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Waiting for the break in the clouds
The pound has been under substantial pressure ever
since the Bank of England kicked back at the market
implied tightening cycle in November's meeting. While
we got the overall call right for the BoE to hold rates in
November and continue to purchase Gilts such that its
overall stock hit £875bn by year-end, the aggressive
manner in which the Bank relayed the dovish message
took us by surprise. Instead of a tighter vote split on the
decision to hold rates as we had expected, the BoE
opted 7 votes to 2 to hold the Bank Rate at 0.1%. Coupled
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with repeated reference to inflation falling below the Bank’s 2% target by Q4 2024
and beyond, and the need to await clarity on the labour market post-furlough, the BoE
meeting was far more dovish than we had expected.

In response to the BoE meeting, GBPUSD dropped 1.37% as markets repriced front-end
Gilt yields and the Bank’s implied rate path in money markets. After the pound
progressively regained ground over the subsequent days, monetary policy differentials
came to the fore again upon October’s US CPI data release. With inflation hitting a 31-year
high in the US when measured by the headline CPI index, expectations of earlier action
from the Federal Reserve supported the dollar and weighed on the pound further.
Sterling now trades 2% lower relative to pre-BoE levels and nearly 3% below our 1.38
forecast.

Our bullish medium-term GBP view remains on track despite the near-term hurdles for
multiple reasons. Firstly, we expect the BoE to begin hiking rates at December’s meeting
and to follow up the 15bps hike with two further 25bps hikes in 2022. This is based upon a
less disruptive expiration to the furlough scheme as currently suggested by real-time
data and sustained pressure on medium-term inflation expectations from rising current
CPI levels. Secondly, we believe the FX reaction to November’s BoE meeting was too
aggressive, meaning valuation factors remain supportive of a GBPUSD rebound. Finally,
the market expectations of the Fed seem stretched based on one CPI release. Unless
November’s CPI print compounds the concerns of runaway inflation in October’s report,
we believe the Fed will continue to under-deliver on market expectations in the run-up to
and at the December meeting, with just one full interest rate hike displayed as the
consensus in the December dot plot. However, risks remain to this view and are largely
tilted to the downside in the near-term.

With GBPUSD trading some distance from our 1-month target of 
1.38, we have downgraded our end of month call to 1.3550 while 

maintaining our end of year call at 1.38.

https://www.monexcanada.com/news-analysis/in-depth-analysis/bank-of-england-bats-back-market-expectations-sends-sterling-plummeting/


Monex’s November forecasts

1-month 3-month 6-month 12-month

GBPUSD 1.3550 1.38 1.40 1.41

GBPEUR 1.18 1.19 1.21 1.21

EURGBP 0.849 0.841 0.829 0.830

A positive string of data needed for sterling to regain its footing

Clues as to the Bank’s next policy decision were scattered across the November meeting
minutes and Monetary Policy Report. Firstly, the Bank made the unusual decision to
highlight that October’s labour market data will be released prior to December’s meeting.
This suggests that given a smooth end to the furlough scheme, the Bank is likely to begin
tackling higher inflation expectations with an initial 15bps rate rise. While the final furlough
statistics showed 1.14m employees remained on the scheme upon expiry (around 3.9% of
total employment), current data suggests that the scheme’s expiration hasn’t resulted in
widespread redundancies: the ONS Business impact of Covid-19 survey for November
2021 suggests only 2.8% of furloughed workers were made redundant at the end of
October. This should alleviate concerns that the unemployment rate will jump in October.
Increased slack post-furlough is likely to be more discreet, with the increased pool of
available labour likely to be visible in underemployment rates. This is highlighted by the
latest BICS survey, with the data showing 15.8% of previously furloughed workers having
returned but on fewer hours than pre-Covid. While this is still likely to cause some
concern among policymakers, a constructive October report overall will likely support the
decision to marginally tighten monetary policy with a 15bps rate hike.
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Given our expected 
Bank Rate trajectory, 

current market pricing 
of BoE policy remains 

too dovish when 
analysing front-end 

yields relative to money 
market pricing. 

Our view is confirmed by the Bank’s reference to
tightening rates over the “coming months” should
labour market data fall broadly in line with
projections. The last time the Bank used the
phrase “coming months” was back in September
2017, with rates raised in the following November
meeting.

The UK 2-year Gilt yield is currently trading
around the 0.5% level, reflecting 40bps of rate
hikes relative to our expectations of 65bps, while
the latest rise above 0.5% has been driven by
rising US rates and thus kept spreads narrow. As
the December meeting draws closer, we expect
front-end UK rates to rise, albeit not fully back
towards October’s highs of 0.75%.



This repricing should support a retracement in GBPUSD towards year-end, with the levels
of support dependent on how much it widens yield differentials with the US. In
comparison to bond yields, OIS implied rates still have the Bank Rate hitting 1% by the end
of 2022. We still view money market pricing as too hawkish given the Bank’s pushback in
its latest MPR, which saw inflation dipping below target at the end of the Bank’s forecast
horizon when conditioned on OIS. For rates to hit 1% in 2022, inflation would have to pose
a substantial threat to medium-term inflation expectations, while growth conditions would
have to improve such that the economy shows some tolerance to higher rates. Although
the current inflation narrative suggests rates rising to 1% could be likely, we expect
growth conditions to be less supportive. This concern was highlighted by the BoE in the
November meeting as well, with the Bank highlighting excess supply in the third year of
the forecast as a factor that will push inflation back below target in 2024 and further
below target beyond the 3-year forecast horizon if rates were to rise in line with OIS
pricing.

