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Executive summary

EM assets after COVID-19
From weakness to strength
Hopes that a vaccine against Covid-19 will soon be
available have increased risk appetite, giving rise to
record capital flows to emerging-market economies in
November. The world is still in the grip of the second
Covid-19 wave, but as the vaccines begin to be
distributed, assets prices in EM countries will rise on the
back of increasing domestic demand, travel, exports
and rising commodity prices. Nevertheless, differences
between EM economies are significant and we expect
"high-beta" markets such as Turkey, Indonesia, South
Africa and Brazil to recover first. During the latter part
of next year, however, the more stable markets for
example, Poland, South Korea and the Philippines will
emerge as attractive alternatives for foreign investors.
In addition to a country section outlining our outlook for
each of the currencies that we cover, this EM Explorer
contains five thematic texts.
China: A string of bond defaults by Chinese state-linked
firms rocked investor confidence in November, clouding
the outlook for new bond issuance. Even so, we expect
the PBoC to keep policy rates unchanged for a
prolonged period, promoting a gradual broadening of
China’s ongoing economic recovery. As financial
conditions tighten alongside higher growth rates, more
cracks in the credit market will appear.
The US economy: President-elect Joe Biden will
change US policy priorities both domestically and
globally. The new administration will embrace a green
agenda and strive to rebuild relations with traditional
allies. Meanwhile, plans for a massive increase of fiscal
stimulus spending to help the economy get through the
Covid-19 pandemic have raised hopes of more support
to the global economy.
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EUR rates: The ECB will likely expand its PEPP by EUR
500bn and 6-months until the end of 2021. The ECB is
also likely to introduce a series of new TLTROs with
more attractive terms, making sure that banks do not
begin to pay back TLTROs prematurely. Ample liquidity
conditions in the euro area and low yields in the US will
help spur capital flows to EM assets as the distribution
of a vaccine draws closer.
Oil outlook: A young and growing global population will
help drive oil prices higher when COVID-19 vaccines
free pent-up demand and release the OECD countries
from their pandemic-related straitjackets. Rising oil
prices should support growth and asset prices and
currencies in several EMs most notably Russia, Mexico,
and Brazil, as well as oil producing countries in the
Middle East, Africa and Latin America.
Seasonality in EM FX: With the crisis abating since last
summer the impact of the pandemic on EM currencies
has become smaller, in the process opening for other
factors such as seasonality to have a greater bearing on
market movements. In September, for example, 100%
of the usual patterns repeated themselves. Patterns in
the beginning of the past 5 years have been a bit
diverse, but CNY, IDR and BRL tend to strengthen and
are worth keeping an eye on.
We hope you find the report useful and thought
provocative.

Per Hammarlund
Chief EM Strategist

Overview: EM assets from weakness to strength

Asset prices in EM have further room to rise. Currency
valuations are in many cases just coming off multi-year
lows. While bond yields are low, spreads to developed
markets (DM) are relatively wide. When vaccines start to
be distributed and global growth recovers, EM currencies
and bonds look set to benefit in an environment with low
DM interest rates and plenty of central bank stimulus.

The year 2020 will go down in history as an annus
horribilis for the global economy and no less so for
Emerging Markets (EM). However, record net inflows of
portfolio investment to the EM economies in November
—after the election of Joe Biden as the next US
president and news about the efficacy of future
vaccines—are signs of what to expect especially in the
first half of 2021. While capital flows tailed off towards
the end of the month as a result of a growing second
wave of COVID-19 infections, we believe flows will
resume and that asset prices in EM have further room
to rise. Currency valuations are in many cases just
coming off multi-year lows. While bond yields are low,
spreads to developed markets (DM) are relatively
wide. Several vaccines are near approval and when
they become widely available, travel will resume,
boosting employment especially in the service sectors,
which in turn will lift household consumption, growth
and risk appetite. Lose monetary policy conditions in
both DM and EM suggest that global liquidity will be
ample. With yields in DM suppressed by central banks,
some of that liquidity will end up in EM in search for
higher returns. Nevertheless, all EM economies will not
benefit equally.

2021 should be a good
year for discerning EM
investors

When the vaccines become available, we expect the
higher-beta currencies and bonds in for example
Turkey, India and Brazil to outperform other EM
temporarily. However, as the recovery gathers
momentum in the second half of 2021, countries with
stronger credit fundamentals such as Poland, South

Korea, and the Philippines should start to catch up.
China together with the US is key to the outlook. China
is leading the recovery and unless it experiences an
unexpected large second wave of infections, the RMB
will appreciate against the USD. Russia with low public
debt is also in a good position to benefit from rising oil
prices and stronger risk appetite. Yet, investors are
likely waiting for signs of what approach Presidentelect Joe Biden will adopt before rushing headlong into
the RUB and the OFZ market.

Another important factor, besides continued growth in
China and the distribution of vaccines, for an EM rally to
take place is a weaker USD. A depreciating USD implies
greater debt affordability for the EM economies that
have borrowed in USD. A weaker USD usually also
benefit commodity-producing EM countries. Our outlook
for the USD involves a substantial weakening in 2021,
when we expect EUR/USD to move up to 1.25. A soft
USD and relatively high EM spreads should be
conducive of EM carry trade strategies, which have
generally performed disastrously in 2020. We expect
our EM FX index (19 EM currencies vs a basket of USD
40%; EUR 20%; JPY 15%; CHF 12.5%; and GBP
12.5%) to strengthen by a few percent before
stabilising over a period potentially lasting 1–2 years
as growth and monetary policy in EM normalise. It
would be similar to the development we saw between
January 2016 and April 2018 after China’s 2015
growth scare. We do not expect a long and sharp rally
like the ones between 2004 and 2008 or 2009 and
2010. In any case, relatively stable EM FX rates should
be supportive of carry trade strategies.
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Overview: EM assets from weakness to strength
Key risks to our generally “bullish” EM outlook
include rising debt in the EM sphere, a trend that has
been amplified by large budget deficits during the
pandemic. In the near term, the countries that are most
at risk are the ones with the lowest incomes per capita.
An initiative by G20, the Debt Service Suspension
Initiative (DSSI), and emergency funding and debt relief
provided by the IMF cover some 50–60 of the poorest
and most indebted economies through the end of June
2021. If the initiatives are not extended, there is a risk
of a reduction in investor risk appetite which could spill
over into richer EM debt markets. In addition, countries
such as Brazil, South Africa, Turkey and India have seen
debt burdens rise sharply, partly as a result of lower
GDP and revenue but also as a result of larger debts in
absolute terms. If inflation and global interest rates rise
earlier, i.e., already in H2 2021, than we anticipate,
leading to higher debt servicing costs exacerbated by a
strengthening USD, EM debt markets more broadly
would come under pressure. Increasing expectations of
tighter US monetary policy and higher US interest rate
in particular could trigger a “taper tantrum” like the one
in May 2013. We have a very benign inflation outlook
for both EM and DM, which is fundamental for our
overall EM outlook.
Portfolio investment flows reached a record level in
November after record outflows in March this year. The
EM economies noted record-sized capital outflows in
the form of portfolio investments in bond and stock
markets when the pandemic broke out. The situation
reversed sharply in November after the US presidential
election and news breaking about vaccines being
developed. The prospect of highly effective vaccines
being distributed already from the middle December
raises the possibility that growth may return earlier and
stronger than previously expected.

In addition, with Joe Biden as president, international
cooperation in trade should improve. Biden is unlikely to
be soft in negotiations on trade and industrial policies
with other countries. However, the negotiating climate
should improve with less threats of prohibitive trade
tariffs being issued via Twitter. A more rules-based
trading regime should be supportive for the often highly
trade-dependent EM economies. A sign that concerns
about EM debt still linger is that most of the portfolio
investment inflows in November went into equities, not
bonds. This leaves room for EM debt to outperform in
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2021, especially in countries with stronger credit
fundamentals, such as Russia, Poland and South Korea.
Like richer countries, the EM economies have begun
to recover after sharp GDP declines during the second
quarter of 2020. There are nevertheless major
differences between countries. Among the worst
affected are Peru and India, where GDP fell by 30.2
and 23.9% year-on-year respectively, but Argentina,
Mexico, South Africa, Malaysia and the Philippines also
reported declines of 15–20%. At the other end of the
scale is China, which was in a class by itself with a yearon-year growth rate of 3.2% in Q2. However, in Q3,
China was outdone by Turkey which expanded by 6.7%
y/y. South Korea (-1.1% y/y in Q3) and Taiwan (3.9%
in Q3) are showing signs of strength, while Malaysia,
Russia, and Poland have also managed relatively well,
with declines in the low single digits in Q3.
GDP growth, BRIC countries and EM sphere
Year-on-year percentage change
2019 2020 2021 2022
China

6.1

2.0

8.0

5.6

India

4.9

-8.0

7.6

10.9

Brazil

1.1

-5.0

3.0

2.5

Russia

1.3

-4.0

3.5

2.5

Emerging markets, total

3.8

-2.8

6.0

5.3

Source: IMF, SEB

A combination of three factors explains most of the
differences: 1) the extent of the spread of the virus, 2)
the degree of dependence on exports and foreign
tourism, as well as the composition of a country’s
exports and 3) the scale of fiscal stimulus measures. In
general, economies like China, South Korea and Taiwan
that quickly imposed tough restrictions have recovered
more quickly. Also relatively closed EM economies that
have been able to replace imports with domestic
production and countries that launched major fiscal
stimulus programmes have managed better. There are
also signs that economies with significant exports of
computer and other IT equipment – for example South
Korea and Taiwan − have experienced smaller
downturns.

GDP figures for Q3 in the EM countries that we follow
show a sharp rebound in activity. PMIs in EM point to
continued growth, but the momentum appears to have

Overview: EM assets from weakness to strength
slowed in Q4. Compared to our Nordic Outlook in
November, we have raised our EM GDP forecast for
2020 to -2.8% from -3.3%. The biggest reason for this
revision is that we raised our forecast for India, as well
as for Russia and Brazil due to stronger than expected
growth in Q3 and in the beginning of Q4. Also
contributing to the revision is a sharply higher forecast
for Turkey.
Cautious stimulus in China. One crucial difference
between the 2008 financial crisis and the current
COVID-19 crisis is China’s caution. Beijing launched a
programme totalling about 13% of GDP in late 2008,
mainly focusing on infrastructure investments. It led to
rapidly rising commodity prices. In early 2011, these
prices were more than 20% higher than at their peak
before the financial crisis, which benefited commodityproducing EM economies. Combined with a large influx
of capital to the EM sphere due to the Fed’s introduction
of quantitative easing (QE), China’s stimulus policy had
a strong impact on growth via international trade. This
time around, China has abstained from similar
measures out of concern about increased debt and in
order to avoid driving speculative price bubbles in the
real estate and stock markets.
Commodity prices have recovered their entire spring
decline, according to the Commodity Research Bureau’s
(CRB) index, but they remain almost 30% below their
2011 peak. We expect commodity prices to continue
rising gradually, but with certain differences between
product categories. Oil and other energy prices have
not rebounded to the levels prevailing at the end of
2019. We expect oil prices to remain relatively stable
in the near term, since the current agreement between
OPEC and Russia will create a balance between limited
production and weak demand growth. As the global
economy and demand recover, oil prices will inevitably
climb to an average of USD 55/barrel in 2021 and USD
65 in 2022. Risks for oil prices are skewed to the
upside.

