
Week Ahead

Keeping pace with market expectations of the Fed 

Market volatility was elevated this week following the dovish surprise by the Bank of
Canada, simmering tensions between Russia and Ukraine, and hawkish commentary by
Chair Powell following the Fed’s January policy announcement. Geopolitical tensions
took centre stage at the start of the week ahead of key negotiations in Paris, but a
statement by the Russian Foreign Ministry outlining how a war in Ukraine was
“unthinkable” helped soothe market concerns from Wednesday onwards. The source of
volatility then shifted from geopolitics to the rate space, with most of the cross-asset
impact stemming from Fed Chair Powell’s hawkish comment on rates and the labour
market. US front-end yields rose in the aftermath and FX markets favoured the dollar as a
whole, sending the DXY index to new cycle highs above the 97 handle. Amid this
environment, all eyes sat on EURUSD and EURCHF as the single currency was hampered
by the rise in regional risk, and the impacts geopolitical spillovers could have on domestic
energy inflation, along with rising US rates.

Calendar (all times GMT)

Monday – 31/01

Although strictly not released during the trading week, China’s official PMI data for
January on Sunday at 01:30 along with the Caixin manufacturing PMI at 01:45 can’t be
omitted due to their likely influence on how markets open in Asia on Monday. The
manufacturing sector will likely show a seasonal slowdown with both the official and
private manufacturing PMIs set to moderate. Expectations are for the official measure to
moderate from 50.3 to 50 -the breakeven level showing no expansion nor contraction in
activity- while the private measure is also expected to fall to 50 from 50.9. In the non-
manufacturing sector, the slowdown is set to be more pronounced due to China’s zero
tolerance Covid strategy which has resulted in limited travel and hospitality spending
ahead of the Lunar New Year holiday in February. The official non-manufacturing
measure is expected to fall from 52.7 to 51.0, weighing on the composite measure and
likely bringing it close to the 50 mark from December’s 52.2 reading.

Next week, with the Bank of England and European Central Bank set to 
release policy, rate differentials will sit front of mind yet again, while North 
American labour market data should provide more colour on the projected 

rate paths for policy rates as the Omicron impact becomes measurable. 
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Spanish preliminary CPI figures for January at 08:00 are set to show inflation
moderated from 6.5% YoY in December to 5.3% YoY in January. Risks for the release are
tilted to the upside, with energy prices in Spain having sent inflation soaring throughout
Q4, which may have filtered through to broader-based price pressures. At 10:00,
eurozone Q4 advance GDP is released after Germany’s downward surprise to its January
GDP reading on Friday, which missed the consensus estimate of a 0.3% contraction and
instead dropped by 0.7%. If US yields and geopolitical tensions are as much at the
forefront as this week, it is unlikely markets will take much notice from a mild miss in
eurozone GDP figures, however the figures will still be relevant especially ahead of
Wednesday’s ECB meeting.

The release of Australia’s CoreLogic
House Price data for January at 23:00
will be examined by markets in order to
assess the direction of monetary policy
in Australia. After rising 0.6% MoM in
December, capital city dwelling prices
are likely to plateau in January due to
seasonal easing in prices.

However, signs of continued 
price increases are likely to fan 
expectations for tighter RBA 

policy towards year-end.

Tuesday – 01/02

The focus remains on Australia on Tuesday as Q4 retail sales data is released at 00:30
ahead of the RBA meeting at 03:30. Starting with retail sales data, the December data is
likely to show a slight contraction following November’s 7.3% MoM surge as reopening
effects in New South Wales and Victoria, along with the impact of Black Friday sales, start
to fade. However, despite the expected 2% contraction in monthly terms, retail sales
excluding inflation at set to rise from -4.4% in Q3 to 8.5% in Q4. The December data is
likely to avoid the Omicron impacts as they largely set in during the final week of the
month. House price and retail sales data sets the scene for the February RBA meeting,
where rates are expected to remain on hold but expectations are elevated for a QE
adjustment. A survey conducted by Bloomberg suggests 16/17 economists expect
purchases to end in February following strong labour market prints and a rise in Q4 CPI.

At 07:45, French preliminary CPI data for January is expected to show a contraction of
0.2% MoM, however risks are tilted to the upside given the surge in energy prices and the
upward surprise in French GDP figures for Q4 on Friday. At 08:55, German
unemployment figures from January are released ahead of eurozone unemployment
data for December at 10:00. While labour shortages are becoming an issue over the
entire DM space as economies recover from the pandemic, tightness in the eurozone
labour market has so far only been found in parts of the eurozone, particularly the
Netherlands and Belgium. Germany, Spain and France have had lower vacancy rates in
comparison. December’s eurozone-wide figures will therefore be viewed in the context
of possible broader tightness.

