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Introduction
Last month was a tale of two halves for FX markets. At the start of May, the cross-asset
tone was decisively risk-off as markets focused heavily on the need for a more
aggressive tightening cycle from the Fed in order to temper inflation pressures.

It was only until the US data started to show signs of weakening due to tighter 
financial conditions, especially in relation to the US housing market, did risk 

conditions start to become more favourable. 

Downgrades in US growth generally don’t coincide with positive returns for risk assets,
but concerns over the US growth outlook manifested itself in the reduction of real rates
and Fed pricing for 2023. The softer housing data in turn brought about the theme of “bad
news is good news” for markets as the terminal pricing of the Fed’s hiking cycle began to
moderate. More dovish interest rate expectations were encouraged by a blog post from
Atlanta Fed President Raphael Bostic that urged other Fed officials to be cautious in
raising rates, which brought the prospect of the Fed pausing at September’s meeting into
scope. Ultimately, the combination of a rebound in equity markets and the dovish
repricing of the Fed’s rate path weighed on the dollar towards the end of the month,
sending the DXY index 3 points below its mid-month peak.

The mixture of higher US rates and lower external growth conditions 
weighed further on US equities, which in turn called the tune for risk 

sentiment in FX markets.

The US dollar reigned supreme in this environment: benefiting from higher implied US
rates and haven demand driven by lockdowns in China and recession concerns in
Europe, the broad dollar DXY index rallied to a two-decade high of 105. Toward the
middle of May, however, the tide began to turn for the broad dollar. Recession fears in
the eurozone were partially offset by resilience in May’s preliminary data, while the
European Central Bank took the opportunity to relay a more hawkish message to
markets, which ultimately lifted the euro above our 1-month target of 1.0350. The rally in
the euro and eurozone yields also coincided with positive developments in China, as
authorities began to plan the exit strategy for lockdowns in Shanghai and Beijing after
consecutive days of no reported Covid cases. While this took some of the edge off the
broad dollar, especially within the APAC region as USDCNY trended back down towards
our 1-month target of 6.7, it failed to stabilise global equity benchmarks and thus the
broader market risk backdrop.

https://www.atlantafed.org/about/atlantafed/officers/executive_office/bostic-raphael
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The constantly shifting conditions in global markets throughout the course of May
provided a diverse set of outcomes at month-end, despite the broadly consistent theme
of a weaker dollar. Notwithstanding the rally over the past fortnight, USDCNY remains
slightly higher at the end of the month, signifying the deterioration in China’s economic
growth outlook. Meanwhile, trading just shy of the 1.27 handle, GBPUSD ultimately
recovered most of the losses inflicted at the beginning of the month after the Bank of
England relayed recession concerns and a likely pause in policy tightening at the May 5th
meeting. Elsewhere in Europe, after speculation that it could hit parity when it was trading
at our one-month target of 1.0350, EURUSD received a welcome boost from rates
markets to finish the month above 1.07. With economic data set to turn in the eurozone,
however, the probability of EURUSD reaching parity remains high in H2. For the low-
yielding Japanese yen, the combination of risk aversion due to equity market drawdowns
and then falling US yields resulted in the currency strengthening consistently over the
course of the month. For CHF, hawkish commentary from the SNB was required to
strengthen the franc from parity against the dollar and back towards recent highs against
the euro. The largest nominal returns on the month came in the LATAM space. After
selling off heavily against the dollar during the downturn in global risk sentiment, LATAM
currencies rallied aggressively because of higher commodity prices and nominal carry.

On/off switch: markets shifted from risk-off to risk-on midway through the month as
lower Fed pricing enabled a recovery in equities.

https://www.monexeurope.com/news-analysis/in-depth-analysis/boe-hikes-25bp-to-bring-bank-rate-to-1-but-pause-in-the-tightening-cycle-imminent/
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In June, we expect the turbulent market backdrop to persist as participants continue to
switch between prioritising inflation and growth concerns. Over the course of the next
few months, Federal Reserve officials are likely to continue relaying hawkish messages
to keep financial conditions tight and thus contain any broadening in inflation pressures,
however, further upside in US rates is unlikely as the domestic data has begun to show
the first signs of weakening. Under our base case scenario, the Federal Reserve reverts to
hiking in 25bp increments following July’s meeting, bringing the target range for the
federal funds rate to 2.5-2.75% by year-end. By meeting expectations, the Fed’s impact on
markets is likely to be isolated to their forward guidance and projected actions in 2023,
which in turn will be dictated by the speed of disinflation and the external environment.
Our view that US domestic data will start to undershoot market expectations is the main
reason for our broadly bearish USD outlook, but sharper economic contractions in other
major economies like Europe will likely offer support to the dollar in the near-term.

