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FX forecasts

EUR/USD
EUR/JPY
EUR/GBP
EUR/CHF
EUR/SEK
EUR/NOK
USD/SEK
USD/NOK
GBP/USD
USD/CAD
USD/CHF
AUD/USD
NZD/USD
USD/JPY
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NOK/SEK
EUR/PLN
USD/CNY
USD/RUB
USD/TRY

Fwd

Consensus*

21 Jan

Q1

Q2

Q4

Q4 22

12M

Q2

1.22
126
0.89
1.08
10.08
10.25
8.29
8.43
1.37
1.26
0.89
0.78
0.72
103
11.38
8.02
9.36
0.98
4.53
6.46
73.8
7.37

1.23
125
0.87
1.09
10.15
10.15
8.25
8.25
1.41
1.25
0.89
0.77
0.72
102
11.67
8.09
9.31
1.00
4.50
6.45
72.0
7.50

1.25
126
0.86
1.10
10.10
10.10
8.08
8.08
1.45
1.24
0.88
0.77
0.72
101
11.74
8.00
9.18
1.00
4.50
6.36
71.0
7.60

1.27
126
0.86
1.11
9.80
10.00
7.72
7.87
1.48
1.22
0.87
0.80
0.74
99
11.40
7.79
8.83
0.98
4.35
6.20
69.0
8.40

1.24
125
0.85
1.13
9.75
9.90
7.86
7.98
1.46
1.20
0.91
0.80
0.74
101
11.47
7.79
8.63
0.98
4.25
6.10
71.0
8.60

1.23
126
0.89
1.07
10.12
10.35
8.26
8.45
1.38
1.26
0.88
0.78
0.72
103
11.36
8.03
9.42
0.98
4.55
6.59
76.8
8.51

1.23
127
0.90
1.09
10.02
10.25
8.15
8.33
1.37
1.27
0.89
0.77
0.72
103
11.16
7.91
9.19
0.98
4.44
6.45
71.2
7.60
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SEB vs
consensus
1.6%
-0.3%
-4.3%
0.9%
0.8%
-1.5%
-0.8%
-3.1%
5.9%
-2.4%
-0.7%
0.0%
0.0%
-2.0%
5.1%
1.1%
-0.1%
2.3%
1.3%
-1.3%
-0.2%
0.0%

Trade recommendations

How to trade it
Positive risk sentiment
remains.
Continued global recovery supports pro-cyclical
currencies and the euro is likely to continue to
appreciate vs. the dollar. The UK has faced a lot of
difficulties lately, but the GBP should recover
somewhat as the recovery proceeds. The
surprisingly hawkish Norges Bank and increasing
oil prices are putting upside pressure on the NOK,
while the Riksbank would like to see a consolidating
krona.

EUR/USD: Buy 3m fwd at 1.2160 (spot 1.2135). The recent selloff offers an attractive opportunity to go long EUR/USD on the back
of our continued positive outlook for the pair. We are targeting 1.26
level within 6 months, with a stop at 1.1880. ATM volatilities are
largely flat at around 6% until the 6-month tenor. 25-delta call vols
trade above the ATM at the two months tenor and increase all the
way until the 1y tenor. The 25-delta put vols trade somewhat
above the ATM vols across tenors. The smile and the skew for the
calls therefore favors seagull structures or call spreads in the 6m
tenor.
EUR/GBP: Buy 3m risk-reversal downside. While we see the UK
facing a lot of structural economic problems during the coming
years, the country is slowly crawling out of the Brexit and Covid-19
battered hole. The GBP is undervalued and there seems to be
attractive premium baked in the equity valuations as well, which
suggests that sterling has potential to gain ground during the
coming months. The vol skew is clearly for the calls (25-delta skew
0.5vol) and we find buying 3m 0.8670/0.9085 risk-reversals
downside at zero cost as attractive (spot ref. 0.8850).
NOK/SEK: Buy targeting a move to parity. NOK/SEK fell a hefty
10% in 2020 but we believe it is about to recover some of that fall
in 2021 and especially so in the first half of the year. This is based
on a strong seasonal pattern Q1, diverging central banks both in
monetary policy and flow, as well as a common reversal higher the
year after a negative one. NOK put vols are still very high which
provide an attractive opportunity to play the upside with risk
reversals or seagulls. Target 1.0 with a stop loss at 09760.
EUR/SEK range bet. We have raised slightly our EUR/SEK forecasts
now seeing small moves in the coming months. On the one hand the
global economic recovery, the positive underlying SEK
fundamentals and valuation remains positive. But the Riksbank is
more hostile now to the idea of continued and fast appreciation,
hence the risk for a rate cut is on the rise. We see value in buying a
6-month double-no-touch 9.85 vs 10.45 at 25% cost of notional
value (spot ref. 10.1375).
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FX market overview

EM Continued economic recovery, equity market performance,
commodity prices, real interest rates, and capital flows are
decisive for currency markets this year, while policy rates and
carry play limited roles. Continued good appetite for risk is
supporting the euro and smaller, cyclical currencies at the
expense of the dollar. However, the widening of twin deficits
and the risk of the market pricing-in tapering fears in the US
may lead to higher real interest rates later this year, which
could start supporting the dollar. Also, the large short dollar
positioning suggests that a risk of a temporary set-back for the
dollar depreciation trend is elevated.

The big picture: The start of the year has been
characterised by a positive mood in financial markets
and strong appetite for risk. The Democrats have
gained control of both chambers of Congress, which has
fuelled growth expectations early this year due to an
increasing likelihood of large fiscal stimulus in the US.
Moreover, the global vaccine rollout is speeding up as
we speak and supports the positive outlook. Since the
end of Q3, the best performing currencies have been
cyclical currencies. Small export dependent countries
as well as commodity exporting currencies have
benefited the most from the improving recovery
outlook and increasing commodity prices. Global fiscal
support, increasing liquidity, and low rates across the
fixed income space leave very few choices for
investors. With high yield spreads close to the prepandemic levels, equity markets are likely to remain
upbeat as global stimulus efforts keep pushing money
into the economies, which speaks in favour of continued
appreciation of cyclical currencies as well. Relative
equity market valuations globally have diverged as the
incredible equity market rally in the US has pushed the
cyclically adjusted price-earnings ratio (CAPE) to a
historically very high level, while valuations in the euro
area, the UK, Japan, and emerging markets are much
lower. This also supports the view that as investors are
chasing returns, dollar weakness against many
currencies is likely to continue.

The US dollar index (DXY) has been on a weakening
trend since May last year, but we have seen a small
recovery early this year. We believe the strengthening
is mainly due to the real interest rates increasing
somewhat early this year. We do not think this is going
to turn around the dollar weakening just yet, but the
large US fiscal spending plan does matter for the dollar,
at least in two ways. It improves the growth outlook
and puts upward pressure on real interest rates. Given
the increasing current account deficits, the need for
foreign funding could help lift both yields and the dollar.
The Fed is therefore playing an important role for the
short-term dollar outlook in terms of how much the Fed
will absorb the supply of Treasuries and how much the
bank will allow interest rates to rise.

