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Growth and inflation tango will keep FX volatility
elevated
Price action in the US dollar over the past week has reflected the recent shift in monetary
policy considerations. Prior to the Fed’s meeting on Wednesday, interest rate markets
priced tighter near-term monetary policy with little consideration to growth, leading to
the Treasury curve inverting the most since the early 2000s. The combination of growth
concerns and still elevated expectations for near-term Fed policy tightening kept the
dollar buoyant at the start of the week. However, the tide started to turn for the
greenback following Wednesday’s Fed decision as commentary by Chair Powell
suggested the pace of tightening in the US was soon set to slow as monetary policy
edges closer to restrictive territory. Furthermore, the shift in the Fed’s reaction function
towards a more data-dependent stance meant volatility in USD crosses rose around the
release of the few key data points in the data calendar. Though most G10 currencies
rallied against the US dollar over the course of the week, led by JPY, downside in the DXY
index was less prominent due to the large EUR weighting in the dollar basket.

With fears still elevated around Europe’s growth outlook and Russia’s
delivery of natural gas, the single currency continues to hug the 1.02
handle despite a softening in the dollar.

US yield curve inverted the most since the early 2000s ahead of Wednesday’s Fed
meeting
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Throughout the week, FX markets focused on a plethora of events despite interest rates
and growth conditions acting as the main drivers. On Monday, amid a relatively light data
calendar, G10 FX markets continued to trade the downwards surprises in the US and
Eurozone PMIs the week prior, which pointed to a sizable slowdown in global growth.
Despite a fairly wide trading range, the dollar ended the day roughly where it started,
while major retailers, like Walmart, cut their profit expectations, further adding to those
growth fears.
Tuesday was far more decisive for the dollar, with the greenback striking a strong rally on
the day. Nevertheless, that strength quickly faded on Wednesday due to bounce in risk
sentiment, as tech giants including Microsoft released strong earnings reports. Dollar
weakness was further compounded despite a largely boring Federal Reserve interest
rate decision after Chair Powell suggested that last month’s dot plot remained
appropriate and did not seem as concerned about rising inflation as he had in prior press
conferences, despite the most recent US CPI print coming in at an eye-watering 9.1%.
Bonds rallied hard, weakening the US yield premium over most major economies’
sovereign debt, offering further fundamental support to the dollar sell-off.
With the Fed widening its focus to incorporate growth conditions when weighing its next
policy decisions, Thursday’s GDP data for Q2, which missed consensus with a -0.9%
annualised QoQ print, put further pressure on the dollar. Though GDP has fallen for two
consecutive quarters, meeting a popular definition for a recession, the US economy’s
growth picture is far less clear given the uncommon divergence between GDI and GDP,
which should equal each other in theory. Furthermore, US policymakers won’t call a
recession until the NBER recession dating committee does, which defines a recession as
“a significant decline in economic activity that is spread across the economy and that
lasts more than a few months,” and forms their assessment based on a broad swathe of
indicators that offer information on the dynamics of income, consumption, output, and
employment. It’s curious that most economists expected a positive Q2 print, as the
Atlanta Fed’s GDPNow model suggested the economy contracted by 1.2% on the quarter
– a publicly available piece of data that proved far more prescient than Wall Street
economists this time around.

Intraday volatility spilt over to Friday, with the Japanese yen continuing
to post a strong rally overnight into the European session until an uptick
in the US Q2 employment cost index and stronger-than-expected PCE
data sparked renewed dollar strength heading into the weekend.

Meanwhile, the euro finished the week slightly stronger above the 1.02 handle following a
positive beat in euro-area GDP and inflation data, emboldening market pricing for a
second 50bp hike by the ECB in September.
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Next week, growth and inflation dynamics will continue to dominate
G10 FX markets with the release of multiple PMI reports globally and
key rate decisions from Australia, Brazil, and the United Kingdom.

