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It is all about PEPP 
The beginning of this week had the feeling that
summer trading was about to begin, where liquidity
is thinner and market volatility begins to plateau.

SEK, AUD and NZD all fell over a percentage point
against the greenback that day, while EM currencies
also felt the pain of rising US yields.

Calendar
Monday – 07/06
Monday’s data calendar starts with April’s factory orders from Germany at 07:00 BST which
are set to print at 0.5% MoM and 76.4% YoY - a true illustration of how base effects will
distort economic data during the reopening. Last year’s lockdown in April saw much of the
manufacturing sector shutdown along with the services sector as virus risks were unknown,
while data after Q1 2020 showed a significant discrepancy between the manufacturing and
services sector as manufacturing picked up again while services bore the brunt of the
remaining lockdown measures. At 17:00 BST, Russia comes out with its CPI inflation figure
which will be key to FX markets after comments from the Central Bank of Russia chief Elvira
Nabiullina who stated surging inflation is not a temporary trend and poses a serious threat to
Russia’s economic recovery. The previous print showed inflation is running at 5.5%, well
above the 4% target. The inflation fears feed into expectations of another rate hike when the
CBR meets on Friday.

However, any signs of fatigue in market 
pricing were soon reversed on 

Thursday when US data kicked the US 
dollar back into life and the DXY index 
climbed back above the 90.00 handle. 

Thursday’s trading session set the scene for Friday’s release of May’s Nonfarm Payrolls data,
which showed the US labour market under deliver on expectations.

Looking ahead, central banks will come back to the fore next week with the European Central
Bank, the Bank of Canada, and the Bank of Russia releasing their latest policy decisions. The
ECB is likely to steal the show as speculation over the next PEPP decision rises, while the Bank
of Canada is unlikely to deviate from the last meeting’s tone after they decided to taper the
pace of QE. The Bank of Canada decision comes shortly after Q1 growth data undershot
expectations.
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Tuesday – 08/06
Japan's second GDP reading for Q1 is released on Tuesday at 00:50 BST. The data should
confirm the economic contraction in the first quarter, although the decline is set to be
slightly revised to the upside, from -1.3% up to -1.2% QoQ. The upward revision should come
from a smaller decline in private capex, while private and public spending remain subdued.
The data should be no surprise for market participants, who now focus on a potential
contraction in Q2 as well. Bloomberg’s GDP tracker with data up to April points to an
annualised drop of 0.1% in that period, due to lingering restrictions and a slow pace of
vaccinations in the country. After that, German Industrial Production at 07:00 BST is set to
come in at 0.7% MoM and 29.5% YoY - another figure distorted by base effects. Traders will
therefore pay closer attention to the month-on-month figure, although these are usually
more noisy. At 10:00 BST, the German ZEW survey should show a fast improvement in both
the current situation and expectations index, with expectations set to rise from 84.4 to 85.0
while the current index is expected to reach -25.8, up from -40.1.

Wednesday – 09/06

China’s Consumer and Producer Price indices are set to come out at 02:30 BST. Both CPI
inflation and China’s factory-gate prices should show a continued to pick up in May given the
higher commodity prices and lower base from last year.

The BoC will likely await the labour market recovery from the third virus wave before
adjusting policy, although the decision comes with hawkish risks given the improved
economic outlook since the start of the vaccination roll-out. However, these risks are
arguably balanced out by underwhelming Q1 GDP data.

Thursday – 10/06
Mexican CPI inflation is released on Thursday at 13:00 BST, with all eyes fixed on whether
or not Mexican prices have already peaked after inflation rose to 6.08% in April - the highest
level since January 2018.

China CPI
Market expectations see 
the Producer Price Index 
rising to 8.4% while the 

Consumer Price Index is set 
to print at 1.6%. 

Norway’s April GDP figure is out at 07:00 BST and is
likely to have improved somewhat after its economy
contracted by more than expected in Q1. Norway began
lifting economic restrictions in late April as the virus case
count declined, which should be moderately visible in
the data print. Mainland MoM GDP is set to print at
0.2%, according to the median of forecasts submitted to
Bloomberg. Canada comes out with its rate decision at
15:00 BST, although this is expected to be a placeholder
meeting as the April meeting already provided a large
hawkish tweak to the BoC’s forward guidance.



