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Monday’s relatively sanguine day in markets feels like a distant memory as UK politics
and price action in bond markets has kept FX volatility extremely high. Although the past
week will be primarily remembered as the week where the UK government reversed
what could be regarded as the worst economic policy blunder in recent history, with the
Chancellor subsequently getting sacked because of it, FX traders also had to face off
against a historically high core-CPI print out of the US, bond market turmoil in the UK, and
potential FX intervention in Japan. Given the fluidity of the past week’s events, we have
again opted for a “questions from the floor” section in our week ahead, which covers
developments in UK markets, the impact US CPI had on the Fed’s rate path and what it all
means for the Canadian dollar.
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Next week, the data calendar thins out further before central banks come back online
with rate decisions from Europe and Canada the week after. However, with the BoE
stepping out of UK debt markets, and markets still adjusting to the U-turn in UK fiscal
policy, price action in UK markets is likely to keep volatility high heading into next week
as it sets the tone for risk.
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Calendar (all times BST)

Monday – 17/10

01:01 UK rightmove house prices MoM (prev 0.7%) and YoY (prev 8.7%) for October

02:20 China 1-year medium-term lending facility rate (est 2.75%, prev 2.75%) 

05:30 Japan industrial production final reading MoM (prev 2.7%) and YoY (prev 5.1%) for 
August 

09:00 Switzerland domestic (prev 552.5b) and total (prev 639.3b) sight deposits CHF for 
October 14th 
taly CPI EU harmonised final reading for September YoY (prev 9.5%) 

13:00 Canada Bloomberg Nanos Confidence for October 14 week (prev 45.8)
Poland core CPI for September MoM (est 1.5%, prev 0.8%) and                                  
YoY (prev 10.7%, prev 9.9%)
Brazil economic activity for August MoM (est -0.60%, prev 1.17%) and                  
YoY (est 5.20%, prev 3.87%)

13:30 US empire manufacturing for October (est -1.0, prev 1.5)

15:30 BoC business outlook survey (prev 4.9) and future sales (prev -26.00) for Q3
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16:00 ECB Chief Economist Lane joins roundtable at event `For a New European Fiscal 
Framework'

22:45 New Zealand CPI for Q3 QoQ (est 1.5%, prev 1.7%) and YoY (est 6.5%, prev 7.3%)

Tuesday – 18/10

01:05 Australia RBA Deputy Governor Michele Bullock speaks at the Australian 
Finance Industry Association (AFIA) Annual Conference in Sydney

01:30 Australia RBA releases minutes of its October interest rate meeting 

03:00 New Zealand non resident bond holdings for September
China GDP for Q3 QoQ (est 3.5%, prev -2.6%), YoY (est 3.5%, prev 0.4%) and YTD 
YoY (est 3.0%, prev 2.5%)
China industrial production for September YTD YoY (est 3.7%, prev 3.6%) and YoY 
(est 4.9%, prev 4.2%)
China retail sales for September YTD YoY (est 1.0%, prev 0.5%) and YoY             
(est 3.2%, prev 5.4%)

09:00 Open Parliament hearing on Riksbank Monetary Policy

10:00 Germany ZEW survey for October about expectations (est -66.5, prev -61.9) and 
current situation (est -69.0, prev -60.5)
Eurozone ZEW survey for October about expectations (est -65.0, prev -60.7)

14:15 US industrial production for September MoM (est -0.1%, prev -0.2%)
US capacity utilisation for September (est 79.8%, prev 80.0%)

14:40 Riksbank's Jansson speaks on way back to inflation target

15:00 US NAHB housing market index for October (est 44, prev 46)

17:00 ECB Executive Board member Schnabel participates in alumni event at 
University of Mannheim

22:30 Fed Kashkari takes part in a discussion on the economy at a Women Corporate 
Directors Minnesota 

Wednesday – 19/10

00:30 Australia Westpac leading index for September MoM (prev -0.05%)

02:30 BOJ Board Adachi Speech in Toyama

07:00 UK CPI for September MoM (est 0.4%, prev 0.5%), YoY (est 10%, prev 9.9%) 
UK core CPI YoY (est 6.3%, prev 6.3%)