Nevertheless, domestic tail risks remain and largely depend on how economic data
comes in over the next few months. In May, markets had their first glimpse of softening
housing and growth data, which prompted a reduction in the pricing of the Fed’s hiking
cycle in 2023. Should consumption and housing data continue to stoke pessimism about
the US economy’s growth prospects, a further dovish repricing of the Fed’s rate path for
2023 is likely to weigh on the dollar. A more extreme left tail risk takes the form of a faster
reduction in labour demand and stronger disinflation forces than previously expected.
Under this scenario, rate expectations could come down as early as 2022, and if coupled
with soft housing data, the dovish repricing will likely embolden calls for a pause in the
tightening cycle as soon as Q4 this year. While this will likely result in a larger
depreciation in the dollar, substantial downside is unlikely because renewed haven
demand for USD should offset the impact of lower yields in this scenario. Conversely, a
string of robust inflation and growth data throughout the middle months of the year is
likely to keep the prospect of further 50bp hikes from the Fed on the table, although we
think the likelihood of this more hawkish scenario has fallen in recent weeks.

Most major currencies 
appreciated against 
the US dollar in May, 
with the larger moves 
concentrated in EMFX
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EUR
After trading at our one-month forecast of 1.0350 during the mid-point of May, the euro
rallied from multi-year lows after a string of softer-than-expected US data and hawkish
ECB communications helped narrow rate differentials, enabling EURUSD to close out the
month north of 1.07. While we have long argued that the ECB had a narrow window to
raise rates before the growth outlook limited their ability to tighten further, which in our
view spanned from July to December’s meetings, the persistence of hawkish ECB
communications in the media in the second half of May took us by surprise. Markets are
now pricing in the probability that the ECB, whose officials know full well that their time to
raise rates is limited, may front-load the hiking cycle to tackle inflation, starting with a
50bp hike. This speculation has been compounded by public calls for 50bps by known
hawks within the Governing Council, such as Robert Holzmann. Given May’s inflationary
surge, we think there is a non-negligible risk that such a scenario could occur, and
continued speculation by traders will likely keep EURUSD well supported should the Fed
meet market expectations in the coming month with a 50bp hike. For this reason, we have
revised up our one-month forecast from 1.0350 to 1.06. Our revised near-term forecast
still encompasses some weakening in EURUSD, largely due to still elevated cross-asset
volatility and the likely softening in eurozone data. Over the medium-term, we have
maintained our bullish EURUSD forecast on the premise that the US dollar will structurally
depreciate and that the ECB exiting negative interest rates will encourage large capital
inflows.

While our EURUSD forecast path over the twelve-month horizon is quite modest 
at just +6.5% from current spot levels, we don’t expect EURUSD’s path to 1.14 to be 

smooth by any stretch of the imagination.

At current spot levels, the media discourse around EURUSD hitting parity has been
shelved. That being said, we don’t necessarily think events over the past fortnight have
reduced the possibility of parity being reached in the second half of the year. While still
not our base case, the scenario in which EURUSD dramatically declines to a multi-decade
low will likely materialise in the event of sharper or more protracted growth slowdown
than expected in major eurozone economies. While the halting of Russian gas supplies
would result in a sharp recession in eastern European economies like Germany,
continued pressure on consumers from high inflation levels, resulting in a longer
slowdown in eurozone growth may also provide cause for traders to aggressively sell the
euro as they price out further hikes from the ECB and lower their terminal rate
expectations.
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JPY
After falling to a 20-year low of 131.348 against the dollar at the start of May, the risk of FX
intervention from the BoJ coupled with reduced pressure from US yields and haven
demand for the yen due to increased global market volatility saw USDJPY return below
130 at month-end. Demand for yen exposure is likely to rise in the event of risk-averse
market conditions driven by expectations of more aggressive Fed tightening and a slower
US growth outlook that tempers Fed expectations. The two routes for JPY appreciation
led us to believe that the path of least resistance for USDJPY is lower. With that in mind,
we have brought forward our expectations for a JPY recovery. Our latest forecasts still
envisage a more constructive medium-term profile for the yen, owing to the likelihood
that improved growth conditions and above-target inflation force the Bank of Japan to
finally move from its ultra-dovish policy stance.

