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Weathering the storm
The US dollar followed our expectations and broadly
depreciated for much of Q2, until the June Federal
Reserve meeting. At this point, the committee’s
reinterpretation of the Average Inflation Targeting
framework meant the median dot plot was revised
upwards to suggest 2 rate hikes in 2023 would be
necessary. This alteration caught markets off-guard as
the consensus view for the 2023 median dot plot
previously was for no change or one hike in 2023 at
most. The shift in the Committee’s consensus view
resulted in markets pricing in higher front-end real
Treasury yields and a stronger dollar towards the end of
Q2.
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Despite the consensus view among Fed members becoming
incrementally more hawkish at June’s meeting, many of the structural
forces behind our Q2 dollar depreciation call remained in play.
They include; a twin deficit in the US, improving global growth conditions relative to the US,
and valuation as the dollar remains strong relative to historical standards. For this reason, we
have maintained our view of a mild depreciation in the broad dollar over the coming 12month period, but single out currencies that are likely to buck this broad trend as they are
exposed to rising US real yields over this horizon. We have also reset the starting position
from which we are calling for a mild depreciation in the dollar, with our 1-month DXY
forecast sitting 1.4% higher in July's forecasts relative to June's. The balance of risks around
our forecasts have also shifted. They are now skewed towards a stronger dollar over the
short- to medium-term as the greenback benefits from risk-off flows, which can infrequently
stem from negative US economic data readings (as was visible after June’s ISM data slip)
along with global Covid-19 concerns. In addition to risk-off flows, the dollar is likely to find
support on the back of labour market progress and hot inflation dynamics, largely because of
their implications for rate expectations. The balance of risks confirms our view that a
substantial depreciation in the dollar is unlikely over the forecast horizon, barring any seismic
events. However, the upside risks aren’t as compelling as the underlying structural factors
over the medium-term. For this reason, we have refrained from turning bullish on the dollar
for now and prefer to weather the storm of a stronger dollar over the past weeks. Looking
ahead, over the medium-term the storm is likely to abate as markets settle on a more
navigable pathway for Fed normalisation and the global economic recovery.
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However, in the short-term, we expect markets to remain highly sensitive to incoming data
and Covid-19 developments, which is likely to make the trend of dollar depreciation difficult
to see on a day-to-day basis.

Key views:
►

Fed to taper QE in 2022 with the pace of tapering dependent on the progression of the
economic recovery. Now expect the Fed to announce the formal tapering at
December’s meeting as the labour market recovery is expected to remain unclear at
September’s.

►

Rates to remain on hold until 2023, despite some Fed officials suggesting lift-off in
tandem with the tapering of QE in 2022.

►

September’s inclusion of 2024 in the dot plot will likely support the dollar and limit
substantial USD downside from materialising. The speed of expected rate hikes will be
key for expectations of terminal rates and the pricing of front-end real rates.

►

Risks of a 2013 style market reaction to QE tapering are limited as the normalising
playbook is known and tapering has been cautiously signalled in advance by the Fed.

