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FX Committee targets
Q4 19 Q4 20

EURUSD 1.12 1.15
GBPUSD 1.30 1.35
EURGBP 0.86 0.85
EURCHF 1.10 1.12
EURSEK 10.85 10.85
EURNOK 10.00 9.85
USDCHF 0.98 0.97
USDJPY 110 107
USDCAD 1.32 1.28
AUDUSD 0.69 0.72
NZDUSD 0.63 0.63
USDCNY 7.00 6.80
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Key highlights
· A normalisation in US-China trade disputes and a modest pickup in global 

trade are both prerequisites and central to USD weakness in 2020

· Under this (base-case scenario), we expect the overvalued USD to adjust lower 
and EURUSD to be supported by valuations as well as some improvement in 
global trade

· Sterling should continue to benefit as the disorderly Brexit premium is priced 
out

· The Swiss franc is likely to weaken modestly while the Japanese yen may trade 
weaker in the near term but eventually regain its ground against the softer USD

· Finally, in China we expect the normalisation of global trade, together with a 
recovery in emerging market growth, to underpin the CNY. 

*next edition will be released on January 2020
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In 2019, the dollar managed to hold on to its 
2018 gains driven by the flaring up of 
political/trade uncertainty and a 
deceleration in world growth. However, as 
we head into 2020 these factors appear to be 
dissipating. 
US and China trade talks are making (small) 
positive progress while concerns over a 
disruptive no-deal Brexit seem to be abating.
In parallel, global manufacturing activity 
has bottomed out and is likely to recover, 
albeit sluggishly. Although uncertainties 
remain, the decline in tail risk premia is 
likely to trigger a correction of fundamental 
misalignments in the currency market.
More specifically, we expect the overvalued 
dollar to adjust lower while EURUSD to 
appreciate driven by valuations as well as 
some pick up in global trade. 
We anticipate the Swiss franc to weaken 
modestly against the EUR as uncertainty is 
repriced lower. This should also mean that 
USDJPY trades more firmly in the near term. 
However, we expect JPY to regain some 
ground eventually, on the back of 
undervaluation and USD weakness.
Sterling should benefit further, especially 
towards the early part of next year. We think 
it is likely that the Conservatives will master 
a majority in the UK parliament, sufficient to 
ratify the EU/UK deal signed in October. 
Regardless of the exact election outcome, we 
feel that developments during H2 19 suggest 
that the risk of a disorderly Brexit has 
decreased significantly. 

Outlook 2020: is the dollar heading for a secular 
decline? 

Turning to China, we expect the 
normalisation in global trade, together with 
a pick up in emerging market growth, will 
underpin the CNY. We target USDCNY at 
6.80 by end of 2020.
In parallel, our working assumptions on 
global developments for next year alongside 
valuations should support the Australian and 
the Canadian dollars. In the Nordics, we 
expect NOKSEK upside to gain more 
traction as Norway’s outperformance 
vis-a-vis Sweden becomes more evident.
There are both upside and downside risks to 
our forecast trajectory. On the one hand, a 
more “abrupt” trade resolution – involving a 
significant rollback of existing tariffs – 
would likely push the dollar much lower. On 
the other hand, a complete US-China fallout 
would risk a global recession and flight to 
safety would trigger another sharp USD 
appreciation.

Back to cover page
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Current spot Q4 19 Q1 20 Q2 20 Q3 20 Q4 20 Estimates of long  
term fair value1

EURUSD 1.11 1.12 1.13 1.14 1.15 1.15 1.14

GBPUSD 1.29 1.30 1.33 1.34 1.35 1.35 1.37

EURGBP 0.85 0.86 0.85 0.85 0.85 0.85 0.83

EURCHF 1.10 1.10 1.11 1.12 1.12 1.12 1.11

USDCHF 0.99 0.98 0.98 0.98 0.97 0.97 0.98

USDJPY 108.60 110 109 108 107 107 97

EURJPY 120.30 123 123 123 123 123 111

EURSEK 10.68 10.85 10.90 10.95 10.90 10.85 9.62

USDSEK 9.64 9.69 9.65 9.61 9.48 9.43 8.44

EURNOK 10.10 10.00 9.95 9.90 9.85 9.85 9.13

USDNOK 9.12 8.93 8.81 8.68 8.57 8.57 8.01

USDCAD 1.32 1.32 1.30 1.29 1.28 1.28 1.27

AUDUSD 0.68 0.69 0.70 0.71 0.72 0.72 0.73

NZDUSD 0.64 0.63 0.63 0.63 0.63 0.63 0.63

USDCNY 7.02 7.00 6.95 6.90 9.85 6.80

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).  
Please refer to page 19 for a more detailed explanation.

FX forecasts
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USD
Is the dollar heading for a secular decline?