While we still think the BoE has the space to conduct one additional 25bps hike 
at June’s meeting, the action itself will most likely be accompanied by dovish 

forward guidance.

GBP
Despite recovering from our one-month forecast of 1.24 to close out May just north of
1.26, the pound is starting to feel the rising pressure from the storm clouds that are
collecting over the UK’s economic outlook. Since our May forecasts, economic
developments in the UK have been negative on net. Preliminary estimates by Ofgem
suggest the energy price cap for households will rise another 42% in October, and while
some of the impact has been offset by the government’s support measures, the larger
than anticipated projected increase in the energy cap places further downside pressure
on the outlook for consumer spending. Meanwhile, May's preliminary services PMI
showed the first signs of the consumer tightening their belts. Printing at 51.8, the 6.4 MoM
drop in the index was the fourth largest on record and acted as a warning sign for
markets of what is potentially to come. Amid the bleaker macroeconomic outlook, the
Bank of England’s hands are tied.

With a further 115bp priced into GBP OIS contracts by year-end, such a policy stance will
likely weigh on sterling as the more aggressive BoE hiking path is priced out of UK rates.
However, the BoE’s reaction function hasn’t been the clearest. Despite pushing back on
previous market pricing under its market-implied forecasts back in May’s MPR, BoE
officials have been unusually quiet. Given this, there is still a viable risk that the central
bank may choose to press ahead in its endeavour to bring down the pace of price growth
at the expense of economic growth. Under this scenario, rising near-term rates won’t
necessarily be GBP supportive, however. Increased concerns over the unilateral
withdrawa lof the UK from the post-Brexit trade agreement isn’t necessarily helping

https://www.monexeurope.com/news-analysis/in-depth-analysis/uk-service-sector-activity-starts-to-feel-the-pinch-as-consumers-tighten-their-belts/
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sentiment around the pound either, which according to a recent BofA survey now sits at a
10-year low.

Reflecting the near-term economic outlook, we expect GBPUSD to trade back towards
our May target of 1.24 over the coming month before losses are extended closer to May’s
multi-year low. Positive valuation effects should limit further declines in GBP, unless
economic data highlights a sharp downturn in UK growth conditions.

CHF
Rising inflation pressures forced the Swiss National
Bank to change its tone on a stronger Swiss franc
in May, with officials now unofficially targeting a
stronger real effective exchange rate. Comments
by SNB Governor Jordan alluded to this as he
exhibited notable discomfort on the continued
inflation pressures. With the SNB now monitoring
rising inflation pressures closely, markets will likely
expect the central bank to start raising rates out of
negative territory in lockstep with the ECB. We
expect this to be supportive of further CHF
appreciation, especially as a stronger franc helps
the SNB’s efforts in bringing inflation back down to
target. CHF will be further supported by widening
eurozone peripheral spreads during the ECB’s
tightening cycle and continued growth risks in
Europe.

Comments by SNB 
Governor Jordan 

eluded to this as he 
exhibited notable 
discomfort on the 
continued inflation 

pressures.

AUD
Given its high-beta profile, it comes as no surprise that the Aussie dollar was weighed
down by the increased risk-off price action at the start of May. Since, however, a
stabilisation in market risk conditions, signs of China’s economy reopening, and a more
hawkish Reserve Bank of Australia have all aided AUD’s recovery. With markets now well
adjusted to the prospect of the RBA reverting back to hiking in 25bp increments at its
June 7th meeting, we have opted to maintain our May forecasts. However, we note that
upside risks to the RBA’s implied hiking cycle remain, especially as policy uncertainty is
becoming a larger feature of the RBA’s monetary toolkit, and we will therefore review our
AUDUSD forecasts after the next RBA meeting.