Should the central bank refrain from ending its QE programme, 
which currently runs at a rate of A$4bn per week, further downside 
pressure is likely to result on the Aussie dollar given markets are 

pricing in a 15bps hike as early as May 2022.
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Following a sharp rise in economic momentum in October, the pace of economic
expansion in Canada in November is set to slow. November’s GDP data, released at
13:30, is set to show the economy expanded by 0.3% as suggested by StatsCan’s
preliminary estimate. If the data prints in line with the initial estimate, this would keep
growth on track to exceed the Bank’s Q4 estimate of 3.2% YoY projection as the economy
headed into December where the arrival of Omicron slowed activity. Emphasis remains
on North American activity Tuesday afternoon as Canadian and US manufacturing PMIs
are released at 14:30 and 14:45 respectively. The reports will be closely examined for
signs of continued supply chain pressures. Following that, focus will remain on
manufacturing activity with the release of January’s ISM manufacturing report from the
US at 15:00. Employment sub-indices, along with new orders and wage costs, will be
examined to provide a preliminary read on labour market and demand conditions in the
US amid the latest Omicron wave. Closing out the day is New Zealand’s Q4 labour
market data at 21:45. Following the strong Q3 report, which saw the unemployment rate
drop 60bps to a record low of 3.4% and both participation and employment-to-population
rate rise to record highs, the New Zealand labour market is expected to remain tight in
Q4. Any pick-up in private wage growth from 2.5% YoY is expected to fan expectations of
RBNZ rate hikes as it would see wages rise at a faster pace than the central bank’s
medium-term inflation target.

Wednesday – 02/02

Following Tuesday’s RBA announcement, Governor Lowe is set to speak at the National
Press Club at 01:30. At this event, we expect the Governor to push back on the markets
more hawkish assessment of the Bank’s rate path despite the central bank bringing
forward its assessment of increasing rates from 2024 previously. The speech will prove
key in determining the market implied path for Australian rates. At 10:00, eurozone
preliminary CPI data for January is expected to show a drop to 4.3% year-on-year after
annual inflation reached 5.0% in December.

.

Following last week’s Fed announcement, where Chair Powell emphasised the strength
of the labour market, employment data will be heavily scrutinised as markets continue to
jostle with their expected rate path in the US. ADP data for January at 13:15 gives
markets their first look at how the labour market weathered the Omicron storm in
January. Although the data doesn’t give the clearest representation of the US labour
market as a whole, the nonfarm private sector payroll data should show any signs of
employment momentum significantly cooling due to the arrival of the new strain. The
final event for the day will be the Central Bank of Brazil at 21:30, who are expected to
raise rates by 150bps to 10.75% as the battle against inflation persists.

The MoM print is set to contract by 0.7%, however upside surprises 
could provide hope for EUR bulls that the European Central Bank 
may have to abandon its ultra-dovish policy sooner than expected.
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Thursday – 03/02

The Turkish lira has been relatively stable in Janaury after the creation of an FX-protected
lira deposit scheme and a commitment to pause the cutting cycle has helped soothe
bearish sentiment. Turkey’s January’s CPI data at 07:00 is unlikely to compromise that,
however, with inflation set to rise from 36% to 48.1% YoY, the central bank’s credibility
may be further eroded if inflation continues to rise at a record pace. January’s services
and composite purchasing managers indices from Spain and Italy at 08:15 and 08:45
will be of more relevance than from other eurozone countries on Thursday as they are
the first activity readings for January as opposed to finalised figures. The Bank of
England is then set to announce its latest policy decision at 12:00 where we expect a
further 25bps increase in rates such that Bank Rate hits 0.5%. The jury is out whether this
will result in the Bank from ending the reinvestment of its maturing bonds with £25bn set
to expire in March. Governor Bailey is then set to speak at a press conference at 12:30
(full BoE preview below).

At 12:45, the European Central Bank releases its rate statement which is unlikely to
bring any policy changes. Instead, the central bank will carefully have to weigh its words
around inflation, especially in light of the hawkish Fed meeting, to convey their view on
how price pressures are likely to evolve in 2022 while at the same time keeping policy
expectations - which already foresee a rate hike next year - in check. ECB President
Christine Lagarde will speak at the press conference following the rate statement at
13:30 (more on this below). The final major release of the day is US ISM services data for
January and factory orders data for December at 15:00. Both pieces of data are likely to
have a limited market impact, however.

Friday – 04/02

The RBA’s monetary policy statement, released at 00:30, is set to show material
upgrades to its inflation and employment projections following strong data in Q4. This
should provide the rationale for a hawkish policy adjustment announced on Tuesday.
German factory orders for December are then released at 07:00 and are set to rise by
0.2%. This comes after November’s surprise 3.7% MoM growth which was driven by a
surge in foreign demand for capital and intermediate goods. Demand may have been
moderately lower in December when Omicron concerns became more prominent.

