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US Dollar and Yen suffer for another week as economic recovery bandwagon
rolls on
In line rate decisions fail to prevent speculative trade around EUR and GBP as Market Research

ECB and BoE expand unconventional policy measures
George Tchetvertakov

Head of Market Research
Bank stress test results add fuel to the ongoing risk-rally despite stern questions gtchetvertakov@alpari.co.uk

Unemployment indicators sharply lower, adding weight to cross-asset optimism

over long-term viability of US banks
Commodity currencies lead gains amongst G10 currencies

EUR/USD 1.3280 1.3632 0.0352 2.65% 3.31%
GBP/USD 1.4921 1.5229 0.0308 2.06% 2.76%
usD/JPY 99.28 98.45 -0.83 -0.84% 1.83%
USD/CHF 1.1352 1.1055 -0.0297 -2.62% 3.29%
EUR/GBP 0.8898 0.8947 0.0049 0.55% 2.37%
EUR/CHF 1.5076 1.5076 0.0000 0.00% 0.78%
GBP/CHF 1.6935 1.6839 -0.0096 -0.57% 2.72%
GBP/JPY 148.11 149.93 1.82 1.23% 2.67%
EUR/JPY 131.85 134.22 2.37 1.80% 3.42%
CHF/JPY 87.40 88.99 1.59 1.82% 3.43%
AUD/USD 0.7324 0.7684 0.0360 4.92% 5.39%
NzZD/USD 0.5721 0.6032 0.0311 5.44% 6.01%
USD/CAD 1.1870 1.1494 -0.0376 -3.17% 3.44%

| Source: Alpari (UK)

Macro data risks failed to dent confidence or the prevailing bullish sentiment in financial
markets as risk negative currencies like the USD and JPY lost ground last week. The major
gainers were the risk sensitive Commodity and Scandinavian currencies as investors shrugged
off nominally weaker indicators in light of their better relative performance compared to
previous months. The risk-rally across all asset classes continued as employment was the latest
indicator to improve within several countries giving bull-market rally theorists added
confidence. US stress-test results proved stress-relieving as a clear picture of the US banking
sector came into view; although some banks need more capital, the sums are manageable even
within the current US budget. Even if the logic is somewhat questionable, US banks now seem
to have a greater sense of cleanliness following the stress-tests in addition to the firm support
being offered by US authorities. The prevailing view amongst market participants is that unless
we see a relapse of the financial crisis at its worst leading to borderline stress-test conditions
being breached, US banks should be able to withstand the current economic climate.
Regardless of whether the banking industry survives in its current form, there is chance that a
two-tiered system emerges at least in the short run because some banks are quite clearly more
attractive investment propositions than others.
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A rundown of US bank stress-test results follows:

E The Paupers
Banks needing extra capital Capital Projected Additional TARP funds received
- required losses resources
o Bank of America 33.9 136.6 74.5bn 45
4 Wells Fargo 13.7 86.1 60 25
5 GMAC 115 9.2 0.5 5
E Citigroup 5.5 104.7 49 45
o Regions Financial 2.5 9.2 33 35
@) SunTrust 2.2 11.8 4.7 4.9
- Morgan Stanley 1.8 19.7 7.1 10
UZ_S Keycorp 1.8 6.7 2.1 2.5
Fifth Third Bancorp 1.1 9.1 5.5 3.4
PNC Financial Services 0.6 18.8 9.6 7.6
The Princes
Banks with sufficient capital Capital Projected Additional TARP funds received
required losses resources
JP Morgan 0 97.4 72.4 25
Goldman Sachs 0 17.8 18.5 10
US Bancorp 0 15.7 13.7 6.6
American Express 0 11.2 11.9 3.4
Capital One 0 13.4 9 3.6
Bank of NY Mellon 0 5.4 6.7 3
Metlife 0 9.6 5.6 0
BB&T 0 8.7 5.5 3.1
State Street 0 8.2 4.3 2
All figures shown in billions USD
Sources: FT, Reuters
us

The US Dollar underlined its counter-intuitive correlation with fundamentals as a week of positive,
uplifting news boosted stock markets but weighed on USD. Much better than expected homes sales,
construction, non-manufacturing and employment indicators in the US severely hampered USD progress
as sidelined investors were tempted out of their USD holdings, back into riskier, higher yielding currencies.
The pick of the news was the much lower than expected rise in unemployment as shown by the ADP and
Employment Situation reports - ADP employment report: -491,000 vs. -650,000 exp. and Non-farm
employment change: -539,000 vs. -590,000 exp. Both readings lead to USD weakness because signs of an
economic recovery have tended to be risk supportive. The largest falls came against NZD (-4.13%), AUD (-
3.74%) and SEK (-3.49%).