Base metal prices fell sharply starting in mid-January,
when it became clear that the Chinese economy, which
accounts for about half of global demand, would
decelerate. Since then a recovery has begun, led by iron
ore prices but also copper and nickel. Higher metal
prices will benefit economies like India, South Korea,
Russia, Brazil, Ukraine, Vietnam and South Africa.
Agricultural and food prices have been less affected by

the pandemic but should see a rising trend in 2021 due
to COVID-related disruptions and less favourable
weather conditions so far, especially in the US. Overall,
the recovery in commodity prices will have a positive
effect on investment plans and economic activity in EM,
but in the absence of major stimulus measures in China
such effects will be comparatively small compared to
the recovery after the financial crisis and after China’s
growth scare in 2015.
Inflation in EM countries is showing a mixed picture.
Nevertheless, on aggregate they remain at a
historically low leve. In Asia it is generally below official
inflation targets, except for India – where the October
rate of 7.6% was above the 6.0% maximum in the
central bank’s target range. In Central and Eastern
Europe, inflation has climbed in recent months and is at
or just above-target, except in Turkey where inflation
of 14.0% is far above target. In Latin America, too,
inflation has climbed after an initial decline when the
pandemic broke out, but it remains near target. While
inflation in Brazil remains close to the 4.0% target, the
sharp rise in October and November bears keeping an
eye on. Weaker EM currencies have generally been a
major driver of higher inflation. Low capacity utilisation
and negative output gaps will help keep EM inflation
stable at a historically low level in 2021, after which it
will climb a bit in 2022.

Central banks under political pressure. Most EM
economies have eased monetary policy. We believe
there is now very little room for further easing. A few
central banks, including those in Russia, India, and
Mexico, will probably cut their key rates before yearend, but otherwise most key rates are likely to remain
unchanged during 2021 and then be hiked gradually in
2022 as the recovery gains momentum and inflation
rises. One notable exception is Turkey which probably
will have to hike again on December 24. One risk is that
EM central banks will wait too long to tighten monetary
policy in order to help sustain the recovery. In part, this
may be a consequence of pressure to enable
governments borrow more to provide stimulus
measures during the pandemic. Further ahead, this may
lead some central banks to lose control of price
increases. Central banks in countries with high or
sharply rising government debts − such as Brazil, South
Africa, Mexico and India – run an especially great risk
of losing credibility in their fight against inflation.
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China

Defaults amidst tightening financial conditions

A string of bond defaults by Chinese
state-linked firms rocked investor
confidence in November, clouding the
outlook for new bond issuance. Even so,
we expect the PBoC to keep policy rates
unchanged for a prolonged period,
supporting a gradual broadening of
China’s ongoing economic recovery. As
financial conditions tighten alongside
higher growth rates, more cracks in the
credit market will appear. If investors
were to interpret recent events as a
withdrawal of implicit government
guarantees, more defaults from statelinked issuers would be inevitable.
Corporate bond defaults will likely rise in
H1 2021. Even with liquidity provisions,
bond yields are unlikely to decline
substantially in the coming months

A string of bond defaults by Chinese state-linked firms
rocked investor confidence in November. On the face of
it, missed payments on a corporate bond worth CNY 1
billion (USD 152 million) should not be large enough to
send tremors across the second largest bond market in
the world. Yet, the default by Yongcheng Coal &
Electricity was not only unexpected but also by a statelinked entity. Yongcheng Coal is a subsidiary of Henan
Energy & Chemical Industry Group which is a stateowned enterprise (SOE). Prior to the credit event on
November 10, only a handful of defaults by SOEs had
occurred in 2020, maintaining a trend from 2019. Yet,
a few days later, high-profile memory chip
manufacturer Tsinghua Unigroup also missed a
payment on a CNY 1.3 billion bond. Unigroup is a
subsidiary of the prestigious Tsinghua University, an
entity under the Ministry of Education. Soon after,
Brilliance Auto Group, the Chinese SOE partner of BMW
also defaulted. Investors have long considered such
firms as safe because of their implicit government
backing. The consecutive defaults by previously
immune issuers indicate that blanket protection by the
government can no longer be taken for granted.
Recent rise in onshore bond defaults

Source: Bloomberg, SEB
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A wrench in Chinese bond issuance

Cracks in credit market to appear

Recent credit events have thrown a wrench in Chinese
new bond issuance. As of November 24, at least 20
Chinese entities had suspended plans to issue new debt
since November 10. Onshore bond issuance has surged
in the last five years, with almost CNY 50 trillion of new
bonds issued year to date. At the end of 2019, the
onshore bond market was equivalent to 100% of
China’s GDP. Most bonds are officially classified as
issued by non-government entities. In reality however,
the public sector dominates the market with issuances
by state-linked debtors. Chinese commercial banks hold
the lion’s share of bonds, owning almost 70% of
outstanding bonds. Despite the massive portfolio
inflows into the debt market, foreign investors held
around 3% of outstanding bonds by end-2019.

As financial conditions tighten, additional cracks in the
credit market will appear. The tightening prior to the
Yongcheng Coal credit event reflects policymakers’
concerns over increasing already excessive leverage in
place. While the goal of avoiding past policy mistakes is
wise, it will likely dampen economic growth in 2021.
Sustained tightness in financial conditions led to slower
growth momentum in 2012 and 2014. Moreover,
tighter financial conditions will expose risks
surrounding weak debtors; risks that will lead investors
and creditors to reassess the prices at which they are
willing to lend. If investors interpret the credit events in
November as a result of a decision by the government
to withdraw implicit guarantees, rolling over debt will
become more costly and, inevitably, lead to more
defaults by state-linked issuers.

Onshore Bond issuance remains strong

Source: Bloomberg, SEB

Despite the risk of rising defaults, we expect the central
bank to keep policy rates unchanged for a prolonged
period focusing on allowing the economic recovery to
broaden. Since May, the People’s Bank of China (PBoC)
has maintained a steady hand on policy interest rates.
Indeed, the central bank’s reluctance to cut interest
rates has pushed up interbank rates from the lows of
around 1.30% in April towards the PBoC’s 7-day
reverse repo rate currently at 2.20%. As a result,
financial conditions have tightened from the combined
effects of lower credit intensity (measured by new
credit as a share of GDP) and higher cost of credit
(measured by real interest rates). The defaults in
November led to a spike in interbank rates to around
3.30%. This surge prompted the PBoC to provide the
market with daily cash injections, pushing down
interbank rates. The liquidity provisions are helping to
cap the selloff in the corporate bond market that spilled
over from government debt.

We believe that the defaults indicate Beijing’s comfort
regarding the trajectory of the recovery. The
deleveraging drive had been delayed by the trade war
and the pandemic. With the economic recovery
broadening, policymakers are increasingly confident
that they can impose market discipline. Without the
cushion of implicit guarantees, the exit of weak firms
should intensify. Defaults can pave the way for the
long-awaited SOE reform. On November 21, China’s top
financial regulators vowed a “zero tolerance” approach
to violations in the bond market. Officials said that
“cyclical, institutional and behavioral factors” have led
to the rise in defaults. A few days before Unigroup
missed its payments, it pledged about USD1.4 billion of
assets to Bank of Beijing for a CNY 10 billion credit line.
Unigroup reportedly did not receive any fresh loans
leading to allegations of malicious transfer of assets.

Corporate bond defaults to rise
Bonds coming due are set to increase in March and
April, and so likely will defaults. According to a
Bloomberg estimate, at least 83 Chinese companies
face repayment pressure through end-2021 on
outstanding bonds totaling USD 51.7 billion. In the near
term, the market is looking at 17 coal mining companies
with debt due before the end of 2020. Against this
backdrop, we expect the central bank to maintain its
prudent approach to policy with liquidity injections
even as policy rates are held steady. Yet, this drip feed
approach is unlikely to lower bond yields substantially
in the coming months, in our view.
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US post-elections

Less confrontational but no return to pre-Trump world

President-elect Joe Biden will change US Will Congress block the domestic agenda?
Domestically, the scope for Biden to deliver on his
policy priorities both domestically and
election promises will be decided by two run-off
globally. The new administration will
Senate elections in Georgia on January 5. The main
embrace a green agenda and strive to
scenario is a continued small Republican majority,
rebuild relations with traditional allies.
which may stop large parts of Biden’s economic policy
Meanwhile, plans for a massive increase
initiatives. Biden’s planned tax hikes (3.8–4.0tn USD
over 10 years) will most certainly be blocked to a
of fiscal stimulus spending to help the
great extent. Republicans will instead demand a
economy get through the Covid-19
continuation of some of the tax cuts in the 2017 tax
pandemic have raised hopes of more
reform that would otherwise expire. Lower revenues
support to the global economy. However, will hamper Biden’s efforts to increase spending on
a return to a pre-Trump world for global
welfare and more climate neutral, or green
trade is unlikely. Underlying tensions over infrastructure investments in line with his “Build Back
Better” plan (USD 2tn over 4 years), especially if fiscal
trade and industrial policy between the
hawks regain the upper hand in the Republican party
US and Europe and China will not
after Trump. The risk of an even more polarized
disappear. On the fiscal front, lack of
political landscape in the wake of the fight over US
support from Congress may increase
elections results is an uncertain factor. Still, our view is
that it should be possible to form a consensus on at
pressure on the Fed to do more instead,
least parts of the infrastructure investments (where
keeping rates low for longer.

Republicans have also put forward their own plans)
and measures such as support for electrifying US made
cars.
The news about several highly effective vaccines has
strengthened the economic outlook for the coming
years. However, in the short-term the rapid spread of
Covid-19 infections is a downside risk. New restrictions
and more cautious households mean that we expect a
temporary decline in GDP around the turn of the year,
even if it will be significantly smaller than in the spring
and smaller than what many European countries will
experience. Our forecast in the November Nordic
Outlook was a 3% AR decline in Q4 GDP and a belowconsensus GDP fall of 4% in 2020 followed by growth
of 3.6% and 3.8% in 2021 and 2022. Resilient hard
data for October and still solid business sentiment
(PMI) in November is an upside risk to the near-term
forecast but the weakness may be more visible in Q1
GDP. The need for another fiscal package has not been
removed.
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Theme: US post-elections
W-shaped or K-shaped recovery?
Stimulus negotiations are complicated by the uneven
nature of the pandemic crisis. Low rates and strong
fiscal support last spring have boosted household
savings and held up consumer demand. Interest
sensitive sectors such as the housing market and
durable goods sales have also continued to recover
even in the absence of new fiscal support. However,
small businesses and unemployed within the services
sector that are most exposed to the pandemic are
coming under increasing pressure. Our main scenario is
a package of 1tn USD (around 5% of GDP). The
outcome of the Georgia elections will be decisive for
the size of the measures, with upside risks in the less
likely scenario that Democrats manage to win both
seats and gain control of the Senate too. There is a
chance small measures may be passed already in
connection with the December 11 budget deadline if
parties believe that it may strengthen their positions
ahead of the Georgia elections. There is also a risk of a
prolonged deadlock in a divided Congress.
Fed may have to contribute more
FOMC minutes from the November 4–5 meeting
showed that the Fed is giving up hopes for significant
fiscal support while several members were skeptical
about adding more stimulus with long-term yields
already low. Our main scenario is that the Fed
lengthens the maturity of its bond purchases in
December while the scope for increasing the size of
purchases is more uncertain. We expect the Fed to
continue its asset purchases well into 2022, which will
help offset upward pressure from increased Treasury
issuance. If Congress does not deliver, the Fed is likely
to step up asset purchases to help speed up the
recovery, while short rates will be kept low for longer.