09:30 UK house price index for September YoY (prev 15.5%)

10:00 Eurozone CPI final reading for September MoM (est 1.2%, prev 1.2%) and YoY    
(est 10.0%, prev 9.1%)
Eurozone core CPI final reading for September YoY (est 4.8%, prev 4.8%)

12:00 US MBA mortgage applications for the October 14 week (prev -2.0%)
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13:30 Canada CPI for September MoM (prev -0.3) and YoY (est 6.6%, prev 7.0%)
Canada industrial product prices for September (prev -1.2%)

15:00 Riksbank's Floden speaks on state of economy and inflation
BoE Deputy Governor Cunliffe testifies to the Treasury Committee in Parliament 

16:00 BoE policy maker Mann speaks on a panel at 30th anniversary of the crisis of the 
ERM of the European Monetary System on ‘1992: Ground Zero: How the ERM 
failed -- the consequences for Europe’

19:00 U.S. Federal Reserve releases Beige Book

23:30 Chicago Fed President Charles Evans discusses the economic outlook 

00:50 Japan trade balance (est -¥2145.4b, prev -¥2817.3b) and trade balance adjusted 
(est -¥2061.4b, prev -¥2371.3b)  for September

01:30 Australia employment change for September (est 25.0k, prev 33.5k)
Australia unemployment rate for September (est 3.5%, prev 3.5%)
Australia participation rate for September (est 66.6%, prev 66.6%)
Australia NBA business confidence for Q3 (prev 5)

02:15 China 1-year (est 3.65%, prev 3.65%) and 5-year (est 4.30%, prev 4.30%) loan prime 
rate

07:00 Switzerland real exports MoM (prev 2.1%) and real imports MoM (prev 1.3%) for 
September 
Germany PPI for September MoM (prev 7.9%) and YoY (prev 45.8%)

07:45 France business (prev 102) and manufacturing (prev 102) confidence for October
France business survey overall demand for October (prev 5)

08:00 Hungary one-week deposit rate for October 20 week (prev 13.0%)

09:00 ECB currency account for August (prev -19.9b)
Norges Bank survey of bank lending 3Q
Poland employment for September MoM (est -0.1%, prev -0.1%) and                   
YoY (est 2.4%, prev 2.4%) 
Poland average wages growth for September MoM (est 0.2%, prev -2.9%) and 
YoY (est 13.4%, prev 12.7%)
Poland PPI for September MoM (est 0.9%, prev 0.8%) and YoY                              
(est 25.5%, prev 25.5%)

09:30 Hong Kong unemployment rate for September sa (est 4.0%, prev 4.1%)

12:00 Turkey one-week repo rate for October 20 week (est 11.00%, prev 12.00%)

13:30 US initial jobless claims for October 15 week (prev 228k)
US continuing claims for October 8 week (prev 1368k)

14:00 Governor Ida Wolden Bache gives a lecture for the Center for Monetary 
Economics 

Thursday – 20/10
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15:00 US Existing home sales for September (est 4.70m, prev 4.80m) and MoM 
(est -2.2%, prev -0.4%)
US leading index for September (est -0.3%, prev -0.3%)

22:45 New Zealand exports (prev 5.48b) and imports (prev 7.93b) for September 
New Zealand trade balance for September (prev -2447m) and 12 mth ytd
(prev -12280m)

TBA Mexico Banamex survey of economists

Friday – 21/10

00:01 UK GfK consumer confidence (est -52, prev -49)

01:30 Japan Natl CPI for September YoY (est 2.9%, prev 3.0%), ex fresh food YoY 
(est 3.0%, prev 2.8%) and ex fresh food, energy (est 1.8%, prev 1.6%)

03:00 New Zealand credit card spending for September MoM (prev 5.1%) and YoY 
(prev 29.4)

07:00 UK retail sales MoM (est -0.6%, prev -1.6%) and YoY (est -5.1%, prev -5.4%) and ex 
auto fuel MoM (est -0.6%, prev -1.6%) and YoY (est -4.4%, prev -5.0%) for 
September
UK public sector net spending ex banking groups for September                         
(est 16.8b, prev 11.8b) 
Sweden unemployment rate (prev 6.6%) and unemployment rate trend                 
(prev 7.2%) for September

