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INTRODUCTION

Chart: G10 and
EM FX returns
vs USD in June

Spot returns in May vs
USD (%)

After two months of consecutive declines, the broad US dollar rebounded in June following
the Federal Reserve’s shift towards a more hawkish reaction function than markets had
previously envisaged under their Average Inflation Targeting framework. The move by the
Fed came after elevated inflation prints and a more stable period of economic reopening,
both in the US and globally. Given these developments, FOMC members upgraded their nearterm economic forecasts. While they largely left their economic projections for 2022 and
2023 unchanged, there was a greater level of confidence in the consensus view of the
economic recovery. Reflecting the adjustments to the overall forecast horizon, the median
interest rate projection for 2023 was revised up to signal that two rate hikes will be
warranted if the economy follows its forecasted path – a substantial upwards revision from
the previous consensus of holding rates at the effective lower bound. Not only did the Fed’s
dot plot signal two rate hikes in 2023, there is now a growing chorus of FOMC members
calling for rate lift-off in 2022, while simultaneously, the pressure to announce the tapering
of the QE programme is increasing. The dollar DXY index recovered to close the month above
the 92 handle, a two-and-a-half point increase from the end of May, while the US Treasury
curve flattened as front-end real rates rose.
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Looking ahead, Friday’s Nonfarm Payroll data for June will be pivotal for how the dollar
trades over the summer months. Any slip in headline employment relative to expectations is
likely to result in major currencies reclaiming part of the ground lost after the Fed meeting.
However, a strong payrolls print of 600k or above may result in FX markets buying into the
idea that rates will be raised as early as 2022 or more aggressively in 2023 than currently
signalled by the US central bank. We continue to believe the former scenario is the likeliest
option given the constraints still surrounding labour supply. In addition to this, the structural
pressures that were weighing on the US dollar throughout much of Q2 still remain in place,
leading us to maintain our overall bearish call on the US dollar but from a higher base. For
many currencies, this means resetting the projected channel at a stronger level for the dollar
(i.e. CAD, GBP, AUD). However, for some currencies like EUR and JPY, we deem the movement
in US yields to play a more significant role in price action going forward.
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FORECASTS
Currency Pair

1-month
(31st

July 2021)

3-month
(30th

Sept 2021)

6-month

12-month

(31st

Dec 2021)

(30th June 2022)

G10
EUR/USD

1.20

1.19

1.22

1.24

USD/JPY

108

111

112

112

GBP/USD

1.40

1.42

1.44

1.46

EUR/GBP

0.86

0.84

0.85

0.85

GBP/EUR

1.17

1.19

1.18

1.18

USD/CHF

0.92

0.94

0.93

0.93

EUR/CHF

1.10

1.12

1.14

1.15

USD/CAD

1.22

1.21

1.20

1.19

AUD/USD

0.76

0.76

0.77

0.78

NZD/USD

0.71

0.715

0.73

0.74

USD/SEK

8.46

8.50

8.30

8.10

EUR/SEK

10.15

10.10

10.10

10.05

USD/NOK

8.38

8.36

8.30

8.10

EUR/NOK

10.05

9.95

9.90

9.85

DXY

91.15

91.70

90.16

89.00

Emerging Markets
USD/CNY

6.45

6.48

6.50

6.60

USD/INR

74

75

73

72

USD/ZAR

14.0

14.2

14.0

13.8

USD/RUB

71.5

71.0

70.0

69.0

EUR/RUB

85.80

84.49

85.40

85.56

USD/TRY

8.85

8.90

9.0

9.2

USD/BRL

4.9

5.0

4.7

4.5

USD/MXN

20.0

19.8

19.5

19.0
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DXY
We are inclined to keep our call for mild dollar depreciation despite the latest hawkish shift
from the Federal Reserve as many of the structural forces (improving global growth, twin
deficit, valuation) that weighed on the dollar in April and May remain in play. However, we
have raised the base at which we are calling for mild dollar depreciation from to reflect the
market pricing of the latest Fed decision.
Overall, our previous expectation of
the broad dollar trend remains largely
Our 1-month forecast for the
intact despite being raised higher,
broad dollar index now sits
however, notable revisions have been
above the 91 handle, 1.4%
made to our JPY call and 3-month
higher than it did back in June's
EUR forecast (more on this below).
forecasts, with our 12-month
For the Chinese yuan, we expect
forecast resting 1% higher than
higher US yields to erode the gains
June’s expectation of 88.09.
made this year over the course of the
next 12-month period, while rising
Covid-19 cases place pressure on the
likes of ZAR and INR in the short-run. EM hikers are set to withstand near-term pressure from
US yields better than low-yielding peers within the space – this is reflected in our RUB, BRL
and MXN forecasts. The risks to our dollar call are substantially tilted to a stronger dollar,
especially in the near-term.