Positioning, especially in the speculative community,
appears to remain very short (the shortest since May
2018 according to the latest Commitment of Traders
report), while we believe that real money investors
may still be a bit underweight the dollar. The
speculative positioning poses a threat to continued
weakening of the dollar and suggests that there is a risk
of relatively sharp and temporary corrections.
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FX market overview

Furthermore, a very strong rally in risky assets since
March last year is likely to make markets sensitive to
any unexpected setbacks. While the vaccination rollout,
after a slow start, is likely to gain speed in H1, there are
likely to be setbacks along the way, which may spark
safe-haven demand, benefiting the dollar.
What are the FX drivers now? Low interest rates and
pledges from central banks to keep policy rates low
globally for years have reduced interest rate
differentials (carry) as a currency driver. The chart
below shows that, just as in September when we
released the previous Currency Strategy, there is no
clear relationship between G10 currencies average
carry vs the USD in 2020 and their performance.

However, during the autumn there were clearly other
factors that have carried weight. As we explained in the
beginning (illustrated in the chart on G10 ccy vs USD on
the previous page), cyclical currencies have performed
the best lately, supported by increasing risk appetite,
improving recovery outlook, and rising commodity
prices. Our short-term fair value models use a threefactor model to determine the drivers of different
currencies. By aggregating the p-values (how well they
explain the currency – the lower the better) for the
different factors and comparing these with their normal
levels (using Z-scores), one gets a decent indicator for
which factors have been most important lately. The
outcome of this study, shown in the chart below, clearly
shows that the most important factor (for daily
exchange rates) has been risk appetite, followed by
commodity prices (other factors and oil). Generally, the
models work very well at the moment, which is the
reason all factors have lower p-values than usual, but
still it is the rate spread factor (change in rate
differentials) that is working the least well.

Factor significance

(average Z-score, the lower the better)
Risk appetite

Furthermore, as in September, changes in interest rate
differentials seem to be a much better explanatory
factor for why different currencies have strengthened
versus the USD. Plotting different G10 currency
performances since the Covid-19 outbreak in late
February versus the change in rate differential against
US rates shows a clear relationship. Albeit a simple
study, which is not statistically significant, it supports
our view that the regime shift in rate differentials
following the rapid cuts performed by the Fed in March
has continued to be a major driver for FX.

Commodioty prices
Equity ratio
Rate spread
-0.8

-0.7

-0.6

-0.5

-0.4

-0.3

-0.2

-0.1

0.0

However, we believe that there are some pockets
where carry may start playing a bigger role later this
year. There is a risk that the Norges Bank starts
planning a hike in Q4 this year, while several board
members of the Riksbank keep reminding markets
about a possible rate cut later this year. In the US, while
we do not expect rate hikes to take place in the coming
two years, the markets may get ahead of themselves
and start pricing in an earlier lift-off. Currently, market
pricing implies a first hike to take place in early 2023
which, if moving into late 2022, would start affecting
FX forward hedging decisions again. Overall, we do not
think carry will play a major role in the coming 6 months
and our focus is on changes in long-term real interest
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FX market overview
rates, relative growth, capital flows, commodity prices,
and risk appetite.
FX volatility heads lower. Volatility in the FX market
spiked during the Covid-19 outbreak but fell quickly
back below its historical average again. After a brief
rise in early autumn, it has fallen back again since late
September 2020 and we expect it to approach the
lower levels seen in 2018 if not the lows just before the
crisis. The initial fall was in line with the experience
from the global financial crisis when FX volatility fell as
differences between the impact on different countries
declined. However, there are other reasons for FX
volatility to continue to decline, including (1) small rate
differentials that are not large enough to cause large
FX-related capital flows, (2) fewer examples of
completely mispriced currencies in the G10 space, as
well as (3) fewer speculative accounts and lower
general FX exposure.
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Themes

FX market
themes
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Positioning

Risk of a USD short squeeze but exposure is still very low

Positioning data indicate the FX market is
severely short the USD versus other G10
currencies. There is thus a clear risk for a
short squeeze should the drivers change
into a more USD positive direction as they
did shortly at the beginning of the year.
Furthermore, positioning data also
indicate that FX exposure, on the
contrary to equities and other risky
assets, has not recovered much since it
was severely cut early in the Covid-19
crisis.

Being an over-the-counter market the true positioning
of participants in the currency market is not possible to
gauge. Yet positioning is an important piece of
information when forecasting exchange rates. We have
once again analyzed three different proxies, each
focusing on different investor categories, to provide
some information on market exposure and positioning.
We have analyzed (1) systematic trend-followers (e.g.
CTAs), (2) leveraged funds (e.g. macro hedge funds),
and (3) a broad category of investors (e.g. asset
managers) using three separate data sources: SEB
Dashboard, CFTC’s TFF report and CFTS’s COT report1

All three FX investor categories are short
USD
The common factor for all three FX investor categories
is that they are short the USD. Thus, there is a clear risk
that there will be a short squeeze should the USD
drivers turn. We saw an example of this early 2021
when the “blue sweep” was confirmed which drove US
yields higher and quickly resulted in the USD
appreciating widely.
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Theme: Positioning
Besides the obvious risk of a general USD squeeze, it is
of interest to note which G10 currencies are the most
favored and least favored vs the USD. Looking at how
much the current net positioning deviates from its
historical average shows a very positive JPY and CAD
sentiment from both leveraged funds and the broader
category of investors holds, while the sentiment has
been most neutral towards GBP and CHF.

This may be interpreted as there are somewhat smaller
changes expected in CAD and JPY as positioning in
these currencies is already quite saturated, while there
is larger potential for GBP and CHF to strengthen
further.
A similar take on the CTA positioning reveals that AUD
and NZD appreciation trends are becoming saturated
while especially JPY could still attract more capital.

FX exposure has not recovered much

G10 FX exposure was slashed during the initial part of
the Covid-19 crisis along with risky asset such as the
S&P 500 index. However, as other risky assets begun
to recover late March and generally have continued to
trade higher, G10 FX exposure has only made a very
lackluster recovery.
The low exposure is probably one among many
explanations of the low volatility that once again has
taken a hold of the FX market.

Also, it is interesting to see which currencies deviates
the most from their normal amount of exposure. These
are currencies where investors have chosen to be on
the sidelines due to some reason. For the GBP the
reason seems quite obvious: the Brexit process which
was highly uncertain but also with a political digital
uncertainty that usually is not appreciated by market
actors. Now with that political uncertainty is in the past
it seems that GBP will be highly interesting as a return
to more normal exposure would indicate that it would
attract lots of positions and thus give the GBP exchange
rate quite a push. Question is in which direction the
dormant investors will enter and that is something we
look further into in the theme article “Sterling after
Brexit”.
Currency exposure Z-score
0.4
0.2
0.0
-0.2
-0.4
-0.6
-0.8
-1.0
-1.2
-1.4
-1.6
JPY
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EUR

GBP
End 2020

AUD

CHF

NZD

Now
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Sterling after Brexit
Stronger Sterling at the start of 2021 but structural
issues prevent a return to fair value

