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Diverging central bank policies
call the tune for FX markets
This week’s pivotal FOMC decision set the tone for
FX markets when the Fed kept up its dovish stance
despite the markets’ fear of the economy
overheating which was reflected in rising yields
across the whole curve. The economic developments
since January’s meeting, namely faster vaccine
rollout and the passing of the $1.9trn fiscal stimulus
package, were not enough to convince the Fed to
change its median forecast to signal a rate hike was
likely in 2023.

Coupled with dovish commentary from Chair Powell, the US dollar weakened across the
board while real yields dropped as expectations of policy normalisations were pushed back.
Fixed Income markets reversed price action just a day after the Fed’s dovish surprise,
however, indicating that the Federal Reserve will likely have to keep reinforcing the dovish
message throughout its policy communications in order for markets to have no doubt in
them as markets remain more hawkish in the battle between Markets vs the Fed. While the
Fed may not give into the hawkish signs in the economy, the renewed optimism in the
outlook for the global economy following the vaccination roll-outs and the greater US
stimulus continues to push up inflation expectations, especially in economies with better
economic outlooks. For emerging markets, this is a sign of alert as they brace for an era of
rising interest rates after the cutting cycles that were introduced in the pandemic.

Meanwhile, the Norges Bank signalled a rate hike as early as H2 2021, marking the first
explicit rate hike signal in the DM space. Brazil raised rates this week along with the Central
Bank of the Republic of Turkey, while Russia hiked by 25bps on Friday and signalled further
tightening lies in store. Additional rate hikes by central banks in the EM space will likely
materialise in the coming months while the divergence with the Federal Reserve’s policy
widens, and this divergence will filter through in FX markets going forward.

Calendar
Monday – 22/03
On Monday, markets will focus on the European Central Bank’s weekly asset purchases
under the Pandemic Emergency Purchase Programme after the Governing Council signalled it
will ramp up the speed of bond-buying under this programme “significantly” as a means to
counteract the increase in yields in the eurozone.

https://www.monexcanada.com/news-analysis/in-depth-analysis/fed-underdelivers-with-dovish-dot-plot-weighing-on-dollar/
https://www.monexeurope.com/news-analysis/in-depth-analysis/nok-gains-after-nb-vows-to-hike-rates-in-2021-h2/
https://www.monexeurope.com/news-analysis/in-depth-analysis/turkey-overdelivers-with-rate-hike-to-boost-lira-and-reduce-inflation-impact/
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The ECB refrained from mentioning any specific numbers, which is why markets will be
watching this week’s figure to try and quantify what the ECB means by the word
“significantly” in order to gain a better idea of the central bank’s reaction function. Beyond
this, Monday marks the start of the 2021 BIS Innovation Summit where miscellaneous central
bankers are due to speak. Federal Reserve Chair Jerome Powell and Deutsche Bundesbank
President Jens Weidmann are on the agenda for Monday at 13:00 GMT.

Tuesday – 23/03

Wednesday – 24/03
UK CPI figures at 07:00 GMT will likely show steady inflation, with the consensus foreseeing
a 0.8% pickup in the rate compared to January’s 0.7% increase. With the UK lockdown exit
timeline being roughly laid out, inflation will likely start to pick up further in April, partly due
to increased demand following a pandemic induced pile-up in household deposits and partly
due to base effects that come into play considering last year’s lockdown started in
Q2. Eurozone flash Purchasing Managers’ Index figures between 08:15 and 09:00 GMT are
set to remain broadly unchanged as the extended lockdown measures throughout the bloc
continue to weigh on sentiment and activity. A similar story may be in place for the UK’s PMI
figures at 09:30 GMT, although the reopening of schools likely boosted labour supply
somewhat which can lead to a pick-up in PMI figures in March.

Mexican bi-weekly CPI figures are on the agenda for 12:00 GMT and are set to show a mild
decrease in the headline figure from 0.31% to 0.30%, while the core rate is set to increase
from 0.18% to 0.22%. The uptick in core inflation would confirm that the acceleration in
inflation isn’t just due to higher energy prices after inflation accelerated to a 4-month high in
February. More on this can be found on page 4 in the Banxico primer. US jobless claims at
12:30 GMT are set to mildly stabilise at 728K after reaching 770K last week. As the weekly
differences are rather small, this indicates many workers are still being laid off although the
numbers have dropped sharply since the start of the pandemic. The question will be whether
the scar to the labour market will be a structural one, which only time will tell.

With the furlough scheme still in play 
at the moment, the UK job market 
will be largely protected until the 

proportion of salary covered by the 
UK government will start to be 

tapered in July coming to an end 
in September.