At 07:45, industrial production figures for France will be published. Industrial output
unexpectedly contracted in November, both in France and Germany, as supply
constraints still lingered even before Omicron became more widespread. Following
Thursday’s BoE decision, Deputy Governor Benjamin Broadbent and Chief Economist
Huw Pill are set to speak at 12:15 on the monetary policy report and interest rate
decision. The successive commentary following the MPR hints at a material shift in policy
at February’s meeting. Rounding off the week will be US nonfarm and Canadian labour
market data for January at 13:30. At present, expectations sit at a 178k increase in US
payrolls in January, down from December’s 199k increase, while a consensus hasn’t been
compiled yet for Canada. The slowdown in employment pace in the US is largely
expected due to the deteriorating health backdrop and limited supply of labour, meaning
the emphasis will quickly shift to wage growth and participation rate data to outline how
much slack there remains in the labour market.
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Meanwhile, in Canada, a limited Omicron impact on the labour market’s progress
following two strong reports in November and December will only embolden calls for
the Bank of Canada to conduct lift-off with a 50bps rate hike at March’s meeting.

Given Chair Powell’s hawkish commentary at January’s 
meeting, a strong labour market report will only embolden 
calls for a steeper rate hike trajectory with markets already 

increasing their bets on 5 rate hikes this year.

BoE preview

Bank of England set to be bold in an attempt to dampen inflation 
pressures

The Bank of England is set to announce its latest policy decision on Thursday at 12:00
GMT, with Governor Bailey and co set to speak to the press at 12:30. Expectations heading
into the meeting are for the Bank to raise rates by a further 25bps following December’s
15bps hike. This would not only bring Bank Rate up to 0.5% but mark the first consecutive
rate hike by the MPC since 2004. In our opinion, following December's CPI release, the
Bank of England’s decision has been made much easier as inflationary pressures
continue to persist and have started to become more broad-based. The more important
question for policymakers is whether they still want to commit to ending the
reinvestment phase once Bank Rate hits 0.5% given their guidance was caveated by the
phrase “if appropriate given the economic circumstances” and that £25bn of Gilts are set
to mature in March.

We expect the Bank to hike rates by 25bps at next week’s 
meeting and expect them to end the reinvestment phase. 

Bank Rate to rise to 0.5% and mark the start of quantitative 
tightening

The rationale behind our view on the Bank of England ‘s policy decision next week is
threefold. Firstly, the inflation backdrop warrants such a tightening stance. Headline
inflation currently sits at a 30-year high and CPI was dangerously close to the BoE’s
estimation of a 6% peak in April before Ofgem adjusts its energy price caps. February’s
Monetary Policy Report is likely to highlight the more concerning inflation developments
since its last set of projections in November with an upwards adjustment to both its
estimation of peak CPI in April and its 2022 inflation projection. We expect the Bank to
retain its language around “two-sided risks” to the inflation outlook, however, to avoid
stoking expectations of more aggressive policy tightening. Amid this inflationary
environment, and signs in the BoE surveys that current price and wage expectations
aren’t consistent with the Bank’s 2% target, effectively tightening rates by more than
25bps is warranted.

https://www.monexeurope.com/news-analysis/in-depth-analysis/uk-inflation-surprises-to-the-upside-but-pounds-reaction-remains-muted/


Week Ahead 31st January - 4th February 2022

Secondly, while some analysts have stated that the Bank may want to delay its plans to
halt reinvestments at February’s meeting despite rates hitting 0.5%, we don’t think the
Bank will want to undermine its credibility by opting to delay QT so soon after laying out
its sequencing plan. Should they opt to delay balance sheet run-off, the Bank will be
effectively admitting to another communication blunder so soon after November’s
controversial decision to hold rates. With money markets largely expecting Bank Rate to
hit 0.5% at February’s meeting and thus kick start balance sheet run-off (barring the dip
following November’s decision to hold), we don’t think the limited market reaction to
such an announcement warrants the Bank to undermine its credibility.

Money markets have largely expected rates to rise from 0.25% to 0.5% in February for 
some time

In addition to this, the premise that QE lowers bond yields and therefore QT leads to
higher bond yields and thus tighter monetary conditions is too simplistic in our view.
While BoE research in January 2020 highlighted that £30bn of asset purchases was
equivalent to 25bps of rate cuts, the counterfactual isn’t necessarily true in today’s world.
To begin with, this research was conducted in the post-referendum period where bond
markets were more illiquid.

