Daily Insight - The pounds gives up recent gains
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Good Morning,
Please find below today's update which gives you an insight into the current market conditions, enabling you to keep informed and up to date on the latest currency movements.
Listen to our latest podcast here<http://uk4.lyris.net/t/296647/9612113/83865/0/> [http://www.torfx.com/mailers/images/podcast-logo.png] <http://uk4.lyris.net/t/296647/9612113/83865/0/>



GBP/EUR

The pound slipped against the Euro on Wednesday, losing more than 1.5% during the day as the single currency was boosted by a smaller than expected takedown of three-month funding.

Comments from a Bank of England policymaker that the economy may still fall back into recession also weighed on the pound, analysts said.

Expectations that the Euro gains would be short lived highlighted the view that the Euro carries a higher risk premium over the pound due to concerns about the Euro zone banking sector and debt problems among some members of the currency bloc.

The euro has lost more than 8% so far this year against the pound.

"There seems to be a lot less risk associated with the UK in general, compared with the euro zone," said Audrey Childe-Freeman, currency analyst at Brown Brothers Harriman.

On Wednesday, the pound was also hit by weak UK housing figures. The Nationwide building society said UK house prices rose just 0.1% on the month in June, less than the 0.5% rise in May.

Adam Posen, a member of the Monetary Policy Committee of the Bank of England said at a conference in London yesterday that although the UK economy was "tentatively in the recovery state," a double-dip recession was still possible, making it unlikely he would vote for a rate rise in the immediate future.

"With the strong recovery outside of Western Europe proceeding on one side, and the coming austerity at home and in the euro area on the other, I think the UK is still poised between two very different outcomes," he said.

Economists do not expect the MPC to raise rates from the current historic low of 0.5% until late this year at the earliest. Some believe a further loosening of monetary policy, in the form of more quantitative easing could be a possibility if the recovery loses steam leading to fresh selling pressure on the pound.

Separately Fitch, the ratings agency, said that although a global recovery was under way, the risks of it being derailed were intensifying. "The outlook for the global economy and sovereign credit is at a critical and uncertain juncture. Economic data show the global recovery is strengthening, but concerns over sovereign debt sustainability in some euro area countries and renewed market volatility raise the risk of a double-dip recession," it said in a report.

Fitch said that despite the crisis in the euro zone, the risk of a break-up in the region in the medium term was low.

The ECB lent banks €131.9bn (£107.7bn) in three-month funds on Wednesday in an auction that was seen by economists as a test of the sector's health.

With the amount below the €150bn-€250bn expected, concerns about bank finances which have rocked stock markets and weighed on the euro this week were temporarily eased.

The ECB said 171 banks borrowed funds at a flat rate of 1% in the operation. High demand would have sent a warning signal since the ECB is charging a relatively high interest rate compared to market rates.

Banks in countries including Greece, Spain and Portugal are increasingly dependent on the ECB for funding as they struggle to borrow from others due to concerns over debt and public finances.

However, it was still the highest ever borrowed in a three-month operation.

Gilles Moec, an economist at Deutsche Bank, said: "It's definitely a good sign and means there is still some interbank lending occurring within the European money market.

"We still have to wait until Thursday to get the full picture."

Today, euro zone banks will have to repay €442bn in 12-month funds. The one year loan's were the ECB's first and introduced to fight the financial crisis last year. They are not set to be renewed.

Moody's said last night that it may strip Spain of its AAA rating, warning that the country's austerity measures and higher debt costs "will likely depress growth."

It is a bitter pill for Madrid, which is being punished for doing exactly what the EU demanded. The jury is out on Europe's strategy of wage cuts - "internal deflation" - for boom-bust states in distress.

GBP/USD

The dollar is growing ever more dependent on its appeal as a safe haven currency, for better or worse. On the back of a seven month advance, the burden to maintain the dollar's steady climb has grown to be exceptionally arduous.

