURJPY 118.90 121 120 121 123 115
EURSEK 10.73 10.80 10.77 10.75 10.70 9.51
USDSEK 9.59 9.47 9.37 9.27 9.15 8.27
EURNOK 9.96 9.95 9.80 9.75 9.70 9.06
USDNOK 8.91 8.73 8.52 8.41 8.29 7.88
USDCAD 1.33 1.33 1.32 1.30 1.29 1.29
AUDUSD 0.67 0.67 0.68 0.69 0.70 0.75
NZDUSD 0.64 0.63 0.63 0.63 0.63 0.66
USDCNY 7.05 7.10 7.05 7.00 6.90

Table 1: FX forecasts

1  The estimates of long-term (LT) fair values are calculated as the average value estimated using FEER and BEER models. The FEER (fundamental equilibrium exchange 
rate) model calculates the exchange rate required to bring macroeconomic balance, i.e. full-employment, low inflation and a sustainable current account balance. The 
BEER (behavioral equilibrium exchange rate) model uses econometric methods to estimate equilibrium FX rates based on a set of macroeconomic variables (our model 
uses terms of trade, investment as a share of GDP, and real rates within a panel data set across G10 FX).
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