Additionally, the impact of QE also acts via a signalling channel – the announcement of
QE signals to markets that rates are going to remain low, or close to the central bank’s
policy rate, for some period of time. By embarking on QT after the onset of the traditional
tightening cycle, the signaling impact of quantitative tightening is already lost as financial
markets have already adjusted for the imminent tightening cycle. This further reduces the
impact of QT on financial conditions.

Now, with liquidity plentiful given the BoE’s large footprint in the Gilt 
market, the withdrawal of demand is likely to be much more limited 

in terms of tightening financial conditions relative to the 25bps 
estimated equivalence.
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The Bank of England’s maturity profile has raised some concerns about embarking on 
QT in February, but we think the impact of March’s £25bn roll-off should be limited

Thirdly, we think that the Bank’s task becomes much more complex once rates hit 1%,
thus a front-loaded hiking cycle is more beneficial. Once Bank Rate reaches 1%, which
money markets now expect to occur as early as June, the BoE has outlined that it will
begin to review actively selling assets to wind down its balance sheet. This, coupled with
chunkier maturities from mid-2023 onwards, makes the task of tightening policy later
down the line much more complicated. To prevent inflation expectations from detaching
too far from the 2% target as price pressures approach their peak and begin to become
more broad based, the Bank may opt to take a more aggressive and active stance earlier
on to avoid having to make more difficult decisions later down the line.

Further hawkish signs may be visible in commentary and 
projections

Beyond the decision on rates and balance sheet run-off, markets will be paying close
attention to the 2-year ahead inflation forecasts that are conditioned on market implied
rates. Should these forecasts show inflation continues to sit at 2% or slightly above,
market pricing of the UK rates in 2022 will become more hawkish. Additionally, focus will
be on the voting split as it should provide signals to markets as to how quickly the 1%
threshold will be met this year. Following the hawkish Fed meeting, money markets
brought forward their expectations for rates to hit 1% in the UK from August’s meeting to
June’s. If the split on the decision to hike rate and embark on quantitative tightening is
close to or unanimous, this will embolden expectations for a more front-loaded hiking
cycle, which would ultimately be supportive for the pound, especially against the euro. As
always, Governor Bailey’s perceived tolerance to the inflation backdrop will be monitored
for further guidance.
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ECB preview

The European Central Bank needs to strike the right balance to not 
unsettle markets

After a tumultuous central bank week that included decisions by the FOMC and BoC, it’s
the ECB’s turn on Thursday to communicate how they view the current economic
backdrop which includes multi-decade high inflation, a tight labour market and increased
regional risks, all the while Covid restrictions are still in place. We don’t expect the ECB to
announce any policy changes on Wednesday’s meeting, however, there will be
increased focus on how the central bank will communicate any changed views regarding
inflation without igniting a fire in markets and ramping up expectations for interest rate
hikes.

The elevated YoY CPI print in December of
5.0% gained much attention in newswires, but
we don’t expect this to be a big concern for
the ECB, or for it to be any reason for a
change in course. Months ahead of the
December print, the central bank warned
that inflation will peak at the end of 2021 due
to base effects, supply chain disruptions and
higher energy prices. The ECB’s base case
still remains that inflation is expected to
come down in 2022, and to drop below the
2% target in 2023 and 2024. However, with
the Fed, BoC and BoE already having taken
measures to combat the surge in inflation,

The elevated YoY CPI print in 
December of 5.0% gained 

much attention in newswires, 
but we don’t expect this to be 
a big concern for the ECB, or 
for it to be any reason for a 

change in course. 

the meeting on Wednesday will certainly be a
communication challenge for ECB President Christine Lagarde as she will have to
convince markets that the inflationary risks in the Eurozone are different in nature. In that
sense, the ECB is unlikely to have changed its base case view on inflation as some of the
main arguments given by the governing council for lower inflation are purely based on
mechanical factors: Germany and Ireland saw inflation VAT cuts being reversed in 2021,
which led to higher inflation, all the while base effects from lower prices in 2020 pushed
prices higher. These effects will be less visible in this year’s data. The main area of risk
comes from the energy crisis and supply chain disruptions, both of which are set to ease,
however, they may cause price pressures to filter through to the consumer. At the same
time, labour shortages may pressure inflation further, causing price strength to become
more broad-based.

In the press conference, Lagarde will undoubtedly address this increased risk, however,
the data that has been released over the last months and commentary from
policymakers does not scream that right now is the time to adjust their base case
scenario.

With that in mind, until inflation pressures start to widen and growth conditions pick up in 
the eurozone, policy announcements from the ECB are set to be less of a sensational 

event for markets than the Fed or Bank of England, but if history is any guide, it takes only 
one unfavourably phrased sentence to unsettle markets. 
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