More stable and predictable global policies
On the global arena, Biden will strive for a reset after
four disruptive years with President Trump. Among the
first decisions will be to reenter the Paris Climate
Agreement, stay in the WHO and to reach out to
traditional allies in the EU, North America and Asia.
There are likely to be significant changes when it comes
to the tone and predictability in international relations.
US criticism against the WTO and its dispute settlement
system precedes Trump. Still, we expect Biden to allow
the appointment of new judges to the Appellate Body
and a new General Director. What other concrete
changes the new administration will deliver on for
instance trade policy is more uncertain.
Biden has been critical of the Trump trade wars. He has
said that he will review the tariffs, which include the
section 232 tariffs and quotas on steel and aluminum
and the section 301 tariffs against China, but he has not
promised to remove them. The trade war has been
negative overall for the US economy, which is reflected
in weak US business investments since the start of the
trade wars in 2018. The weak rationale for the steel
tariffs – national security – against US allies would
make these a logical starting point. However,
protectionism is now strong within both parties in
Congress. Biden partly secured his win with support

from the same blue-collar constituencies in the rust belt
that gave Trump his victory in 2016. His election
campaign was heavy on protectionist rhetoric on
industrial policy, “buy and made in the US” and union
support.

Biden has said he wants to work together with allies on
China rather than through unilateral measures. But
tensions around security issues and technological
competition will remain. Political views on China have
hardened since the Obama administration, partly due to
policy changes in China under President Xi Jinping. Like
Trump, Biden promised in his election campaign to fight
unfair trade practices and curb “theft of American IP by
countries like China”. Campaign rhetoric differs from
reality, but a reset in the relations to how it was before
Trump is unlikely. How the new administration will
handle existing tariffs on over USD 350bn worth of
Chinese imports and the Phase 1 trade deal is still
unclear. The pressure campaign during the Trump
administration has been popular and has yielded some
results. China’s purchase commitments are a diversion
from the key problems in the relation. Still, Biden may
be reluctant to back away from the deal until the new
administration can present meaningful progress in
other areas and to avoid the appearance of being “soft
on China". The tariffs may also still be useful in the next,
more difficult phase of negotiations concerning issues
like the involvement of the Chinese state in the
economy. China is lagging on the purchase targets, but
Trump has abstained from tearing up the deal, which
should enable Biden to take over the process.
New major trade deals distant
In the election campaign Biden, somewhat cryptically,
said that he would not negotiate new trade deals
before investing in American competitiveness at home.
The new Asian-Pacific trade deal RCEP highlights the
costs of US isolationism and the decision to abandon
the Trans-Pacific Partnership (TPP) deal (now CPTPP).
However, Democrat’s claim that the US should include
conditions on worker rights and the environment in
future trade deals, similar to the clauses that
Democrats succeeded in adding to the US-MexicoCanada deal (USMCA), will make this more difficult.
Like the EU, the Biden campaign has proposed imposing
carbon border taxes, or adjustment fees, but this would
be a protectionist measure if Congress blocks domestic
carbon fees. More narrow and bilateral deals may be
more feasible than renegotiating the TPP (or the
European TTIP).
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EUR rates

Ultra-loose monetary policy to support hunt for yield

We expect the ECB to expand its
Pandemic Emergency Purchase
Programme (PEPP) by EUR 500bn and 6months until the end of 2021. The ECB is
also likely to introduce a series of new
TLTROs with more attractive terms,
making sure that banks do not begin to
pay back TLTROs prematurely. Ample
liquidity conditions in the euro area and
low yields in the US will help spur capital
flows to EM assets as the distribution of a
vaccine draws closer, the global economy
recovers, and risk appetite returns.

Monetary policy to remain ultra loose
Pandemic-related headwinds for growth and inflation
prospects will plague the outlook for the ECB and EUR
rates for months to come. Since the start of the
pandemic, the ECB has been urging governments to
deploy more fiscal stimulus in order to support the
revival of the ailing euro area economy. With policy
rates already deeply negative, bond yields at ultra-low
levels and markets awash with liquidity, the ECB is
nearing the limits of what monetary policy alone can
achieve. Going into 2021, the ECB’s main contribution
to the recovery will be to facilitate favourable financial
conditions, promote credit growth to corporates and
households, and secure low financing costs for
governments faced with large borrowing needs in their
pursuit of expansionary fiscal policies.

ECB to secure ample liquidity
At its October meeting, the ECB maintained its policy
unchanged and promised to recalibrate its policy tools
at its 10 December meeting. While the ECB has
emphasized that policy rates can be reduced further,
increasing asset purchases and introducing new
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Targeted Longer-Term Refinancing Operations
(TLTROs) to support euro-area credit growth are more
likely next steps. We expect the ECB to announce an
expansion of its Pandemic Emergency Purchase
Programme (PEPP) by EUR 500bn and 6-months until
the end of 2021. We also expect the ECB to introduce a
series of new TLTROs, likely with more attractive
terms, making sure that banks do not begin to pay back
TLTROs prematurely. Altogether, liquidity conditions
are set to remain ample in 2021.

Long government bond yields in the euro area have
fluctuated wildly over the past 12 months with the
German 10y yield trading in a range between -0.91%
and -0.14% since the summer of 2019. While another
deposit rate cut cannot be ruled out, our main scenario
is that the ECB maintains the deposit rate at its current
level of -0.50%. In the coming months, the main drivers
of the German 10y yield will be potential changes in
deposit rate expectations and general risk appetite,
which in turn will depend on the development of the
Covid-19 pandemic. Intra-euro spreads have tightened
after an initial widening at the early stages of the
pandemic. Greece and Italy’s 10y government bond
yields — the two highest among the euro countries —
are trading at record lows a tad above 0.60% as a
result of the ECB’s successful asset purchase programs.

German 10y yield to remain near ECB’s
deposit rate in H1 2021
Our main scenario for 2021 is a successful US reflation
that will put upside pressure on long US yields over
time. In the next 3–6 months, however, economic
headwinds will remain substantial, especially in the
euro area and to a lesser degree in the US. While
additional US fiscal stimulus measures will increase the
government’s borrowing need, the Fed is expected to
keep a lid on long yields. Only when the pandemic is
under control and the economy on a clear recovery
path can the Fed allow yields to rise more. This will
likely take time, which means that over the coming 3–6
months upward pressure in US yields is expected to be
only modest with an eventual rise in US yields likely to
be associated with a widening of the US vs. German
spread.
We expect the German 10y yield to fluctuate in a range
between -0.60% and -0.40% in H1 2021. Our main
scenario assumes that restrictions and lockdowns of
varying degrees will remain in place at least throughout
H1 2021 and possibly longer. Positive surprises on
curbing the pandemic constitute an upside risks to our
forecast, but considering the underlying growth and
inflation outlook in the euro area, and the need for ultraexpansionary monetary policy for some time to come, a
substantial increase in euro area long yields in H1
appears unlikely.

Emerging Markets Explorer December 2020 — 13

Theme:

Oil

Oil prices to rise when pandemic gets under control

A young and growing global population
will help drive oil prices higher when
Covid-19 vaccines free pent-up demand
and release the OECD countries from
their pandemic-related straitjackets.
Rising oil prices should support growth
and asset prices and currencies in several
EMs most notably Russia, Mexico, and
Brazil, as well as oil producing countries
in the Middle East, Africa and Latin
America. We expect Brent crude to
average $43/bl in 2020 (Q1: $51/bl, Q2:
$33/bl, Q3: $43/bl, Q4: $44/bl) and
$55/bl in 2021.

Population growth drives oil demand
The front-month Brent crude oil price has at the time of
writing reached USD 49/bl which is the highest level
since March 6 this year when the Saudi-Russia price war
broke out. The price war exacerbated the fall in oil prices
due to lower demand resulting from the Covid-19
pandemic. The oil price rally in November 2020 has
been driven by two key elements: 1) news of viable
vaccines to deal with the pandemic; and 2) confidence
that OPEC+ will roll current production cuts of close to
8m bl/d from Q4 2020 to Q1 2021 rather than to
increase production as planned by 1.9m bl/d in January.
Also underpinning the recent rally is an increasing
understanding that global oil demand growth keeps on
growing in the parts of the global economy where it
normally grows these days, namely Emerging Markets,
non-OECD, China, and India. This is typically the younger
part of the global population.
A key feature of Covid-19 is that the severity of the
disease is exceptionally and unusually linked to age. The
typical assessment is that the base risk of dying at a
given age doubles if you are infected by Covid-19. If you
are young, the base risk still doubles but in total it is still
almost insignificant. However, if you are 85 years old,
the base risk is typically 10% or higher and then the
doubling matters a lot.
In Nigeria for example the average age is 18 years in a
population of 208 million people or 2/3 of the US. The
officially reported number of Covid-19 induced deaths in
Nigeria is only 6 per 1 million inhabitants and oil demand
in Nigeria usually grows by some 5-10% per year.
If we sum up the population in countries with less than
200 deaths per 1 million inhabitants, we end up with
roughly 5.7bn people, or almost 80% of the global
population. If we look at the average global oil demand
growth in these countries, we typically see that they
have contributed roughly 80% of global oil demand
growth over the past three years.
So, the young population of the world is driving oil
demand growth, and where they live, problems
stemming from the Covid-19 pandemic are the least
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pressing. Therefore, oil demand from Asia still is
surprisingly robust, although China, which is not so
young (average 38 years), has managed to deal with
the virus in other ways.
Most people live in countries with low mortality

Oil demand is most damaged in the older and richer part
of the world. In the OECD, in Europe and in the US. But
this is also probably where vaccines will be rolled out
the quickest and thus restore oil demand back towards
more normal levels.
There have been many statements that peak oil
demand now is behind us. We do not think so at all.
Global demand growth for gasoline over the past 4
years has been around 450 thousand bl/d per year,
constituting roughly 30% of global oil product demand
with diesel, fuel and petrochemicals making up the rest.
In order to push gasoline demand growth alone down to
zero, one would need to sell 20 million EVs of 80 million
cars sold per year. Today, sales of EVs only amount to 2
million per year. Growing rapidly yes, but not yet there
by quite a few years. And EVs will only take care of 1/3
of global oil demand growth.
There has always been a lot of focus on GDP growth
and oil demand growth. But if we take a few steps back
and look at it in very rough terms, we see that global oil
demand growth = population growth. Period. Nothing
more to it than that. There is almost a one-to-one
relationship between global population growth and oil
demand growth since the early 1970s.

The “green shift” is not yet large enough
If the green shift now had started to impact global oil
demand growth, we should have seen an increasing
divergence between global population growth and oil
demand growth with demand lagging behind population
growth. Over the last 3-4 years however we have
observed quite the opposite. Global oil demand growth
has instead been faster than global population growth.
We are not quite sure why, but we suspect that it is
because non-OECD (plus China), where global oil
demand today takes place, now accounts for a larger
share of global oil demand than the OECD region
(excluding China).
What we can say though is that there are no signs of
weakness in global oil demand growth as a result of the
“green shift” over the past 3–4 years versus global
population growth. We have indeed observed the

opposite. In addition, the world population continuous
to grow by 1.1% per year. So, between 2019 and
2022, the global population will have grown by 255
million people. They all want oil. Add the fact that oil
consumption per capita per year in the world has
stayed almost constant at about 5bl since the 1970s,
we get the following calculation: 255 * 5 / 365 = 3.5 m
bl/d in added global oil demand.
Despite the Covid-19 pandemic, the global population
continues to grow virtually unhindered and, thus, so
does underlying global oil demand (for now). Our view
is that we are increasingly building up unreleased
demand for oil. Or rather, oil demand continues to grow
exactly in the regions where it typically grows (nonOECD and China), while it has fallen in the OECD. Thus,
once Covid-19 vaccines free the OECD countries from
their current Covid-19 straitjackets, oil demand will
bounce back towards normal, and we will experience
the release of pent-up demand from the rest of the
world.