09:00 Poland retail sales real for September MoM (est -2.2%, prev 1.0%) YoY                
(est 4.5%, prev 4.2%)

09:30 Hong Kong CPI composite for September YoY (est 4.1%, prev 1.9%)

10:00 Eurozone government debt to GDP ratio for 2021 (prev 95.6%)

12:00 Mexico retail sales for August MoM (prev 0.9%) and YoY (prev 5.0%)

13:30 Canada retail sales for August MoM (prev -2.5%) and ex auto MoM (prev -3.1%)

14:00 Bank of Italy releases the quarterly economic bulletin

15:00 Eurozone preliminary consumer confidence for October (est -30.0, prev -28.8)

What is going on in UK markets? 

This is the most pertinent and regular question we’re receiving from our clients at the
moment and possibly one of the hardest to answer, but that wasn’t always the case. In
the initial aftermath of the mini budget on September 23rd, the answer was simple:
markets were dumping all UK assets in a flash sale that would make DFS green with
envy. This was largely because the risk premia in these assets wasn’t sufficient to keep
foreign investors in the market, while for domestic investors, higher interest rates were
also demanded to offset the inflation shock that would materialise from the fiscal
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loosening. The flash sale extended to the pound, which hurtled lower on both capital
outflows and speculative trading as it too was forced to depreciate to cheapen valuations
in UK assets such that they became more attractive for foreign investors. Shortly after the
8% drop to all-time lows, the pound retraced as higher interest rates were factored into
short-term interest rate markets, while speculation also rose over an emergency rate
hike.

But that emergency interest rate never occurred as Governor Bailey and Chief Economist
Pill guided expectations towards the scheduled November meeting. So then why did the
pound rally from 1.07 against the dollar to highs just shy of 1.15 shortly after? This is where
it gets somewhat perplexing, especially when monitoring price action on an intraday
basis and factoring in the financial stability risks that were now present in the UK bond
market. In fact, we believe it was the by-product of these financial stability risks that
primarily prompted the pound to rally, although the fiscal retrenchment by fiscal
authorities also helped.

The extreme volatility in UK bond markets, along with the collapse in the value 
of UK bonds as collateral, resulted in liability driven investors, who took highly 

leveraged positions in this market, to face substantial margin calls. 

This wreaked havoc in the longer-dated part of the UK bond market as these investors
tried to de-leverage but were ultimately selling aggressively into an illiquid market with
not many buyers, forcing the bond price lower and thus eroding the value of their
collateral further. This vicious cycle is what prompted the BoE to backstop this market,
with the central bank ultimately becoming the market maker of last resort as it provided
the liquidity that was previously absent. This helped to settle UK bond markets, with the
decline in gilt yields reverberating across the global fixed income space, leading to a
decline in Treasury yields. Compounded by speculation that the Fed had hit peak
hawkishness following softer ISM manufacturing and job openings data, the reduction in
core yields boosted risk appetite and prompted a speculative rally in the pound.
Additionally, the scramble to rebuild cash buffers by pensions funds resulted not only in
deleveraging in the gilt market, but also liquidation in other positions. The capital
repatriation back into GBP likely played a substantial role in sessions where sterling’s rally
proved idiosyncratic.

While this is what largely contributed to the pound rallying back towards the 1.15 handle,
the subsequent decline highlights how the pound’s recovery wasn’t built on a basis of
improving fundamentals and was likely temporary. Not only did the abrupt end of the
Fed pivot narrative prompt renewed downside in cable, but so did signs that the BoE was
committed to ending its emergency bond backstop on October 14th. It wasn’t until an FT
article the next morning, citing people familiar with briefings stating the BoE could extend
its emergency measures, that the pound started to rally again. This was then aided by the
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central bank’s auction data, which showed them not rejecting any bonds sold to them for
the first time since the liquidity measures were introduced.

Even though the bond market and these technical factors whipped the pound around, it
wasn’t until October 13th that the pound’s fundamentals improved as rumours circulated
that the government was about to embark on “the mother of all U-turns”. The rumours
were then fanned by news that Chancellor Kwarteng was pulled back early from
meetings with the IMF in Washington.