· USD resilient in 2019 due to the interplay of trade 
disruptions, global growth slowdown and US 
exceptionalism

· However, tail risks seem to be abating, setting the stage 
for an adjustment lower in the dollar.

A year ago, we argued that the dollar had peaked and 
articulated a bearish USD view for 2019. We based this on 
waning US fiscal impulses, USD’s overvaluation due to 
narrower US-Rest of World (RoW) rate differentials and the 
US’ “twin deficit” problem. However, things did not quite turn 
out that way as the trade-induced deterioration in the global 
outlook supported the dollar for longer than we expected. 
Although 2019 saw a number of currencies strengthen against 
the greenback (CAD, GBP and JPY) other major crosses – most 
notably the EUR – lost ground (see chart 1). 
In order to be able to contemplate what is in store for the USD 
for 2020, we need to understand the drivers of USD’s 
resilience during 2019. Chart 3 (page 6) illustrates the path of 
the dollar this past one-and-a-half years (in fact, the index 
goes all the way back to Trump’s election in 2016), overlaying 
it with the path of the Fed’s rate. Our interpretation is that the 
latest episode of USD strength was generated by the interplay 
of trade disruptions, falling risk appetite and US 
exceptionalism (with the latter driven by the late-cycle US 
fiscal stimulus rather than structural factors). Put differently, 
the worsening sentiment due to severely disrupted trade 
channels and the weakening of ex-US global growth were 
responsible for the initial rally, and then stabilisation, at high 
levels for the dollar. This is illustrated in chart 3: economic 
2policy (and trade) uncertainty explains the bulk of the recent 
dollar overvaluation.
However, things are changing. Over the last few months, data 
suggest that the global economy is bottoming out, with the 
JPM global manufacturing survey registering its third – albeit 
small – monthly increase. The US and China are apparently 
moving closer to a phase 1 deal which – while limited in scope 
– hints that the risk of a trade war escalation has significantly 
reduced. In parallel, risks associated with a disorderly Brexit 
have declined substantially.
The US-RoW growth differential will likely narrow again. For 
example, our economic forecasts anticipate a narrowing of the 
US-Euro area differential from 1.2 percentage points in 2019 
to 0.8pp in 2020; the IMF projects that the US-EM growth 
differential will decline from -1.6pp in 2018 to -2.9pp in 2020. 
All of this sets the stage for a reversal of the forces that held 
the USD “artificially” higher in 2019, due to risk aversion and 
the flight to safety.

1.  YTD performance 
 In spot (BBDXY is the Bloomberg dollar index)

2. Policy/trade uncertainty mostly responsible for dollar’s 
overvaluation

Sources: Bloomberg, Lombard Odier.

Sources: Bloomberg, Lombard Odier.
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Sources: Bloomberg, Lombard Odier.

3. The dollar’s path

USD
Is the dollar heading for a secular decline?

Importantly, this is taking place as US-RoW interest rate 
differentials are narrowing: the USD’s carry advantage is 
eroded as the Fed has cut interest rates – and potentially 
delivers further easing next year - while other major central 
banks have had much less room for manoeuvre. This has led 
the dollar to step into overvalued territory (around 8% based 
on our estimates). In parallel, fiscal impulses that supported 
the US economy are about to die out while the fiscal buffers 
have been exhausted as the budget deficit widens in excess of 
4.5% of GDP.

Global uncertainties remain but tail risks are fading. When the 
global outlook is bleak, global investors are content to ignore 
valuations as well as wider US budget (and trade) imbalances 
and pile onto the safety of the dollar. But as the outlook 
appears to be stabilising, markets may not be that forgiving. 
Assuming that the world does not stumble upon another major 
growth disruption, the dollar seems likely to weaken.
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EUR
Quo vadis EUR?

· We expect EURUSD to rise towards 1.15 in 2020 on the 
back of stabilisation in US-China trade disputes, 
bottoming out of the manufacturing cycle, 
undervaluation and positive Brexit developments

· The first risk to our forecast stems from the possibility 
of a more decisive trade resolution than we expect, 
which would propel externally-sensitive currencies (like 
the euro) even higher. A German fiscal stimulus would 
also add further impetus to the currency

· However, a re-escalation in trade frictions would 
threaten a global recession and would see the EUR 
materially lower. 

We anticipate an appreciating path for EURUSD in 2020. This 
is in line with forward prices and consensus expectations, 
though our 2020-end forecast stands currently a touch higher 
than forward rates, at 1.15 (see chart 4).
Below we discuss the reasons we are constructive alongside 
the risks to our view.