However, we think incoming US data is likely to provide some temporary
relief for the greenback rather than a new structural bull trend.
Along with our call for a mild depreciation in the broad dollar, we are increasingly confident
in our calls for rate lift-off in 2023, the QE tapering timeline to be announced at September’s
meeting, and for QE to be tapered throughout 2022 (as outlined in our previous USD
outlook) . However, the shift by the Federal Reserve in June’s meeting means the balance of
risks are now tilted towards earlier rate lift-off, higher rates than already signalled in 2023,
and potentially a sharper rate path when 2024 is included in the dot plot at September’s
meeting.

“These risks may result in a stronger US dollar over the medium-term,
especially against currencies that are more sensitive to yield differentials.”
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EUR and JPY
Despite maintaining our call for a mild depreciation in the dollar, we have flagged both the
euro and Japanese yen as two currencies within the G10 space that are highly susceptible to
rising US real yields. For the euro, a widening in yield differentials with US Treasuries,
especially at the front-end of the curve, is likely to be a headwind to the procylcical rally that
we expect. However, we don’t deem these headwinds strong enough to counter the impact
that improving eurozone and global growth conditions will have on the currency pair,
therefore, we are maintaining our bullish medium-term view on the currency pair.

Although, we expect the recovery in the euro to hit a hurdle in September
as these headwinds intensify with both the ECB and Fed decisions set to
thrust diverging policy stances back into focus for markets.

During the September meetings, we expect the Fed to announce the tapering timeline of its
QE programme, while the dot plot could potentially signal a faster and earlier hiking cycle
than June’s projections. Comparatively, the ECB is likely to finalise its policy review and shift
towards a more dovish reaction function under a flexible inflation target, while there is also a
good chance ECB members opt for continuing elevated PEPP purchases through Q4. The
decision on the latter will be increasingly more likely if rising US yields begin to spillover into
European sovereign debt markets, similar to what occurred back in March. This divergence in
monetary policy is likely to weigh on EURUSD over the 3-month horizon as yield differentials
widen again, before EURUSD returns to its pro-cyclical rally towards year-end.
For the yen, our expectations of US monetary policy in
2021 and beyond (outlined above) means US real
yields will only continue to rise over the medium-term.
With the Bank of Japan capping Japanese yields, the
narrowing of real yield spreads is likely to continue
driving the USDJPY rate higher in our view.

Given this, we have now
turned bearish on the yen
over the forecast horizon.

GBP and CAD
For sterling and the Canadian dollar, the economic backdrop remains fairly similar to that
witnessed in June. For this reason, we have only adjusted our previous forecast trend to
incorporate a stronger USD base in the latest round of forecasts. However, some new risks to
these calls have arisen over the past weeks and are worth noting.
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For the pound, the last Bank of England meeting saw the Monetary Policy Committee outline
a more dovish reaction function. This could weigh on sterling in the short-term, especially if
the UK economic recovery continues to evolve at a sluggish pace. For the Canadian dollar,
risks to the commodity outlook are reappearing, largely due to rising Covid cases in parts of
the Southern Hemisphere. A weaker price for Canadian exports poses risks to our bullish CAD
forecasts, especially over the 1-month horizon.

EM Hikers
Although rising US yields tend to place substantial pressure on EM currencies, we expect this
won’t be the case in select currencies where their central banks are hiking rates. This largely
pertains to RUB, BRL, and MXN within our forecasted currencies. Front-loaded hiking cycles
will continue to restore attractive carry characteristics for these currencies, thus helping them
to weather the storm of rising risk-free rates (US Treasuries).

“On top of this, all of the currencies outlined above continue to trade
below pre-pandemic levels too, suggesting valuation remains a
tailwind for their recovery moving forward.”

CNY
After previously predicting an inflection point in the USDCNY downtrend, we now expect the
yuan to enter a more sustained bearish channel as its recent rally is eroded over the forecast
horizon. The rationale behind this forecast shift is two-fold. Not only have PBOC officials
shown an increased appetite towards yuan depreciation in order to support growth, but they
have also relied heavily on tightening credit growth to normalise monetary policy. By leaning
on quantitative measures as opposed to hiking interest rates during China’s cyclical peak,
monetary officials have exposed the yuan to rising front-end US yields. Similar to the Japanese
yen, we expect rising US real rates to have a substantial impact on the Chinese yuan over the
coming year.
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