As supply constraints remain while demand conditions start to heat up, Banxico has
highlighted the upside risk to the inflation outlook, marking a notorious shift towards a more
conservative policy stance. With markets currently pricing in at least one rate hike in the next
6 months, signs of peaking inflation might water down such expectations. The move could be
favourable for the Mexican peso, as a softer inflation profile could guarantee further policy
support to the domestic economic recovery. Brazil IBGE inflation is released simultaneously,
with median consensus foreseeing a print of 7.94% annual price growth in May. A reading
above 6.76% in April would mark a full year of continuous rising inflation and the highest
level of price growth since November 2016, fuelling concerns over a rampant inflation
trajectory in the country. The news shall be received with renewed expectations for front-
loaded monetary tightening looking ahead, which has boded well for the real since the BCB
started the normalisation cycle in March. BRL has been the best performing currency against
the US dollar in Q2 and is poised to extend the gains on the back of a gradual hiking cycle.
Risks to this view come alongside higher-than-expected inflation. An overly dramatic reaction
from the BCB in response to higher inflation could dampen the growth recovery.

The European Central Bank will announce its monetary policy decision at 12:45 BST,
followed by the usual press conference at 13:30 BST. Although economic fundamentals and
progress on the EU recovery fund point to a bright outlook for the eurozone, recent
commentary from ECB officials lead us to believe the central bank will maintain a dovish tone
and keep PEPP purchases elevated. More on this on page 4. Finally, US CPI for May will
capture investor’s attention at 13:30 BST.

In April, CPI inflation rose by 0.8% month-on-month, with core prices advancing at the fastest
pace in four decades at 0.9%. Median expectations pinpoint headline price growth of 0.4%
MoM this time, which should support the Fed´s view of the volatile time series impacted by
reopening and temporary effects. Risks to this forecast, however, are tilted to the upside as
the US economy reopens rapidly and workers continue to return to the labour market. The
debate on QE tapering might be brought back to the table as a result, offering some pockets
of appreciation to the greenback. We opt to view the month-on-month data in the coming
months due to the impact of base effects on the annual figures.

Friday – 11/06
UK GDP for April at 07:00 BST is set to print at 2.6% MoM and 1.6% in the three months
leading to April, both of which would be vast improvements from March.
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“Following an upbeat print in April, markets will look into the May reading, in 
search of signs of further upside inflation pressures in the US economy on the 

back of a gradually recovering labour market.” 

https://www.monexeurope.com/news-analysis/outlooks/brazilian-real-leads-the-em-race-against-usd/
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This reflects the easing of lockdown measures as the UK’s high vaccination speed allowed for
quicker reopening than elsewhere. The FX reaction may be more limited unless there is a
large surprise to the reading, as the Bank of England’s real-time CHAPS data already painted a
picture of what the lagged GDP figure may look like. France and Italy will publish their
industrial production figures at 07:45 and 09:00 BST respectively. Both prints, like
Germany’s, are expected to be hugely distorted by base effects: France’s April print is set to
come in at 44.9% on an annual basis while Italy’s is expected to see a whopping 71.9% jump
from last year. Markets will look through these and focus on monthly figures instead, which
are set to come in at 0.8% and 0.2% for France and Italy respectively. The Central Bank of
Russia is then expected to announce a 25bps interest rate hike at its meeting at 12:30 BST.
With inflation pressures building and the CBR having been vocal about another rate hike,
higher rates, at least in the months to come, are imminent. For the June meeting, Governor
Nabiullina stated the options under the central bank’s consideration include leaving the rate
unchanged as well as increasing it, while First Deputy Governor Yudaeva said a hold is less
likely. A 50bps rate hike would likely see a large ruble reaction to the upside, while even
25bps would be enough to stir some ruble volatility on the last trading day of the week.

ECB Preview
Managing great expectations

With vaccines distributed to greater parts of the population, major economies are starting to
reopen on a broader and more stable footing. With the reopening resulting in an
improvement in economic outlooks, calls for crisis-level monetary policy measures to be
scaled back are now starting to get louder. Very few DM central banks are exempt from this
growing trend, and the European Central Bank isn’t one of them. However, over the past few
weeks, ECB members have cast a resoundingly dovish tone in communications despite the
improvement in near-term economic conditions. In addition to this, the lack of dissenting
hawkish commentary from the notoriously fractious Governing Council also speaks volumes.