Monex’s July Forecasts
Currency Pair
EURUSD
USDJPY
GBPUSD
USDCNY
DXY

1-month

3-month

6-month

12-month

1.20
109
1.40
6.45
91.15

1.19
111
1.42
6.48
91.70

1.22
112
1.44
6.50
90.16

1.24
112
1.46
6.60
89.00

31st July 2021

30th Sep 2021

31st Dec 2021

30th June 2022

US Macro Outlook
Markets turned from pricing in the US growth story to fearing weaker
growth
Markets priced in the US economic outperformance - driven by huge fiscal stimulus, an
aggressive vaccination programme, and loose monetary policy - back in Q1. In the second
quarter, with the narrative of a strong economic rebound in the US known, positive data
prints did little to support the broadly weakening US dollar. After all, monetary policy was
expected to remain highly accommodative under the Average Inflation Targeting framework.
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In June, when the Federal Reserve’s dot plot suggested two more rate hikes in 2023 than
previously indicated, this changed. From then on, markets have kept a close eye on incoming
data to assess when “substantial further progress” in the recovery will be met. This is the
Fed’s condition that has to be met in order for policy normalisation to begin. Since that
hawkish shift, data has been undershooting economists’ expectations. This is evidenced by
survey data in the form of Purchasing Managers’ Index figures from MNI, ISM and IHS Markit.
Markets took these underperformances heavily, which resulted in a reversal of risk appetite
when the ISM services index for June fell from 64.0 to 60.1. As a result, the dollar posted the
largest daily gain since the last Fed announcement, which suggests that not only is the US
growth story no longer taken as a given, but any undershoots in the data won’t be taken
lightly by markets either.

Labour supply restrictions and record job openings making road to
recovery difficult to gauge ahead of September
The drop in the ISM figure was not a warning sign of a substantial cooling down in demand,
but rather an indicator that the tight supply is failing to keep up. The supply bottlenecks are
boosting the costs of materials and labour, adding upward pressure on inflation amid
overwhelming pent-up demand. New orders and the level of production did slow but were
still growing in June, with new orders coming in at 62.1 in June vs 63.9 in May. Inventories,
however, went from growing to 51.1 in May to contracting to 49.9 in June, while inventory
sentiment also dropped further. Respondents of the survey reported inventories as low due
to supplier and logistics delays, with the ongoing shortages having delayed production and
increased costs. Finding people to fill open jobs is another issue, as the gauge of employment
contracted in June for the first time this year. Labour demand remains healthy, with JOLTS job
openings increasing by 16k from a downwardly revised level to a record high in May.

Labour supply may
continue to be restricted
over the coming months as
the $300 federal
unemployment insurance
top-up increases the
opportunity cost of
returning to work.

However, labour supply continues to restrict
the recovery in the US labour market despite
the unemployment rate sitting far from the
pre-pandemic levels of 3.5% at 5.9% and 7
million more workers still left on the sidelines
according to the household survey. With the
top-up only starting to tail off in some states
ahead of the broader September cut-off, and
the start of the summer holidays at schools
arguably make it difficult for parents to re-join
the labour force in the coming two months,
the recovery in the US labour market is likely
to remain sluggish in Q3.
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The Federal Reserve expects the labour market recovery to speed up in the second half of the
year as constraints on labour supply ease, likely once unemployment insurance top-ups
elapse more broadly in September and schools reopen. Until then, gauging the speed of the
labour market recovery will be difficult despite it being necessary for markets and
policymakers going forward.
Job openings at record high while the unemployment rate remains far from pre-pandemic
levels

June’s FOMC minutes highlight transitory nature of inflation
The rise in inflation is generally expected to ease once transitory factors associated with the
economy’s rapid reopening have abated, although a substantial majority of Fed members
judged that the risks to their inflation forecasts were tilted to the upside. During the early
month of the reopening, uncertainty remained too high to accurately assess how long
inflation pressures will be sustained, according to the minutes, however the upgrade of core
PCE forecasts in 2021 but not beyond suggest the consensus still remains that surges in
inflation “largely reflect transitory factors” and that the main contributors to the rise were
“sectors affected by supply bottlenecks or sectors where price levels were rebounding from
levels depressed by the pandemic”. Due to the Fed maintaining its view on the inflationary
overshoot remaining transitory and the hawkish stance on rates already signalled by FOMC
members, CPI readings over the coming quarters are likely to have less of a market impact
than earlier on in the year. That is unless they start to show the signs of more a more
persistent overshoot.