UK labour market statistics will be in
focus on Tuesday at 7:00 GMT, with the
3-month unemployment rate set to pick
up slightly from 5.1% to 5.2% in January.
Wage growth is set to climb further
after picking up sharply in the three
months to December, but the Office for
National Statistics stressed that this is
likely due to the decrease in lower wage
workers since the start of the pandemic.



Banxico Governor Alejandro Díaz de León Carrillo and Brazil’s central bank Governor
Roberto Campos Neto are then due to speak at the BIS event at 11:45 GMT.

Thursday – 25/03
German GfK consumer confidence is on the agenda for 07:00 GMT, with the index set to
show a modest improvement from -12.7 to -12.0, but this improvement means nothing in
the current environment of economies’ locked down and the outlook on the recovery being
uncertain. Euro traders will therefore likely take no notice of Thursday’s GfK reading, similar
to other economic sentiment data released throughout the lockdown.

Beyond that, multiple central bankers will appear as panellists at the BIS Innovation
Summit at 09:30 GMT, with central bank heads from the European Central Bank, Bank of
England, Bank of Canada, Norges Bank and others presenting at the virtual event. Banxico’s
overnight rate will be announced at 19:00 GMT in the evening. A separate primer is
included on page 4.

Friday – 26/03
UK retail sales at 07:00 GMT will likely show a significant improvement to +1.6% from
January’s negative reading, but this should be taken with a pinch of salt. January’s MoM
figures printed at -8.2% following the introduction of the latest round of lockdown measures
amid the discovery of a more infectious virus variant, and conditions haven’t improved for
shops since then. The improvement in the figure will therefore only reflect that things have
not worsened since, but the starting point from January is very low. With regards to
sentiment, however, conditions have significantly improved in February due to the rapid start
of the UK’s vaccination programme.

The German IFO business, current assessment and expectations index are on the agenda
on Friday at 09:00 GMT this time, with all three indices expected to show a modest uptick
from February’s reading. This is in line with Thursday’s consumer confidence expectations,
indicating no discrepancy in sentiment between consumers and financial experts - something
that did occur in February when consumer confidence was low but stocks performed well
over increased optimism on a global recovery. At 14:00 GMT, the final figure of the
University of Michigan Sentiment index will be released in the US, with markets expecting a
revision to the preliminary figure from 83.0 to 83.5.
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The European Council summit in Brussels on March 25-26 will be one 
for markets to watch, as topics such as the slow-going vaccine roll-out 

and the nations’ responses to the pandemic will likely be discussed. 
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Banxico primer
Banxico to wait-and-see where rising yields are heading to and what that
means for inflation
The Bank of Mexico meets on Thursday 25th after a surprise message from the Federal
Reserve last week set the tone for protracted policy normalisation in the US. Banxico’s
previous decision to cut rates by 25bps took markets by surprise, as the Bank had previously
parked its extended cutting cycle at January’s meeting. However, the recent rise in global
yields have added to the idea that Mexican interest rates can’t be cut further without stoking
unwarranted financial impacts. Additionally, the rise in global yields has resulted in rising
inflation expectations. This has led to a substantial market repricing of Banxico’s policy path,
with at least three more rate hikes baked in over the 3-year horizon compared to early
December. The expected hike in rates aligns with the policy environment in other emerging
markets, with the Bank of Brazil and the Bank of Turkey increasing borrowing costs this week
to curtail the rising inflation trajectory and counter recent currency weakness.

due to a rapid vaccination campaign and sound fiscal stimulus, translate into expectations of
a similar rise in Mexican inflation. However, while these factors are certainly in the scope of
Banxico's policy setting, the recent dovish guidance given by the Fed sets a high bar for
Banxico to hike rates ahead of time. The Mexican central bank is poised to lag Fed rate
decisions, as the spread in rates between the two economies is a critical driver of domestic
financial conditions. More importantly, the sizable amount of slack in Mexico’s economy will
most likely prescribe an accommodative stance going forward, but risks to this outlook are
currently plentiful under the aggressive market pricing.

With rates currently at 4%, markets are 
pricing the start of the hiking cycle one-

year ahead, as opposed to the 2-year 
horizon foreseen three months ago. 