US Doll Although the US shed 529,000 jobs in
offar April, it was less than expected while

0%
u\—l Canadian unemployment actually fell for
o the first time since July 2008 (rather than
2.65% oo 262% 2.58% just rising at a slower rate as it is in the
e e US). Firm employment numbers from
—— 4.92% 4.66% Canada and US added to positive
e employment figures from Australia and
New Zealand. One counter-argument to
the 'lower unemployment supporting
-10% economic recovery' story is that that
72,000 US jobs were created by the state
sector in April whilst 611,000 private

sector jobs were lost - in line with recent trends thus suggesting private sector improvement is not

EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK
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occurring. Public sector hiring is in some ways masking the real story of the employment report which is

that private sector labour market deterioration continues unabated. /\/\/\’\
>
LL. .
EUR alpari
Tg The Euro was caught in the middle of USD outflows and cyclical inflows. As a result of its comparative risk-
E neutrality the Euro was involved in mixed trade and was overshadowed by significant event risks coming
< from expected ECB policy announcements and interest rate easing. At the start of the week, the Euro was
g broadly lower as market participants squared positions ahead of a possibly horrible day on Thursday with
@ BoE and ECB expected to make market moving announcements.
C
>
LL All eyes were on whether the ECB would
% Euro implement a comparable QE policy to versions

already seen in the US, UK, Japan and
2:65% Switzerland. EUR bulls were ready to pull out of

1.80%
longs because market expectations were firmly

,H‘ 0.00% in favour of the ECB switching their current

L] policy stance.

-0.60%

0%

The final outcome was surprising or relieving

oo 16% depending on your EUR exposure because

despite an interest rate cut and circa €60bn of

-5% bond buying by the ECB, Euro rates rose across
spei  USD GBP JPY CHF CAD NZD AUD the board. A full summary of the ECB policy

meeting is shown below:

Base rate cut by 25bps from 1.25% to 1%. Marginal lending rate cut 50bps from 2.25% to 1.75%. The
dual cuts in rates signalled a reduced chance that QE policy would be announced at the ECB press
conference later in the day.

Extension of loan facilities from 6 to 12 months (as widely expected)

- No floor to interest rates meaning rates lower than 1% are possible in the ECB’s monetary policy
framework

- ECB will buy €60bn of denominated covered bonds and will not buy other assets in principle. The light

introduction of QE policy was taken well by investors because the ECB's policy is clearly much softer and

lighter than the US, UK, Japan or Switzerland's. Investors interpreted the relative nature of the policy as

EUR positive because there is a higher probability that QE policy will induce inflation in the UK,

Switzerland and US rather than the EU.

Other positive Euro events included the first rise in German factory orders for 7 months (3.3% vs. -0.6%
exp.) suggesting that businesses are becoming more active and supportive of an economic recovery. On a
negative note Standard & Poor’s rating agency downgraded five German banks because of concerns that
the European banking sector has yet to prove its disconnection from future sub-prime, derivate related
losses.

GBP

Sterling suffered from very mixed news and sentiment as broad global issues affected GBP demand. The
headline event was the £50bn increase in QE by the BoE. A figure of £75bn was announced last month
alongside a provision of another £75bn in case it is needed. Sterling speculators were wide-ranging in
their views however; some clearly believed that a suddenly blooming economic outlook around the world
would negate the need for more monetary stimulus by the BoE whereas others believed more than the
maximum £150bn would eventually be required considering the sharply deteriorating level of aggregate
demand in the UK. Last week was more a victory for Sterling bears, at least psychologically if not in price.
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Sterling failed to make any significant downward moves, managing only -0.55% and -0.57% against EUR
and CHF respectively. The counter-balance to GBP weakness from QE expansion plans came from investor
confidence over the newly resilient banking sector following US stress-test results which did a decent job
of reassuring investors; sceptics of the recovery remain and this remains a key theme if GBP resilience is
to continue.