The recent tone taken by 
policymakers paves the 

way for a very tactful 
decision on next week’s 

announcement of 
upcoming PEPP purchases 

– the ECB’s favoured 
marginal policy tool. 

This has helped change the broad market
consensus over the ECB’s upcoming decision, with
consensus now expecting an elevated level of
purchases to continue over the coming quarter.

While we expect the ECB to naturally scale back
the level of net purchases from the previous
quarter’s €80bn a month level as economic
conditions improve and seasonality plays a part,
the extent to which they moderate the pace of
purchases is likely to be less than previously
expected. This is largely due to the signal the
purchasing data omits to markets.



While ECB members now view financing conditions as favourable, there was a blip in May
that prompted verbal intervention from President Lagarde and a recalibration in the pace of
purchases. To avoid a similar misalignment in financing conditions and the economic outlook
as the economic recovery starts to take shape, the ECB is likely to continue running net
purchases at a more elevated level. With no quantitative target announced in advance and
the net pace of PEPP purchases calibrated regularly, the wording around the pace of
purchases will be key for setting the overall signal of the ECB’s monetary policy stance. For
this reason, we believe the ECB will retain the wording that purchases will continue to be
conducted at a “significantly higher pace than during the first months of this year”. With the
pace of purchases currently sitting around €20bn a month faster than previously, we believe
this still leaves the ECB with scope to reduce purchases while maintaining the same language
around the committed pace. We expect around a €5-10bn a month reduction in the pace of
net purchases over the coming quarter unless economic conditions improve markedly to
allow the ECB to recalibrate policy before September’s meeting.

The pace of PEPP purchases has scope to moderate without the ECB changing the language
of “significantly higher purchases”
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The decision to keep the pace of purchases elevated while growth projections are upwardly
revised will send a definitively dovish tone to markets, helping to keep real rates anchored
amid the reflationary environment over the coming quarter. In the short term, this is unlikely
to have much of a bearing on EURUSD given the suppressed nature of US real rates under the
Fed’s current reaction function. However, as we head further into Q3 and the Fed announces
the tapering of QE to begin in 2022 (announcement expected around mid-Q3), the
divergence in the central bank’s reaction functions is set to pose a headwind to the current
EURUSD rally. This has been factored into our June forecasts with the expected EURUSD rally
to remain limited despite a backdrop of improving global and domestic economic conditions.

https://www.monexeurope.com/news-analysis/forecasts/monex-europe-june-2021-fx-forecasts/
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How effective was the ECB’s previous decision to ramp up PEPP
purchases?

The ECB has pledged to maintain an ample degree of accommodation in monetary policy
amid the pandemic, and so far, it has delivered on its promises. Embedded in a holistic
approach of keeping financing conditions “favourable”, the ECB´s ultra-loose stance
translates across a wide set of instruments, from negative interest rates to quantitative
easing programmes directed at government debt and the private sector. With a wide array of
jurisdictions and sectors to provide support to, the main question for investors has been how
to assess the effectiveness of the ECB’s policies and what is the outlook going forward. The
ECB’s Chief Economist Phillip Lane provided some guidance about it by signalling the
indicators worth monitoring under this holistic approach, namely, the GDP-weighted bond
yield and OIS curves. These measures aim at looking into upstream and downstream
financing conditions within the economy, certifying that monetary support is filtering through
into the broad economy.

It is natural that yields gradually climb as economic conditions improve, reflecting reflation
dynamics in both public and private sectors. This was recently pointed out by ECB member
Schnabel in response to the latest rise in eurozone nominal yields. As the ECB has also
signalled, European financing conditions will eventually tighten as the economy recovers
from the pandemic effects. But while this is a natural consequence in growth cycles, the ECB
also wants to make sure the tightening of financing conditions does not occur ahead of time,
and less so because of pre-emptive market expectations, which are increasingly pricing in the
positive effects of massive vaccination and economic reopening.

To that end, the ECB has taken decisive steps to provide as much liquidity as necessary to
maintain favourable financing conditions, that is, to keep interest rates and debt yields low
and stable. Moreover, the Bank has firmed its strong communication around such conditions,
in a manner that some have labelled as a form of yield curve control à la Japan.

