Daily Insight - Risk appetite makes a comeback
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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/297221/9612113/83865/0/> [http://www.torfx.com/mailers/images/podcast-logo.png] <http://uk4.lyris.net/t/297221/9612113/83865/0/>



GBP/EUR

The pound edged up versus a broadly struggling euro, but the single currency managed to stay in range of a two-week high hit on Tuesday. The euro has rallied in the past week as investors covered extreme short euro positions.

Optimism that a tight budget announced by the UK coalition last month will improve Britain's fiscal position has given way to concerns about the impact of tax hikes and spending cuts.

The European Commission reported yesterday that the moves announced by George Osborne in the Budget would be sufficient to bring the deficit down to 2.3% of gross domestic product by 2014-15, in line with European guidelines.

"The current economic circumstances call for a decisive fiscal consolidation," said Olli Rehn, the EU economic affairs commissioner. "The budgetary targets presented by the UK Government are in line with this strategy."

The EU nod of approval for the Coalition comes after it criticised Labour in March for putting forward fiscal plans that lacked sufficient ambition.

However, the Commission said it recognised the process of fiscal consolidation would be difficult, citing the 25% reduction in Whitehall budgets over a four-year period as "challenging".

Standard Chartered Global Research argued yesterday that premature fiscal tightening in Europe had raised the risk of a double-dip recession.

"Exit strategies are the centre of attention. The recent G20 proved to be a meeting where everyone spoke globally but acted nationally," it said in a note.

"Even without tightening, the shine might have already been taken off global growth as the policy boost starts to wear off."

EU official data on Wednesday is in line with a previous estimate and follows even weaker growth of 0.1% at the end of 2009.

Growth across the wider 27-nation European Union, which includes Britain and Poland, was also 0.2% from January to March compared to output in the previous quarter, the Eurostat statistics agency said.

The concern is that measures to address the debt crisis could halt economic recovery or cause a double-dip recession.

Howard Archer, chief European economist at financial analysis group IHS Global Insight, said: "Worryingly, there are signs in the very latest survey releases that the heightened euro zone debt crisis and an associated earlier or more aggressive tightening of fiscal policy in a number of countries is starting to weigh down on economic activity."

While growth should improve in the second quarter, he said the 16-nation euro zone faces "significant obstacles to robust growth".

Interest rate decisions from the Bank of England and European Central Bank headline the economic calendar today. While any significant changes in the key elements of monetary policy are unlikely in both cases, the outcomes may still prove to stoke significant volatility around currency markets.

Looking first to the UK, the BOE is poised to deliver the first policy announcement since the government unveiled an ambitious emergency budget. The central bank's statement will be closely scrutinized for its take on the merits of the ruling coalition's plans and their feasibility. On balance, the embrace of austerity is likely to have dire implications for economic growth considering government spending has outpaced private demand since early 2008, hinting that Mervyn King and company may need to introduce yet more support to prevent a backslide into recession.

On the other hand, the ECB rate decision may prove to be a non event, with policymakers hardly in a position to significantly tinker with monetary policy given the currency bloc's precarious position as it continues to digest the sovereign debt crisis. That said, traders will pay close attention to any announcements, whether in the statement accompanying the rate decision or Jean-Claude Trichet's subsequent press conference of new long term repo operations. Last week's expiry of the ECB's 12 month repo, a lending facility allowing European banks to secure access to the central bank's funds at a low interest rate for a year, brought a decline in available liquidity and put upward pressure on short term borrowing costs. Higher borrowing costs seem like just the opposite of what the ECB would like to happen as the currency bloc's governments lurch toward austerity, so the introduction of new facilities to boost the money supply seem reasonable, with any such outcome likely to weigh on the single currency.

The International Monetary Fund (IMF) has raised its forecast for global economic growth this year, from 4% to 4.5%.

It said the world economy grew strongly in the first part of this year, mainly due to robust growth in Asia.

Developed economies maintained a modest but steady recovery in the same period.