Dollar overvaluation

As we have explained, the TW USD is now in overvalued 
territory. As discussed in the previous section, the reason for 
USD overvaluation has been the interplay between trade 
disputes that paralyzed trade channels and global growth, US 
exceptionalism (US growth outperforming the rest of the 
world due to the US fiscal stimulus) and flight to safety. 
However, these conditions are unlikely to play out in 2020, at 
least to the extent they did back in late 2018 and early 2019. 
US and China trade relationships are likely to stabilise (with a 
meaningful likelihood of a gradual tariff rollback) which 
should unclog somewhat trade channels and improve global 
sentiment. At the same time, as the global economy bottoms 
out the growth differential between the US and the rest of the 
world is likely to decline, lending support to trade-exposed 
and cyclical currencies. Finally, the fiscal impulses in the US 
have pretty much petered out by now while the room for 
additional measures appears to be very limited. In fact, the US 
will now have to grapple with the reality of a wider twin 
(budget and C/A) deficit. 

External dynamics 

The (admittedly sluggish) improvement we expect for global 
trade and growth should add an additional positive 
idiosyncratic support to the euro, over and above dollar 
weakness. Historically, both the TW EUR and EURUSD have 
had a positive correlation with the annual growth of world 
trade volume (see chart 5). This should come as no surprise 
given that exports of goods and services stand at more than 
40% of the euro area’s GDP while the region holds a current 
account surplus of around 3% of GDP. Taken at face value, this 
relationship suggests that should world trade volume annual 
growth rise from -1.1% to 1.5% (our conservative estimate 

Sources: Bloomberg, Lombard Odier.

4.  EURUSD forecasts
 All in spot

Sources: Bloomberg, Lombard Odier.
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based on our assessment of the US-China trade progress) then 
EURUSD may gravitate higher than the 1.15 level.

EUR undervaluation

even at current levels of world trade growth and interest rate 
differentials, our fair valuation models suggest that EURUSD 
is undervalued between 3%-6%. Assuming no major global 
“black swan”, then stabilisation in the global trade and growth 
arenas should imply that the market starts re-focusing more 
on valuations, in some ways similar to the 2017 episode.

Brexit

Positive developments on Brexit (our central scenario) should 
improve sentiment towards European assets and underpin the 
euro (see chart 6). 

We see two risks to our forecast trajectory

First, it could be that a US-China resolution comes in a more 
“abrupt” manner i.e. an outright rollback of most or all of 
existing tariffs. In such a scenario, we would expect risks to 
our forecast to be on the upside, with EURUSD potentially 
breaching the 1.20 level. The other risk is one of trade-dispute 
re-escalation i.e. one in which US and China fall out. Then, the 
external environment deteriorates once again putting renewed 
pressure on the EUR.

From a portfolio perspective

We remain neutral for now, largely due to EURUSD’s negative 
carry. However, any meaningful rollback in tariffs and/or 
German fiscal stimulus would act as catalysts for us to 
overweight EUR (vs. the USD) in our portfolios.

EUR
Quo vadis EUR?

Sources: Bloomberg, Lombard Odier.

6.  EURUSD & GBPUSD correlations have been rising recently 
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Correlation between EURCHF and MSCI World equities
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CHF
On a weakening path

· Looking to 2020, we expect some modest weakness 
mainly due to the stabilisation in the global cycle and 
normalisation in risk appetite

· We forecast EURCHF at 1.12 by the end of 2020.

2019 has been a rather quiet year for the Swiss franc. 
EURCHF has declined by 2.6% so far but this has been mostly 
due to general euro weakness. USDCHF is up a mere 0.8% 
while the trade weighted CHF index has gained 1.3%. This 
modest strength has been the result of risk aversion flaring up 
that favoured safe haven currencies. That said, we should 
point out that CHF’s response to risk sell offs has been far 
more restrained compared with historical norms, something 
that has been in place ever since the SNB cut interest rates to 
-0.75% (see chart 7).
Looking to 2020, we expect some modest weakness mainly 
due to the stabilisation in the global cycle and normalisation in 
risk appetite. In addition, historical correlations suggest that 
any upside in EURUSD is typically accompanied by EURCHF 
appreciation. With EURUSD around the 1.15 level (our 
forecast for 2020-end), a regression modelling exercise 
generates a level of 1.12/1.13 for EURCHF (see chart 8). 
In terms of valuations, the assessment can be actually quite 
tricky – contrary to conventional wisdom that sees the franc as 
highly valued (in line with the SNB’s view). It is true that a 
whole host of models (e.g. Behavioural Equilibrium Exchange 
Rate models or deviations from long-term averages) finds a 
significant degree of CHF overvaluation (around 10% against 
the EUR). 
However, when models that incorporate Switzerland’s sizeable 
current account balance (around 10% of GDP) are taken into 
account, they suggest that the currency is actually cheap and 
needs to strengthen in order to bring the C/A balance closer to 
equilibrium. In this respect, we do not think that there are very 
strong valuation arguments affecting the CHF outlook.
In terms of domestic economic dynamics, the small pick-up in 
global trade may reduce the externally driven headwinds. 
However, inflation is under renewed pressure (see chart 9). 
This may force the SNB’s hand to cut again, which would add 
pressure on the franc.
In line with our discussion so far, the risk of a quicker trade 
resolution would see both EURUSD and EURCHF surpassing 
our targets. The latter may then gravitate to between 1.15 and 
1.20, similar to the range in which it traded in late 2017/early 
2018. However, the risk of a serious de-escalation in trade 
disputes (or any other global growth disruption) would only 
lead to limited CHF strength. This is because our understating 
is that the SNB is committed to ensuring that the currency 
does not appreciate meaningfully (i.e. EURCHF below 1.08) 
and endanger additional downside pressure on inflation. In 
such a scenario, we would expect meaningful FX intervention 
alongside interest rate cuts

