
 

Investment 
Strategy 
Bulletin

12 May 2020

The euro area 
constitutional 
challenges and 
potential revival of 
US-China tensions: 
FX implications 
and risks

Investment Solutions

Important information: Please read the important information at the end of the document.
Publication of Lombard Odier – Contacts: Investment Solutions, investment-solutions@lombardodier.com
Data as of 12 May 2020 unless otherwise stated.
Lombard Odier · Investment Strategy Bulletin · 12 May 2020 Page 1/7

• The German court ruling on the ECB’s PSPP is an unforeseen and unwelcome development that now implies a 
higher risk premium for EURUSD

• This means that the bar for a significant appreciation has risen: we turn neutral and cut our forecasts to 1.09 (Q2 
2020) and to 1.11 (Q4 2020). In addition, we lower our EURCHF trajectory, now seeing the pair trading flat at 1.05 
throughout 2020. Nonetheless, given the abundance of moving parts and uncertainties, we discuss scenarios and 
risks to these updated forecasts

• At the same time, US-China tensions have risen recently and will likely intensify heading into the November US 
election, reducing the CNY’s appreciation potential. We adjust our forecasts, now expecting 7.08 and 7.03 for Q2 
and Q4, respectively.

EURUSD: We turn neutral

A recap of our EURUSD view held so far: We have held a 
constructive view on EURUSD so far, on account of already 
significant undervaluation that has been considerably 
exacerbated by US Federal Reserve (Fed) actions (bringing 
rates to near zero and expanding its balance sheet significantly). 
EURUSD is now undervalued by 9% on a long-term basis on 
our estimates (see chart 1). At the same time, we argued that 
the EUR ascent would be gradual, as the dollar would likely 
continue to incorporate a risk premium associated with the 
Covid-19 pandemic and the global growth slump, especially 
during H1 2020. 

What has changed? We highlighted that one of the risks to 
this constructive view related to the possibility of the EU failing 
to come up with a convincing coordinated fiscal plan to stem 
off the pandemic crisis (namely, the timely agreement and 
implementation of a recovery fund). Although progress is still 
lacking on that front, a significant new risk has arisen. On 5 
May, the German Federal Constitutional court (GCC) issued a 
rather mixed ruling on the European Central Bank (ECB)’s QE 
programme – relating to the Public Sector Purchase Programme 

(PSPP) but not – or not yet – to the recently established Pandemic 
Emergency Purchase Programme (PEPP). The court accepted 
that the ECB’s QE programme did not violate the prohibition of 
monetary financing of member states, in line with the ruling 
of the European Court of Justice (ECJ). It did, however, rule 
that the German central bank (Bundesbank) may no longer be 
allowed to participate in the PSPP unless the ECB demonstrates 
that “the monetary policy objectives are not disproportionate 
to the fiscal and economic policy effects of the programme”. 
The court gave the ECB three months to respond in order to 
resolve the situation.

We see this as creating headwinds for the EUR. Namely:

1. It undermines investors’ (already fragile) confidence 
in the euro-area project, its cohesion, and EU rule 
of law. Effectively, the German court has “crossed 
the Rubicon” by rejecting the ruling of the ECJ, the 
institution responsible for interpreting EU law. The ECB 
said that it took note of the German court ruling but, 
at the same time, highlighted the December 2018 ECJ 
decision that found the central bank was acting within 
its monetary policy mandate. ECB President Christine 

https://www.bbc.com/news/world-europe-52542993
https://www.lombardodier.com/files/live/sites/loportail/files/news/2020/April/20200421/FX%20Monthly_Dollar%20weakness_2020.04.20_media.pdf
https://www.lombardodier.com/files/live/sites/loportail/files/news/2020/April/20200421/FX%20Monthly_Dollar%20weakness_2020.04.20_media.pdf
https://www.brookings.edu/research/fed-response-to-covid19/
https://www.bbc.com/news/world-europe-52542993
https://www.bbc.com/news/world-europe-52542993
https://www.bbc.com/news/world-europe-52542993
https://www.bbc.com/news/world-europe-52542993
https://europa.eu/european-union/about-eu/institutions-bodies/court-justice_en
https://www.ecb.europa.eu/press/pr/date/2020/html/ecb.pr200505~00a09107a9.en.html
https://www.bloomberg.com/news/articles/2018-12-11/ecb-wins-eu-top-court-fight-over-legality-of-qe-program
https://www.bloomberg.com/news/articles/2018-12-11/ecb-wins-eu-top-court-fight-over-legality-of-qe-program
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Lagarde reiterated the bank’s independence, adding 
that the institution answers directly to the European 
Parliament. A full-blown constitutional crisis is still 
not the most likely outcome (see below). However, this 
legal “assault” (by an institution, by nature agnostic of 
capital markets’ functioning, and having no jurisdiction 
over the ECB) risks creating confusion and depressing 
market sentiment towards the common currency.