But it warned risks had increased and there had been a setback in progress towards financial stability.

The IMF said that European banks in particular were being affected by the concerns about government debt and so were less willing to lend to each other. Less credit available to the wider economy could undermine the recovery, it argued.

Although contagion to other regions of the world was likely to be limited, there was a risk that Europe's troubles could have a more substantial impact on global economic growth, it said.

A list of 91 banks that will be subject to "stress-testing" across Europe was released late on Wednesday.

The UK's big four banks, HSBC, Royal Bank of Scotland, Lloyds and Barclays are on that list, along with fellow major European banks including Deutsche Bank and BNP Paribas.

The tests will assess whether Europe's banks are able to withstand future financial shocks.

The list is much longer than the original one planned by the EU in June.

The Committee of European Banking Supervisors, which published the list, said collectively the banks represented 65% of the European Union's banking sector.

Within each member country they represent at least 50% of the banking sector.

The exercise will be completed by 23 July.

GBP/USD

The pound recovered losses against the dollar on Wednesday as a recovery in UK shares helped quell some concerns about global economic recovery.

The pound steadied, but its corrective rally against the U.S. currency lost steam as data on UK jobs growth highlighted the fragility of the employment sector, which is likely to face more pressure when drastic public spending cuts take effect.

The pound has rallied steadily against the dollar since mid May, but technical analysts say the currency is starting to look tired above the recent high, where a number of Fibonacci retracement levels are clustered.

China on Wednesday ruled out the "nuclear" option of dumping its vast holdings of U.S. Treasury securities but called on Washington to be a responsible guardian of the dollar.

In the third in a series of statements explaining its work to the Chinese public, the State Administration of Foreign Exchange sought to allay concerns in the outside world that arise whenever Beijing shifts its holdings of U.S. government debt.

"Any increase or decrease in our holdings of U.S. Treasuries is a normal investment operation," SAFE, the arm of the central bank that manages China's official currency reserves, said.

It said it constantly adjusts its portfolio to maximize returns, and any changes to its U.S. Treasury portfolio should be seen in that light and not interpreted politically.

"The U.S. Treasury market is a very important market for China," the agency said.

China held $900.2 billion in U.S. Treasuries at the end of April, according to U.S. Treasury data released on June 15.

Bankers say China's total holdings of dollar-denominated assets are much greater, accounting for perhaps two-thirds of its reserves.

EUR/USD

The euro rose to a seven week high against the dollar on Wednesday in technical trading after the breach of a key resistance level prompted some investors who had bet against the single currency to buy to prevent losses.

The euro gained support earlier this week after a solid Spanish syndicated debt sale on Tuesday eased euro zone debt fears and weak US data hit the dollar.

Analysts said the single currency could rise further in the short term as a recent raft of weak US data prompts investors to unwind long dollar positions and short euro positions built up since the start of the year.

German Chancellor Angela Merkel said on Wednesday the euro has stabilized and should be on a stronger foundation than before the Greek crisis thanks to debt reduction measures being implemented in the euro zone.

GBP/High Yielding Currencies

Australian employment figures surprised sharply to the upside, showing the economy added 45,900 jobs in June, easily topping consensus forecasts calling for a 15,000 increase. The unemployment rate held unchanged from the previous month, but the May result was revised lower to 5.1%, the lowest since January 2009 amounting to an overall better outcome than had been expected. Taken together with the previous two months, the June result caps the strongest quarter of employment growth in nearly four years.

Against a background of anticipated rises in Australian interest rates in the coming months and the deal struck by the Australian government with the mining companies and with risk back on the agenda with stock markets making significant gains yesterday, the Australian Dollar soared against all of its major counterparts as traders bet that aggressive hiring will boost wages and put upward pressure on overall inflation.

Indeed, a Credit Suisse index tracking priced-in rate hike expectations shows traders now see a 25% chance that the RBA will increase borrowing as soon as August; the metric previously suggested that traders had written off any near-term tightening.