Sources: Bloomberg, Lombard Odier.

7.  CHF correlation with risk has fallen noticeably since 2015
 Correlations calculated using quarterly spot returns on 20Q 

rolling windows

Sources: Bloomberg, Lombard Odier.

8. EURUSD & EURCHF tightly correlated
 All in spot

9.  A deteriorating inflation outlook
 In percent

Sources: Bloomberg, Lombard Odier.
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GBP
Pricing out the “disorderly Brexit” Premium

· Under our working assumption of a disorderly Brexit 
being averted, we see further upside in sterling

· Namely we see GBPUSD converging towards 1.35 (with 
risks to the upside)

· That said, it is unlikely that GBP will return to its 
pre-referendum levels of 1.50 as any type of Brexit will 
entail a structural hit to the UK economy, keeping 
growth lower and applying a speed limit to sterling 
appreciation.

Following a 5.3% gain in October (the biggest monthly 
increase since May 2009), GBPUSD has stabilized in 
November so far. This has come on the back of a modest USD 
rebound as well as uncertainty regarding the upcoming UK 
general elections on 12 December.
We maintain a positive outlook for sterling as we turn into 
2020. This is based on our expectation that a deal between the 
EU and the UK will be agreed in the UK House of Commons, 
paving the way for negotiations between the two parties on the 
future of their trading relationship.
In our base case, the Conservatives (who currently lead in 
opinion polls by around 10%-12% ahead of the Labour party) 
will obtain a parliamentary majority that would allow them – 
without the need of support from other parties – to ratify the 
EU/UK deal signed earlier in October. Consequently, we see 
sterling crosses – and especially GBPUSD – pricing out 
whatever is left of the no-deal Brexit premium in the months 
ahead.
In that respect, it is worth highlighting that despite the sterling 
rally during October and the broadly positive headlines, 
investors have not turned outright bullish on GBP. The CFTC 
data show a material closing of shorts but speculators remain, 
overall, short GBPUSD. At the same time, risk reversals (which 
indicate the difference in value between a call option and a put 
option of the same delta) suggest that markets have moved 
prices in favour of call optionality but have not yet shown any 
sign of significant build-up in long positions. In this sense, the 
potential for a sterling rally remains meaningful under our 
base case scenario. 
Finally, we see monetary policy implications of secondary 
importance for the time being. Under a smooth Brexit 
scenario, the BoE could be seen cutting rates on the back of 
softer data but we would judge this as limiting (or temporarily 
preventing) further GBP appreciation rather than reversing it. 
That said, monetary policy considerations may rise in 
prominence later in the year.
Needless to say that there is uncertainty about the election 
outcome, especially when one considers the poor track record 
of recent opinion polls. However, it is hard to find a scenario in 
which there will be a strong pro-no-deal Brexit support in the 
new UK parliament. Potentially, the worst-case outcome 
would be a thin (or no) majority in favour of the Conservatives 