Calendar (all times BST)
Sunday – 31/07
02:30

China composite PMI for July (prev 54.1)
China manufacturing PMI for July (est 50.3, prev 50.2)
China non-manufacturing PMI for July (est 53.9, prev 54.7)

23:45

New Zealand building permits for June (prev -0.5%)

Monday – 01/08
00:00

Australia S&P Global final manufacturing PMI for July (prev 55.7)

01:30

Japan Jibun Bank final manufacturing PMI for July (prev 52.2)

02:00

Australia Melbourne Institute inflation for July MoM (prev 0.3%) and YoY (prev
4.7%)

02:30

Australia ANZ job advertisements for July MoM (prev 1.4%)

02:45

China Caixin manufacturing PMI for July (est 51.5, prev 51.7)

07:30

Sweden Swedbank/Silf manufacturing PMI for July (prev 53.7)

08:50

France S&P Global final manufacturing PMI for July (est 49.6, prev 49.6)

08:55

Germany S&P Global/BME final manufacturing PMI for July (est 49.2, prev 49.2)

09:00

Eurozone S&P Global final manufacturing PMI for July (est 49.6, prev 49.6)
Norway DNB/NIMA manufacturing PMI for July (prev 56.4)
Italy unemployment rate for June (est 8.1%, prev 8.1%)

09:30

Hong Kong advance GDP for Q2 YoY (est 0.2%, prev -4.0%) and QoQ (est 2.2%,
prev -3.0%)
UK S&P Global/CIPS final manufacturing PMI for July (est 52.2, prev 52.2)

10:00

Eurozone unemployment rate for June (est 6.6%, prev 6.6%)
South Africa Absa manufacturing PMI for July (est 50.5, prev 52.2)

14:00

Brazil S&P Global manufacturing PMI for July (prev 54.1)

14:45

US S&P Global final manufacturing PMI for July (prev 52.3)
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15:00

US construction spending for June MoM (est 0.3%, prev -0.1%)
US ISM manufacturing for July (est 52.2, prev 53.0)
US ISM prices paid for July (est 74.9, prev 78.5)
US ISM new orders for July (est 49.0, prev 49.2)
US ISM employment for July (est 48.2, prev 47.3)

15:30

Mexico S&P Global manufacturing PMI for July (prev 52.2)

19:00

Brazil trade balance for July (prev $8814m)

08/01 – 08/02 (TBA)
Germany retail sales for June YoY (est -8.3%, prev 0.4%) and MoM (est 0.2%, prev 0.6%)

Tuesday – 02/08
02:30

Australia building approvals for June MoM (prev 9.9%)

05:30

Australia RBA cash rate target (est 1.85%, prev 1.35%)

Following the release of weaker-than-expected Q2 inflation data this week, most of the
hawkish sell-side economists have readjusted their expectations lower for Tuesday’s
RBA meeting, calling for a 50bps move instead of 75bps. Cash Rate futures have also
readjusted accordingly, with short-term interest rate markets now pricing 43bps worth of
tightening. With the Cash Rate still providing extraordinary monetary support given it sits
below estimated neutral levels and domestic data still printing strong, there remains a
possibility that the RBA will shock expectations yet again by hiking 75bps. However, in an
environment where monetary policy decisions are starting to factor in the impact of
policy tightening on growth, we think the RBA will stick to 50bp increments for now.
07:00

UK nationwide house prices for July YoY (est 11.6%, prev 10.7%) and MoM (est
0.3%, prev 0.3%)

08:00

Spain unemployment change for July (prev -42.4k)

09:00

Switzerland domestic sight deposits CHF for the week of July 29 (prev 647.0b)
Switzerland total sight deposits CHF for the week of July 29 (prev 746.6b)

14:30

Canada S&P Global manufacturing PMI for July (prev 54.6)

15:00

US JOLTS job openings for June (est 10994k, prev 11254k)

18:00

New Zealand CoreLogic house prices for July YoY (prev 12.4%)

23:45

New Zealand unemployment rate for Q2 (est 3.1%, prev 3.2%)
New Zealand employment change for Q2 YoY (est 2.3%, prev 2.9%) and QoQ
(est 0.4%, prev 0.1%)
New Zealand average hourly earnings for Q2 QoQ (prev 1.9%)

Wednesday – 03/08
00:00

Australia S&P Global final composite PMI for July (prev 50.6)
Australia S&P Global final services PMI for July (prev 50.4)
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01:30

Japan Jibun Bank final composite PMI for July (prev 50.6)
Japan Jibun Bank final services PMI for July (prev 51.2)

02:00

New Zealand ANZ commodity prices for July MoM (prev -0.4%)