We believe that Brexit in the long-run will be bad for
Brexit may be bad for UK economy and
the sterling in the long-run, but short-term the UK economy and the pound and that the currency
will fail to reach levels that most associate with longit should benefit from reduced
term fair value (e.g. EUR/GBP 0.70-0.80). In the shortuncertainty following the trade deal with term however there are some positives, and the
EU. The UK will remain with sizable twin
consensus expectations for a somewhat weaker GBP
Q1 and Q2 seems a bit exaggerated. Let’s look at the
deficits for the foreseeable future and
longer-term fundamental picture first.
rely on a weak currency to restore
competitiveness. BOE will refrain from
Twin deficits to remain for the foreseeable
cutting into negative rates supporting the future
GBP during H1 2021. With a very small
The UK like the US has run twin deficits for a very long
speculative exposure but positive
time. The great financial crisis in 2008/09 and now the
covid-19 crisis (which has affected UK growth worse
sentiment there seems to be room for
than any other developed countries) has put a big hole
stronger GBP near-term. We are less
in government finances. As can be seen in the graph on
optimistic looking into H2 2021 and
the EUR/GBP pages, the projection on future outlook for
beyond.
the fiscal balance is bleak and the UK will remain with a
deficit of -10 to -5%/GDP in the next 4-5 years. This
means that the debt/GDP has moved from just above
30% in 2004 to 120% in 2024.
Looking at the Trade balance the UK is a service export
nation (surplus) but it relies heavily on imports in goods
(large deficit). Roughly 50% of all trade is with the EU
making mainland Europe very important still. The very
deep recession in 2020 meant that trade balance went
into a surplus. This is unlikely to last as the domestic
economy recovers. Furthermore, we expect exports of
goods to initially be negatively affected as the UK
leaves the EU. The UK runs a negative net investment
position of roughly 25%/GDP which is another clear
GBP negative.
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Theme: Sterling after Brexit
Looking at Current account developments and Financial
flows we can see that the deficits in trade and income
was covered by FDI immediately after the UK voted to
leave the EU. In the past few years equity flows have
been the predominant positive factor.

As regards equity markets, the UK may pose a catch-up
case which could begin now when the main
uncertainties about Brexit is cleared. This however is
very speculative. According to the BofA Fund manager
survey investors have a small underweight to UK
equities. With the erosion again of the current account
balance, the UK will rely on FDI and positive equity
flows to stop sterling from weakening. This is highly
uncertain and depends on how the UK develops outside
of the EU.

Starting 2021 most currency speculators thus seems to
have been standing on the sideline when it comes to
GBP development. However, as of late they have
increased their exposure towards GBP as they added a
large chunk of long GBP contracts. Looking at their net
position in GBP it turned the corner already early
December and has since been on the rise clearly
showing that there is a positive GBP sentiment at the
start of 2021.

GBP drivers
Our GBP/USD short-term fair value model seeking to
explain the fair value based on fundamentals have
been trending higher during the fall mainly driven by
the a decline in the negative rate spread (GBP-USD) .
This comes on the back of a general decline in the USD.

Conclusion
Short-term outlook: GBP positioning,
sentiment and exposure
GBP was one of the G10 currencies where exposure
was the lowest compared to its usual level at the end of
2020. G10 exposure (vs USD and measured for
leveraged funds based on CFTC TFF weekly report)
was cut sharply during the initial phase of the Covid-19
crisis late February and March. However, in stark
contrast to equity markets that in the end of March
begun to recover and mainly have headed higher ever
after, have FX exposure only recovered somewhat.
Ahead of year end it is common that exposures are cut
to protect the yearly performance and that new
positions instead are entered at the beginning of the
new year but this was extra evident in GBP ahead of
the new year as the FX exposure among leveraged
funds was the lowest compared to its average among
all G10 currencies. This was probably due to the high
uncertainty regarding the political (and thereby digital)
development ahead of the Brexit.

Sterling is cheap but for a good reason. Growth will be
negatively affected leaving the EU and policies will
remains very stimulative. The UK will see higher
inflation outside of the EU and hence lower real yields.
Overall given the twin deficits it is very likely that UK
has to keep sterling undervalued in order to attract
flows to cover those deficits. We do not expect the
pound to return to fair value anytime soon (around
0.80 in EUR/GBP). Short-term the clearance of Brexit
uncertainties gives a chance for a small pull-back
during H1 2021. Speculative accounts have started to
add to longs an the BOE has at least now dismissed the
idea of cutting the policy rate into negative. Hence we
see value in positioning for a somewhat lower EUR/GBP
during the coming months.
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Swedish krona

Riksbank is watching SEK again: could a rate cut be
delivered as a response to weak imported CPI?

SEK was the best performing G10
currency in 2020. A year ago, the
Swedish central bank seemed to wish for
an end to the ongoing depreciation. Now
the focus has shifted as it is clearly less
happy with the trend for a stronger
currency as it prevents the Riksbank to
reach the inflation target. In addition to
the news on building up FX reserves, we
are looking at the likelihood of a rate cut
as a last resort to stem the upward
pressure on the SEK.

Last year the Riksbank seemed to dislike EUR/SEK and
USD/SEK trading above 11.00 and 10.00 respectively: at
the start of 2020 Riksbank had just hiked interest rates
(in Dec 2019) in our opinion partly as a measure to
counterbalance the continued slide in SEK. What then
changed fortunes in 2020 was not primarily Riksbank
monetary policy but more importantly broad-based USD
weakness which hit Swedish financial institutions with
long USD/SEK positioning as the Fed started to cut rates.
The pace of SEK appreciation since March last year is now
another cause for a concern as CPI is nowhere near the
2% target. We continue to believe that EUR/SEK declining
to around 9.65 would push Riksbank to cut interest rates
back into negative territory. Recent comments show that
many board members continue to see a rate cut as a
possibility suggesting that this level could be too low.

What could trigger a Riksbank cut?
The Riksbank has kept the door open for a possible rate
cut and the general message is that a rate cut currently is
not an efficient measure, but that this could change when
weak demand, rather than Covid-19 restrictions, become
more important for growth. Several board members have
stressed the need to prevent inflation expectations
becoming unanchored and in the most recent minutes
some board members indicated that a rate cut, rather
than QE, would be appropriate if policy needs to become
more expansionary.
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Theme: Swedish krona
In the near-term, the annual headline inflation rate is
increasing due to base effects and energy prices and
the average annual underlying inflation (CPIF ex.
energy) is also expected to rise during the spring
because of base effects from unusually low prices last
year. Both the headline and underlying inflation are
expected to start falling again during the summer to
around 1% at the end of this year. If, however EUR/SEK
was to appreciate to 9.65 and USD/SEK to 7.70, the
annual average headline inflation is expected to decline
below 1%. This would correspond to some 4-5%
stronger KIX index, which would then be around the
same levels when the Riksbank last time in December
2015 threatened with FX interventions and cut rates
by 25bps soon after.
Per Jansson has been the most vocal advocated for a
rate cut, but Cecilia Skingsley and Anna Breman
seemed to have come closer to a rate cut in the latest
minutes. Martin Flodén has earlier indicated that the
combination of a significantly stronger exchange rate
combined with falling inflation expectations would
make him support a rate cut. The chart below shows a
model estimate of the marginal impact on our inflation
forecast if the exchange rate would strengthen to the
levels indicated above. Our assessment is that if the
krona and inflation move close to these levels, it would
make us to predict a rate cut.

Given our expectations for rising inflation and that a
rate cut is likely to be seen as an inefficient measure
due to restrictions mean that the probability that the
board will change its stance at the upcoming meeting in
February is low. Still, a rate cut will return to the
agenda if inflation falls in line with our forecast,
especially if the krona continues to strengthen fast. The
current market pricing of 3bps cut until end of this year
is too small in our view and hence we have
recommended to position for lower short-term rates.

