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Reopening reignites sterling’s rally

YOUR GLOBAL FOREIGN EXCHANGE SPECIALIST

GBP
Update

May 2021

Events since our last GBP outlook have provided
much needed clarity to the UK macroeconomic
outlook. Now, economists and market participants
are able to forecast the UK economic recovery more
accurately than before as the pace of vaccinations
keeps the government on track to reopen under its
tentative roadmap.

Although, some risks remain to the forecasts and centre mainly on the possibility of new
variants and the composition of post-pandemic consumption patterns. To date, the mixture
of expansive fiscal policy, as outlined in the March budget, an achievable reopening timeline
and an effective vaccine campaign means the UK economy is on track to reach pre-pandemic
levels by the end of the year according to the latest Bank of England forecasts. Such an
upgrade to the economic recovery has resulted in the BoE scaling back the pace of their QE
purchases, while it is unlikely that the current £895bn QE envelope will be expanded. Despite
BoE policymakers quickly outlining that the changes in the pace of QE purchases don’t reflect
a change in the stance of monetary policy, the underlying trend seems to be changing and
suggests that policy tightening is more likely to be the next move by the central bank.
Although, any blip in market functionality or a stall in the recovery due to consumption
dipping is likely to result in a loosening of policy.

However, our assumption of rate lift-off is subject to whether the BoE opts to shrink its
balance sheet first and what post-lockdown consumption patterns look like. In the interim,
we expect the UK’s economic rebound to remain robust, especially as lockdown conditions
ease and reduce supply constraints on economic activity. The rebound in domestic and global
economic conditions should support GBPUSD above the 1.40 handle, however, the extent to
which sterling will rally is subject to the pace of the economic recovery and growth
thereafter, which in itself depends on what post-pandemic consumption looks like. Under the
Bank of England’s base case that households spend 10% of excess savings over the coming
three-years while much of the consumption boost is delivered through consumers refraining
from saving in the near-term, we expect GBPUSD to rally to around the 1.46 level in the
coming twelve-months.

Looking ahead, we anticipate the Bank of England to hike rates in the second half 
of 2023 – an assumption that is only mildly more dovish than market pricing.  
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https://www.monexeurope.com/news-analysis/outlooks/a-post-brexit-britain-leaves-sterling-at-the-mercy-of-covid-19-developments/


1-month
31st May 2021

3-month
31st Jul 2021

6-month
31st October 2021

12-month
30th Apr 2022

GBPUSD 1.40 1.43 1.45 1.46

GBPEUR 1.16 1.17 1.18 1.18

EURGBP 0.86 0.85 0.85 0.85
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Monex Europe’s May forecasts

Consumption patterns hold the key for the pace of the economic
recovery and the magnitude of the pound’s rally

There has been much debate over what post-lockdown consumption patterns will look like in
the UK, with very little data to guide current assumptions. Bank of England Deputy Governor
Ben Broadbent stated in the May press conference that there is around £200bn in
accumulated excess household savings due to the pandemic, with the Bank expecting around
10% to be drawn down over the next 3 years. However, this is a working assumption based
on the latest BoE/NMG survey, which isn’t a perfect measure of what post-pandemic
consumption patterns will look like. Additionally, consumer confidence is very malleable and
has shifted substantially based not only on current economic conditions, but also the pace of
vaccinations and the outlook for the economic recovery.

In this light, it is highly likely that the BoE
will continually update its assumption of 

the household drawdown in excess 
savings over the recovery period. 

To add to the uncertainty, the
distribution of the excess
household savings tends to be
skewed towards those with a
lower marginal propensity to
consume; this is another reason
as to why the BoE has been
conservative with their estimates
of the savings drawdown to date.

The skewed distribution of savings was reflected in the survey results; while 27% of the BoE/
NMG survey respondents planned to spend at least some of their built up savings, around a
third of respondents expected their level of expenditure to be less than pre-pandemic levels
over the coming year.

So far, CHAPS data has been the best metric for determining the consumer reaction to the
April 12th easing of measures.



The aggregate debit and credit card spending data provides timely estimates on the volume
of spending in certain categories and is key in gauging what post-pandemic consumption
patterns look like.