2. Moreover, the possibility of the Bundesbank not 
participating in the PSPP or even selling (albeit 
gradually) its public sector debt holdings (i.e. those of 
Germany) could imply that euro-area periphery spreads 
(notably those of Italy) remain elevated.

All this does not necessarily mean that EURUSD is about 
to collapse. First, other forces are likely to prove supportive 
(dislocation from yield differentials; a very strong euro-area 
current account surplus, as well as individual member states’ 
fiscal response to the Covid-19 crisis). Second, although the 
ECB may not respond directly to the German court request (to 
avoid setting a precedent), the Bundesbank should be able to 
provide a satisfactory justification and thus avoid a full-blown 
constitutional crisis. Nonetheless, some sort of near-term 
damage has been done. In principle, we do not doubt the ECB’s 
resolve to expand its PEPP further amidst the virus-related 
risks, but there is now a higher risk that the German court 
ruling could affect future decisions on the size and composition 
of additional asset purchases. Moreover, the move has set a 
precedent that increases the risk of similar legal battles between 
national courts and their national central banks across member 
states. Finally, it is possible that the decision could pave the way 
for the PEPP to come under similar legal scrutiny. 

All this means that there is now a higher risk premium 
embedded in the euro, and that the bar for significant 
appreciation has risen. Consequently, we turn neutral (and 
for the moment abandon our plans to overweight EURUSD 
in our portfolios). We cut our forecasts to 1.09 for H1 2020 

and to 1.11 for the end of the year. We allow for some very 
small appreciation mainly due to the broader USD downside 
we envisage for H2 2020.

What could see us turn EURUSD-constructive again? 
We will be closely monitoring developments relating to the 
German court ruling and whether the Bundesbank – which now 
appears to have an increased role in the situation – responds 
as a pressure relief valve. Additionally and importantly, it is 
possible that this development will force EU leaders to expedite 
their agreement of a substantial and coordinated fiscal support 
package (recovery fund). In such a scenario, we think that 
headwinds would abate, and we would again turn constructive 
on EURUSD.

What could see us turn outright bearish on EURUSD? All 
other things remaining unchanged (i.e. Fed and ECB monetary 
policies), either a full-blown EU constitutional crisis and/or a 
complete failure by the EU to establish a pandemic recovery 
fund would suggest EURUSD coming under severe downside 
pressure. A reversal of the improvement seen in the pandemic 
trend would also be negative for EURUSD.

EURCHF: Adjusting our forecast trajectory lower

A recap of our EURCHF view so far: Our EURCHF view has 
been one of near-term stability [reflecting the Swiss National 
Bank (SNB) maintaining FX intervention in the market], 
followed in H2 2020 by a very mild appreciation due to the 
euro-area recovery.

What has changed?

1. Euro area risks have risen: We have reiterated on many 
occasions that the CHF has lost a great deal of its status 
as a global safe haven. Since the SNB abandoned its 
floor and slashed interest rates to -0.75% in 2015, the 
correlation of EURCHF monthly returns with global 
equities stands at just 0.08 -- virtually zero. In contrast, 
EURCHF has been a far better proxy (and safe haven) 

1. EURUSD could remain undervalued for somewhat 
longer

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

2. SNB FX intervention keeps EURCHF higher than real 
yields suggest
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3. Short-term USDCNY fair value has backed up from 
6.90 in February to 7.04 at present

for euro area-specific risks. The correlation of EURCHF 
monthly returns with the Italian-Bund spread changes 
stands at a much more significant -0.42, implying that 
wider spreads are associated with downside pressure on 
EURCHF. Consequently, the euro-area risks discussed 
above are likely to keep generating demand for Swiss 
francs, thus maintaining more pressure than we 
expected initially on EURCHF.

2. Following the Fed’s and ECB’s asset purchase 
programmes relating to the pandemic, real rates in both 
regions have fallen, compressing the real yield spreads 
with Switzerland. This is likely to add another source of 
support to the franc (see chart 2).

All that being said, we expect the SNB to keep leaning against 
the wind via material FX intervention. Although we suspect 
that the recent sight deposit data releases may exaggerate 
the amount of active currency intervention (as they include 
amounts relating directly to the easing measures taken by the 
SNB due to Covid-19), we still think that the central bank has 
been intervening in the FX market, and will continue to do so 
to keep the franc from appreciating materially.

Taking everything together, our new trajectory foresees a flat 
EURCHF profile at 1.05 between now and year-end.