In sum, we expect global oil demand to bounce back
in 2021 from the trough in 2020 and back up to the
2019 level and then beyond. OPEC+ will exit
production cuts while oil prices shoot above the 50year average price of USD 59/bl (real 2019 prices).
This is not to say that the “green shift” is not coming. It
is indeed. The main point is that THIS is not the “green
shift”. The current reduction in demand is a result of the
Covid-19 pandemic. Yet, when the green shift grows in
magnitude to a degree where it dominates and drives
global oil demand growth first to zero and then into
decline, then it will look exactly like the price
environment for fossil fuels that we have seen in parts
of 2020. However, we are not there yet, and we easily
confuse and mix the two. What we can say for sure is
that the Biden victory will accelerate the green shift.
In the near term, the market is pricing in that vaccines
now are coming to the rescue of the world and that
OPEC+ will hold current cuts also in Q1-21. Both are
taken for granted though none of them are 100%
certain. Disappointments for one or both of these issues
would give the oil market a cold shower.

Oil price forecast
We expect Brent crude to average $43/bl in 2020 (Q1:
$51/bl, Q2: $33/bl, Q3: $43/bl, Q4: $44/bl) and $55/bl
in 2021.
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Tends to be a strong factor around the turn of a year

Seasonality was not a major factor in EM
FX markets this spring with the Covid-19
pandemic instead taking centre stage.
However, with the crisis abating since
summer the impact of the pandemic on
EM currencies has become smaller, in the
process opening for other factors such as
seasonality to have a greater bearing on
EM FX movements. In September, for
example, 100% of the usual patterns
repeated themselves. At the end of the
year, noteworthy traditional patterns are
PLN strength and TRY weakness.
Patterns in the beginning of the past 5
years have been more diverse, but CNY,
IDR and BRL tend to strengthen and are
worth keeping an eye on.

Seasonality was not a major factor in EM FX markets
this spring with the Covid-19 pandemic instead taking
centre stage. However, with somewhat less focus on
the immediate crisis and less correctional behaviour
from early reactions there was a chance that
seasonality would have a greater bearing on EM
currencies in September through November.
Looking at EM FX seasonality during the autumn,
seasonality played a much bigger role than during the
crisis-driven market movements in the spring. In the
month of September, only six EM crosses have shown
seasonal patterns the past five years (defined as
moving in the same direction four out of those five
years), but all those currency pairs moved in line with
their seasonal pattern this year. Furthermore, the
moves were quite substantial averaging 2.6%, which
is the largest average since 2015.
The currency pairs usually showing seasonality in
October also did so this year. Out of the ten currency
pairs showing seasonality, nine moved in line with
their pattern (only BRLZAR deviated by heading
lower). Just as in September, the average move was
the largest since 2015.
In November (cut-off day 27 November), as many as
20 EM currency pairs have shown seasonal patterns
the past five year. As only 50% of these headed the
way their patterns indicated this year one might
conclude that seasonality did not work well this
November. However, it worked for most EM
currencies except the BRL, the most frequent short
currency (showing up in eight of the twenty pairs),
which strengthened sharply instead of weakening.
Omitting the currency pairs with BRL leaves a success
rate of 75%, which is not as good as in September and
October but still showing that, despite a very large
positive market sentiment surge, most EM currencies
followed past patterns.
On the next page we discuss the seasonal patterns in
December and January.
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December: Strong PLN vs weak TRY
There are as many as 19 EM currency pairs which
exhibit seasonal patterns in December. Among them
there are three pairs that have headed in the same
direction the past five years, with the PLN
strengthening versus the USD, EUR and PHP. The EM
currencies most frequently showing up with a seasonal
pattern in December are PLN, which tends to
appreciate, and TRY, which tends to depreciate.
Besides these the INR and IDR tend to weaken versus
the EUR, while the MXN usually declines versus both
the PLN and BRL.

December currencies with seasonality
PLN
EUR
BRL
CNY
MXN
IDR
TRY
-10

-5

0

5

10

December (monthly changes, %)
PLNUSD PLNPHP PLNEUR PLNIDR PLNINR EURINR EURIDR PLNTRY EURTRY JPYTRY PLNCNY INRTRY PHPTRY IDRTRY USDTRY PLNMXN BRLMXN PLNJPY INRIDR
2015 2.9
2.3
0.2
2.9
2.5
2.3
2.7
3.0
3.0
2.5
4.5
0.7
0.8
0.2
0.1
6.5
1.3
0.6
0.3
2016 0.4
0.0
1.1
0.0
-0.5
-1.7
-2.0
2.9
1.8
0.4
1.2
3.3
3.0
2.7
2.5
1.2
4.7
2.6
0.1
2017 1.4
0.6
0.6
1.7
0.4
0.3
1.2
-1.8
-2.7
-3.1
0.0
-2.0
-2.4
-3.4
-3.2
6.8
4.2
1.6
1.1
2018 1.4
1.5
0.1
1.8
1.1
1.0
1.0
2.8
2.8
4.9
0.2
1.6
1.5
0.9
1.4
-2.4
-4.1
-2.2
0.4
2019 3.3
2.9
1.5
1.2
2.6
1.5
0.2
6.7
5.1
4.3
2.2
4.2
3.8
5.4
3.4
0.0
1.9
2.4
-1.2
5y avg chg 1.9
1.5
0.7
1.5
1.2
0.7
0.6
2.7
2.0
1.8
1.6
1.6
1.3
1.2
0.9
2.4
1.6
1.0
0.1
5y higher % 100% 100% 100% 80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%

January: TRY tends to begin the year as
weak as it ends the one before
In January we have identified 18 EM currency pairs
that show seasonal patterns. The distribution among
currencies is more spread out compared to December,
but the ones that most frequently are on the long side
are CNY, IDR and BRL while the ones most frequently
on the short side are TRY (as in December), INR, PHP
and KRW. Furthermore, there are as many as six
currency pairs showing a very robust pattern where
they have headed in the same direction for five straight
years.

January currencies with seasonality
CNY
IDR
BRL
JPY
EUR
USD
MXN
KRW
PHP
TRY
INR
-6
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January (monthly changes, %)
IDRTRY CNYPHP IDRPHP JPYINR IDRINR CNYINR CNYTRY MXNTRY IDRKRW CNYKRW EURKRW USDKRW JPYTRY USDPHP BRLTRY BRLPHP BRLINR EURINR
2016 2.6
0.4
1.8
2.0
2.5
1.2
0.0
-3.9
2.1
0.8
1.9
2.0
0.5
1.8
0.2
0.8
1.5
2.6
2017 8.1
1.4
1.2
2.5
0.7
0.8
8.1
6.2
-2.9
-2.9
-2.1
-3.8
10.4
0.4
10.1
3.2
2.7
1.4
2018 0.3
6.3
4.2
2.9
0.8
3.0
2.4
4.3
1.6
3.4
4.0
0.0
1.9
2.9
2.6
6.5
3.6
3.4
2019 1.0
2.1
2.2
2.5
4.8
4.6
0.3
0.3
2.8
2.8
0.6
0.2
-1.8
-0.7
3.9
5.9
8.3
2.0
2020 1.0
1.2
2.0
0.4
1.5
0.7
1.3
1.0
4.9
3.9
1.2
3.1
0.8
0.5
-5.8
-5.8
-6.0
-1.7
5y avg chg 2.6
2.3
2.3
2.1
2.1
2.0
2.4
1.6
1.7
1.6
1.1
0.3
2.3
1.0
2.2
2.1
2.0
1.5
5y higher % 100% 100% 100% 100% 100% 100% 80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%
80%

How to trade it
One way to trade the end and beginning of year
seasonal patters are by forming a basket for December
and switch to another in January. One such basket for
December would be to buy PLN vs USD, PHP, EUR and
IDR. This would provide an expected return of 1.4%
with a historical risk-adjusted return of 1.8. However,
the exposure is highly concentrated on PLN why a more
balanced basket, with a higher expected return of
1.8%, but lower risk-adjusted return of 1.1, would be to
buy PLN vs USD, IDR and TRY while also buying EUR vs
INR and TRY.

easier to construct a basket without an excessive
exposure concentration. One such basket combining
the currency pairs with the highest risk-adjusted return
the past five year is: buying IDR/INR, CNY/INR,
CNY/TRY and MXN/TRY. That basket has an expected
return of 1.7%, a risk-adjusted return of 2.1 and would
have produced winning trades each of the past five
years.

Trading the January seasonal pattern might be easier
given that more currencies show patterns and it is thus
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China

China

Fundamentals are supportive of the yuan. With the US Federal
Reserve likely to keep rates low for longer, rate differentials are in
favour of further yuan appreciation. Market discomfort with bond
defaults are keeping onshore rates elevated. This will keep the rate
differential wide in the coming months. Rate differentials of around
250bps suggest that USD/CNY will approach 6.40 by end-2021.
We acknowledge risks for an overshoot to 6.30, if conversion rates
among Chinese corporates rise suddenly.

Broadening recovery

China’s recovery is widening. Although the supply
side driven push may be past its peak, demand side
recovery is picking up pace. Yet, upcoming
regulatory changes to developers’ capital
structures may lead to lacklustre activity in 2021.
Also, bond defaults among state-linked entities will
keep onshore rates supported in H1.

Key indicators and forecasts
GDP

CPI
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6.66
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6.49

6.40
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US/CNY

Dec 21
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China’s recovery is on track. Growth has been improving since Q2
although the momentum of recovery is now easing. The supply side
recovery that led the charge in the early part of the recovery has
now peaked. Even so, GDP growth of at least 2.0% is assured for
2020. We expect a technical rebound of 8.0% in 2021, before it
eases towards trend growth in 2022.
Although household spending is still lagging the overall recovery,
consumption is gaining ground. Spending on discretionary items
improved in October. Meanwhile, catering and restaurant activity
finally increased for the first time in 10 months, boosted by the long
holidays in October. The latest Singles Day saw blockbuster sales
yet again, which could further boost retail sales in November.
However, new but manageable waves of infection in certain parts
of the country could delay the pace of normalization of private
spending.
While residential property sales maintained its strong expansion,
we are cautious of the sector in the coming year. Expectations of
regulatory tightening in property development may come as soon as
January 2021. The proposed three red lines with regard
developers’ capital structures will likely constrain construction
activity as several developers must raise cash to improve their
balance sheets. Since the proposal for the regulatory changes was
released in Q3, a number of developers have slashed their prices in
a bid to move property inventory. As such, monthly gains in new
home prices eased for the second consecutive month in October. If
this trend persists, the contribution to growth of the construction
sector may decline in 2021.
As policymakers become more confident of the pace of recovery,
we expect financial conditions to remain tight in 2021. This will
likely intensify corporate bond defaults, specifically in H1. Although
we expect the People’s Bank of China (PBoC) to keep its policy
rates on a prolonged hold, the uncertainties regarding which staterelated bonds will ultimately default will keep interbank rates
elevated. Thus, we expect the central bank to maintain its drip feed
approach with regard liquidity provision to cap gains in bond yields.
Further, the pressures in the corporate bond market will likely keep
government bond yields supported. With the recovery on track, we
expect the negative output gap to narrow, limiting the space to ease
interest rates even amidst rising defaults.