Looking at the fundamental drive for such a trend, many of the bullish components of the dollar's climb have receded or completely vanished. At the beginning of the year, the comparatively strong forecasts for economic expansion from the world's largest economy had provided the dollar with a long-term platform for strength.

Covering a slightly more restrained time frame, interest rate expectations, though reserved put the Fed on track to instigate a hawkish regime well before its ECB and BoE counterparts, and providing the real momentum for the dollar's climb was the building fear of an impending second financial crisis. In recent weeks, this tidy checklist has grown to be more speculative conjecture than fundamental forecast.

The US housing market has taken a steep dive and this Friday's Non Farm Payrolls, the key unemployment data in the US are expected to confirm reserved expectations for a recovery in employment and the consumers' contribution to economic activity. Interest rates have been fully undermined by the Fed's insistence that rates be held exceptionally low for an "extended" period and complete absence of inflation pressures. Now, even the currency's risk appetite appeal may be on the decline. Should financial uncertainty in the Euro zone and China dissipate, speculative appetites could drown the dollar.

GBP/High Yielding Currencies

The pace of Chinese manufacturing growth slowed in June as government steps to cool the property market and curb bank lending combined with a faltering global recovery to dampen sentiment

Qu Hongbin, chief economist for China at HSBC, said the economy was clearly cooling after year on year growth of 11.9% in the first quarter.

"But fears about hard-landing are overplayed. We expect China to achieve around 9% growth in the second half, underpinned by massive ongoing investment and robust private consumption," he said.

Zhang was commenting on the official Purchasing Managers' Index, which fell to 52.1 in June from 53.9 in May. The reading, the weakest since February, fell short of the median forecast of 53.1 in a Reuters poll of 10 economists.

A separate survey compiled for HSBC fell more steeply to a 14-month low of 50.4 from 52.7 in May. It still marked modest overall expansion, but output and new orders dropped outright for the first time since the depths of the global downturn in March 2009.

The PMIs are designed to provide a timely snapshot of business conditions in manufacturing.

According to the National Bureau of Statistics, the drop in the official PMI reflected the impact of policy tightening as well as a "grim" outlook for exports.

The debt woes rattling the Euro zone, China's recent abolition of some export tax rebates and the prospect of increased trade friction were all weighing on exporters.

Brian Jackson, a strategist with Royal Bank of Canada in Hong Kong, said slower growth in the second half was inevitable as the initial boost from last year's 4 trillion Yuan ($585 billion) stimulus package starts to fade and policy tightening bites.

"How sharp this slowdown will be will depend heavily on what happens to Chinese exports. Exports across the region have continued to post strong growth so far this year, but recent events in Europe clearly represent a major downside risk in the months ahead," he said in a note.

Any slowdown in China will have a negative effect on the high yielding currencies and, in particular, the Australian dollar as Australia is a major raw materials supplier to China and the Far East as a whole.

On a more positive note for the Australian dollar, Australia's government and key mining companies are on the brink of a framework agreement on a mining tax compromise, the Sydney Morning Herald reported, quoting sources with knowledge of the talks.

Based on the proposed deal, the government has given ground on the headline 40% tax rate and the new trigger point for the tax would be around 12% of return on capital, linked to bond yields. That would be an increase from an initial proposal for about 5%. The tax deal would also give miners a break on retrospective projects, enabling them to roll lucrative iron ore operations in the Pilbara and coal mines on the east coast, into the new tax regime at market value.

Neither side made any comment on the report.

An agreement would remove uncertainty in the market and any watering down of the tax proposal is considered positive for investments and hence the Australian dollar, traders say.

The proposed mining tax threatens more than $20 billion in investment, according to mining companies, but no major project has yet been scrapped and several have actually been advanced since the tax was unveiled on 2 May.

Analysts say that any firm deal would be a positive for mining shares as it removes a key risk factor while any easing in terms of the tax would be a clear positive as investors have already priced in the worst-case scenario.