No monetary policy consideration from the
FX Reserve build-up?
On January 7th, the Riksbank announced it would like
to replace the debt office FX borrowing with buying FX
and selling SEK making the FX Reserves completely
own financed. This means selling approx. SEK 5bn
every month until December 2023. Although we find it
credible that this primarily is a question of FX reserve
financing, it is also questionable whether the Riksbank
has taken this decision with no regards whatsoever to

where the exchange rate is trading. The decision comes
as SEK has appreciated and inflation remains far below
the target. However, according to most valuation
metrics, SEK remains undervalued and hence you could
also claim that the decision was taken a bit
prematurely. The initiative will also add to already large
amounts of excess liquidity in the Swedish banking
system. Surplus liquidity has increased sharply during
2020 (SEK 400 billion) at the same time as the
Riksbank has reduced the share of excess liquidity it
absorbs using Riksbank Certificates from 100-90% to
44%. This means that the entire increase in liquidity is
now invested at the deposit rate (currently -0.1%). In
total, the excess liquidity in the system is now SEK
874bn, of which SEK 494bn is invested at the deposit
rate. This means that the effective cost for the banks is
now around -0.06%, ie. deposits at 0% are already a
cost for banks.
According to the Riksbank's current plan, they will buy
bonds for an additional SEK 360bn this year, In addition
the bank will now buy FX for another SEK 180bn in the
coming three years. This means that only in 2021 the
excess liquidity will increase by about SEK 420bn. The
Riksbank can of course reduce the cost by issuing more
Certificates. If the Riksbank lowers the repo rate, all
liquidity will be invested at a negative interest rate,
which is currently SEK 875bn, and at the end of 2021 it
will be almost SEK 1,300bn. This has doubled since the
Riksbank raised the interest rate to zero on 19
December and negative rates are likely to be more SEK
negative this time given the costs associated to holding
SEK deposits.

Conclusion
The decision to change the financing in the FX Reserves
make us believe that the Riksbank no longer is worried
about the krona becoming too weak. In our view selling
SEK 5bn per month will not alter the trend but it will
clearly slow the pace of appreciation as the level where
Riksbank would have to act on “excess currency
strength” has been raised. The decision to be selfsufficient as regards FX reserves also creates more
excess liquidity which would be very costly to carry
should the repo rate be cut again. Hence this weapon
has been sharpened.
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NOK/SEK

To correct some of the hefty 10% fall

NOK/SEK fell by a hefty 10% in 2020.
We believe that the pair is poised to
reclaim parts of that early 2021 based on
a strong seasonal pattern, diverging
central banks policies and flows, and the
general reversal pattern after a negative
year.

The NOK has the strongest January pattern among all
G10 currencies. To capture seasonality beyond our
usual monthly analysis, we have looked if there are any
seasonal NOK/SEK patterns early in the year. It turns
out that, during the past five year at least, NOK/SEK
has had a clear tendency to head higher during the first
part of the year (on average the first 37 trading days
i.e. until the last week of February). This supports our
view of a recovery higher in NOK/SEK. On average
NOK/SEK has risen by 2.6% during this period and if
excluding 2020 as an outlier, the move higher has been
even larger 3.6%. If this is to be repeated this year,
NOK/SEK would move above 0.99 at the end of
February.

Recovery most usual after negative years
NOK/SEK has risen in 30 out of the past 50 years,
clearly showing a tendency for higher NOK/SEK. But
even more interesting in a recovery perspective is that
there are very few occasions where NOK/SEK has
continued lower the year after a negative year. That
has only happened five times since 1970: 1978-1979,
1994-1995, 2010-211 and 2013-2015 (three years
in a row). Assuming this pattern continues there is a
75% probability for a recovery in 2021 where
NOK/SEK ends higher. The average yearly rise since
1970 is 4.5% and a tad smaller (4.3%) for the
recovery years. With NOK/SEK starting the year at
0.9591 that indicates a parity at the end of 2021.
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Theme: NOK/SEK

Diverging central banks

Norges Bank’s flexible inflation targeting allows the
bank to adopt a growth-oriented policy focus. Due to
expectations of broad-based vaccinations in 2021, the
bank sees prospects for a strong recovery and expects
capacity utilisation to pick up markedly starting this
summer, approaching normal level by mid-2022.
Norges Bank has thus signalled that it is ready to start
normalising monetary policy a year from now, despite
below-target inflation. Norges Bank has proven before
that it is capable and willing to be the odd man out, and
we thus expect two rate hikes per year starting in
March 2022. The relatively hawkish policy stance is
likely to support the NOK, but as it is fundamentally
justified the stronger NOK is unlikely to derail the
bank’s hiking plans.
Meanwhile, the Swedish Riksbank is much less happy
with a strong currency as it prevents them from
reaching their inflation targets (for more see the theme
article on Swedish krona). Therefore, the Riksbank has
kept the door open for a possible rate cut which could
become reality if weak demand, rather than Covid-19
restrictions, become more important for growth.
Thus, the monetary policy outlook between Norway
and Sweden currently diverge providing support for
higher NOK/SEK.

Central bank flows support higher
NOK/SEK
Unprecedented fiscal support to battle the pandemic
crisis has resulted in an almost doubling of Norway’s
non-oil budget deficit. This has resulted in a large need
to purchase NOK on a daily basis to fund the deficit. At
the most, Norges Bank bought NOK 2.5bn per day, and
temporary reduced purchases to NOK 500mn per day
in December. Expansionary fiscal policy will prompt
Norges Bank to increase daily purchases in 2021 to an
average of NOK 1.5bn. The central bank-related flows
will thus add upside pressure in NOK/SEK.
Meanwhile, the Riksbank just announced that it will
replace external financing of the foreign exchange
reserve by purchasing foreign currency between
February 2021 and December 2023. The purchases,
which will take place at an even pace and amount to
about SEK 5 billion per month. Even if stated, we find it
hard to fully buy this as independent of monetary policy
and see it as a clear signal that the Riksbank is not
happy about a strong SEK.
Regardless if the decision had anything to do with the
monetary policy or not, the SEK exchange rate may
become somewhat affected by the bank´s operation,
reduce speculative interest towards SEK buying and
will thus be a headwind for continued SEK appreciation.
Thus, the central bank flows from Norges Bank and the
Riksbank will also support higher NOK/SEK.
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EM FX trends
Downward trend halted in 2021

Emerging Market (EM) economies
EM currencies after years of headwinds
experienced nearly a decade of
Long-term market trends have presented a conundrum
for as long investors have been around. Many become
appreciating currencies shortly after the
friends with trends, but without drawing the friend
turn of the millennium. However,
analogy too far, investors must be perceptive and
depending on which metric we choose,
responsive to turning points. Between 2003 and 2012,
that trend turned around 8–10 years ago an index of 20 Emerging Market (EM) currencies
when EM currencies began a depreciating depreciated only in three years (in 2005, 2008 and
2011) versus the USD. However, in the eight years
path marked by market gloom. In this
article we discuss the main driving forces since 2012, the same EM currencies have appreciated
only in two years (2016 and 2017). Are we now facing
behind the trends and argue that there
a turning point? The short answer is no, the weakening
are no clear indications that the current
trend that has been visible over the past eight years
down trend will be broken in 2021.
looks unlikely to be broken. However, a temporary
pause in the downward movement could be in the
cards in 2021 as the EM economies recover after deep
Corona-induced recession in 2020.