India

India

The INR continues to lag the rise in other EM Asia currencies with a
decline of 5.6% against the greenback ytd. We have been of the
view that the INR will eventually catch up and post gains against
the greenback with USD/INR approaching 69 by end-2021. As
domestic demand is likely to remain weak, we expect the trade
deficit to continue to improve. This should ultimately narrow the
shortfall in the current account. Meanwhile, equity flows continue to
increase with a year to date net inflow of USD14.9billion. Yet, bond
flows remain weak with year to date outflows of USD14.6 billion.
With improved risk sentiment benefitting EM Asian markets, we
expect the still light positioning in Indian bonds to provide support to
the rupee over the next year.

Slow recovery ahead

The weakest point in India’s growth is past. Growth
is picking up, but the persistently high daily new
COVID-19 cases will likely stall the recovery.
Despite an expected technical rebound in 2021,
output is unlikely to regain pre-pandemic levels
until 2022. Depressed domestic demand will lead
to continued improvement in the current account,
allowing INR to gain and catch up with the other EM
Asian currencies in 2021.

Key indicators and forecasts
2018
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2021

2022
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4.9
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-8.0

7.6

10.9

Target
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2022

4.0 (±2)

4.0
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4.0

4Q-20

1Q-21
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3Q-21

4Q-21

3.75

3.50

3.50

3.50

3.50
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2Q-21

3Q-21
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GDP

CPI

Next MPC Dec 1
Policy rate

USD/INR
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4.00

73.7

73.2

72.8

Economic recovery in India will be slow and uneven with GDP likely
to decline by 8% in 2020 before a technical rebound by 7.6% in
2021. After the record contraction of 23.9% y/y in Q2 (Q1 FY 21),
India’s GDP unexpectedly beat market expectations at -7.5% y/y in
Q3. Although the improvement across services and industry was a
broad-based in Q3, the underlying momentum remains soft. India’s
growth outlook will depend on how long the pandemic will suppress
domestic demand. With almost 9.4 million COVID-19 cases and
more than 137,000 deaths, India has the second highest caseload in
the world. Even so, the phased-in reopening is underway as the
government has shifted its focus to protecting incomes.
After trending lower for 5 weeks into end-October, new virus cases
are once again rising. This will stall the recovery in the first part of
the coming year. The services sector, which accounted for almost
54% of pre-pandemic output, continues to lag the recovery.
Meanwhile, the manufacturing and industrial sector is still struggling
from the lingering effects of the flight of local migrant workers
during the stringent lockdown. After pulling back from a peak of
23.5% in April, the space for further declines in unemployment in
the near term is limited. According to a survey conducted by local
think tank Centre for Monitoring Indian Economy (CMIE), job losses
are creeping up in the rural areas.
The fiscal policy response has been limited. So far, monetary policy
has done the heavy lifting. Yet, in light of elevated inflation, we
forecast limited easing in the coming months. We expect another
further 50bps cuts in the policy rate by Q1 2021. Meanwhile, the
Reserve Bank of India (RBI) maintains an active presence in the
secondary market for central and state government bonds in a bid
to limit premature tightening in financial conditions.
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Indonesia

The IDR has been the second worst performer in the Asian currency
suite. Despite broad dollar weakness, IDR is holding on to a 1.8%
loss year to date. After massive outflows in Q1, portfolio flows have
staged a modest return. Considering broad expectations of
continued dollar decline in 2021, portfolio flows improved in Q4.
Foreigners have bought a net USD2.6 billion of local currency bonds
quarter-to-date, narrowing the net outflows for the year. However,
they remain a net seller of domestic equities of USD0.5 billion in Q4
thus far. Overall, foreign positioning is still light and there is room for
the IDR to gain once flows into the EM space resume. Thus, we
expect USD/IDR to approach 13,600 by end-2021.

Sharper decline than
expected
Growth outlook in Indonesia remains grim. A
sharper contraction of 2.1% in 2020 will likely be
followed by a shallow recovery of 4.3% in 2021.
Uncontained virus outbreaks will continue to hinder
the recovery in domestic demand which will lead to
some permanent loss in incomes.

Key indicators and forecasts
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Indonesia’s growth has been hit by the pandemic more than we
initially expected. The 3.5% contraction in Q3 points to a slower
recovery than we had initially expected. Although domestic demand
and external trade are showing signs of improvement, the pace of
recovery is hampered by elevated virus case loads. Thus, we expect
GDP to decline by 2.1% in 2020, followed by a 4.3% rise in 2021.
Our base scenario foresees a shallower recovery in 2021
We expect some permanent losses in incomes on the back of
broadening job losses. The pandemic remains uncontained and
testing rates are still low. Even so, the government has avoided
strict lockdowns and daily mobility data show some progress
towards normalization.
Bank Indonesia (BI) has reduced its policy rate by 125bps so far
this year. The improvement in the outlook for the IDR opened the
space for the central bank to deliver a surprise interest rate cut to
3.75% in November. In the policy statement, BI reiterated its view
that the currency is still undervalued, suggesting that the central
bank will not stand in the way of further gains in the currency in the
near term. While the challenging growth outlook requires continued
monetary support, for now we are maintaining our forecast of a
prolonged hold in 2021. The risks to our view tilts towards for cuts
should the IDR strengthen faster than expected.

South Korea

South Korea

Although the KRW has been appreciating since July, it lags its North
Asian counterparts. Yet, the cyclical rotation in equities will likely
benefit Korean names. Along with a recovery in exports, we expect
this rotation to keep USD/KRW on a downward trend approaching
1,080 by end-2021.

Small contraction

South Korea’s economy has been gradually improving in H2 2020.
After two quarters of sequential contractions, GDP rose by 2.1%
q/q sa in Q3. The economic damage caused by the COVID-19
pandemic has not been as severe as we initially expected in South
Korea. Thus, we expect GDP growth to decline to -1.0% in 2020
before rising to 3.0% in 2021.

The damage to South Korea’s economy has not
been as severe as we had expected. While
moderate local outbreaks of COVID-19 infections
are slowing the pace of normalization, the export
recovery is providing a sufficient offset. Bank of
Korea will likely be on a prolonged hold until the
durability of recovery is ensured.

Key indicators and forecasts
2018

2019

Last

2020

2021

2022

2.9

2.0

-1.1 Q3

-1.0

3.0

2.7

Target

2018

2019

Last

2020

2021

2022

2.0

1.5

0.4

0.6 Nov

0.5

1.0

1.2

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

0.50

0.50

0.50

0.50

0.50

0.50

Dec 1

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

1,105

1,104

1,103

1,095

1,088

1,080

GDP

CPI

Next MPC Dec 1
Policy rate

USD/KRW

Jan 15

The country is now dealing with its third wave of COVID-19
infections, which has stalled the pace of normalization. Indeed,
mobility indicators in retail and recreation, transit stations and
workplaces have declined yet again after the government reimposed tighter social distancing restrictions. Private consumption
and personal incomes will inevitably weaken reflecting the pullback
in consumer confidence. Even so, the country’s response has been
lauded as one of the most effective in the region having kept the
fatality rate low.
A rebound in exports continues. External demand especially for ITrelated products is holding up, providing a substantial offset to the
resurgence of infections in the younger population. The
manufacturing PMI for November is pointing to further gains in new
export orders and business expectations. However, the increasing
spread of the virus in the US and Europe is raising uncertainties
about the sustainability of the export recovery. Also, intensifying US
sanctions on China may affect South Korea’s ability to export
semiconductor chips to China. Moreover, there are risks that excess
inventory may eventually dampen the outlook in 2021. Overall, the
uncertain outlook in the industry will likely put a dampener on
private investment.
Policy support provided a cushion to domestic demand. Relief
payouts and the reduction in the consumption tax protected against
the downturn in H1 2020. The government’s third supplementary
budget of around 1.8% of GDP is already at work. In addition, the
fourth package worth 0.4% of GDP was only approved in late
September. Loan maturities and deferment of interest payments for
SMEs were extended for another six months until March 2021. This
lowers the risk of a solvency crisis in the medium term.
The Bank of Korea (BOK) kept its policy at 0.50% in November,
having reduced its policy rate by 75bps in 2020. The central bank
raised its growth forecasts citing improved outlook for exports and
global recovery. However, unless a sustainable recovery is ensured,
policy will remain supportive. Thus, we expect a prolonged hold
from the BOK.
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Malaysia

Malaysia

The path to recovery has become even more challenging in recent
months. Malaysia’s Q3 GDP beat market expectations with a
rebound of 18.2% q/q sa, more than offsetting the 16.5%
contraction in Q2. Yet, the resurgence of virus infections since
September has led the government to impose mobility restrictions
yet again. Thus, we expect a deep GDP contraction of 6.1% y/y in
2020 followed by a 5.7% increase in 2021.

Virus resurgence
delays recovery
Notwithstanding the upside surprise in Q3 GDP, the
resurgence of virus infections has derailed the
recovery process. Although an ongoing upturn in
global tech cycle is benefiting exports, the reimposition of mobility restrictions will dampen
domestic demand.

The recovery in manufacturing is losing steam. Industrial production
is benefitting from the upturn in the global tech cycle, allowing the
manufacturing sector to outpace the recovery of other sectors.
Even so, the return of mobility restrictions was immediately
reflected by a pullback in monthly PMI numbers. This suggests that
the stellar performance in Q3 is unlikely to be maintained in Q4.
The deeper damage to the economy implies more pain for micro,
small and midsized enterprises. The longer-lasting hit to output
could lead to a permanent loss in incomes, dampening the recovery
in household spending.
Fiscal spending has supported domestic demand this year. In Q3,
real government consumption jumped by 6.9% y/y from the 2.3%
print in Q2. We expect a modest tightening going forward with the
government planning a 5.4% budget deficit in 2021 from the 6.0%
shortfall in 2020.
Headline inflation remains deeply in the negative territory. Recent
inflation prints emphasize prolonged disinflationary pressures
resulting in negative inflation for 2020. Although we expect a
modest increase in inflation in 2021, it will remain benign and
unlikely to compel Bank Negara Malaysia (BNM) to tighten policy
next year. Thus, we expect BNM to remain on hold, keeping its
policy rate at 1.75% through end-2021.
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We expect the MYR to continue to appreciate toward 3.95 against
the dollar by end-2021. Year-to-date, the MYR has strengthened a
modest 0.3% due to widening trade surpluses. The risk to our view
depends on the outcome of OPEC+ negotiations regarding the
production levels next year. If supply outstrips demand and oil
prices decline once again, the recovery of the MYR may falter.

Philippines

Philippines
Domestic demand still
struggling
The pace of normalization of activity in the
Philippines has been slow. Although governmentimposed restrictions have eased, household
demand is constrained by lingering caution over
elevated virus infections. The outlook for domestic
demand is challenging in 2021, with households
and enterprises dealing with permanent damage to
balance sheets.