The rollercoaster ride in GBPUSD over the past fortnight

What is the endgame?

At this point, it is very difficult to predict as it largely hinges on whether Liz Truss is ousted
as Prime Minister. As things stand, however, the latest decision to replace Chancellor
Kwarteng with the Conservative party stalwart that is Jeremy Hunt and to reverse the
previous proposed corporation tax cut is seen as largely cosmetic by markets. The
limited recalibration in fiscal policy will also do little to change the outlook for monetary
policy as support measures for consumers in the form of tax cuts remain.

The risk, as mentioned, is that prominent Tory party members start to plot to remove
Truss from power. While under the current party rules a vote of no confidence cannot be
triggered until a full calendar year has elapsed, rules are there to be broken. From a
market standpoint, the replacement of Truss will likely be seen as positive over the
medium-term, however, the immediate impact of further political instability will likely
suppress investor confidence further and result in higher risk premia being priced back
into UK assets. Note too that politicians like to sharpen their knives over the weekend,
and with the Bank of England’s backstop in the gilt market set to expire this week,
volatility in UK assets could remain high at the start of next week.
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Inflation data out of the US cemented expectations of a 75bps hike in
November. Why are interest rate expectations further out also rising? What
does this mean for the dollar?

The Federal Reserve is tightening policy aggressively to contain runaway inflation, having
delivered 300bps of hikes this year and raised the target on the federal funds rate to a
range of 3 to 3.25%. At the Fed’s most recent meeting in September, policymakers used
the dot plot to signal that another 125bps of tightening was set to arrive by year-end. The
easiest way for that to happen would be a 75bp hike in November, followed by 50bps in
December, and markets bought the story. from the date of the last meeting until now,
75bps has been the money market’s expectation for the November decision. The
difference made by Thursday’s CPI report—which saw core inflation come in at 0.6% MoM
for a second time, counter to expectations of a slowdown—was that the second-likeliest
alternative for the November meeting flipped from 50bps to 100bps, but the risk of such
an outsized move remains thin at 15% or less. In addition, the market’s expected terminal
rate from the Fed, penciled for March 2023, rose over 20bps to 4.85%.

Expectations of future tightening have shifted most over the medium to long term

It was mainly the composition of the CPI report that prompted this repricing. Over the past
few months, inflation pressures have started to migrate from core goods to core services
inflation. The most recent core services print, at 0.8% MoM, showed broad-based strength
in both cyclical and wage-sensitive categories and suggested to markets that the Fed
still has some ways to go in slowing demand in the economy to realign domestic demand
driven inflation. The concern for the Fed is that even though services inflation is easier to
target with monetary policy than the prices of goods tied to international supply chains,
price growth in the services sector tends to display a greater degree of persistence. With
financial stability concerns also looming, the Fed is now forced to delay the timing of
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increased monetary tightening rather than continue to front-load its hiking cycle. As a
result, the central bank’s current policy framework is now a “restrictive for longer”
approach.

The key implications of this increase in monetary tightening for the US dollar are twofold.
Higher US interest rates will attract capital inflows, bidding up the dollar. Additionally, the
stance of more restrictive rates for longer from the Fed will likely weigh on risk conditions
in the short-term, further fuelling USD strength on haven demand. That said, tighter policy
increases the risks of a recession, a substantial unwind in the labour market, and funding
stress for banks and other systemically important financial institutions. Should those risks
materialise, the Fed will be under severe pressure to back off from its hawkish stance
and begin cutting rates. In that scenario, risk assets outside the US will become far more
attractive and will likely spark a wave of dollar selling. We think these risks will become
most significant in 2023, as the impact of the Fed’s monetary tightening won’t be fully
accounted for in the next quarter’s economic data due to the lags in policy transmission..

Our forecasts currently see the broad dollar index rising to 115 by 
year-end

How bad is inflation in Canada? What do current inflation dynamics mean for
the loonie?