Main EM FX trend drivers
We will follow up this brief general overview with more
in-depth analysis in the coming weeks. Before going
into the main EM FX drivers, it is worth noting that over
a very long time horizon of 20 years or more, EM
currencies generally tend to depreciate against the
largest currencies such as the USD, EUR, JPY, GBP, and
CHF. Exceptions over the last 20 years are for example
the CNY, CZK, KRW, and THB, which have become
among the richer and larger EM economies. The
primary reason for the long-term decline in nominal
exchange rates is higher average inflation rates among
the EM economies. For these often highly exportdependent economies to maintain international trade
competitiveness, their currencies need to depreciate
over time.
Inflation in EM is not the only driver, and it appears less
influential when it is low, a time when it should exert
upward pressure on EM currencies. Instead the main
driving force looks likely to be economic growth, both
relative to developed market (DM) peers and in
absolute terms.
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However, the level and change in growth do not
provide a full picture. The quality of growth, i.e., if it is
driven by excessive credit growth and accompanied by
inflation, or driven by rising investment and
productivity, is also important. PMI readings are good
reflections of investors’ perception of growth in EM.
The narrative around growth is important. EM growth in
the period 2010 to 2017 was relatively high and
stable. Yet, it was on a declining trend and lower than
the heydays in the early 2000s.
Most of the other factors that we have looked at for
clues about long-term movements in EM currencies are
closely connected to EM or global growth. EM
manufacturing PMIs, exports, and to some extent
commodity prices.
Interestingly, it appears as if EM currencies are more
sensitive to bad news than good. If GDP and export
growth, and manufacturing PMIs are merely average,
EM currencies tend to languish. For currencies to
strengthen it appears that something above the
ordinary is required. The same effect appears to work
on commodity prices.
We are not showing a graph of interest rates, but in
short, rising EM interest rates or spreads against DM
are not a reliable indicator without context. When rising
interest rates reflect accelerating growth and
investment, they are associated with strengthening EM
currencies. However, when rates or spreads rise due to
rising inflation and slowing growth, i.e., deteriorating
risk sentiment, EM currencies come under pressure.
What does all this mean for the outlook in 2021? We do
not see any compelling signs that EM trend growth is
about to turn a corner and increase sharply. China’s
growth rate is slowing and India’s is too volatile and
closed to work as an engine of EM growth. In addition,
global trade is no longer increasing faster than global
GDP, thus removing a potential stimulus for EM assets.
The outlook is not entirely dark. A global rebound in
growth, most importantly in in China, after the
pandemic has been brought under control, and
increasing investment related to new more
environmentally sustainable production techniques
suggest that growth may rebound sharply in 2021.
Such a rebound should boost EM currencies which have
lagged gains in EM equities and bonds since the market
recovery started in March 2020.
While the downward trend may not be broken, EM
currencies may be at the beginning of a rebound year,
albeit temporary.
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EUR/USD
Upside pressure
remains – for now
The re-opening of the US economy is likely to prompt
consumers to spend their accumulated savings,
which together with continued large budget deficits
will raise the need for foreign funding. The outlook
for the dollar hinges on real interest rates – without
higher rates, foreign funding may be difficult to
attract, which therefore may require a cheaper
dollar. We believe the continued risky asset rally and
the Fed keeping long real yields low during H1 will
press the dollar lower, but tapering talk later this
year may turn it around.
adkasdlasdaölsdjasdöjlkasdöasjdas

Carry effect fading, the global recovery positive for the euro. In
the previous edition of Currency Strategy in September, we argued
that it will take time for investors and corporates to adapt to the low
USD carry environment. Anecdotal evidence suggests that many
real money investors were caught by surprise at how fast the dollar
depreciated last year and therefore we believe we may see some
dollar selling early this year on the back of changes in strategic
currency positioning. Thus, euro-based investors gradually
increasing their hedging ratios will continue to be a tailwind for the
EUR/USD in Q1. However, speculative accounts seem to be very
short the dollar and that poses a risk for an abrupt pull-back.
Another topic discussed in September was the global fiscal
expansion, which after the “blue sweep”, is becoming more
important. In general, global government spending together with
central bank support speeds up the recovery process, lifts equity
prices and is therefore positive for small, pro-cyclical and export
heavy currencies. Continued global fiscal support together with
vaccinations speeding up is crucial for the growth outlook this year
and remain important driver for the EUR/USD.
The effect of US fiscal deficit on the dollar is more complex than
just a growth story. Massive government spending in the US last
year has been financed largely by domestic savings, with a large
share of new debt ending up on the Fed’s balance sheet. The
domestic private sector reduced their treasury holdings in Q1,
mainly due to the large Fed purchases, and foreign investors bought
only a small part of the net issuance. The largest issuance came in
Q2, when the share of foreign investors was even smaller, and the
new debt was split mostly between the Fed and domestic investors.
The role of foreign funding in the total economy has been small
despite massive public deficits. An increase in the current account
deficit has been limited by a large increase in household sector
savings. With Democrats taking over both chambers of the
Congress, the likelihood of continued large public deficits for the
coming year and 2022 has increased. This raises the question about
how the deficits will be financed? Private savings are likely to
decline along with the opening of the economy and imports will
increase. It is therefore likely that we are going to see even wider
current account deficits. This means that foreign investors, who
have played quite a small part in the Treasury funding during the
past five years, may need to increase their presence.
Something has to give, the dollar or interest rates. Does this mean
we are going to see a stronger or weaker dollar? Increasing foreign
debt and current account deficits have usually been associated with
a weaker currency due to increased default risk, but the relation is
much less clear in the case of a reserve currency. There is a strong
structural demand for dollar assets globally and in a world of
generally high debt levels, the US losing credibility in the eyes of
investors remains unlikely. It is possible that deeper current account
deficits require higher interest rates to attract foreign capital, which
may even lead to a somewhat stronger currency. With the Fed
aiming to keep real interest rates low through treasury purchases,
this creates an interesting interplay between rates and the dollar: if
the Fed keeps real interest rates low, the currency may need to
depreciate to attract foreign funding.
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The Fed keeping interest rates low by monetising a large part of the
new public debt would most likely keep the dollar under pressure in
H1, helping to lower the current account deficit by reducing imports
and increasing exports. The bottom line is that the Fed holds the
keys to the dollar outlook. We believe that the dollar will remain
under pressure as the Fed continues to curb interest rate increases
in H1. However, the tapering discussion will probably gain pace
later this year and that poses a risk for dollar strengthening.
Faster US growth vs. Euro area in 2021. In September, when we
presented our positive outlook for the EUR/USD in 2021, we
expected the Euro area economy to slightly outperform the US in
2021 in terms of growth. This has now changed as we are revising
our US growth outlook higher on the back of rising public spending
outlook and increasing private consumption, supported by
accumulated savings in 2020 (read more in our upcoming Nordic
Outlook on January 26). Several euro countries however are likely
to have difficulties using all the Next Generation EU (NGEU)
recovery funds allocated to them because countries don’t seem to
have viable uses for the money. Moreover, only a quarter of the
recovery grants are likely to be paid in 2021-2022, which makes it
a long time before the funds are fully used. Germany has also noted
that the planned fiscal stimulus will be smaller than expected as
corporates are not utilising the support facilities in full. The net bond
supply will be smaller in the euro area, limiting the increase in
interest rates to some extent. We expect the supply of US Treasury
securities to exceed the Fed purchases by around 8% of nominal
GDP, while in the euro area the ECB purchases of government bonds
are expected to exceed the supply by around 2.5% relative to euro
area nominal GDP. The relative interest rate pressure from the
supply is therefore clearly higher in the US than in the euro area.
Despite that the euro area recovery seems to lag the US once again,
the cheaper, more value driven and cyclical euro area equity market
may still enjoy larger capital inflows, if the rotation from expensive
growth stocks to value continues.
Long-term valuation. The ECB has indicated that the current EUR
1.85tn Pandemic Emergency Purchase Programme (PEPP) should
be seen as a ceiling rather than a target. There is no doubt that the
ECB is ready to buy more if needed but willingness to expand the
balance sheet via asset purchases seems smaller than in the US.
According to the December meeting account, the ECB seems to be
aiming to decrease monthly purchases later this year if financial
conditions remain largely unchanged. The ECB keeps talking about
the importance of the exchange rate, but in practise there is not
much the ECB can do to tame the euro’s appreciation other than a
rate cut, which we see as unlikely at the moment. With very
favourable financial conditions, the ECB´s main focus now is to
provide cheap and long-term funding to the banks to support
private sector credit expansion. Our long-term fair value model
indicates that the EUR/USD is some seven big figures below the
equilibrium exchange rate, which stood at 1.28 in Q4 2020. An
increasing long-term fair value estimate during 2020 was mainly
due to decreasing real interest rate differential and a faster
increase in the price level in the US. Higher real interest rates in the
US however may start putting downside pressure on the fair-value
estimate later this year, as discussed above. We therefore see
further upside pressure for the EUR/USD in H1 towards 1.27 in Q3,
but the pair may pare gains in Q4. When looking at the euro’s
performance in trade weighted terms (EER-19), both the nominal
and real exchange rate are near their historical averages. We
therefore believe that the ECB will keep talking about the
importance of the exchange rate, but the current level is not a cause
for serious concern and the impact on the inflation rate is fairly
limited.
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Sterling has some
potential