Key indicators and forecasts
2018

2019

Last

2020

2021

2022

6.3

6.0

-11.5Q3

-9.3

8.2

6.2

Target

2018

2019

Last

2020

2021

2022

3.0 (±1)

5.2

2.5

2.5 Oct

2.5

3.1

2.9

GDP

CPI

Next MPC Dec 1
Policy rate

USD/PHP

Dec 17

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

2.00

2.00

2.00

2.00

2.00

2.00

Dec 1

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

48.1

47.8

47.5

47.0

46.5

46.0

We expect USD/PHP to remain on a downtrend approaching 46.0 by
end-2021. Overall weakness in domestic demand will persist in
2021, keeping import growth suppressed. The monthly trade deficit
had narrow to USD 26 billion as of September from its widest at
USD46 billion in March 2019. As such, external balances have
sharply improved despite a fall in remittances. This led to the
outperformance of the Philippine peso this year with a 5.4% gain
ytd, second only to the yuan. We expect this trend to persist
considering that a meaningful rebound in domestic demand is
unlikely in 2021.
Domestic demand in the Philippines is struggling to gain traction.
Although GDP growth improved in Q3, the contraction of -11.5%
y/y was deeper than market expectations. Thus, we expect GDP to
decline by 9.3% in 2020, followed by an 8.2% technical rebound in
2021.
The pace of normalization in private sector activity has been slow.
Lingering voluntary restrictions remain even as the government has
already eased imposed mobility controls. Private consumption,
which accounted for more than 72% of pre-pandemic GDP,
contracted by 9.3 % y/y in Q3 after a 15.3% plunge in Q2.
Meanwhile, fixed investment contracted by 37.1% in Q3, even
worse than the 36.5% print in Q2.
Fiscal spending has been disappointing. As of September, only 70%
of planned disbursements had been spent by the government.
Spending has likely picked up in Q4 with the national government
trying to exhaust budget allocations. This should take the fiscal
deficit to 9.6% of GDP in 2020. In 2021, the government is
targeting a shortfall of 8.4% with net borrowing likely to remain at
PHP3 trillion. Despite the widening of the budget deficit this year,
funding pressure has been limited with the bulk of the net additional
supply of bonds absorbed by the central bank. The Bureau of
Treasury had also increased retail net issuance to PHP 628 billion
by the end of Q3 compared to a total of PHP 236 billion for the full
year 2019.
The growth outlook for 2021 is grim. Despite the expected
technical rebound in the coming year, a permanent loss in output
will dampen the recovery in household spending. Permanent
damage on corporate balance sheets will keep businesses away
from capital spending.
The Banko Sentral ng Pilipinas (BSP) surprised the market at its
policy meeting in November with a 25bps cut of the policy rate to
2.00%. Since the onset of the pandemic, the cumulative rate
reduction is now 200 bps, though policy transmission has been
limited. The central bank’s inflation forecasts of 2021 and 2022 at
2.7% and 2.9% respectively remain in the lower half of the target
range. Weak demand-pull price pressures are unlikely to limit
monetary policy in the foreseeable future.
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Singapore

Singapore

GDP increased by 9.2% q/q sa in Q3 after a record drop by 13.2%
in Q2. Even after Singapore emerged from the deep recession in Q2,
Singapore’s economic rebound will likely remain lacklustre. This
implies an annual growth of -5.8% y/y in Q3. After emerging from a
technical recession in Q3, sequential growth in Q4 is likely slower.
Policymakers expect GDP to contract 5–7% in 2020 with a return
to above-trend growth next year. On the back of a phased in easing
of restrictions, we expect GDP to contract by 5.9% in 2020 before
a technical rebound of 4.6% in 2021. At this rate, overall activity is
unlikely to return to pre-pandemic levels until 2022.

Lacklustre rebound

Despite emerging from a deep contraction in Q2,
sequential growth in the near term will likely slow.
Domestic demand is improving steadily as
community transmissions of COVID-19 have eased.
Yet, unless global travel resumes, recovery will be
constrained for a small and open economy like
Singapore.
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Since the trough in late April, economic activity has been steadily
improving. After imposing a tight “circuit breaker” in Q2, Singapore
has managed to lower the daily community transmissions to single
digits. Having brought down the death rate, the government
pursued a gradual re-opening that will continue through 2021.
Despite substantially lower mobility restrictions, recovery will be
limited until global travel goes back to normal for a small and open
economy like Singapore.
Recovery has been uneven. Manufacturing is now producing above
pre-pandemic levels, driven by an upturn in global demand for
semiconductors and technology-related products. The
pharmaceutical industry is also adding to the strong performance of
industrial production. Meanwhile, the construction sector is still far
from trend. Aside from public works, resumption of development
projects has been lagging. Finally, the dearth of international
tourism has prevented the services sector from attaining a full
recovery.
Given that the weaknesses are in labour-intensive sectors of the
economy, the outlook for the labour market remains challenging.
The unemployment rate is likely to deteriorate before it improves
by H2 2021. Since February, core inflation has been in negative
territory. Upward price pressures are unlikely to emerge while the
negative output gap persists.
In October, the Monetary Authority of Singapore (MAS) kept its
policy settings steady with a 0% rate of appreciation of the
S$NEER. The width and level of the policy band was also
maintained. Since the MAS pursued a double easing on March 30,
the policy S$NEER has remained slightly above the midpoint. We
expect the MAS to maintain a stable and neutral policy through end2021, allowing fiscal spending to lead the charge in lifting the
growth momentum. Even so, there is room for the Singdollar to
appreciate against the greenback. In the past, the S$NEER tended
to trade on the upper half of the policy band in times of neutral
policy. Thus, we expect USD/SGD to approach 1.335 by end 2021.

Thailand

Thailand

Thailand’s economy is on the mend with domestic demand leading
the gains. While economic activity was stronger than expected in
Q3, the dearth of tourist arrivals will prevent the economy from
achieving pre-pandemic output levels. We expect GDP to contract
by 6.5% y/y in 2020 followed by 3.5% rise in 2021.

Missing the tourists

Thailand’s relative success in limiting local
transmission of the virus has led to a broad-based
recovery in Q3. Yet, the economy’s high
dependence on tourism implies that achieving prepandemic output levels is unlikely until global
travel normalizes.

GDP growth in Q3 beat market expectations by a wide margin at
6.5% q/q sa (mkt: -3.9%), marking a sharp rebound from the 9.9%
contraction in Q2. The recovery in domestic activity led the
government to revise its 2020 GDP forecast to -6% y/y from the
previous forecast range of -7.3% to -7.8%. Industrial production
(IP) is likely to maintain its momentum of recovery. The government
now expects IP to contract 8% in 2020, compared to its earlier
estimate of around -9%. In 2021, manufacturing growth is forecast
to be in the range of 4-5%.
Final domestic demand rose 6.2% q/q in Q3, more than offsetting
the 4.7% contraction in Q2. The relative success of Thailand in
containing local transmission of the virus has led to a steady
improvement in mobility indicators since April.
While the improvement was broad based, the persistent contraction
in services exports or tourism put a dampener on growth. We
expect the sector to remain soft for several more months until
global travel normalizes.
Despite the rebound in domestic activity, the labour market remains
grim. The number of underemployed and unemployed remains
elevated. This will limit the recovery in household spending. Thus,
fiscal policy needs to remain supportive. The government is
planning to widen the central government deficit to 4.5% of GDP in
FY 2021 from the projected deficit of 4.3% in FY 2020.
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After cutting the policy rate by 75bps ytd, we expect Bank of
Thailand (BOT) to keep a steady hand through end-2021. However,
the central bank’s continued concern with regard the strength of the
THB will likely usher in more measures to facilitate outflows.
Combined with political tensions, we expect the pace of
appreciation of the THB to be muted, leading the USD/THB towards
30.2 by end-2021.
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Russia

Russia
RUB-oil recoupling

The RUB is severely undervalued and speculative
positioning is bearish. A change in sentiment may
trigger a sharp rally in the RUB. Yet, lingering
investor concern about potential US and EU
sanctions will likely slow the strengthening of the
RUB next year.
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The RUB is nearing the end of an annus horribilis, when collapsing oil
prices and the COVID-19 pandemic sent the RUB tumbling, a fall
from which it has only partially recovered. In the coming 3–6
months, we expect the RUB to strengthen on the back of rising oil
prices and a domestic economic recovery when a vaccine becomes
available (likely Russia’s own Sputnik V vaccine). The RUB is
severely undervalued and speculative positioning is bearish. A
change in sentiment may trigger a sharp rally in the RUB. One key
risk for the RUB is the threat of sanctions by the US and the EU.
However, while sanctions on specific persons or organisations
connected to the military are possible, we do not think there is
enough political consensus to impose crippling sanctions on the
Russian government or central bank. The risk of collateral damage
on companies in the US and EU is too great. Also, President-elect
Joe Biden have other fish to fry.
USD/RUB should end 2020 at around 75.0 before moving down to
73.0 by the end of Q2 2021. Risks are skewed to the downside in
USD/RUB, if post-COVID-19 risk appetite turns out to be stronger
than expected.
Russia has experienced a surge in COVID-19 cases since
September, but the Kremlin will do its utmost to avoid a national
lockdown in order to minimise the blow to the economy.
Nevertheless, local restrictions have already increased and will
continue to do so until the rising trend is broken, potentially in
December or January. Real GDP will shrink in Q4, but not as much as
it did in Q2, leaving the full-year rate at -4.0%. Some of the
weakness in Q4 will carry into Q1 2021, but we expect a gradual
recovery to take a more permanent hold by the end of Q1 and in Q2
and real GDP to grow by 3.0% in 2021. Russia was one of the first
countries to announce that it was close to developing and testing a
vaccine, Sputnik V. Although production has been relatively slow, it
should be ready for distribution in the first few months of 2021,
which should boost market and investor confidence.
The finance ministry has been cautious when it comes to fiscal
stimulus and is unlikely to initiate a large package to support the
economy as it wants to avoid racking up debt. President Putin wants
to retain as much policy flexibility as possible. Rising government
debt could expose Russian markets to volatility and potential
sanctions by the US or the EU. Yet, monetary policy is likely to ease
a little though. While inflation is likely to rise to around 5% y/y by
the turn of the year (from 4.0% in October), the increase has been
driven primarily by temporary factors such as the weak RUB and
supply disruptions due to the pandemic. Disinflationary risks
dominate going into 2021 due to a large negative output gap. The
central bank (CBR) sees some room for another 25bps rate cut to
4.00% probably already in December. However, if the RUB were to
experience another round of weakness that would threaten to push
up inflation, the CBR would hold off on a rate cut.
Russia is likely to agree to extending oil production cuts under the
auspices of the OPEC+ grouping. The current cuts, which would
have started to be phased out from January, will likely be prolonged
to the end of February or March due to concerns about weakening
demand during the ongoing second wave of infections.
A key risk for the RUB in 2021 will be what policy approach
President-elect Joe Biden will adopt towards Russia. In any event,
Biden will not be as favourable disposed to Russia and President
Putin as Trump has been. Having said that, Biden is unlikely to
prioritise imposing sanctions on Russia unless new evidence surface
that would push public opinion to become more hawkish on Russia.
Biden’s first to priorities in office will be to control the COVID-19
pandemic and to set the tone in relations with China.
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Poland

Poland

The PLN will strengthen gradually as the economy recovers and
interest rates rise after the COVID-19 pandemic has been brought
under control. We see EUR/PLN ending 2020 at 4.43 partially
driven by a seasonal strengthening in December and move down
gradually to 4.35 by the end of Q2 2021. We continue to see the
PLN as undervalued, but we do not expect EUR/PLN move below
our fair-value estimate of 4.20 in the near term.