02:30

Australia retail sales ex inflation for Q2 QoQ (est 1.2%, prev 1.2%)

02:45

China Caixin composite PMI for July (prev 55.3)
China Caixin services PMI for July (est 54.0, prev 54.5)

07:00

Germany trade balance for June (est -0.5bn, prev 0.9bn)

07:30

Sweden Swedbank/Silf composite PMI for July (prev 60.3)
Sweden Swedbank/Silf services PMI for July (prev 62.8)
Switzerland CPI for July YoY (est 3.4%, prev 3.4%) and MoM (est -0.1%, prev 0.5%)
Switzerland core CPI for July YoY (prev 1.9%)

08:00

Turkey CPI for July YoY (est 80.2%, prev 78.62%) and MoM (est 2.57%, prev 4.95%)

08:15

Spain S&P Global composite PMI for July (prev 53.6)
Spain S&P Global services PMI for July (est 52.0, prev 54.0)
South Africa S&P Global PMI for July (prev 52.5)

08:45

Italy S&P Global composite PMI for July (prev 51.3)
Italy S&P Global services PMI for July (est 50.1, prev 51.6)

08:50

France S&P Global final composite PMI for July (est 50.6, prev 50.6)
France S&P Global final services PMI for July (est 52.1, prev 52.1)

08:55

Germany S&P Global final composite PMI for July (est 48.0, prev 48.0)
Germany S&P Global final services PMI for July (est 49.2, prev 49.2)

09:00

Eurozone S&P Global final composite PMI for July (est 49.4, prev 49.4)
Eurozone S&P Global final services PMI for July (est 50.6, prev 50.6)
Italy retail sales for June YoY (prev 7.0%) and MoM (prev 1.9%)

09:30

UK S&P Global/CIPS final composite PMI for July (est 52.8, prev 52.8)
UK S&P Global/CIPS final services PMI for July (est 53.3, prev 53.3)

10:00

Eurozone retail sales for June YoY (est -1.7%, prev 0.2%) and MoM (est 0.0%, prev
0.2%)

12:00

US MBA mortgage applications for the week of July 29 (prev -1.8%)

14:00

Brazil S&P Global composite PMI for July (prev 59.4)
Brazil S&P Global services PMI for July (prev 60.8)

14:45

US S&P Global final composite PMI for July (prev 47.5)
US S&P Global final services PMI for July (prev 47.0)

15:00

US final durable goods orders for June (prev 1.9%)
US final durable goods orders ex transportation for June (prev 0.3%)
US ISM services for July (est 53.9, prev 55.3)

22:30

Brazil selic rate (est 13.75%, prev 13.25%)
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Brazil’s central bank is widely expected to raise its policy rate, the Selic rate, by 50bps to
13.75%. That would be the second consecutive 50bp hike, the first of which was a
downshift from prior 100bp moves. The risks skew to the upside, with 1 of 9 economists
polled by Bloomberg calling for a 75bp hike. The Selic rate has risen dramatically from a
low of 2.00% in 2021Q1 as the central bank has aimed to contain runaway inflation, which
is up nearly 12% this year. Brazil’s monetary tightening cycle commenced well before
those of most advanced economies, which enabled its currency, the real, to make
outsized gains over the course of 2022H1. Nevertheless, that support is coming to an end
as Brazilian economists surveyed by the BCB expect the policy rate to top out at 13.75%
this year, while G10 central banks will largely keep hiking until the end of the year, and
possibly into early 2023. With domestic growth concerns mounting in Brazil, economists
suggest that the Selic rate will be reduced to 10.75% by end-2023.

Thursday – 04/08
02:30

Australia trade balance for June (est A$13.9bn, prev A$15.965bn)

07:00

Germany factory orders for June (est -10.4%, prev -3.1%) and MoM (est -1.2%, prev
0.1%)

08:30

Germany S&P Global construction PMI for July (prev 45.9)

09:00

ECB publishes economic bulletin

09:30

UK S&P Global/CIPS construction PMI for July (est 52.4, prev 52.6)

12:00

Bank of England bank rate (est 1.75%, prev 1.25%)

Although the Bloomberg median estimate for the Bank of England’s next decision sees a
50bp move as the most likely, the consensus is very narrow. Similarly, money market
pricing has come down from fully pricing a 50bp hike since the Fed’s dovish decision on
Thursday. While we think the macro data since the BoE’s June decision doesn’t require
more aggressive action from the BoE on Thursday, we can’t discount the potential for a
larger hike (more on this below).