Trade deal in place – now what?
The UK has finally struck a trade deal with the EU, it remains to be
seen exactly what the impact will be on the UK economy. Brexit
negotiations have been the predominant driver for the value of the
GBP as it has moved with the likelihood of different outcomes. Now
we will instead watch the economic and financial implication of the
Brexit deal and what it means for economic growth, trade and
capital market flows, and monetary policy. Sterling remains
undervalued but the question is by how much. The real effective
exchange rate development in the past five years has not been
favourable to the UK and the pound. Hence, we are not convinced
that sterling will stage a formidable comeback, but a partial
rebound is likely.

The EU and UK finally struck a trade deal in the 11th
Delayed economic recovery but rising inflation
hour. Sterling’s reaction following this positive
Indices that track people’s movements around the country are
news was muted, at best signalling that the FX
to approach the same low levels as in spring 2020, but
market expected the parties to find a solution. The beginning
we believe that due to previous experience the economic
driver for the pound is now shifting towards
consequences will be smaller. The UK has also been early in the
evaluating how the UK economy will develop now
vaccination process, potentially enabling it to ease restrictions
that it has left the EU. We expect a relatively tough earlier than Continental countries. Because of the weak start to the
year, we have lowered our GDP growth forecast for 2021 by
period of adjusting to the new situation and hence
almost one percentage point to 3.7 per cent. In terms of annual
we see only a small scope for appreciation.
averages, 2022 will instead be the big recovery year when we

expect GDP growth of 7.3 per cent. Despite the large GDP decline,
the rise in unemployment has been very moderate. The October
jobless rate was 4.9 per cent; only 0.9 points higher than at the
outbreak of the COVID-19 crisis. We still believe that unemployment
will rise peaking at just above 6.5 per cent in mid-2021. Rising
costs for cross-border trade will lead to higher inflationary
pressures which may be reinforced by labour market bottlenecks.
We forecast inflation however to remain below the BOE target for
the foreseeable future.

Is the BOE going to follow Riksbank below zero?
Bank of England (BoE) will focus more on monitoring developments
in the real economy than on inflationary trends. At present we think
the BoE’s November increase in asset purchases is enough and the
UK’s relatively orderly exit from the EU likely make the central bank
refrain from introducing a negative policy rate. But clearly there is
an easing bias still there. The new BOE governor Andrew Bailey has
been more open minded about using negative interest rates and
some MPC members have followed up that discussion in speeches
as of late, e.g., Silvana Tenreyro in January. According to a survey
by Bloomberg there are some differences for the UK compared to
other countries which have introduced negative interest rates, e.g.,
UK companies borrow from financial markers rather than from
banks; households have more debt and more on floating rather than
fixed rates. And the overall conclusion in this survey was that the
transmission will work without an effect on overall bank
profitability. However, in the August MPR negative interest rates
were discussed but downplayed as they could negatively affect
banks’ balance sheets and their willingness to lend. Market pricing
currently indicates a 50% probability of a 25bps cut to -0.15% in
2021. Given all economic uncertainties and the fact that inflation
will not be a problem for the BOE during 2021, monetary policy will
be a negative for sterling going forward.
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Only a temporary improvement in the external
deficits?
The UK has long suffered from external deficits primarily driven by
large imports of goods (the UK is a net exporter of services). As is
normal in times of sharp economic contraction, imports decline more
than exports and hence we have seen a temporary improvement in
the trade deficit. This is unlikely to last as the UK recovers from the
worst contraction in 300 years. The impact of the new trade deal
with the EU is hard to estimate but we think that whilst the
merchandise trade deficit may be unaffected in the medium term
(through a reduction of both imports and exports), the services
trade surplus should narrow in light of British service exporters now
trade outside any deal. As regards capital flows there is clearly an
upside risk as the UK equity market is cheap and may well attract
flows as Brexit uncertainties move to the background. To most
portfolio managers, Sterling is also undervalued making UK equities
even cheaper. More on this topic in the thematic article on GBP.

Undervalued, but for good reasons
The GBP has been undervalued against the euro and most other
G10 currencies since the Brexit referendum in 2016. According to
our long-term fair value model the equilibrium exchange rate for the
EUR/GBP is 0.82. This suggests that the GBP is undervalued by
around 5-7% against major currencies. However, when looking at
the real effective exchange rate sterling has traded sideways
despite nominal weakness as the unit labour cost development has
been weak. Hence depending on the measure chosen it is not
obvious that sterling is deeply undervalued. Since the Brexit
referendum the GBP has traded with a premium related to the risk
that the UK would leave the EU without a trade deal in place.
However, now that we are past this point, it seems the risk premium
was not that big given the rather muted reaction in the FX market at
the beginning of this year. Of course, major uncertainties remain but
we think sterling is a less obvious long for 2021 based on valuation
and risk premia than what most forecasters seem to believe.
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2020 was a very challenging year for the global economy as GDP is
expected to have seen the worst decline since the second world
war. In the past such year would has been a catastrophe for the
Swedish krona, however, in 2020 SEK outperformed all other G10
currencies. There are three important drivers for the development
which we will elaborate on below. We continue to expect a modest
appreciation although the decision by Riksbank to increase the FX
Reserves via FX purchases (and selling SEK) will work to stabilise
the cross during H1 2021. We target a move to 9.80 by year-end.

Riksbank moderating
downside pressure

Best performing G10 currency 2020

The strong appreciation trend for Swedish krona
continued throughout 2020, however the start of
this year has seen a correction lower. Apart from a
correction to the theme of a weaker dollar,
Riksbank has played its part to weaken SEK
through FX purchases building its FX reserves. We
expect this move to slow but not completely halt
the underlying pressure for lower EUR/SEK.

Risk appetite is often held as the most important factor for SEK and
indeed the correlation between rising equity markets and SEK has
been obvious this year. However, the krona appreciation can be
attributed to several other factors such as valuation;
underweighted domestic financial institutions, narrowing interest
rate differentials between Sweden and other countries etc. SEK
started last year on a very weak footing and weakened further as
the pandemic took its grip on the global economy. But central banks
were very quick in responding to the developments cutting rates
and restarting the QE-program in addition to large liquidity
injections. These propped up risk appetite and supported SEK. The
most important factor behind 2020 FX developments however is
the US interest rate cuts taking away the previous yield advantage
the USD had. The FX market theme of 2020 was a weaker USD and
USD/SEK topped out at 10.50 then plummeted to 8.15 during the
course of 8 months.