Low carry slows PLN
appreciation
The PLN will strengthen, ending 2020 at 4.43 vs
the EUR and Q2 2021 at 4.35. The PLN is
undervalued but low interest rates and loose
monetary will slow the strengthening in 2021. A
key risk in our scenario is a standoff with the EU
over a proposal to tie structural support payments
to adherence to the EU’s principles of the rule of
law.
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Poland moved to tighten restrictions to increase social distancing in
October in response to surging COVID-19 cases. However, with
numbers plateauing by mid-November, it appears as if it will be able
to avoid a more severe lockdown similar in scope to the one that
was imposed in the spring. Avoiding a near complete lockdown
should, in turn, also prevent the economy from plunging as much as
it did in Q2, when real GDP fell by 8.4% y/y. The recovery in Q3 was
quite robust, but available monthly indicators suggest that the
momentum slowed in October. We expect services to be
particularly hard hit in November, while manufacturing should hold
up better, leaving the decline in real GDP in Q4 at roughly half the
rate of Q2. As a result, real GDP should end up shrinking by around
3.3% in 2020. Some of the weakness in Q4 will carry over into Q1
2021 leaving year-on-year growth close to flat, but the recovery
will gather pace from Q2 and bring full-year growth to around 3%.
Headline inflation stabilised at just over 3.0% y/y in the fall of 2020,
but core inflation has been sticky at 4.2% y/y in October, well above
the National Bank of Poland’s (NBP) target of 2.5%. Indicators of
future inflation are pointing in different directions. Money supply
(M2) growth is consistent with somewhat elevated inflation
between 3% and 5%, while weakening demand and weak credit
growth (except for mortgages) suggest that inflation will fall in
2021. With subdued inflation in the rest of Europe, we expect Polish
inflation to moderate to around 2.5% in 2021. As a result, monetary
policy will continue to be very loose. The main policy rate will stay
at 0.10% through the end of 2021. The NBP may also increase the
scale of its asset purchases again if economic activity fails to
recover as expected.

Risks to the PLN stemming from public finances are low. While the
general government budget deficit will likely widen to around 9% of
2.5
2.5
GDP in 2020, the government has a sizeable cash reserve and debt
will stay below 60% of GDP. The current account started recording
3Q-21 4Q-21 a surplus in September 2019. Despite widening, it has not been
0.10
0.10 enough to strengthen the PLN, due net outflows of portfolio
investments. As yields have trended down, non-resident investors
3Q-21 4Q-21 have sold Polish assets. When growth returns and interest rates
4.25
4.25 show signs of increasing again, the potential for the PLN to
strengthen is large.
2021

2022

In addition to continued low interest rates, one potential risk for the
PLN is politics. Poland and Hungary have threatened to veto the
EU’s budget and Next Generation EU funds over a proposal to tie
disbursements to adherence to the rule of law and the EU’s
democratic principles. If the other 25 members go ahead with a
Next Generation EU funds without and decide on conditionality for
structural support funds, Poland stands to lose structural support of
up to 11% of GDP in 2019. Another drag on the PLN could be the
cost for the banking system when dealing with the CHF mortgage
loans. The losses for banks will depend on how court rulings in the
coming months. We expect the costs to be manageable, but present
a headwind for the PLN, preventing it from strengthening below
4.25 vs the EUR.
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Turkey

Turkey
Orthodoxy redux lifts
TRY, temporarily

We expect the TRY to remain relatively stable over the next 3–6
months, supported by high carry and a gradual return of EM risk
appetite as the world brings the Covid-19 pandemic under control
following the rollout of vaccines across the globe. USD/TRY looks
set to trade in a range between 7.50 and 8.00 through the end of
Q1 2021 making TRY yields look very attractive. Dips below 7.50
are possible, if, or rather when the central bank (CBRT) hikes
interest rates again. Central to our forecast is the change in
monetary policy initiated under the new head of the CBRT, Naci
Agbal, and coordinated with the finance ministry with the aim of
bringing down inflation and restoring international reserves

President Erdogan exchanged the head of the
central bank in November 2020. The change
signals a need to slow the depreciation of the TRY
and we expect the bank to implement policies
guided by a new-found orthodoxy that will stabilise
the TRY in the first few months of 2021.

While the TRY has been one of the worst-performing EM currencies
in 2020, the Turkish economy has weathered the storm caused by
the Covid-19 pandemic relatively well. However, the price in terms
of a loss of international reserves has been high. Growth has been
achieved through booming credit growth, which has kept inflation
well above 10% y/y and caused the TRY to weaken. The economy
entered the crisis on a strong footing, growing by 4.4% y/y in Q1. By
Q3, when real GDP expanded by 6.7 y/y, it had already recouped
the losses in Q2. Although the economy looks set to stall in Q4, the
Turkish economy will grow by roughly 1.2% in 2020; an astounding
result in a year marked by a global pandemic.
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The start of November 2020 was eventful for Turkish markets. Joe
Biden, who is expected to be less favourably disposed toward
President Erdogan’s strongman tactics and defence cooperation
with Russia, won the US presidential election. The number of new
Covid-19 cases surged, and the depreciation of the TRY accelerated
on concerns over rapidly falling reserves at the central bank and its
increasingly opaque monetary policy. Leaving aside the intrigues
that may have occurred, President Erdogan replaced the CBRT
governor Murat Uysal with former Finance Minister Naci Agbal on
November 7, which appears to have prompted Finance Minister
Berat Albayrak to resign and subsequently to be replaced by Lutfi
Elvan. Both the new CBRT governor and the new finance minister
has pledged to pursue orthodox economic policies. In the case of the
CBRT, it means to fight inflation by hiking interest rates and
returning to the use of the main policy rate to improve transparency
in monetary policy. Importantly, President Erdogan gave his support
to both and gave them room to pursue policies that will be in line
with market and investor expectations.
The changes at the central bank and finance ministry are welcome
news. However, we suspect that the return to monetary policy
orthodoxy will only be temporary. There are no signs that President
Erdogan has given up on the widely discredited view that high
interest rates are a source of inflation. Hence, once the TRY has
stabilised and inflation moderated, he is highly likely to pressure the
CBRT for rate cuts. The temptation to push for lower interest rates
will be particularly strong when a vaccine is becoming widely
available and global growth picks up, a trend that Erdogan would
want Turkey to join as soon as possible. Turkey’s growth model has
relied on strong credit growth and construction, and unless the
government commits to reforms to curb the current account deficit
(initially by reducing domestic consumption) and rein in inflation
permanently, Turkey’s boom-bust cycles will continue.
The TRY faces risks from a potential deterioration in relations
between Turkey and the US, and the EU. US President-elect Joe
Biden may take a tougher line towards the authoritarian Erdogan.
However, he is more likely to use diplomacy to reach his objectives
and, in any case, highly unlikely to push Turkey to the brink of a
crisis as it would risk bringing Turkey, a key NATO member and link
between Europe and the Middle East, closer to Russia or even China.
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Ukraine

Ukraine
Improving macro, but
recovery to be bumpy

After the spring lockdown was eased, the Ukrainian
economy started to recover. Yet, the pace appears
to have slowed in Q4 as the Covid-19 pandemic has
intensified. Investor sentiment has also been hurt
by a Constitutional Court ruling that disempowered
Ukraine’s anti-corruption authority, causing
negotiations on the disbursement of the next IMF
tranche to be postponed to Q1 2021. Agreement with
the IMF is vital for markets in 2021.
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We expect the UAH to depreciate toward UAH28.50 – 29.00/$
range by the end of 2020 due to a recovery in import demand,
restocking and a normalization of logistics. Investor sentiment
towards the UAH and domestic bonds will be further undermined by
slow progress with the first review of the IMF program and high
uncertainties regarding the next tranche. Inflows of remittances
from labor migrants will be the main factor supporting the UAH.
Next year we see the UAH gradually depreciation further, driven by
a widening C/A deficit only partly offset by recovering foreign
investment flows. As result we see the trading range within
UAH29.0 – 30.0/$ in 2021.
The easing of restrictions during the summer gave a strong push to
the economy. In Q3 some indicators of economic activity, such as
retail sales, industrial production and real wages came close to prepandemic levels. GDP after falling by 11.4% y/y in Q2 2020,
recovered in Q3 registering a more moderate fall of 3.5% y/y. The
fall in GDP slowed significantly amid a relatively stable pandemic
situation and minimal quarantine restrictions. The economy
expanded on a quarter-over-quarter basis, primarily driven by
household consumption. We expect the economic decline to slow
further in Q4. As for the full year 2020, we see GDP dropping by
roughly 5.0% y/y.
Consumer inflation increased to 2.6 % y/y in October from a 2.3%–
2.4% range which lasted from the summer through September. The
main drivers were prices on food and weaker demand for services.
The seasonal increase of prices for basic food items is typical for
Ukraine. This year, it was partially compensated by a price decline
for fruits and vegetables amid ample supply of these products. The
depreciation of the UAH by 1.6% in October (and 6.3% from June)
contributed to clothing and footwear price increases. We expect
consumer inflation will continue to accelerate in the last quarter of
the year, caused mostly by higher food and natural gas prices. We
expect consumer inflation to end 2020 at 4.0%.
Threats to reforms have put foreign financial support on hold and
creditors now keep a close eye on developments in the fight against
corruption. The Constitutional Court decided that the National AntiCorruption Bureau was set up and its director appointed in breach of
the Constitution. Also, the Court cancelled a requirement that public
officials declare their assets, which was a key part of Ukraine’s anticorruption infrastructure, in turn leading IFIs to put support on hold.
The IMF's cautious wait-and-see attitude in reviewing the SBA
program significantly reduces the chance of receiving one more
tranche by the end of the year. Problematic are the issues of
ongoing pressure on members of the NBU Management Board and
the parameters of the budget for 2021. At the same time, we
believe that despite significant problems and difficult negotiations,
cooperation with the IMF will continue after the adoption of the law
on state budget year 2021.
On November 14, the adaptive quarantine was cancelled and
replaced with a new strict nationwide weekend lockdown regime
until November 30. These measures prohibited all social and
commercial activity on weekends, except for the functioning of food
stores, gasoline stations and pharmacies. According to the PM Denis
Shyhal, if the number of people infected by Covid-19 continue to
increase and reach 20 000 people per day (from 13 000 as of 47
week) it could lead to the next lockdown in the country.
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Brazil

Brazil

The BRL looks set to strengthen over the next 3–6 months, driven
by increasing global investor risk appetite and gradually rising
commodity prices. Our forecast put USD/BRL (now 5.22) at around
5.00 by the end of Q2 2021 before weakening to 5.25 by the end of
2021. A movement below 5.00 is possible if the government
manages to push through fiscal reform in Q1 followed by a tax
reform in Q2. Risks to the BRL include failure to push through
reforms and breaking the spending cap, potentially as a result of
infighting in Congress.