13:30

US initial jobless claims for the week of July 30 (prev 256k)
US continuing claims for the week of July 23 (prev 1359k)
Canada building permits for June MoM (est -2.0%, prev 2.3%)
Canada international merchandise trade for June (est C$ 4.99bn, prev C$5.32bn)

Friday – 05/08
00:30

Japan household spending for June YoY (est 1.5%, prev -0.5%)
Labour cash earnings for June YoY (est 1.9%, prev 1.0%)

02:30

Australia RBA statement on monetary policy

07:00

Germany industrial production for June YoY (est -1.2%, prev -1.5%) and MoM (est
-0.5%, prev 0.2%)
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07:45

France preliminary payrolls for Q2 QoQ (prev 0.3%) and wages QoQ (prev 1.1%)
France industrial production for June YoY (prev -0.4%) and MoM (est -0.5%, prev
0%)
France manufacturing production for June YoY (prev 2.2%) and MoM (prev 0.8%)

09:00

Italy industrial production for June YoY (prev 3.8%) and MoM (est -0.3%, prev 1.1%)

13:30

US change in nonfarm payrolls for July (est 250k, prev 372k)
US unemployment rate for July (est 3.6%, prev 3.6%)
US average hourly earnings for July YoY (est 4.9%, prev 5.1%)
Canada net change in employment for July (est 18.1k, prev -43.2k)
Canada unemployment rate for July (est 5.0%, prev 4.9%)
Canada participation rate for July (est 65.0%, prev 64.9%)

With monetary policy deemed to be in neutral territory in both the US and Canada, the
focus for markets will likely broaden to labour market and growth conditions when
pricing central bank policy expectations. With labour supply showing signs of starting to
come back online in the US, markets will pay close attention to how much the net
employment increase is explained by a rise in the participation rate back towards prepandemic levels. Alternatively, in Canada, the focus will rest squarely on wage growth
data as the level of labour market slack remains historically low.
15:00

Canada Ivey PMI for July (prev 62.2)

BoE preview: Data points to 25bp hike, but can’t rule out a larger
move
The Bank of England is set to announce its latest policy decision next week on Thursday
at 12:00 BST. The meeting follows June's 6-3 decision that saw the Monetary Policy
Committee favour a 25 basis point hike to 1.25% instead of a larger 50bp move. Since,
speculation over an acceleration in the tightening cycle has increased, with markets
pricing a base case of a 50bp hike for some time until the latest Fed decision weighed on
hawkish rate pricing across all G10 swaps. The previous view taken by money markets
was due not only to the hawkish decision split at the last BoE meeting, but comments
from Governor Bailey that “more options are on the table than another 25 basis points”
and the hawkish policy move by the ECB of late. Relative to market pricing, the
divergence in expectations for the BoE’s next policy move has been more decisive
among economists, with a poll conducted by Reuters between the 13th and 25th of July
seeing 29 of 54 economists signalling a 25bp hike was their base case. The remaining 25
respondents all expect a 50bp hike.

Similar to the slight majority, we do not think the recent data has been
concerning enough for the BoE to act “forcefully” and deviate from the
current pace of its hiking cycle.
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We therefore look for a 25bp hike to 1.5%. Nevertheless, there remains a risk that the MPC
narrowly votes in favour of a larger rate hike to avoid falling too far behind the much
quicker pace of tightening from other G10 central banks and mitigate a renewed deanchoring of inflation expectations in the run-up to the October Ofgem price cap
increase, which will likely result in a peak in headline CPI north of 11%.