that would lead to a hung parliament. That would imply that 
the prospect of another extension would re-surface with the 
market trading on headlines. GBP would be biased to the 
downside in the near term and sterling’s implied volatility 
would rise. Nonetheless, as we explained in our previous FX 
monthly, the probability of a disorderly Brexit would remain 
low, although the immediate impact on sterling crosses would 
be significantly blurred.
Given GBP’s undervaluation (our new updated equilibrium 
value now stands at 1.37 – see chart 11, page 11), a Brexit deal 
would push the exchange rate higher. Aside from this UK-
specific factor, the general USD weakness that we anticipate 
should also act as an additional tailwind. 
However, as 2020 progresses the issue of a potential extension 
to the December 2020 deadline will likely arise. International 
experience (e.g. trade negotiations between the EU and 
Canada) suggests that it is highly unlikely for the EU and the 
UK to manage and iron out their future trading relationship 
over the course of one year (or less). At the same time, Boris 
Johnson has declared that if he becomes the new PM, he will 
not seek an extension (which would have to be requested by 
July of next year). While all this may mean that around middle 
of next year sterling could come under some renewed 
pressure, we would highlight two points here.
First, Johnson’s strategy has been to campaign in favour of 
delivering Brexit, hence it seems only natural to resort to these 
types of statements in an attempt to appeal to Brexiteer voters.
Second, Boris Johnson’s track record on promises over the 
timing of Brexit has not been good, to say the least. He said 
that he would not request an extension deadline and that he 
would deliver Brexit “come what may” by the end of October 
2019. Neither has happened, which suggests that his 
credibility on the issue is fairly weak. 
There may be backs and forths, alongside some political 
posturing, muscle flexing and noise, but we think that the risk 
premium associated with a disorderly exit of the UK from the 
EU (the main reason GBP has been trading so weak these past 
three years) will be priced out, hence we see further GBP 
upside.
At the same time, we do not envisage a return to the 1.50 area: 
any type of Brexit will imply some negative structural changes 
to the UK economy, which will impair investment and growth 
and put a speed limit to currency’s appreciation.
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GBP
Pricing out the “disorderly Brexit” Premium

10. GBPUSD risk reversals do not show a significant build-up of sterling longs
 All in spot

11.  GBPUSD vs LO estimate of fair value
 All in spot

Sources: Bloomberg, Lombard Odier.

Sources: Bloomberg, Lombard Odier.
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JPY
Soft for now, but don’t get carried away by flows

· In October, we took profit on our yearlong JPY bullish 
exposure and nudged our forecasts slightly higher citing 
a number of drivers. A month on, these factors have 
played out as expected 

· We now forecast USDJPY at 110 for Q419 but pencil in 
gradual declines to 107 by end-2020. In our view, 
significant USDJPY rises should offer potential to 
re-instate long Yen exposure. 

In October, we took profit on our yearlong JPY bullish 
exposure. The rationale was likely stabilisation in global PMIs, 
the potential de-escalation of political risks (and related) 
near-term upside in US yields, negative November seasonality 
and our concern over renewed Japanese equity outflows. A 
month on, these factors have played out as expected. We have 
revised up our Q419 forecast to 110, but pencil in gradual 
declines to 107 by end-2020. We discuss the factors 
underlying our shifting stance below. 

Stability in leading growth indicators points to dead zone 
for USDJPY

The stabilisation of PMIs seen over September picked up in 
October. The global manufacturing PMI came in at 49.80 in 
October, further stabilising following the trough of 49.30 seen 
in July. While still in contraction territory, two things suggest 
that the recovery may extend further. First, the October PMIs 
likely have not fully incorporated the de-escalation in trade 
tensions as well as the positive Brexit developments from 
around the third week of October. It is likely that further 
progress on both these fronts - including the potential 
agreement to a “phase 1” Sino-US deal – will allow sentiment 
to improve further. Second, the smaller open economies in 
Asia that are linked to the supply chain (like Taiwan and South 
Korea) often tend to lead the cycle. Export orders have been 
particularly encouraging and may point to further 
improvement in global manufacturing sentiment. Third, and 
as mentioned in our previous FX monthly, in this phase of 
modest gains in global PMIs, USDJPY tends to rise, consistent 
with what we have seen in recent weeks (see chart 12). 

Acceleration in Japanese portfolio debt outflows is notable

2019 has been a year of stellar gross portfolio outflows from 
Japan and there has been a fair amount of media hype on this. 
According to weekly Ministry of Finance statistics, from the 
beginning of the year to early November, Japanese investors 
exported JPY 21.60trn in total portfolio capital. That 
compares to JPY 15trn and 8.4trn in 2018 and 2017 
respectively over the same periods. Only in 2016 were 
Japanese exports higher (JPY 28.60trn). The outflows this 
year were dominated by fixed income (91% of the total so far 
– see chart 13). While the amounts are large and there was 

12. JPY gains moderate when global PMI drifts higher

13.  Gross debt outflows from Japan this year have been staggering 
(but they mean less for the exchange rate)

 All in spot terms

Sources: Bloomberg, Lombard Odier.

Sources: Bloomberg, Lombard Odier.
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Japan buying of foreign stocks, JPY 
bn, 4W MA (4w lead)
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Soft for now, but don’t get carried away by flows

14. Equity outflows, our preferred gauge, point to more modest 
support for USDJPY

Sources: Bloomberg, Lombard Odier.

some recent speculation that the global pension fund (GPIF) 
may begin to increase their unhedged foreign bond exposure, 
one should not extrapolate this into driving USD-JPY 
substantially.