Under the latest data, which is limited due to the short timeframe since the April 12th
reopening, consumers have increased their spending on delayable items (clothes, furniture
etc), which continues to track above the February 2020 average despite moderating from the
initial reopening spike. Meanwhile, spending on social and work related goods/ services
remains below the February 2020 average, largely due to the government restrictions that
remain in place. This is especially true for spending on social items, with much of the
hospitality sector remaining shut or subject to supply constraints. These restrictions are set
to ease on May 17th, after which a more representative picture will become apparent in the
CHAPS data. However, for the time being, aggregate spending remains at similar levels to
February 2020’s average. In our view, this suggests that the upwards spike that’s expected to
come after the next phase of reopening won’t result in a major release of pent-up demand
that is above the Bank of England’s working assumption of household spending. Instead, as
BoE economists predict, it will likely show a near-term halt in additional savings as
consumers use current income to ramp up near-term spending. The extent to which
households’ drawdown on previous savings is likely to depend on how long aggregate
spending tracks above pre-pandemic measures as opposed to the magnitude of the initial
spike. Therefore, only time will tell how large the consumption windfall truly is.

CHAPS data provides some idea about post-pandemic spending, but too soon to see a
trend
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Vaccination success is key to the UK economic recovery as lockdown
conditions are set to broadly ease

The effectiveness of the UK’s vaccination programme and the corresponding economic
reopening resulted in the Bank of England upgrading its growth trajectory to forecast the UK
economy recovering to pre-pandemic levels by year-end compared with Q1 2022 previously.

This compares with the ECB’s expectations of euro area economies to return on average to
pre-pandemic levels in H2 2022 as per their April meeting, while it is a slower recovery than
that seen in the US which is expected to reach pre-pandemic levels in Q2 2021. Not only did
the Bank of England bring forward their expectation of the recovery, but they also upgraded
their overall growth trajectory by around a percentage point since February. This is largely
due to the expansion of labour market support measures, and increase in the assumed
household savings drawdown, and the success of the UK’s vaccination programme.

UK reaches vaccination thresholds much faster than other major economies
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While the adjustments in the Bank of England's May meeting were largely positive, one large
takeaway from their forecasts came in the form of inflation.

This was the Bank of England’s way of suggesting to markets that its current interest rate
expectations sit on the hawkish side of the scale, which we are inclined to agree with.
Despite dipping after the BoE meeting, OIS markets continue to price a 25bps rate hike from
the BoE by Q2 2023, with another rate hike baked into 2024.

The central bank’s CPI forecasts, which are conditioned on the 
market interest rate path, sees inflation fall below the 2% target at 

1.93% by Q2 2024. 

Percentage of entire population with at least one shot Percentage of adult population with at least one shot

https://www.monexeurope.com/news-analysis/pdf/bank-of-england-reactive-signs-of-optimism-not-enough-to-talk-about-normalisation/
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Given the BoE’s assessment, and the likelihood that the central bank will want to reduce its
balance sheet before raising rates, we believe the Bank of England will more than likely
conduct rate lift-off in H2 2023 unless the economic recovery dramatically outstrips its
current trajectory.

Current OIS pricing has markets pricing a 25bps rate hike by the BoE by Q2 2023 which we
deem too hawkish

Sterling likely to find strength in the incoming data as the economy
reopens but road to 1.50 handle will be tough going

Our forecasts see sterling rallying above the 1.40 level towards 1.43 in the coming three-
months as the UK economy reopens and market sentiment receives the tailwind of strong
economic data.

Over the medium-term, our forecasts for sterling reaching the 1.46 handle largely depend on
the Bank of England’s projections of the economic recovery, and how that aligns with our
expectations of Fed policy over the same time period.

“While GBPUSD already trades above our 1.40 one-month forecast, we argue 
this is because markets are front-running the expected improvement in 

economic data after the May 17th reopening phase was confirmed by the 
government on May 10th – this pre-emptive pricing of economic conditions 

has been a feature of the pandemic thus far.” 
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We expect the BoE to lag the Federal Reserve with rate lift-off, especially should the UK
central bank opt to shrink its balance sheet prior. In this light, real rate differentials over the
12-month horizon are likely to buffer sterling’s rally towards the 1.50 handle. In addition,
potential effects from current account dynamics, due to Brexit and a projected increase in
imports due to demand recovering, may also act as a headwind to the rally as sterling
becomes more expensive.
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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
the author that any particular transaction or investment strategy is suitable for any specific person. The material
has not been prepared in accordance with legal requirements designed to promote the independence of
investment research, it is not subject to any prohibition on dealing ahead of the dissemination of investment
research and as such is considered to be a marketing communication.

The risks to our GBP forecasts are 
largely tilted to the upside in the 

short-term, but this is largely due to 
market psychology and the front-

running nature of FX price action to 
economic developments. 

Over the medium-term, the risks
are more balanced. A faster
economic recovery, driven by a
stronger reopening and larger
consumer impact poses upside
risks to our forecasts, while the
aforementioned headwinds to the
sterling rally pose downside risks.
While the balance of risks over the
medium-term is relatively neutral,
the level of uncertainty over the
spot forecasts remains elevated.
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