Rising inflation expectations are
supported by the global sell-off in
bond markets recently, increasing
oil prices and the recently
depreciating currency. Moreover,
expectations of overshooting
inflation in the US on the back of a
more aggressive economic recovery,

Broad sell-off in Treasuries has
sparked a strong adjustment in
Mexican bond markets

https://www.monexcanada.com/news-analysis/in-depth-analysis/fed-underdelivers-with-dovish-dot-plot-weighing-on-dollar/
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In a recent interview, Banxico's governor Alejandro Díaz de León stated that policymakers
were still "digesting the yield spike". While Mexico's bond yield curves outperformed those in
most emerging markets during the pandemic, rising US yields have sparked a readjustment
across these markets, especially in Mexico. The potential impact of rising domestic yields on
growth and inflation is not final yet, according to Díaz de León, deeming it hard to pre-empt
Banxico's intentions. "Neither the markets nor the analysts" can accurately assess the policy
outlook, as "not just the latest data, but the whole process" needs to be incorporated into
the conduct of monetary policy. However, Brazil’s and Turkey’s experiences have taught the
importance of considering market pricing, as pressing inflation expectations could effectively
derail monetary policy efforts via the exchange rate. More importantly, emerging market
central banks can hardly afford to follow the Fed’s “behind the curve” approach as the costs
of rising yields due to increasing inflation pose a substantial risk to external financing and a
sharper hiking cycle to tame any bond market and exchange rate sell-off. This would be
detrimental to promoting the economic recovery.

The Central Bank now projects a GDP growth rate of 4.8% this year, from 3.3% previously,
while foreseeing year-end inflation at 3.6% after peaking in 4.5% during the second quarter.
So far, inflation has accelerated to a 4-month high of 3.76% in February, although the moves
have been mostly related to rising energy prices. CPI data on Wednesday ahead of the
meeting will certainly add to this panorama, with median consensus signaling expectations
for a 3.81% print. All in all, we believe Banxico is set to buy itself more time before moving
towards any policy direction, while analysing the implications of rising yields and inflation
expectations. In contrast to the BCB and the CBRT, Banxico still enjoys well-anchored long-
term inflation expectations. But even as the Fed is failing to put market's confidence at ease,
time will only tell regarding Banxico's ability to manage expectations going forward.

Taking stock of recent central bank decisions
Over the last week, we have had key policy decisions from the likes of the Federal Reserve,
Bank of Japan, Central Bank of the Republic of Turkey, Norges Bank, and Bank of Brazil. While
the Fed and BoJ struck dovish messages with their policy announcements in an attempt to
keep monetary conditions as accommodative as possible throughout the early part of the
recovery, the CBRT and BCB embarked on surprisingly aggressive rate hikes in an attempt to
control the spiralling inflation outlook and tame the recent sell-off in exchange rates.
Meanwhile, the Norges Bank struck the most hawkish message out of G10 central banks so
far as it decided to bring forward its projected rate hike path to pencil in lift-off as early as
the latter part of H2 2021.

“Given Banxico's typical wait-and-see mode, a further rate cut as soon 
as next week is difficult to justify after the improvement in quarterly 

macro projections recently released.” 

https://www.monexcanada.com/news-analysis/in-depth-analysis/fed-underdelivers-with-dovish-dot-plot-weighing-on-dollar/
https://www.monexeurope.com/news-analysis/in-depth-analysis/turkey-overdelivers-with-rate-hike-to-boost-lira-and-reduce-inflation-impact/
https://www.monexeurope.com/news-analysis/in-depth-analysis/nok-gains-after-nb-vows-to-hike-rates-in-2021-h2/
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While the above central banks provided markets with new information of their reaction
function or with interest rate adjustments to price, the Bank of England gave little away in
their March policy statement despite positive economic and health developments since the
February meeting. With little scheduled in next week’s calendar, we take this opportune time
to summarise recent central bank decisions and the subsequent market reaction.

Federal Reserve
Given the role of the US central bank within the global financial system, the Federal Reserve’s
decision to outline a more dovish reaction function than markets have been pricing was a
substantial development for investors. However, while fixed income markets took the
miniscule upwards revision in the 2023 dot plot and Jerome Powell’s comments that the Fed
will sit behind the curve at face value on Wednesday night, the sentiment didn’t last. Come
Thursday, fixed income and money market instruments retraced their decision on Wednesday
night to maintain their overall stance on US monetary policy, placing the emphasis on the
Federal Reserve to keep issuing the same dovish message in subsequent communications.
However, Jerome Powell may regard this as a win nonetheless. While he didn’t manage to
push back market expectations of policy normalisation for long, his comments may have
provided a limit to how high bond yields can go ahead of a period where inflation and growth
data is going to become choppy due to transitory factors.

The comments by Jerome Powell highlighted that the Federal Reserve will look through the
upcoming overshoot in the inflation data and will almost solely base its policy decisions on
developments in the labour market. This provided markets with some indication of how to
trade the upcoming CPI and PCE releases; don’t. By doing so, Jerome Powell is likely to have
anchored front-end rates until incoming data warrants and the elapse of time warrants the
two-year real-yield curve to rise. This should temper volatility in FX markets stemming from
bond market dynamics, while the anchoring of the real two-year yield should promote the
continuation of the cyclical downturn in the dollar. That is, if markets truly believe the
message the Federal Reserve distributed on Wednesday.