BoE CPI forecasts based upon market implied rate path shows expectations of Bank
Rate at 1% was too aggressive for the central bank to meet its inflation target

The main question under our year-end forecast scenario is when the pound will begin
to turn around with yields. We think that the current environment of high inflation in
the US and market pricing of Fed policy remaining relentlessly hawkish is likely to
keep a GBPUSD retracement limited this month, hence our near-term GBPUSD
downgrade.
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However, in the run-up to December’s string of central bank meetings, with the Fed on
the 15th and the Bank of England on the 16th, commentary from policymakers is likely to
start to lay the groundworks for diverging near-term policy. While this should support a
mild rally in GBPUSD in anticipation of the fresh policy announcements, we think the
largest surge in cable prior to the central bank meetings is likely on December 14th when
October’s labour market data is released. Should the data confirm a smooth end to the
furlough scheme, the impact of a 15bps rate hike in December should be priced in to
sterling, placing the emphasis of the meeting on forward guidance. Given the string of
important economic releases on the week of December 13th, we pinpoint this as the time
to expect a turnaround in GBPUSD back towards our year-end target.

UK-US front-end yield 
differentials collapse 
following dovish BoE meeting 
and remained pinned due to 
hot US inflation print 

Now expect the BoE to hold off on its second rate hike until May’s
meeting

Following the release of Q3 GDP figures and indications that economic momentum in the
with their conservative stance to date and may see the return of the “high option value UK
remains low, we now expect the Bank to hold off on raising rates a further 25bps until
May’s meeting. While this is a marginal decision based on growth momentum to date, our
confidence in a more conservative policy path for the BoE is confirmed by the distribution
of Gilt maturities.

Under the BoE sequencing timeline announced at August’s meeting, the central bank has
committed to halting asset reinvestments once the Bank Rate hits 0.5%, while it has
signalled it will actively sell assets once rates are at 1%.

By opting to wait until May’s meeting to hike rates to 0.5%, the BoE limits the extent of
how hawkish their policy decision is.

With just over £25bn in assets set to expire in March 2022 and our 
expectation of the Bank Rate sitting at 0.25% come February’s meeting, 
we deem the decision to hike rates to 0.5% and trigger the halting of 

reinvestment as too aggressive under the current growth outlook. 
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Such a decision would align with their conservative stance to date and may see the return
of the “high option value” phrasing around delaying hiking decisions to gain additional
information. While delaying the decision to hike until March’s meeting on the 17th would
avoid the discussion around balance sheet run-off, we think the BoE will align policy
tightening with MPR meetings to utilise all available communication channels this early
on in the normalisation cycle. Risks to a February hike remain, however, and largely
depend on how medium-term inflation expectations develop in the coming months.

BoE’s Gilt portfolio 
shows a large block of 
expiries in March 2022 
which wouldn’t be 
reinvested if the Bank 
hiked rates again in 
February’s meeting

Risks to our entire GBPUSD forecast horizon remain tilted to the
downside and are broad-based in nature

The risks associated to our 12-month forecasts are plentiful and range in nature. In the
near-term, risks remain centred on developments in the labour market and how
disruptive the furlough scheme’s expiry was, high inflation becoming too entrenched, and
the evolution of growth conditions. Over the medium-term, monetary policy and potential
overtightening by the BoE poses downside risks to economic growth, while a more
aggressive Fed tightening cycle in 2022 also places downside risks on our GBPUSD
forecast if this is perceived by markets as effective in combatting inflation rather than
impeding growth like in the case of overtightening by the BoE.

At current spot levels, most of the near-term downside risks are priced into GBPUSD in
our view, despite 3-month implied volatility suggesting GBPUSD could fall as far as 1.30.

“The most substantial risk that we don’t believe is fully priced into 
sterling’s current levels is the possibility that the Fed substantially 

speeds up its normalisation cycle in December.” 

November 2021

GBP
Outlook

“



Disclaimer

This information has been prepared by Monex Canada Inc., 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 Canada Inc., 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.

Additionally, while Article 16 poses substantial downside risk to the pound, we believe the
economic consequences of such an action are so severe that it acts as a restraint from
the event occurring.

Over the medium-term, growth conditions in the UK throughout the initial periods of the
BoE’s normalisation cycle provide the main risk to our forecast. Currently, the UK
economy sits as the laggard within the G7 space, despite the aggressive fiscal response
to the initial outbreaks, and real-time growth indicators remain tentative; consumers have
been unwilling to draw down the stock of savings accumulated over the pandemic, while
supply chain disruptions and post-Brexit trade conditions continue to weigh on the
manufacturing and construction sector. A stagnation in economic activity over the 6-to-
12-month horizon would likely result in greater hesitancy from the Bank of England to
tighten policy and potentially see rates rise only as high as 0.5% in 2022 in order to tackle
pressures on inflation expectations. This would pose a headwind to our 1.40 and above
calls, especially if combined with a stronger US economy and a more hawkish Federal
Reserve.
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