The fact is that yield curves and interest rates have effectively remained subdued, even as
economic conditions gradually advance. The euro-area GDP-weighted yield curve has slightly
moved up from the levels three months ago, when most European countries were hit by a
third wave of infections and wide containment measures were implemented. Conversely, the
curve remains lower than early-2021 levels. At the beginning of the year, European yields had
been pushed up by the contagion from the rise in US yields, which occurred due to a
backdrop of early vaccine rollout and strong fiscal stimulus legislation.

The early tightening of financing conditions could effectively deter the 
economic recovery and curtail long-term growth. 
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A similar pattern is observed in the OIS curve, where current rates are slightly below the
levels at the beginning of the year, but above the rates during the latest wave.

What happened in between?

The ECB stuck a firm message of keeping these financing conditions in check through the
recovery phase and as long as necessary to support the European economy. The message
was backed up by the recalibration of the ECB’s PEPP, which effectively offset developments
in bond markets and kept financing conditions favourable. With a job well done in the last
quarter, we expect the ECB to continue striking such a dovish tone to markets next week and
reinforce this with elevated PEPP commitments. This should prevent markets from getting
too excited about the reopening and relieve any undue upside pressure on yields for the
time being, especially as further spill over from US dynamics may be incoming in Q3.

GDP-weighted all Euro area yield curve
vs 3M prior and pre-pandemic

EURO OIS curve vs 3M prior and pre-
pandemic

The projections: Inflation to be revised upwards, perhaps growth also

The ECB will also present a fresh set of economic projections in next week’s meeting. Back in
the March staff projections, the Governing Council expected GDP to grow by 4% this year and
4.1% in 2022 while they expected inflation to come in at 1.5% in 2021 and 1.2% in 2022.
Economic conditions have likely improved since the March meeting, as shown by eurozone
confidence indicators printing at three-year highs, however, this improvement may be offset
by a weaker than expected Q1 GDP print. The improvement of economic conditions should
come as no surprise to the ECB with vaccinations having picked up pace in Q2, which allowed
countries throughout the bloc to gradually start easing containment measures. As for the
inflation projections, the central bank may need to take a second look at their forecasts.
Inflation in the eurozone accelerated to 2% year-on-year in May, which brings the average
YoY inflation to 1.44% so far this year.
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Inflation over 2021 is likely to overshoot the ECB’s current forecast of 1.5% given the
elevated commodity prices since last year and the reopening effect from this year, while
supply chain disruptions pose an additional upside risk to prices. Officials have stated that
the current overshoot in inflation is transitory in nature, but it remains unclear how short-
lived they view the overshoot. With most eurozone countries having had stringent
containment measures over the majority of last year and Q1 of this year, and vaccinations
allowing countries to open up increasingly further from Q2 2021 onwards, base effects will
likely play a dominant role in inflation figures until year-end.

In the last ECB meeting, President Christine Lagarde reiterated the importance of the EU
recovery fund being operational as soon as possible as at that point there were numerous
hurdles to the plan regarding submission and ratification. By the start of June, all EU
members had ratified the Own Resources Decision (ORD) and submitted their plans to the
European Commission for review, which allows the EC to begin issuing debt from the
recovery fund.

Although this takes some of the burden off the European Central Bank in terms of PEPP
purchases, a more substantial moderation in the pace of purchases is unlikely until a more
material improvement in economic conditions is visible and fiscal stimulus is released. For
this reason, we don’t expect the ECB to substantially reduce the pace of PEPP purchases until
September’s meeting at the earliest unless economic conditions dramatically improve. This is
largely to avoid triggering a start of discussions around policy normalisation, despite current
economic fundamentals and pleasing progress on the fiscal front justifying at least a marginal
reduction in PEPP purchases in our view.

“We expect the first disbursement to start in July, as the June 
meeting of the European Council on June 24-25 will likely see 

some approvals of the national plans.” 

Disclaimer

This information has been prepared by Monex Europe Limited, an execution-only service provider. The material
is for general information purposes only, and does not take into account your personal circumstances or
objectives. Nothing in this material is, or should be considered to be, financial, investment or other advice on
which reliance should be placed. No representation or warranty is given as to the accuracy or completeness of
this information. No opinion given in the material constitutes a recommendation by Monex Europe Limited or
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