More “measured” equity outflows suggest only limited 
USDJPY support

In contrast, YTD gross equity outflows have been a more 
modest USD 1.8trn compared with anywhere between USD 5 
– 8trn seen in the past three years (years in which USDJPY 
appeared better supported). While the amounts are relatively 
smaller, we prefer to continue tracking the trend in equity 
outflows as they have a better relationship with USDJPY 
(likely due to their unhedged nature – see chart 14). These 
flows have increased since September, but currently they point 
to only modest gains (108-110) rather than anything 
substantially higher. 
Taken together, USDJPY will remain better supported in the 
near term on an improved global economic picture. We are 
happy to have taken off long JPY exposure in early October. 
That said, we would not extrapolate trends here by over 
exaggerating the FX impact of the large debt related outflows 
seen. Equity outflows matter more and to the extent that 
outflows are more measured, we expect only modest upside. 
Levels above 110 will present opportunities to secure long JPY 
hedges. At the same time, historically, periods of USD 
weakness have coincided with softness in USDJPY. Along with 
the still sizeable yen undervaluation, this suggests that 
USDJPY will gravitate lower later in 2020.
 

correlation = 50%
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CNY
More constructive, with (or without) new stimulus

· The positive impact of a “cease-fire” deal with the US 
should outweigh the negative impact of recent data 
weakness 

· Further weakness may encourage a more forceful credit 
easing measure that raises short-term growth. 

The yuan faces conflicting narratives in November. On the 
one hand, news flow on trade talks with the US were 
encouraging, with the outline of a cease-fire deal slowly 
coming into the view. On the other hand, macroeconomic data 
actually worsened in October and created some uncertainties 
for the hope of a more visible and sure-footed stabilisation in 
Q4 19. 
The yuan’s recent move demonstrates clearly, however, 
which narrative holds sway in the market. Since the 
prospect for a cease-fire deal between the US and China began 
to re-emerge in early September, the yuan has strengthened to 
its previous implicit floor value of 7 versus the US dollar and 
92 versus the official basket of trading partner currencies (see 
chart 15). The batch of weak credit and activity data in 
October has not changed this picture although it paints a more 
challenging image for China’s growth momentum in Q4. 
Why is this the case? We have argued before that the yuan is 
fundamentally less sensitive to month-to-month fluctuations 
in domestic macro data because Beijing targets its value. If 
anything, the People’s Bank of China (PBOC) is slightly 
reluctant to ease too aggressively and quickly, unless there are 
clear external triggers as consumer prices remain high due to 
pork price spikes from the spread of African Swine Fever (see 
chart 16). The currency has also been used rather effectively 
as a shock absorber for the deterioration in the terms of trade. 
More importantly, if the base case scenario is at least a 
cease-fire between the US and China, the risks for the yuan 
are asymmetrically skewed to the upside. The confirmation of 
the truce would obviously reduce the need for the yuan to play 
a shock absorber role, and a recovery in global trade – either 
naturally occurring or influenced by the deal – would be a 
positive factor for the currency. Moreover, an unexpectedly 
deeper near-term swoon in growth would trigger aggressive 
responses from Beijing to boost credit growth directly without 
affecting the currency. We believe that Beijing’s recent 
decision to focus on tweaking medium-term lending facility 
(MLF) rates and liquidity reveals this bias as they are tied to 
lending rates, not broader money market rates. December’s 
Central Economic Works Conference, which sets the tone for 
macroeconomic policy in 2020, will be another opportunity 
for markets to confirm this bias. 
From an investor’s perspective, the widening of the interest 
rate and bond yield gaps between China and the US will be an 
obvious draw, once they have sufficient confidence that the 

15. Almost back to the previous floor
 CFETS RMB Index (31 Dec 2014 = 100), USDCNY spot  

(rhs, inverted))

Sources: Bloomberg, Lombard Odier.

16. CNY returns no longer unattractive vs. USD returns
 Actual and implicitly targeted consumer price inflation, % Y/Y

Sources: CEIC, Bloomberg, Lombard Odier.
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CNY
More constructive, with (or without) new stimulus

global appetite for non-USD risk will recover (see chart 17). 
The near-term rise in domestic inflation limits the yuan’s real 
return, but if inflation reverts to a lower level (as we expect), 
that picture will change as well. The enhanced onshore market 
access in both equity and fixed income markets may act as 
accelerators for foreign inflows in these scenarios. Clearly, the 
fate of the yuan still depends on a confirmation of the US-
China trade cease-fire, which needs to be delivered before the 
15 December deadline, when the next batch of tariffs on 
consumer goods takes effect. Barring a negative outcome, 
the likely path for the yuan remains of modest 
appreciation before the end of 2020. 