USD

Outlook
July 2021

YOUR GLOBAL FOREIGN EXCHANGE SPECIALIST

Fiscal policy is less important for the short-to-medium-term outlook
than before
Fiscal policy in the US has been one of the most talked about topics since the pandemic.
Having already sheltered the economy from the effects of the pandemic and been the driving
force behind the initial recovery, the role of fiscal policy is now shifting to President Biden’s
“build back better” agenda. The bipartisan $1.2trn infrastructure spending plan looks set to
have safe passage, even if the overall envelope is scaled back, when the Senate returns from
its two week recess. But the approval of the bipartisan bill looks set to have a limited market
impact. This is because the bill includes just $559bn in new spending, with the majority tilted
towards traditional transportation infrastructure; the impact of which will take much longer
than previous stimulus measures to filter through into the broader economy. Secondly, the
approval of certain infrastructure spending via the bipartisan bill could reduce Democratic
support for broader spending passed via the reconciliation process. The need to have most
of the party on board for an additional stimulus package (estimated at $2-6trn) to pass hasn’t
been lost on House Speaker Nancy Pelosi who has tried to tie the fate of the bipartisan bill
with the budget resolution needed to kick start the reconciliation process.

“With a political minefield still to be navigated before additional fiscal
stimulus is released and the nature of the stimulus meaning it will have a
limited short-term impact on economic conditions, fiscal policy in the nearterm is likely to have little implications for FX markets.”
However, there remains a risk that additional spending is passed into legislation over our
forecast horizon, which will boost sentiment around US assets and potentially steepen the
US yield curve. The impact on the US dollar is ambiguous, however, as the dollar could be
supported due to improving US growth conditions but it could also weaken as a faster
growing US economy supports the global economic recovery. The risk environment at the
time of the announcement is key to determining what impact additional fiscal stimulus will
therefore have on the dollar.

US Monetary Policy
Fed reinterprets its Average Inflation Target, emphasis now on labour
market
The parameters around the Fed’s Average Inflation Targeting (AIT) framework remain largely
unknown since it was implemented back in 2020, but markets previously interpreted the
new inflation target as more dovish than the previous symmetric target.
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It came as a shock when the median FOMC dot plot then signalled two rate hikes in 2023
when the 2022 and 2023 economic forecasts remained largely unchanged from March.

This suggests that the Fed’s interpretation of “averaging”
was more backwards looking than previously assumed as
both headline and core PCE readings need to print at just
3% until year-end to bring the cycle average to 2%.
In effect, this new interpretation lowers the bar for future inflation readings to result in
higher interest rates, thus justifying why members now expect lift-off in 2023. However,
there is still ambiguity over what timeframe the Fed is averaging over as no formal
parameters have been laid out. With the central bank emphasising the other pillar of its dual
mandate, maximum employment, it is likely that the interpretation of the AIT will be
reassessed at a future date should the labour market recovery exceed or undershoot
expectations.
2% average inflation target is met by year-end if PCE lives up to Fed’s 2021 forecasts

* Inflation data beyond May 2021 is based upon the Fed’s June economic projections

Given this, market volatility around inflation data is likely to be limited, with the emphasis for
policy expectations resting on labour market developments.
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Fed officials have been split on how to read the latest employment data due to the amount
of transitory factors skewing the results. There are compelling reasons to believe both sides
of the labour market debate, but naturally, markets won’t have a definitive answer on how
quickly unemployment is set to retract until Q4.

Now expect the Fed to announce QE tapering in December meeting, liftoff delayed until 2023
Under our previous USD view we expected the Fed to announce the tapering timeline of its
QE programme at September’s meeting. However, uncertainty surrounding the labour
market recovery and recent commentary in the June FOMC meeting minutes leads us to
believe the formal announcement of the tapering will now be delayed until December’s
meeting. At this point, transitory factors that make the read-through of Nonfarm Payrolls
data difficult should have dissipated. In doing so, the clarity on the economic outlook is likely
to result in a stronger consensus on how to normalise policy within the FOMC. There is a
chance, however, that both July’s meeting and August’s Jackson Hole Symposium are
sufficient enough to discuss the options for normalising policy such that the tapering
announcement occurs in September. Our conviction over the tapering announcement
occurring in December as opposed to September is 65:35.

