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US Dollar
As the world economy recovers,
especially later in 2021, the dollar could
weaken further. This may partially be a
result of a reversal in many of the havenseeking flows that drove investors into
US assets earlier last year.
The US dollar is still relatively overvalued,
considering the amount of quantitative
easing and the negative real interest
rates in place in the US. With growth
expected to pick-up in the second half
of the year, and particularly in emerging
markets, more investors are likely to
move their attention to these higheryielding, faster-growing jurisdictions
and that may help reduce the value of
the dollar on its index, which we forecast
will end 2021 at around 83.00, just
over 8% lower than where it stood on
21 December 2020.

Furthermore, although US GDP is on a path to recovery it is unlikely to
accelerate away. Consumer spending makes up a large proportion of the
American economy and many households will remain cautious even as
their financial situations stabilize.
Despite a potentially slow return to spending, investors are increasingly
betting that inflation may rise in response to the Fed’s low rate policy. That
may not materialize very quickly, however.
It is important to consider the relationship between inflation and the
general expectations of the population. Considering the normalization will
be within an economy with very stable and low inflation it could take some
time for core inflation to rise substantially above 2% (it was recently at 1.4%,
year-on-year).
Unemployment could remain elevated throughout 2021, due to the nature of
the pandemic and the structure of the US workforce. Although employment
would normally track GDP, the return of jobs could lag behind the growth
recovery this time.
Rising GDP and an overall reduction in uncertainty could result in a
moderately steeper yield curve, however rate hikes are certainly not
envisaged in the near-term, and the front end of the Treasury curve should
remain locked in place, probably beyond 2021.
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Euro
Europe is set to move more into stability than a full-blown
recovery, and the ECB itself is forecasting the bloc’s economy
to grow at little more than 4% in 2021. Fears of a second wave
of the virus continue to weigh upon business sentiment,
and any increase to the forecast GDP will only materialize
once the vaccine is widely distributed and accepted by
a majority of the population.

As movement restrictions ease, many will transition
from inactivity to unemployment as they begin to seek
work. Increased participation means higher headline
unemployment. As furlough schemes evolve many
businesses will also restructure, which will inevitably
involve both layoffs and an increase in employee churn.
The impact on the regional economy is likely to keep the
euro rate curve shallow and flat, with little to boost longterm market expectations, and plenty of liquidity to keep
short-term rates low.

As a result, inflation will likely continue to miss
the ECB’s 2% target, with little in the way of real
growth in the employment sector to put pressure
on wages.

As a result, EURIBOR rates will likely move lower, even
though the ECB is unlikely to cut its policy rate, choosing
instead to inject more cheap liquidity into the financial
system.

The Eurozone authorities have managed to buffer the
jobs markets from the worst of the virus lockdown
measures
with
extended
furlough
schemes.
However, both participation and the ability to search for
jobs have been seriously hampered.

Such action by the ECB is likely to make any appreciation
of the euro short-lived, although the single currency could
still gain some ground throughout the year.

Going into 2021, several factors could converge to
push headline unemployment figures in Europe higher.
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United Kingdom
The British pound has suffered during the four years since
the Brexit referendum, amid much uncertainty and a lack
of confidence. It could, therefore, strengthen in 2021
albeit slowly, and in line with the post-COVID-19 recovery.
However, at the start of the year there could be some
additional volatility, as markets adjust and digest any new
agreements (or lack thereof) with the European Union.

The Bank of England remains committed to its inflation
target of 2%, even though consumer prices stagnated
in 2020. Given that inflation is unlikely to accelerate, the
Bank of England will probably keep rates unchanged
throughout 2021, and hence the front end of the curve will
remain well-anchored. With negative rates looking fairly
unlikely, quantitative easing will probably be the main
weapon of the central bank going forward.

UK economic activity has been crushed by the restrictions
put in place to reduce the spread of Covid-19. Apart from
the limitations related to the rollout of a vaccine, teething
problems in a post-Brexit scenario could hamper GDP
expansion in 2021. Unemployment could remain elevated
as the country deals with the fallout from its divorce, and
as government support schemes expire.
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