17. Stabilization in macro data could also anchor the yuan in Q4
 Interest rate differential between CNY and USD, basis points

Sources: Bloomberg, Lombard Odier.
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Sweden PMI manufacturing
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Nordic currencies
Waiting for a NOKSEK base and lift-off

· We expect modest SEK losses given weaker local data 
and a still large central bank balance sheet. We forecast 
EURSEK at 10.95 and at 10.85 for Q220 and Q420 
respectively 

· In contrast, we are constructive on NOK and pencil in 
EURNOK at 9.90 and 9.85 for Q220 and Q220 
respectively 

· We see NOKSEK higher in 2020 and believe levels will 
rise towards the end of December. 

Continuing its trend as one of the G10’s more unpredictable 
central banks, the Riksbank surprised markets on 24 October 
by pre-committing to hike rates by 25bp (to 0.0%) at its 19 
December meeting. That said, the SEK recovery has been 
underwhelming: EUR-SEK declined 0.80% over the 
subsequent two weeks and has since stabilised around 10.70, 
despite the more positive news on Sino-US trade and Brexit. 
We believe the market̀ s reluctance to welcome the outcome 
more positively is justified. While the central bank semi-pre-
announced a rate hike, it should be seen in the context of 
wanting to remove negative rates, rather than signal a 
tightening path. If anything, the rate profile flattened 
somewhat, signalling more of a “one and done” scenario. 
Local data appears worrying, with weakness spread across 
manufacturing and services. The central bank is assuming 
continued tightening in the labour market and the inflation 
report shows that the Riksbank assumes nominal wage 
growth, currently under 2.5% yoy, rising to 3.0 – 3.5% over 
the next two years. However, this does not sit particularly well 
with a labour market that shows signs of more slack: the 
jobless rate has moved up a full percentage point so far in 
2019. 
Therefore, the central bank may make dovish changes to its 
communications going forward. Indeed, historically a sub-50 
print on the PMI has been associated with Riksbank easing 
(see chart 18). Beyond the policy trajectory, and as mentioned 

18. A sub-50 Swedish PMI has usually coincided with rate cuts 19. Better capex growth points to a higher NOKSEK

Sources: Bloomberg, Lombard Odier.

in last month’s FX monthly, the absolute size of the Riksbank 
balance sheet appears to matter a great deal for the currency. 
The “portfolio balance” channel of QE appears alive and well. 
Since the Riksbank began bond purchases, foreign investors’ 
share in the local sovereign debt market (both bonds and 
inflation-linked bonds) has fallen from near 50% to 30%. 
Taken together, we still believe the path of least resistance 
will be a weaker SEK exchange rate. 
Still, while the Swedish economy has been feeling the effects 
of the global slowdown over the past year, Norway has been 
relatively immune. Norwegian preliminary GDP came in 
unchanged at 2.7% qoq annualised. While this was 1.3 
percentage points below Norges Bank’s forecast (and supports 
the view that the central bank can stay on hold), we are less 
focused on rate expectations per se for the currency view.  
For us, the still-strong capital expenditure indicators are more 
important, and fixed investments rose 23% qoq annualised. 
We pointed out last month that CAPEX, which tends to drive 
overall growth momentum, is rising strongly in Norway, in 
contrast to Sweden. Historically, this has been consistent with 
a higher profile for NOKSEK (see chart 19). There were some 
exceptions, such as the Norwegian housing slowdown in 2013, 
when the relationship broke down. However, fundamentals 
would ordinarily point to NOKSEK moving higher in 
2020.
What about the entry point? We have stressed that NOK tends 
to perform poorly in the fourth quarter. Over the past six 
years, EURNOK has always risen in Q4. On a monthly basis, 
EURNOK has risen in five of the last six Decembers with an 
average gain of 1.60% (for EURSEK, the average comes to 
-0.55%). This translates to a strong negative seasonal 
performance for NOKSEK with the cross falling each 
December in all six years for an average decline of 2.1%. 
With this in mind, we would look for opportunities to scale 
into long NOKSEK positions towards the end of December. 

(not rate hikes!)

Sources: Bloomberg, Lombard Odier.
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Commodity FX
A better 2020 with a preference for AUD 

· The commodity bloc should see better performance over 
Q1 2020 

· Our preference for a 3M horizon is for the AUD given its 
stronger link to Asia/EM growth dynamics, which 
appear to be basing 

· The recent outperformance of the NZD can be linked to 
a re-adjustment of dovish RBNZ rate expectations. But, 
in contrast to both AUD and CAD, the currency does not 
offer value. 