“Should the Federal Reserve opt for the later announcement, US nominal
yields are likely to remain lower for longer in 2021.”
However, the outlook for nominal yields doesn’t just depend on the announcement of QE
tapering. In September, the Fed’s dot plot will include 2024 for the first time, and a more
hawkish trajectory for interest rates will likely lift front-end real rates, further supporting the
dollar. Therefore, regardless of the mixture in forward guidance over the coming 6-months,
the fact that monetary policy normalisation from the US central bank is imminent and
markets are still unsure over the speed in which it will occur leads us to believe there is
limited room for the dollar to fall in 2021.
Taking a closer look at QE tapering, there is an argument for the Fed’s purchases of Mortgage
Backed Securities (MBS) to be tapered at a faster relative rate than US Treasuries. This is
largely due to the implications QE is having on the US housing market and the potential
instabilities it is creating. However, despite the call by some analysts for the Fed to reduce its
MBS purchases at a quicker relative rate to Treasuries, the FOMC remains split over the best
way to conduct its tapering. While we take no stance on the distribution of tapering QE
between MBS and USTs, we believe the Fed is unlikely to begin tapering one without the
other.
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This is because it deviates from the precedent set back in 2013 during the last QE tapering.
By doing so, it could cast doubt on other areas of policy normalisation. The need to taper
both in tandem does raise the question over potentially tapering QE prior to 2022, however,
we also believe the Fed will stick to reducing its pace of purchases over the course of next
year.
Fed’s MBS purchases
have driven mortgage
rates to record lows,
causing US housing
market to become frothy

Some Fed officials, such as Bullard and Kaplan, have voiced their preference for raising rates
in 2022, stating that there is no reason why they can’t taper QE and raise rates
simultaneously. Again, while Fed officials have left the door open on this topic of
conversation, we doubt this exit strategy will be used by Chair Powell and co.
The median dot plot suggests this is the case too,
although it could be adjusted in September’s
projections should the economic data highlight
upside risks to the Fed’s projected recovery path are
beginning to be realised.

Don’t expect tapering to result in 2013
market turmoil
Given the Fed’s caution in signaling to markets that
the QE programme will be tapered in the coming
quarters, we don’t anticipate a reaction to the formal

Given the amount of
caution taken so far to avoid
another 2013 style taper
tantrum, we doubt the Fed
is going to deviate from the
2013 normalisation
playbook of tapering QE
and then hiking rates.

announcement like that in 2013 after Chair Bernanke’s congressional appearance. The
market consensus over the timing of the actual tapering and the speed of tapering has been
fairly stable over the past few months, despite the changing stance by the Fed on rate lift-off
and mixed data releases. This is evidenced by the median expectation of QE purchase
amounts from the New York Fed’s Primary Dealer Survey, which has barely changed between
April and June.
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Q4 2021

Q1 2022

Q2 2022

Q3 2022

Net purchases of US Treasuries ($bn)
June survey

240

200

135

70

April survey

240

190

145

90

Net purchases of agency MBS ($bn)
June survey

120

95

63

35

April survey

120

95

65

40

Q4 2021

Q1 2022

Q2 2022

Q3 2022

Risks to the forecast
The risks to our broad USD forecasts are now substantially titled towards a stronger dollar,
especially in the short-term. With the global economic backdrop uncertain, the dollar
remains a safe harbour to find refuge, especially given the strong recovery in the US
economy. Sluggish economic recoveries in other major economies, Covid-19 risks amplifying
in less vaccinated countries, and a more robust recovery in the US labour market in Q4 scan
as the largest upside risks to our USD call. Over the 6-to-12 month horizon, however, greater
vaccination coverage globally and a more robust global economic recovery means the risks to
our medium-term forecasts are roughly balanced. We also believe that with the markets
latest pricing of US monetary policy, the risks of faster normalisation than already priced are
low and depend on sizable labour market improvements. With “substantial further progress”
in the labour market unlikely to be visible until Q4, this risk is arguably limited in the
immediate future.
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