BRL to benefit from
China recovery
The BRL has been one of the worst performing
currencies so far in 2020, worsted only by the TRY.
It faces several headwinds most important of
which is the need to put public finances on a
sustainable footing. While local elections in
November did not favour President Bolsonaro, he
remains popular on national level, which should
pave the way for reforms and boost the BRL.
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Economic activity in Brazil has held up relatively well compared to
for example Mexico thanks to large fiscal stimulus efforts targeting
low-income households. Real GDP fell by 11.4% y/y in Q2, but high
frequency indicators as of November 2020 suggest that Brazil’s
economic recovery is now well underway. A potential spanner in the
works is signs of a second pandemic wave that appears to be
building and which may dampen activity. While restrictions to slow
the spread of the virus has been eased since June, the state of Sao
Paulo, the largest as measured by GDP and most populous, decided
to extend lockdown measures in the middle of November until
December 16 amid rising hospitalisation rates. The government is in
a bind. It wants to avoid re-imposing lockdown measures because it
cannot extend existing stimulus measures without breaking the
spending cap which investors see as an anchor of credibility. The
need for fiscal consolidation and limited increases in commodity
prices, we expect growth to recover only gradually by 3% in 2021.
Large stimulus, supply bottlenecks especially affecting food prices,
and a weak BRL have caused inflation to jump to 4.2% y/y by midNovember 2020, above the target of 4.0%. The central bank (BCB)
has downplayed risks of higher inflation saying that upward
pressure is temporary and projecting that the Selic monetary policy
rate will stay at 2.00%, a record low, for an extended period. The
BCB even suggests that a cut is more likely than a hike. However,
with the economic reform process slowing (notably fiscal and tax
reforms) and domestic demand picking up as a vaccine becomes
available, we expect a tightening of monetary will be necessary in
H2 2021 to support the BRL and rein in inflation.
The BRL’s Achilles heel currently is the deterioration in public
finances. The general government budget deficit will exceed 15%
of GDP in 2020, pushing up debt above 100% of GDP. The level
would have been higher if it had not been for the government’s
drawdown of deposits in the BCB. Investor concern over fiscal
sustainability has been a key driver of BRL weakness in 2020. The
government’s economic team lead by Minister of the Economy Pauo
Guedes is pushing for fiscal reform. However, it is being held up in
congress by opposition to unpopular spending cuts and politicking
over who will be the next speaker of the lower house. After fiscal
reform, tax reform should follow. We believe that there is broad
popular support for change and if President Bolsonaro’s approval
ratings hold up fiscal reform will be achieved in Q1 and tax reform in
Q2 2021. If prospects for reforms dim in the coming months, our
expectations of a stronger BRL will probably fall flat, unless the BCB
steps in and hikes interest rates markedly.
One ameliorating factor in the difficult outlook for the BRL is that the
current account has moved to a surplus since March 2020, driven
by a sharp fall in imports, while exports have held up relatively well.
The surplus has been more than offset by net outflows of foreign
investments, especially portfolio investments in the bond and equity
markets. A negative sentiment towards the BRL is also visible in a
large build up of negative speculative positions. Nevertheless, if
flows start to reverse, the BRL has plenty of room to strengthen
given the current weak rate.
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Mexico

Mexico
MXN rising with oil and
US economy
While the MXN has already recovered by some
26% vs the USD since March, we believe that it has
further room to recover. Positioning in the MXN is
bullish, but relatively light compared to previous
periods. Non-resident holdings of government
securities are the lowest since 2013.
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We expect the MXN to strengthen in the coming months, driven by
higher commodity prices, notably oil, and expectations of an
economic recovery in the US. While President-elect Joe Biden is
likely to drive a hard bargain in relations with Mexico, the open-air
threats that characterised the Trump years and led to increased
volatility in the MXN are unlikely. USD/MXN was unable to break
sustainable through below 20.0 in November, but should do so in
December, ending the year around 19.9 before moving down to
18.9 in Q2 21. A near-term risk is rising COVID-19 infection rates,
which may lead to regional lockdowns, although a national
lockdown is unlikely.
Mexico, which never imposed a national lockdown, has eased only
some restrictions since the outbreak of the Covid-19 pandemic in
March-April. Nevertheless, a second wave that started with a
gradual increase in October appears to be gaining momentum,
prompting Mexico City to restrict alcohol sales. The city is also likely
to suspend non-essential services again.
Real GDP rebounded by 12.1% q/q in Q3 after at 17.0% drop in Q2,
but a monthly GDP proxy indicator suggests that the recovery
slowed towards the end of the quarter. While consumer demand
will slow in Q4, there are some bright spots. Mexico recorded a
record-large trade surplus in October after a sharp rise in exports.
Also, new manufacturing orders bounced in October. We expect real
GDP to grow in Q4 albeit at a slower pace than in Q3, which will
leave the full year contraction at around -9.0%. A gradual recovery
in 2021 (driven to a large extent by US growth amidst limited
stimulus measures by the Mexican government) should lift real GDP
by 3.5% in 2021.
One potential drag on the MXN may be lower interest rates in 2021.
Banxico surprised analysts in November by holding the policy rate
at 4.25%, temporarily ending an easing cycle that began in August
2019. However, inflation, which had been running slightly above
Banxico’s 3.0% +/-1ppt target range due to food and other supply
bottlenecks, fell sharply to 3.4% y/y in mid-November according to
INEGI’s biweekly index. This drop will allow the central bank to cut
the policy rate by 25bps to 4.00% on December 17, where we
expect it to stay throughout 2021. Nevertheless, with low and
range-bound US interest rates in 2021, rising global risk appetite
and still relatively high Mexican yields, we expect net investment
inflows to Mexico to turn positive again.
While the MXN has already recovered by some 26% vs the USD
since March, we believe that it has further room to recover.
Positioning in the MXN is bullish, but relatively light compared to
previous periods. Non-resident holdings of government securities
are the lowest since 2013. As the distribution of a vaccine draws
closer, a change in global and especially US risk sentiment could
boost investment inflows and the MXN.
Some notable risks exist. President Lopez Obrador’s populist policy
agenda may spook investors, especially if he reverses energy
reforms by shutting out private foreign investors. Sovereign support
for the oil sector could prompt credit rating downgrades. The
pandemic may worsen more than anticipated. Mexico has capacity
to vaccinate roughly 10 million people per month according to the
government, making any delay potentially very costly. Another
sharp increase in the minimum wage next year dampen
employment growth and investor sentiment. Banxico may cut its
policy rate and loosen monetary policy by more than we anticipate,
which would weigh on expected carry returns. We do not mid-term
lower house and local elections in June 2021 to have a large impact
on the MXN
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South Africa

South Africa
Cyclical rise, structural
demise
Despite deep structural challenges, rising
commodity prices and rising risk appetite—as the
distribution of a vaccine worldwide draws closer—
will boost portfolio investments to South Africa, at
least temporarily. In the coming 3–6 months,
investors will be attracted to high yields on the long
end of the curve, which in turn will support the ZAR.

Key indicators and forecasts
2018

2019

Last

2020

2021

2022

0.8

0.1

-17.1 Q2

-8.0

3.5

2.0

Target

2018

2019

Last

2020

2021

2022

3.0–6.0

4.6

4.1

3.3 Oct

3.3

4.5

4.0

GDP

CPI

Next MPC Dec 1
Policy rate

USD/ZAR

Jan 21

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

3.50

3.50

3.50

3.50

3.50

3.75

Dec 1

4Q-20

1Q-21

2Q-21

3Q-21

4Q-21

15.3

15.1

14.9

14.7

14.8

15.0

The ZAR has been the best performing EM currencies over the past
3 months followed by the MXN. It is unlikely to repeat that
performance in the next 3–6 months. Nevertheless, it remains
undervalued and still has room to strengthen. We expect USD/ZAR
to reach 15.1 by the end of 2020 and move down to 14.7 by the
end of Q2 2021.
South Africa experienced an uptick in Covid-19 infections in the
second half of November potentially as a result of easing
restrictions since late September. Nevertheless, a new sharp
lockdown is unlikely. Summer is approaching in and a limited
increase of social distancing measures should help keep infection
numbers down. Real GDP fell by 17.1% y/y in Q2 2020 and with
restrictions remaining largely intact through August, activity in Q3
will likely not show the same strong rebound as it did among
economies in the northern hemisphere. Nevertheless, South Africa
has benefitted from the global recovery and PMIs, business
confidence indicators, as well as production data point to a
substantial rebound since April and May. Consumer confidence and
retail sales have been lagging. If South Africa is to avoid a severe
second wave, a vaccine will likely need to become widely available
before Q3 2021. Under such a scenario, the apparent recovery in
H2 2020 will leave the full-year real GDP contraction at 8.0%.
Nevertheless, we expect long-running structural constraints
including electricity shortages, a need for fiscal consolidation and
slow reform process to prevent GDP from growing much more than
3.5% in 2021.
Inflation increased somewhat to 3.3% in October driven primarily
by food, housing and utilities, and other goods and services. We
expect it to edge slightly higher through the end of the year, but
leave the average for the year at 3.3%, at the lower end of the
central bank’s (SARB) target range. The SARB has held its policy
rate steady at the last two meetings and has signalled that it
expects to hike in H2 2021, and we believe that an expected
increase in inflation will prompt the SARB to hike no later than Q4.
The SARB’s orthodox approach will provide some support for the
ZAR.
The Covid-19 pandemic has hit South Africa’s already unsustainable
government finances hard. President Cyril Ramaphosa has
promised fiscal reform by cutting expenditure by more than ZAR
300bn to stabilise public debt at 95% of GDP by FY2025/26.
However, with unemployment rising to 30% and factional infighting
within the ANC, reforms will be difficult to implement.
The current account generated a surplus in Q1 on a widening of the
trade surplus. While it returned to a deficit in Q2, a large trade
surplus in Q3 suggests that the current account generated another
surplus in Q3, which should be sustained in Q4 thanks to rising
global demand growth, especially from China and Asia.
Nevertheless, the improvement in the current account has not been
enough to offset large investment outflows, especially after
Moody’s downgraded South African government debt to junk in
March. Outflows turned to inflows after the election of Joe Biden as
the next US president and positive vaccine news. Non-resident
purchases of South African government bonds were the largest in
almost 10 years.
Despite deep structural challenges, we expect rising commodity
prices and rising risk appetite as the distribution of a vaccine
worldwide draws closer to boost portfolio investments to South
Africa, at least temporarily. In the coming 3–6 months, investors
will be attracted to high yields on the long end of the curve, which in
turn will support the ZAR.
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Brazil

1.3

1.1

-11.4 Q2

-5.0

3.0

2.5

Latin America
Brazil

Mexico

2.2

-0.3

-8.6 Q3

-9.0

3.5

2.5

Mexico

3.0 (±1)

4.1 Oct

Sub-Saharan Africa
South Africa

0.8

0.1

-17.1 Q2

-8.0

3.5

2.0

Sub-Saharan Africa
South Africa

3.0–6.0

Developed Markets
United States

3.0

2.2

-2.9 Q3

3.6

3.8

--

Developed Markets
United States

Eurozone

1.9

1.3

-4.4 Q3

4.0

4.3

--

Eurozone

Source: IMF, OECD, Bloomberg, SEB
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2022

4.5

3.2

4.1

3.5

15.5

12.0

11.5

9.5

1.7

2.3

3.3

2.5

2.5

2.9 Oct

2.1

2.8

3.0

2.0

2.0

3.0 (±1)

3.0 Oct

2.9

3.4

3.0

2.8

3.0

5.0 (±1)

2.6 Oct

11.0

7.9

2.6

6.0

5.0

3.7

3.7

3.2

3.0

3.5

4.9

3.6

3.3

3.3

3.5

3.3 Oct

4.6

4.1

3.3

4.5

4.0

2.0

1.2 Oct

2.4

1.8

1.9

1.9

--

<2.0

-0.3 Nov

1.8

1.2

0.8

1.2

--

4.00 (±1.5) 3.9 Oct

* BNM Forecast. Source: Bloomberg, SEB
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