As we enter 2020, we believe that the commodity bloc (AUD, 
CAD and NZD) is poised to perform better as the USD begins 
to gradually soften; the CNY gains offer further support and 
commodity prices show greater signs of stability. 
From January to end-September, the commodity bloc 
registered a mixed performance. The currencies more aligned 
to Asia and China (AUD and NZD) registered losses against 
the USD of 4.2% and 6.8% respectively. On the other hand, 
the more US-economy dependent CAD gained 3.0% against 
the USD. 
We attribute part of this to relative fundamentals, with the 
RBA and RBNZ both easing policy this year whereas the BOC 
kept interest rates unchanged after raising them in 2018. 
However, another part of the explanation is due to US 
exceptionalism and the relative underperformance of Asia and 
the global economy (to which AUD and NZD are more 
exposed) versus the US (to which CAD is geared). 
For the quarter ahead, we note the following: (a) an incipient 
stabilisation in global PMIs, (b) outperformance of the EM 
PMI vis-à-vis the US manufacturing ISM (see chart 20) and (c) 
positive lag of China stimulus in Q1 20 (see chart 21). If these 
factors combine to provide more of an uplift to APAC 
(compared with the US), then better gains may be via either 
the AUD or NZD (followed by the CAD).  
This relative performance is clear in futures positions where 
both AUD and NZD are still close to their lowest overall 
distribution percentiles since 2009 against higher CAD 
positioning (see chart 22). 
As for recent developments, the strongest performer in the 
past month was the NZD, up 1.5% against the USD, against 
the more modest 0.6% gain in AUD and a weaker CAD 
(-0.3%). These movements are in line with rate expectations 
where implied 1Y-forward policy rate expectations have risen 
10bps for New Zealand, and have fallen 20bps for Canada. 
The main driver has been less dovish rhetoric from a number 
of RBNZ policymakers, which ended with the central bank 
keeping rates on hold at 1.0% on 13 November (against 
consensus for 25bp rate cut). On the other hand, from Canada 
the BOC left rates unchanged on 30 October but sounded 
more cautious. 

20. EM PMI outperforms US counterpart after a long time 
(both series percentile rank since 1998)

Sources: Bloomberg, Lombard Odier.

21. Chinese stimulus to provide some support to commodity FX 
bloc in Q120

Sources: Bloomberg, Lombard Odier.
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However, given that the data flow from Canada has continued 
to be firm (Canada’s inflation remains high at more than 2.0% 
against New Zealand’s 1.5%), we would expect CAD 
outperformance (vis a vis the NZD) to re-emerge. 
Our pick for the 3M ahead is the AUD because it remains 
undervalued (7% on our estimates), has underperformed so 
far in 2019, has a higher beta to EM/Asia and the CNY and 
still has a tailwind coming from relatively low positioning. 
We fundamentally like the CAD (it was our favoured 
commodity-bloc pick for most of 2019), but this year’s 
outperformance may consolidate somewhat. On the NZD, 
while it is under-owned, valuation is still not compelling.

Commodity FX
A better 2020 with a preference for AUD

22. Positioning in the AUD is still very light by historical standards

Sources: Bloomberg, Lombard Odier.

AUD

NZD

CAD

0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

1

Mar-13 Mar-14 Mar-15 Mar-16 Mar-17 Mar-18 Mar-19



Back to cover page

Note: Past performance and forecasts are not a reliable indicator of future performance.

Please read important information at the end of the document.
Lombard Odier · FX Monthly · November 2019 Page 19/24

FX Monthly – Outlook 2020: is the dollar heading for a secular decline? 

Our Lombard Odier long-term FX fair valuation framework

Definition
Econometric model, which estimates FX 
fair values by “mapping” the exchange rate 
to a set of fundamental economic variables 

Definition
Framework tries to identify the level of 
the exchange rate that would bring the 

economy into macroeconomic 
equilibrium (Current account balance 

sustainably financed by flows)

Output
Fair value estimates for major forex 
crosses Updated 2 to 3 times annually 
Weight: 50%

Usage
Anchor for long-term forecast

Output 
Fair value estimates for major FX crosses 

Updated 2 times annually Weight: 50%

Usage 
Degree of misalignment can be a 

sell or side signal

COMBINED OUTPUT – LO FX long-term fair value estimates

Inputs
· Terms of trade

· Investment as % 
of GDP

· Current account

· Capital flows

· Rate 
differentials

· Inflation 
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· Price elasticity of trade

· Output gap
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Glossary

1W
1-week

BEER
Behavioural Equilibrium Exchange Rate – one method for 
evaluating the fair value of a currency.

BIS
Bank for International Settlements

C/A
Current account

CFETS
China Foreign Exchange Trade System.

CFTC
Commodity Futures Trading Commission

EM
Emerging market(s)

FEER
Fundamental-equilibrium exchange rate – rate consistent with 
a steady economy at full employment and a sustainable 
current-account balance.

RT
Real time

TW
Trade-weighted (dollar, etc.)
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