Reiterating those defensive qualities
In the past 5 years we have tried to highlight the defensive qualities
of the Swedish balance sheet. All the accumulated Current account
surpluses have contributing to building a sizable net Investment
position which we estimate to be between 40-60%/GDP depending
on how you are valuing Foreign direct investments (book or market
value). The latest data available from the Statistics Sweden is
showing a net IIP at 54%/GDP using market value. New data will be
released on January 28th. If we instead use book value of FDI we
end up at 15%/GDP. Whilst the norm is to use book value in
international data we think Market value better reflect the position
and likely transactions that could arise on the back of changing
underlying asset position. We remain convinced that the sizable net
IPP will work to change SEK correlations to risk appetite and
business cycle over time.

Portfolio Flows show defensive characteristics

Sweden: portfolio flows (source: Statistics Sweden)
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Sweden has a net and positive Equity investment position of almost
50%/GDP (see table below on the next page). Sizable changes in
the holdings of foreign equities by Swedish investors may influence
the direction of SEK. The portfolio flows available for 2020 show
yet again a defensive pattern as regards their impact on the
currency markets. As equity markets tanked during Q1 2020,
Swedish investors net sold SEK 84.4 bn worth of foreign equities
whereas foreign investors actually bought Swedish equities for 8.8
bn meaning the net flow ended up at 93 bn (inflow). During Q2
when risk appetite returned Swedish investors started buying
foreign equities again and the net outflow was 75 bn. This time
these flows helped to stabilise the currency as SEK strengthen in Q2
when risk appetite returned, and despite net equity flows being
SEK-negative.

Riksbank adopts self-financed FX Reserves
In 2009-12 the Swedish National Debt office went to international
capital markets and borrowed SEK 200 bn on behalf of Riksbank
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seeking to expand its FX reserves. The bulk was borrowed in USD
and also some in EUR. The debate about the size and financing of
the FX Reserves has however kept going. In December last year
governor Ingves held a speech where he expressed a will to change
the composition of the FX reserve to a more sustainable solution of
financing the reserves by the Riksbank. And on January 7th the
decision was made public: The Riksbank is replacing external
financing of the foreign exchange reserve by purchasing foreign
currency on the foreign exchange market between February 2021
and December 2023. The purchases will take place at an even pace,
be paid in Swedish kronor and amount to about SEK 5 billion per
month, on average. At the same time, the Riksbank intends to repay
the currency loans taken by the Swedish National Debt Office as they
mature. This will provide the Riksbank with more appropriate longterm funding for the foreign exchange reserve. This change has no
monetary policy purpose. Given the previous hints this was perhaps
not that surprising, but it is nevertheless hard to fully buy this as
independent of monetary policy. We think SEK remains about 5%
undervalued hence the timing here is questionable. It is not
farfetched to say that Riksbank wanted to stop the ongoing trend
for a stronger SEK. The amortisation flow will amount to 25-40% of
the Swedish Current Account surplus and will hence not be enough
to stop the trend but to slow it. But it is also a signal to international
fast money accounts that Riksbank is not that happy about a strong
SEK. This decision has made us revise lower the outlook for SEK.

External surplus is SEK supportive
In recent years the Swedish current account surplus has improved
significantly. The improvement in the current account balance is
mostly related to a rapid increase in the surplus in goods trade with
the rest of the world and comes on the back of the rising exports
and a weaker domestic economy meaning imports have slowed. Of
course, the improvement is also telling that at the levels SEK has
been trading the exchange rate has to be labelled as undervalued.

Valuation shows a small gap still to neutral territory
Our long-term currency valuation model based on a number of
fundamental variables that usually determine a currency’s
equilibrium exchange rate indicates that the SEK has been greatly
undervalued against both the euro and US dollar in recent years.
According to our models, the EUR/SEK equilibrium exchange rate is
between 9.50 and 10.00 and the USD/SEK equilibrium rate is 7.508.00. These levels have been relatively stable in recent years (see
chart to the left). This means that at today’s exchange rates the
krona is still undervalued and should be able to appreciate further in
the future against both the EUR and the USD. Valuation however is
not as strong a factor for SEK trading stronger as it used to be.
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More room for CNY to
appreciate
Our outlook on the yuan remains sanguine. There is
scope for further strengthening in the yuan with
USD/CNH approaching 6.20 by end-2021. Despite
the emergence of near-term downside risks to
growth, we expect China to continue to lead global
recovery. As long as there is ample two-way
interest in USD/CNH, we believe the authorities will
be tolerant of yuan strength, allowing the RMB
Index to rise towards 98.