What would it take for us to turn EURCHF-constructive 
again? As with EURUSD, we think this mostly hinges on the 
developments surrounding the German court ruling, as well as 
the timely establishment of an EU recovery fund. All this will 
affect the trajectory of the euro area recovery in H2 2020, and 
should affect EURCHF.

What could take EURCHF to parity or below? We see four 
risks related to this. First, a full-blown constitutional crisis in 
the EU; second, a complete failure by EU leaders to agree on a 
significant recovery fund; third, a reversal of the improvement 
seen in the pandemic trend in Europe; and/or fourth, the SNB 
stepping back from FX intervention, mainly due to concerns 
about the (exceptionally large) size of its balance sheet.

USDCNY: Curbing expectations on rising tensions 
ahead of the US elections

A recap of our USDCNY view held so far: We have held a 
bearish view on USDCNY forecasting a gradual decline to 7.03, 
6.94, and 6.83 over respectively Q2, Q3, and Q 4. Our view was 
that the CNY had become undervalued, largely because of the 
2018-19 US-China trade war, and that the cease-fire at the end 
of 2019 would allow USDCNY to decline and close the gap with 
a broadly weaker USD.

What has changed? The biggest driver for the change in 
view is the rising tensions between the US and China over the 
past week, and to a lesser extent, the slower pace of EURUSD 
recovery we now expect.

In just the span of a week, the rhetoric between the US and China 
has turned tense for two reasons. First, China’s inability to buy 
the quantity of goods required under the “phase one” trade 
deal, and second, growing US consternation that China may not 
have been transparent in flagging the risks of the coronavirus. 
The first concern could be assuaged in the near term at planned 
meetings of officials from both countries. Furthermore, it may 
not be in US President Donald Trump’s interest to scrap the 
phase one deal, seen as one of his presidential “successes”. 
However, we believe that the second concern – tensions over 
the virus – could continue to increase, especially heading closer 
to the US elections in November. 

According to surveys, US citizens’ perceptions of China have 
turned more negative, among both Republicans and Democrats. 
At the same time, interestingly, the approval ratings for both US 
President Donald Trump and Democratic contender Joe Biden 
have declined. With the virus having taken an unprecedented 
toll on the US economy, it is likely that the pursuit of a harder 
line against China will become an anchoring point for both US 
President Donald Trump and Democratic contender Joe Biden 
in the months leading up to the US elections.

The US is said to already be considering a number of measures 
to address China, such as efforts to stifle the flow of capital into 
Chinese assets, removing China’s sovereign immunity, efforts 
to speed up relocation of production facilities out of China, and 
raising trade tariffs.

We should note that it is highly unlikely that an actual change 
can be achieved in China’s sovereign immunity in the court 
systems of the US or other countries outside China as the 
concept is the bedrock of international law. At the same time, 
potentially higher tariffs would be a game-changer for the 
CNY. Since 2018, the biggest driver of the USDCNY has been 
the effective tariff rate on Chinese goods. This rose all the way 
up to 15.4% through 2019, but was reduced to 13.80% as part of 
the phase one trade truce. Our shorter-term USDCNY model, 
which incorporates the tariff rate as well as other fundamentals, 
was flagging USDCNY declining below 6.90 in February, but 
has since backed up to 7.05 (see chart 3). 
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Given these developments, our central scenario now envisages 
that rhetoric remains harsh (but no action is taken) and that the 
Chinese authorities work to cap the USDCNY. If so, then a 7.05-
7.10 range is likely to hold over the next few months. China has 
an incentive to keep its currency stable, especially ahead of the 
important National People’s Congress meeting (third week of 
May).

On the other hand, if the risk scenario of an increase in 
effective tariffs (potentially back to 15.4%) materialises, then 
our model signals that USDCNY could climb above 7.10, with 
risks of further upside. However, we view this only as a low-
risk scenario for the moment, reasoning that already weak US 
growth will prevent the US administration from implementing 
measures that would further damage the economy. 

Accordingly, we believe it makes sense to raise the profile for 
USDCNY, anticipating spot remaining elevated for now, but 
gradually declining closer to 7.00 by the end of the year.

What could see us turn CNY-constructive again? A de-
escalation in tensions and a potential display of intent to 
lower existing tariffs would make us more constructive on the 
CNY. A stronger recovery in the Chinese and global economy, 
more aggressive Chinese fiscal stimulus, and a faster USD 
depreciation would also help.

What could see us turn bearish on CNY? A move by US 
authorities to scrap the phase one trade deal, and/or harsher 
punishments on China (such as increasing tariffs), as well as 
weaker global growth.

Vasileios Gkionakis, Head of FX Strategy 
Kiran Kowshik, Global EMFX Strategist 
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