Recent data suggests the BoE doesn’t need to speed up its current
tightening cycle
In June, MPC members Haskel, Mann, and Saunders voted in favour of a 50bp hike such
that monetary policy leant strongly against recent trends in pay growth, firms’ pricing
decisions, and inflation expectations such that they don’t become more firmly in bedded.
Governor Bailey repeated such concerns at his Mansion House speech, stating that the
Bank would need to act more “forcefully” if it sees signs of “greater persistence of
inflation”, pointing to “price and wage setting” as the most obvious indicators to monitor
for these signs. While the broadening of inflation pressures to domestic components and
the continued tightening in the labour market prior to the June decision drove concerns
over these risks, the data since the Bank’s last decision has been far less concerning:
labour supply has come back online leading to a moderation in wage growth, firms are
beginning to struggle passing on higher prices amid a weaker demand outlook, and
inflation pressures have re-narrowed as core inflation cools.
In the labour market, not only has wage growth recently underwhelmed, but the
mismatch between labour demand and supply is starting to ease, suggesting upwards
pressure on wages will also start to fall. On the supply side, May's labour market data saw
employment gains primarily driven by an increase in the labour force, ultimately leading
to the unemployment rate printing flat at 3.8% despite an overall increase in net
employment. On the demand side, forward-looking indicators such as June’s payroll data
and the S&P PMI employment index suggests that firms are easing their employment
intentions, likely due to profit pressures. The combination of both suggests that slack is
set to reappear in the labour market, capping the upside in wage growth.
3M/3M increase in labour supply was the most in May 2022 since the 1980’s, pointing
to reduced pressure on wage growth
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Supply and demand imbalances aren’t just easing in the labour market. July’s preliminary
PMIs showed that firms are struggling to pass on higher input costs to consumers
because of a weakened demand outlook. Not only did the orders-to-inventories ratio
plunge dramatically, but the output price index fell from 68.2 to 65.1, with an even more
dramatic reduction occurring in the services output price index 67.5 to 64.2. This should
reinforce signs that domestic driven inflation pressures are easing, evidence of which is
already apparent in the latest CPI report that showed core CPI falling to 5.8% YoY with its
lowest sequential increase (excluding lockdowns) since September 2021.
Inflation contributions narrow back towards energy, food, and transportation
components

While signs from recent data supports our view of a more conservative rate hike from the
BoE, the most conclusive evidence comes from the moderation in longer-term inflation
expectations. This contrasts with rapid increases to the same measure for the US and
Europe, which were key reasons why the Federal Reserve and ECB conducted largerthan-signalled rate hikes at their most recent meetings. The latest survey conducted by
Citi and YouGov saw inflation expectations at a 5-to-10-year horizon fall from 4.2% in May
to 4% in June. Given that the BoE’s favoured survey of inflation expectations is moving
back toward the 2% target and market-based measures of future inflation levels are also
trending in the same direction as global commodity benchmarks (excluding Natural Gas)
moderate, the impetus on the BoE to deliver a larger rate hike ahead of the peak in
inflation, which we expect in October, is significantly less pressing than it was in June.

A 25bp hike might not be viewed as dovish by markets following
the latest repricing
Following the latest Federal Reserve meeting, the Bank of England will also feel under
less pressure to deliver a larger rate hike as Governor Powell signalled the peak in the
pace of the Fed’s hiking cycle has now been reached. This should reduce the pressure on
the pound, which policymakers such as Catherine Mann have highlighted is under close
inspection by the BoE due to the impact currency weakness will have on imported
inflation.
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Since the June meeting, market pricing broadly centred on a 50bp hike in July, until
the latest dovish repricing

Despite a multitude of measures in recent economic data suggesting a 25bp move is
more prudent, we can’t discount a larger 50bp increase in Bank Rate. With inflation set to
continue rising before reaching a peak in October, the BoE may wish to take out an
insurance policy against headline inflation pushing inflation expectations higher by
conducting a more forceful rate hike. Additionally, similar to the ECB, the longevity of the
Bank’s hiking cycle is likely to be restricted by a weakening in economic growth
conditions. This offers itself to a front-loaded hiking cycle and, in of itself, could be
enough to see the consensus among the MPC swing towards a larger rate hike.

BoE will look to begin active bond sales from September, with Bank Rate
substantially above the 1% threshold needed for this to become a possibility
Beyond the decision to hike 25 or 50 basis points, the Bank will also lay out its plans to
actively conduct Gilt sales alongside the latest Monetary Policy Report. That would give
the MPC the option to hold a vote on whether to sell gilts “as early as our September
meeting”, according to Governor Bailey. While it isn’t clear how much detail the Bank will
provide in terms of this policy action, the mere fact that the BoE is set to be the first major
central bank to actively sell assets on its balance sheet may be sufficient to satisfy the
hawks among the MPC.
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