Short-term
The yuan is poised to gain more ground against the greenback.
We recently revised our USD/CNH forecast even lower to 6.20 by
end-2021. After reaching a peak of above 7.19 in late May, the pair
remains on a downtrend. In 2020, the yuan was the best performing
currency in EM Asia with the offshore yuan gaining almost 7.1% as
onshore yuan rose 6.7%. We have been of the view that
fundamentals would continue to provide support for the currency
this year, despite the recent gains in the greenback.
The yuan is no longer hobbled by a risk premium. Having
weathered the US-China trade war in 2018 and 2019, the risk of a
sudden escalation of tensions has declined with the change of
leadership in the White House. Although we do not expect the Biden
administration to immediately roll back existing tariffs nor ease the
pressure on Chinese technology firms, we expect the new team to
refrain from the erratic policymaking that previously led to a
weaker yuan.
The upside surprise in China’s Q4 GDP growth reiterates the
country’s success in climbing out of the pandemic-induced nadir.
Following the unprecedented contraction in Q1 2020, growth has
been accelerating towards a full year real GDP expansion of 2.3%
in 2020. While pockets of weakness remain, the recovery in activity
is broadening as the demand-side is slowly catching up to the
persistent improvement in the supply side of the economy. Even so,
near term downside risks to growth have emerged with the recent
virus outbreak in the Northeastern province of Hebei. Aside from
triggering a localized but strict lockdown, authorities have also
advised residents to limit travel in the coming weeks. Amid concerns
of spreading the virus to other parts of the country, some
companies and local governments reportedly offer financial
incentives to workers and urban residents to stay put during the
incoming Lunar New Year holidays in February.
A strong euro is likely to lead to further declines in USD/CNH. At
the start of 2021, the China Foreign Exchange Trade System
(CFETS) adjusted the weightings in its RMB basket. This is the third
time the basket has been adjusted since its introduction in
December 2015. The share of the USD was lowered by 2.8%.
Redistributing the reduction among other currencies, the euro saw
the largest gain in weight, raising its share to 18.15% from 17.4%.
In Q4 2020, the yuan lagged the appreciation of the euro. The sharp
move in USD/CNH in the first trading days of 2021 allowed the yuan
to somewhat catch-up to the euro. This implied the recovery of the
RMB Index towards 96 after pulling back towards 94.8 by end2020. So long as there is ample two-way interest in the currency
market, we believe the authorities would allow the RMB Index to
slowly rise towards 98. To this end, we expect further adjustments
in currency policies that would facilitate outflows amidst a weak
dollar environment.
Corporate positioning could speed up the decline in USD/CNH.
Despite the persistent appreciation trend of the yuan in the last
several months, data on FX settlements imply that corporates have
delayed the conversion of dollar receipts. The rise in FX deposits to
a record of almost USD900 billion as of December support this
view. Should corporates capitulate to market expectations of a soft
dollar, it would provide a strong boost to the yuan.
Interest rate differentials remain historically wide. Despite the
recent bounce in US bond yields, the rate premium of China bonds
remains around 200 bps. This is more than 1 standard deviation
from historical average. We expect rising corporate bond defaults in
in H1 to support onshore rates even as the central bank provides
ample liquidity.
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Long-term
We expect policymakers to remain tolerant of even more
currency strength. The latest Central Economic Work Conference
held in December 2020 called for a new development condition
wherein primary domestic circulation is the main driver. A stronger
yuan would further raise the contribution of domestic consumption
over exports. China’s relative success in managing the spread of
COVID-19 will allow the country to maintain its lead in the global
recovery. Yet, we acknowledge the risk that sporadic outbreaks
may delay a full recovery in private spending. The government’s
strategy of localized lockdowns, coupled with massive testing, will
keep the economic impact of mobility restrictions limited and shortlived, in our view. Even so, it will lead to fluctuations in final
consumption and disruptions to supply chains.
Favorable current account dynamics will remain in 2021. Despite
an outperformance by the yuan in 2020, China’s trade surplus has
been widening. Recent PMI readings indicate that the surplus will
remain substantial in the near term. Demand for Chinese-made
personal protective equipment (PPE) and technology-related
products were strong throughout 2020. Re-instated restrictions
among China’s major trading partners are likely to prop up demand
for the same products in the medium term. Although a global
inoculation process has begun, we do not expect international travel
to return to pre-pandemic levels by end-2021. This will keep
outbound Chinese tourists to a minimum. Consequently, the demand
for foreign currency related to trade in services will remain low. This
will lead to a current account surplus of around 1.4% of GDP by
end-2021.
Capital inflows will remain substantial in 2021. Relatively strong
growth momentum will keep the attraction for Chinese equities. The
flip-flopping of the New York Stock Exchange on whether to delist
three major Chinese telecommunications companies in early
January highlights the challenges to implementing various
Executive Orders by former President Trump. Yet, we do not expect
the Biden administration to immediately set aside the various entity
lists formed by the previous government. Instead, we expect the
new president to focus on passing his new stimulus bill and
speeding up the vaccine programme in the near term. Moreover, the
FTSE Russell is expected to confirm the inclusion of Chinese
Government Bonds (CGBs) in the World Government Bond Index
(WGBI) by March 2021. The 12-month phase-in period will begin in
October 2021, ushering inflows of at least USD120 billion over that
period. In the face of a considerable surplus in external accounts,
we expect the central bank to refrain from outright currency market
intervention. Since 2017, China’s FX reserves have been broadly
steady at around USD3.2 trillion by December 2020.

Unchanged policy interest rates
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Financial conditions are likely to continue tightening even as the
central bank keeps policy rates steady. Strong growth momentum
eases the pressure from the central bank to cut policy rates anew in
2021. Aggregate credit growth likely topped out in Q4 2020 and
we expect a continued moderation in credit growth in the coming
year. While the People’s Bank of China (PBoC) will maintain its dripfeed approach to providing liquidity, we expect rising corporate
bond defaults to cap corporate appetite for tapping capital markets.
Moreover, government bond supply will likely be lower in 2021 as
some of the fiscal stimulus is unwound. As the recovery in domestic
demand gains traction, we expect the central government to lower
the cap on its fiscal deficit towards its traditional ceiling of 3.0% of
GDP from the 3.6% target in 2020.
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EUR/NOK

EUR/NOK
Bearish outlook from
oil and Norges Bank

Recovery gains traction following a stormy 2020
Unlike many other central banks, Norges Bank had room to cut rates
once the pandemic hit the economy. The collapse in interest rate
differentials combined with plunging oil prices and poor liquidity
pushed EUR/NOK to an all-time-high of 13.21. The NOK has
gradually recovered driven by generally positive risk sentiment in
markets and rising oil prices. The sharp upturn in oil prices early this
year has resulted in the krone being one of the best performing G10
currency so far in 2021. There are several factors suggesting the
correction in EUR/NOK will continue and we target a move to 10.10
by mid-2021 and to pre-crisis levels near 10.00 late 2021.

NOK drivers supportive – positioning a hurdle

EUR/NOK has corrected some 15-20% from its
peak during the height of the pandemic outbreak. A
positive risk sentiment, rising oil prices and
unprecedented NOK-inflows have supported the
downtrend. Norges Bank’s relatively hawkish policy
stance with rate hikes expected from early 2022 is
likely to maintain downward pressure on EUR/NOK.
We target a gradual correction towards the 10handle by late 2021.

Our short-term fair value factor model for EUR/NOK, which consists
of the rate spread, equity ratio and oil prices, shows that the trend
lower has broad-based support. The explanatory power of the
factors increased sharply in Q4 and are currently at a very high
90% vs. 73% on average. All three factors contribute though the oil
price appears to be the strongest driver, especially on a daily basis.
This is positive as we are bullish oil prices; we forecast a move
above USD 65/bl in the Brent crude oil price this year driven by
accelerating global demand from Q2/Q3, while US shale oil is
recovering only gradually and supply from OPEC+ is restrained.
Though the strong correlation also suggests the krone remains
vulnerable towards temporary setbacks in oil prices, so far markets
have focused more on a vaccine-led recovery in growth and oil
demand rather than near-term weakness from infections and
lockdowns. The rate spread factor should maintain downside
pressure on EUR/NOK as prospects of a rather mild Norwegian
slowdown in late 2020 combined with a strong recovery in 2021
have triggered Norges Bank to signal that it is planning to start
normalizing policy in a year from now. We expect two rate hikes per
year starting in March 2022, while the market is speculating in a liftoff already later this year. Norges Bank’s relatively hawkish policy
stance suggests downside pressure on EUR/NOK will remain.
Positioning in the krone has turned long which suggests a possible
hurdle for a continued sharp drop in EUR/NOK. Our model indicates
that systematic trend-followers’ positioning in NOK vs. USD is at a
multi-year high level though it is by far not the most extreme among
the G10 currencies. Even so, a general short USD squeeze should
have a large impact on high Beta currencies such as the NOK.
Meanwhile, traditional fundamental funds have turned EUR/NOK
positioning sharply from long to short in 2021. According to our
index, the current positioning is rather extreme and at a level which
is commonly followed by a correction in sentiment.

NOK flows still positive, valuation hard to interpret
Norges Bank’s daily NOK purchases were reduced to NOK 500mn
in late November and December. Expansionary fiscal policy will,
however, prompt Norges Bank to continue purchasing large amount
of NOK in 2021. Purchases were raised to NOK 800mn per day in
January and we expect a further increase as the budget proposal
implies average buying of NOK 1500mn in 2021.
Making a long-term valuation of the NOK is a bit trickier than in
other currencies due to Norway’s large energy sector and its unique
set-up with substantial transfers to the Government Pension Fund
Global. The latter partly neutralizes export-related capital inflows
and is also a reason for why changes in Terms of Trade are not
necessarily generating currency flows. Our long-term fair value
estimate in EUR/NOK jumped from 9.48 in Q2 to 11.12 in Q3. While
the collapse in real yields justifies a 50-figure adjustment, the lion
share of the jump reflects a fall in relative ToT. Hence, we still
regard NOK as undervalued.
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