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Hawkish Tilted Fed Keeps September Alive
We had the July FOMC meeting on Wednesday and, as expected, the Federal Reserve
kept the Federal Funds rate at 0.25%. The Overnight Index Swap market had only
placed a 10% probability of a hike at the July meeting. The communiqué was tilted to
the hawkish side, which surprised some, as many were expecting a more neutral
tone from the Fed. The committee outlined how it believes the labour market is
strengthening but did keep its reference to soft business investment and belowtarget inflation. The most hawkish addition to the communiqué was where the Fed
indicated that “Near-term risks to the economic outlook have diminished.” In spite of
this hawkish tone, rate hike probabilities failed to inch higher and currencies
reactions were muted as well. Nonetheless, with the DXY (US Dollar Index) currently
sitting at a support level, we believe there is room for some broad-based USD
strength in the near-term for the following reasons:


The FOMC indicated that “Near-term risks to the economic outlook have
diminished.”



The communiqué is consistent with the committee’s message about raising rates
once more in 2016.



If we continue to see the economic backdrop improve, we would expect to see
the probability of a September hike to inch higher and with that a strengthening
USD.

We believe the best ways to express our USD bullishness is through short EURUSD
and long USDCAD.

Chart of the Week: DXY Sitting at Support
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The Federal Reserve decided to keep their benchmark rate at 0.25%, in line with
what the majority of market participants had expected. Perhaps a little
unexpectedly, however, the accompanying communiqué was tilted to the hawkish
side. To elaborate on this we need to take a look at the changes in the communiqué
since the last FOMC meeting in June. The reference to a slowing labour market was
replaced with a reference to a strengthening labour market. Another addition that
supports the hawkish tone of the communiqué was where the FOMC indicated that
“Near-term risks to the economic outlook have diminished.” The communiqué is
consistent with the committee’s message about raising rates once more in 2016.
Prior to the meeting, the OIS market had priced in a just under a 50% chance of a
hike by year end and the communiqué did little to push the probabilities higher. Allin-all we believe the purpose of this statement was to keep the possibility of a
September hike on the table without riling markets, and to that end, the Fed was
successful. For further indication on policy direction we will be looking at the
upcoming central bank conference in Jackson Hole that starts in late August.
In addition to monitoring any Fedspeak, we will also be assessing the economic data
as it comes in. As it stands, headline inflation is still below the Fed’s 2% target,
currently sitting at 1.0% y/y. Core inflation, a measure that strips out volatile food
prices and crude oil prices, is currently sitting at 2.3% y/y (Prev. 2.2%). With that in
mind, any meaningful increase in crude prices may send headline inflation well
towards the Fed’s 2% target. On the labour market front, unemployment is sitting at
4.9% which is up from the previous print of 4.7%. This uptick, however, can be
attributed to an increase in the labour force participation rate which is a positive
sign. Furthermore, we have seen some positive signs in worker pay, as average
hourly earnings rose 2.4% y/y (Prev. 2.3%). If we continue to see the economic
backdrop improve, we would expect to see the probability of a September hike to
creep higher and with that a strengthening USD.
As of late, however, we have seen some broad USD weakness, with the DXY hovering
around 96.63 at the time of writing. We see this area as a support level and would
suspect some USD strength in the near term. We believe the best ways to express
this would be through short EURUSD and long USDCAD. For EURUSD, we would look
to short the pair around the 1.1150 area, targeting 1.08 to the downside. For
USDCAD, we would look to add to long positions with dips into the 1.29’s, targeting
1.33 to the topside.
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