US yields fall following Powell’s dovish message, but markets don’t believe the Fed and
nominal yields rise again driven by rate expectations

https://www.monexcanada.com/news-analysis/in-depth-analysis/bank-of-england-looks-to-hold-the-ship-steady-with-placeholder-announcement/
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European Central Bank and Reserve Bank of Australia
The latest decisions by both the ECB and RBA have leant on the dovish side. The ECB opted to
increase its PEPP purchases over the next quarter, mainly to offset any tightening of financial
conditions as noisy and elevated inflation data comes in, while the RBA doubled down on its
commitment to its yield curve control programme. It did this by not only making technical
decisions to squeeze short-sellers out of the market for front-end AGBs, but also decided not
to announce the expiry of the programme despite analysts’ expectations. Governor Lowe
also pushed back expectations of rate hikes in late 2022 and early 2023, while its QE
programme has been tilted to prevent excessive bear steepening.

which the 10-year JGB can fluctuate around the 0% mid-rate from 0.2% to 0.25%.
Meanwhile, it scrapped its ¥6trn guide for annual ETF purchases, while maintaining the
¥12trn upper limit so it can step into markets should sentiment deteriorate. In doing so, the
central bank aimed to take a step back from equity markets as their stockpile of assets grows,
while they also expanded the ETF’s they can buy from the Nikkei to the broad Topix index to
limit the amount of stock owned for individual companies. Finally, it set out new lending
incentives and a plan to adjust their three-tier reserve system should they decide to cut rates
further into negative territory.

Despite the Australian
and eurozone recoveries 

differing substantially thus 
far, the message by their 

central banks has been clear: 
loose monetary policy is 

here to stay. 

The Aussie dollar and euro haven’t sold off
dramatically since their central bank meetings,
with AUDUSD sitting just shy of its March 2nd

price at 0.77, while EURUSD trades just 0.7%
lower since last Thursday’s open.

Bank of Japan
The Bank of Japan’s policy decision on Friday
was similar to that of the Fed’s, ECB’s and
RBA’s, however, their decision to commit to a
sustained period of loose monetary policy
resulted in a tapering of support to provide
longevity.The BoJ increased the range in which

While the moves by the BoJ, ECB and RBA suggest further currency weakness 
is in store, the extent to which this will be the case depends on global bond 

markets and the Fed’s commitment to the dovish anchor they recently 
dropped. Ultimately, the broad dollar will determine the next trends in these 
currency pairs until economic conditions result in the central banks taking a 

more hawkish stance. With the Fed anchoring expectations at the front-end for 
now, we expect the broad dollar to be placed under marginal pressure, 

although this could change depending on how the incoming US data prints.

https://www.monexcanada.com/news-analysis/in-depth-analysis/ecb-meets-expectations-and-ramps-up-near-term-pepp-purchases/
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Norges Bank, Bank of Canada, Bank of England and Reserve Bank of New
Zealand
The Norges Bank, Bank of Canada, Bank of England and Reserve Bank of New Zealand can
loosely be placed at the other end of the central bank spectrum. Markets are expecting these
central banks to normalise policy prior to the Federal Reserve based upon a multitude of
factors, ranging from a hot housing market to an aggressive roll-out in vaccinations. The
Norges Bank has explicitly been the most hawkish having brought forward their forecast for a
rate hike to the second half of this year. Meanwhile, strong data in Canada and an
expectation of an aggressive bounce back in consumption has resulted in many anticipating
the BoC will announce the tapering of its QE programme as early as April’s meeting. While
we don’t think this is as much of a done deal as other analysts are touting, we generally
agree with market pricing of BoC normalising policy prior to the Fed. The Bank of England
have provided markets with very little additional information since the February meeting
despite positive developments in the economic outlook, however, the central bank is yet to
announce the extension of its QE programme. As things stand, the BoE is set to taper QE
naturally under its current £875bn package towards the end of the year and MPC members
have done little to change expectations of this being the case. Finally, the RBNZ has recently
struck hawkish undertones with the inclusion of the impact monetary policy has on the
housing market in its remit. Markets took this message as one that the RBNZ will be forced
into tightening policy earlier to quell a hot housing market, despite the RBNZ’s best efforts to
delay such expectations. Nonetheless, with New Zealand’s economic recovery leading the
G10 space, most expect the antipodean central bank to be one of the earliest to embark on
lift-off.

1Y1D forward cash rate highlights market expectations of who will be the first out of the
door
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