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Currency Main focus of the week (S-T view) 

EUR Markets looking for evidence of slowing inflation to keep a 50bp hike off the table in September 

USD Fed set to keep its pedal to the metal amid elevated inflation backdrop. FOMC forecasts in focus 

JPY Back on intervention watch after Friday’s joint statement 

GBP BoE to hike. Probably 25bp but 50bp can’t be ruled out amid a general G10 central bank dash for neutral    

 

Overnight comment  
Late in the US session, a WSJ article on the possibility of a 75bp hike at Wednesday’s 
FOMC meeting sent UST yields soaring even higher, with 2yrs peaking over 3.4%. 
Pricing of the terminal Fed funds rate pushed above 4.0%. Equity markets plunged 
ending near the lows of the day with the Nasdaq down almost 5%. The S&P is now in 
bear market territory. Excess liquidity is draining away with Bitcoin down over 10% on 
the day. Bitcoin is down ~65% from its November peak. The DXY index pushed above 
105 to a 19-year high. In the Asian session, yields came off their highs, helped by the 
BoJ conducting an additional JGB buying operation at the very long end as well as 
boosting the size of its scheduled operations. The DXY index slipped off its high with 
USD/JPY little changed around 134.60. Italian bonds have underperformed sharply in 

the wake of the Thursday’s ECB meeting and are an additional headwind for EUR. 
EUR/USD bounced off the overnight low trading around 1.0430 as Europe opens. 

In the UK, the publication of the government’s plans to alter the Northern Ireland 
Protocol set up a clash with the EU should it get through parliament. There is plenty of 
opposition domestically and its passage will not be swift. The ERG are scrutinising the 
bill and will publish their views in due course. If the bill passes it will be a headwind for 
GBP. The UK labour market repot was mixed with vacancies pushing higher but wages 
easing a little. GBP/USD sits around 1.2185.     

 
Volatility is picking up, with both the VIX and G10 FX volatility near multi-year highs if the 
spike in March 2020, as Covid struck, is overlooked. In the wake of the surge in UST 
yields yesterday the Move index is back near recent highs too.       
 

Today’s Major Events and Data Releases 

Events over coming 24 hours Survey/Prev 

GE – ZEW survey, outlook (DI, Jun) -26.8/-34.3 

UK – Unemployment (3m%, Apr) 3.6/3.7 

UK – Wages (3m%YoY, Apr) 7.4/7.0 

UK – Payrolled employees (k, May) 70/121 

US – NIFB small business sentiment (DI, May) 93.0/93.2 

US – PPI (%YoY, May) 10.8/11.0 

   Source: Bloomberg 

 
Eurozone/UK. The ZEW survey is one of the earliest leading indicators. It is a pure 

sentiment survey. It is expected to show minor gains, despite ECB efforts to push yields 
higher. In the UK the labour report is due. Payrolled employees continue to rise rapidly 
and vacancies remain elevated. In addition wage growth is far above levels consistent 
with the BoE’s 2% inflation target. The strength of the labour market is likely to be 
unnerving for the MPC and the persuade them to keep their foot on the gas on Thursday. 
The ECB’s Schnabel speaks           
 
US. The PPI is likely to push higher in MoM terms, driven by energy prices.     

Market Summary  
(Source: Bloomberg)  
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Currency comment(s) 
 
Is the yen set to regain its safe haven credentials? 

This seems like an odd question when USD/JPY sits at a 24-year high. However, with the S&P sliding into a bear market and 
down sharply for a third consecutive session, the yen has performed well this week, despite on-going increases in yields 
outside Japan. Indeed, the 2yr UST/JGB yield spread jumped over 20bp on Monday and yet USD/JPY was little changed.  
 
Back in early March we wrote a note entitled “Backdrop not conducive to JPY as a safe haven” in which we noted that for 
much of the past 3 decades Japanese rates have been close to zero while they have fluctuated elsewhere. When the shock is 
disinflationary yield spreads will compress and the yen tends to firm, as it did in the downturns of 2007 and again in 2020. 
However, in a stagflationary shock, spreads will likely widen and the yen will likely weaken, as it is doing at present. There has 
been a significant move in policy rates across the G10 markets. Policy tightening is proceeding at an unprecedented pace. It 
is rare for so many G10 central banks to be tightening so fast all at the same time. Expectations of further tightening in H2 are 
elevated. Back in early March the implied Fed funds rate in 12 months’ time was ~1.5%. Today the expected Fed funds rate in 
12 months’ time is ~4.1%. The last time the actual Fed funds rate was over 4% was at the tail end of the 2004~2007 hiking 
cycle, when the Funds rate peaked at 5.25%. The peak in the 2015~2019 cycle was just 2.375%. We do not expect that the 
Fed funds rate will approach 4% and if they do they will not stay there long as such elevated rates will drive the US into a 
full-blown recession rather than the growth recession that we currently expect. This would likely see the Fed cutting rates 
again fairly quickly. To the extent that markets assume a US recession is the inevitable price required to bring inflation lower, 
it is likely that the UST curve will invert and peak pricing for Fed funds will fall rather than rise from here. While the peak for 
Fed funds pricing may not be this week, we do not think that it is far away and thus the peak for USD/JPY is unlikely to be far 
away either. A recession would help ease demand side pressures on oil prices as well which would also ease pressure on the 
yen. 
 
Financial conditions in Japan have actually eased this year due to the yen’s slide. This is in sharp contrast to the US, where 
they have tightened significantly amid higher yields, rising mortgage payments and the firmer currency. Fiscal policy in Japan 
is not set to tighten a great deal either. Policy will not be much of a drag on Japanese growth in 2022 and indeed, we see a 
decent chance that Q2 GDP in Japan tops the G4 growth league, as Japan experiences a modest post-Covid bounce. Whilst 
we do not expect it, with inflation above the 2% level and growing discomfort about the impact of yen weakness, there is a 
small but growing chance that the BoJ will abandon YCC, especially as inflation is now above 2.0%. We expect that Governor 
Kuroda will stick with his view that sustained inflation will only come when wages are rising alongside prices but as the yen 
slides, the likelihood of abandoning YCC increases. Abandoning YCC would likely see JGB yields surge in the short term, 
narrowing the UST/JGB spread. It is much less of a long shot than it was. The prospect of some movement on the JGB side 
of the yield spread will also help limit upside for USD/JPY.     
 

Yield spread at multi-year wides…                    …with JPY valuation at multi-year lows 

  

Source: Bloomberg 
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FX forecasts (as of 1 Jun) Current Q2 22 Q3 22 Q4 22 Q1 23

USD/JPY 129 129 125 123 120

EUR/USD 1.07 1.07 1.07 1.09 1.10

GBP/USD 1.26 1.27 1.29 1.34 1.39

EUR/GBP 0.85 0.84 0.83 0.81 0.79

EUR/JPY 138 138 134 134 132

GBP/JPY 163 164 161 165 167
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