Without a doubt, Canadian consumer prices have been rising at an exceptional pace. On
a year-over-year basis, headline inflation has exceeded the Bank of Canada’s 2% target
since March 2021 and has done so for 18 consecutive months. The goods and services
that contributed the most to inflation are crucial to daily life, making it difficult for
households to “opt out” by changing their consumption patterns. Shelter (+6.6%),
transportation (+10.3%), and food (+9.8%) account for 75% of the increase in costs paid by
consumers over the past year. While gasoline (+22.1%) was a particularly important
contributor to the rise in transportation costs, the rise in vehicle prices (+7.3%) was also
notable.

The sharp uptick in consumer prices hasn’t been limited to necessities either; inflation has
been extremely broad. In fact, only one of nine major components of the CPI basket,
clothing (+1.4%), has seen its prices grow by less than 2% YoY, and none of the 11 special
aggregate indices supplied by StatsCan are at or below target. No matter how you slice
and dice the data, the overall message hasn’t been good this year. Excluding food and
energy, whose prices are volatile, inflation is still running at 5.3%, while the average of the
Bank of Canada’s three preferred measures of core inflation is 5.2%.

When headline inflation first broke above 2%, rapid price growth was mostly limited to
goods affected by supply chain disruptions, lulling the Bank of Canada into complacency
as it expected the “transitory” shock to dissipate once firms adjusted their supply
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schedules. Currently, however, services have become the primary driver of inflation
pressures, which more closely reflect excess domestic demand and is a more persistent
type of inflation. To illustrate, back in March 2021, the 3-month average of annualised
price growth was 12.6% in goods, and 2.1% in services. As of August 2022, the same metric
dropped to -2.2% for goods but accelerated to 5.8% for services.

In response to these conditions, the Bank of Canada has raised its policy rate by 300bps
to 3.25% year-to-date and is set to keep hiking into 2023. Despite all the bad news,
however, a few recent developments offer glimmers of hope. Headline inflation has
come down for two consecutive months, printing most recently at 7% in August. Energy
prices have retraced 11.5% from their peak, and core price growth has decelerated for
several months and even stalled at 0% month-over-month in August. With the lagged
effects of past monetary policy actions set to weigh further on domestic demand,
inflation might remain above target for some time, but the outlook looks brighter than it
did in the summer.

Core price pressures ease in Canada but remain persistent in the US

Canada’s inflation backdrop also looks a bit rosier when compared to that of the US, its
largest trading partner. While in 2021 and early 2022, inflation rates in both countries
tracked quite closely, the turnaround in Canadian core inflation has not been reciprocated
in the US. While Canadian core CPI came in at 0% MoM in August as previously
mentioned, the two most recent US core prints were both 0.6%. Core aside, headline
inflation in the US has also continued to outpace the equivalent metric in Canada. In
September, US CPI growth was still as high as 8.2% on a year-over-year basis,
substantially worse than the projected 6.6% headline figure expected in Wednesday’s
Canadian CPI report.
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Two key differences between the US and Canadian economies could explain this
divergence in price growth. For one, despite the high degree of supply chain integration
between the two countries, Canada is more exposed to international trade. Canada’s
trade sector is valued at 62% of GDP, whereas the equivalent figure is only 32% for the US.
As such, domestic demand-driven inflation, which tends to be persistent, plays a bigger
role in the US. Second, interest rate-sensitive sectors such as housing are more exposed
to monetary policy in Canada, due to a greater proportion of variable rate or short-term
fixed rate mortgages and a substantially higher debt-to-income ratio. Therefore, one can
argue that the transmission of policy to the real economy is much more effective in
Canada, which helps to explain the faster downtick in core inflation pressures, especially
in consumer discretionary products.

As the inflation gap widens, monetary policy—which has been moving in lockstep so far
this cycle—will start to diverge. The Federal Reserve will likely deliver more tightening
than the Bank of Canada, either by raising its policy interest rate by a greater amount,
holding it high for longer, or both. This should then spill back into the currency, as the
difference in bond yields between both countries will make US debt relatively more
attractive, and greater demand for USD-denominated securities should bid up USDCAD.
Additionally, the Canadian dollar is likely to be affected by the impact tighter policy has
on US growth conditions, and thus both equity returns and global risk appetite. Currently,
our 1-month and 3-month forecasts for USDCAD are 1.38 and 1.40. Given the latest
upward surprise to US CPI, the balance of risks to our forecast also tilts to the upside over
the near term.
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