BRL
The Brazilian real’s recovery from December’s lows of 5.76 against the US dollar has been
a dominant story in the FX majors this year. However, the real’s rally ran out of steam
toward the end of April as external conditions started to deteriorate. Since the stabilisation
in the risk backdrop that began mid-May, BRL appreciation has resumed. We expect this
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trend to persist in June due to near-term momentum in commodity prices and still
favourable carry attributes before fading over the course of the second half of this year.
While part of the real’s strength this year has been driven by a positive terms-of-trade
shock, its ranking as the best performing FX major year-to-date is largely due to its high
level of carry that stems from the Central Bank of Brazil’s aggressive tightening cycle and
cheap valuation. These previous drivers are set to change course in the medium-term.
After raising the Selic rate over 10% since early 2021 to its current level of 12.75%, the BCB
is widely expected to start cutting rates as early as Q4 once inflation pressures start to
retreat. With the Federal Reserve expected to continue hiking rates until mid-2023, as per
market pricing, the BCB’s easing cycle will narrow the previously favourable yield
differential between Brazilian and US bonds and reduce the carry on short USDBRL
positions. Furthermore, the Brazilian real no longer scans as cheap in terms of valuation.
Not only has BRL rallied over 17% against the dollar year-to-date, it has appreciated over
22% in inflation-adjusted terms against a basket of its major trading partners, returning the
real effective exchange rate to its pre-pandemic levels. Further cementing our bearish
medium-term BRL outlook is the lower growth profile in China, which will provide a more
muted growth impulse given that China imports roughly one quarter, half, and three
quarters of the world’s crude oil, iron ore, and soybeans, Brazil’s three most exported
goods that make up a third of its exports. Later on in the year, Brazil’s October election is
likely to further weaken the currency, in line with historical experience, as uncertainty
surrounding the country’s political future spills into weakened investor demand. Our
conviction in our call for a weaker BRL rate is bolstered by signs that local companies’
CFOs have begun to buy back their foreign-held debt on the expectation that BRL
depreciation would raise their debt servicing costs, as well as signs that options writers
are demanding expensive premiums in exchange for BRL downside protection.

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.
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Currency Pair
1-month 
(30th June 2022)

3-month
(31st August 2022)

6-month 
(30th Nov 2022)

12-month 
(31st May 2023)

G10
EUR/USD 1.06 1.08 1.10 1.14

USD/JPY 127 125 125 123

GBP/USD 1.24 1.22 1.22 1.28

USD/CHF 0.958 0.926 0.910 0.904

USD/CAD 1.27 1.28 1.30 1.26

AUD/USD 0.72 0.73 0.73 0.75

NZD/USD 0.64 0.65 0.67 0.68

USD/SEK 9.91 9.72 9.27 8.95

USD/NOK 9.25 8.89 8.72 8.42

DXY 102.62 101.37 100.18 96.92

Emerging Markets
USD/CNY 6.7 6.75 6.8 6.8

USD/INR 77.6 77 75 75

USD/ZAR 15.5 15 15 14.8

USD/TRY 17 17 18 18

USD/PLN 4.25 4.17 4.00 3.86

USD/HUF 377 343 327 316

USD/CZK 23.11 22.96 23.18 22.81

USD/BRL 4.65 4.8 5.0 5.3

USD/MXN 20 20.5 21 21
Euro Crosses

EUR/GBP 0.855 0.885 0.902 0.891

EUR/CHF 1.015 1.0 1.0 1.03

EUR/CAD 1.35 1.38 1.43 1.44

EUR/SEK 10.5 10.5 10.2 10.2

EUR/NOK 9.8 9.6 9.6 9.6

EUR/TRY 18.02 18.36 19.8 20.52

EUR/PLN 4.5 4.5 4.4 4.4

EUR/HUF 400 370 360 360

EUR/CZK 24.5 24.8 25.5 26

EUR/BRL 4.93 5.18 5.5 6.04

EUR/MXN 21.2 22.1 23.1 23.9
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