Over the course of the week, Sterling gave

59 British Pound back early gains in response to the interest
rate decision and the subsequent press
2.06% conference. Interestingly, bond yields fell
1.23% back to pre-QE levels of around 3.65% post
- QE announcement. This is significant because

a major reason for the policy to begin with
-0.55% -0.57% .

was to reduce long-term bond yields thus
allowing cheap government borrowing and

low long-term borrowing rates for businesses

5% and consumers alike. Last week’s

alpari UsD EUR JPY CHF announcement indicates that the initial
tranche of unconventional easing has not

worked as well as could be expected and over the long-term could cause a form of addiction as market
participants become used to seeing plentiful supply of government bonds. For FX traders the relevant
theme here is how the BoE implements its QE exit strategy. After the allocated sums have been exhausted
either an expansion or a halt must come next; at the moment it’s the former which looks more likely to
prevail. From a macro data perspective, house prices were lower and industry sentiment was higher -
mixed indications because on one hand businesses seem confident to invest and employ and on the
other, house prices are continuing to fall acting creating a strain on recovery from the consumer side. It is
worth noting that property is usually the single most valuable asset that an average consumer will ever
own. Consequently, changes in house prices are likely to have the highest psychological effect on
consumers when it comes to spending/investment/saving decisions.

JPY

The Yen traded in similar nature to the US Dollar; lower against all currencies except against USD, the Yen
suffered from risking risk-tolerance amongst investors in response to upbeat banking sector news,
commodity price strength and a pickup in
Japa nese Yen employment in several G10 countries.
5%
An interesting aspect to JPY dynamics is the
very close relationship between USD/JPY and

0.84% long-term US yields. In the chart shown on

0% page 5 we have plotted US 10yr yields against
\—‘ USD/JPY price action over the past year; it is
-1.23% - . .
1.80% 1.82% clear that a positive correlation exists but not
-2.44% . .
a perfect one. US yields are playing a very
5% -4.04% important part in deciding capital flows in the

-4.61%
USD EUR GBP CHF CAD NZD AUD world today because if they fall too low,
investors are likely to be nervous about

returns but if they rise too far, the US will find it impossible to borrow sustainably.

alpari

The US Dollar is likely to be affected if long-term yields rise too high or too quickly which makes US bond
markets an essential theme of USD dynamics. Japanese investor interest for US government debt is well-
known so rising USD/JPY alongside rising US yields could be a simple case of higher US yields attracting
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Japanese investment for US assets at the expense of Yen denominated assets. It is worth remembering
that the purpose of quantitative easing in the US was to drive down long-term yields and yet yields have
been rising since the launch of the $1.1 Trillion policy by the Fed which suggests that investors are either
becoming highly optimistic about future economic prosperity or they are becoming more anxious thus
demanding higher rates of return on government debt.
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. The Swiss Franc was once again under pressure on
Swiss Franc

o several fronts as Jean-Pierre Roth talked Swissie lower by
stating the SNB will “resolutely fight the rise in CHF to

2.62% make sure Swiss economy is kept out of deflation”. This
1.82%

type of comment has been seen before and continues to
0.00% ,i‘ have an effect on intraday price action involving CHF.

L] Elsewhere, worse than expected consumer sentiment
-0.59%
readings were offset by CPI figures (0.9% vs. 0.6% exp.)
-2.15% which relieved deflation worries. Verbal and actual

intervention remain the key risks to CHF going forward

% despite improving economic conditions not only in

alpari USD EUR GBP JPY CAD AUD Switzerland but also across other G10 nations.

Others

Strong unemployment data from New Zealand (5.0% vs. 5.3% exp.) was a massive surprise leading to
strong NZD gains. This was reflected in Australia where unemployment fell from 5.9% to 5.4%, also
boosting the currency. Much better employment figures in US, Australia, New Zealand and Canada gave
the bull market sceptics food for thought. In Australia, the economy created more jobs than it lost in the
month of April, acting as further boost for recovery hopes because expansionary signs have so far been
limited to falls in deterioration rather than actual expansion.

SEK traded higher against the US Dollar as the risk of a Swedish QE policy subsided. In addition, an IMF

statement that it had overstated the external financing needs of some European countries alleviated a
perceived risk connected to exposure from Eastern European countries.
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Preview: 11" — 17" May e

n
‘ LOOKINg@nead| ‘ alpari
: Attention remains firmly on banking sector and voracity of recovery
B Intriguing economic calendar likely to be a significant influence
QC_, Bank of England due to present revised estimates of inflation and growth
= Bond yields and lending rates moving into focus as quantitative easing policies continue to
% be scrutinised
C
uj_ Economic calendar is not overweight by any means although there are several potential risks to FX rates this

week. One highlight is likely to be the BoE inflation report for its estimates of inflation and growth in the UK.
Previous BoE estimates currently seem very dated. We are expecting downside revisions to growth and
inflation with GBP at risk especially against EUR, CHF and cyclical currencies.

The constant downside surprises we saw over the past year are slowly becoming constant upside surprises
now. Trade balance figures from UK, Canada and the US are scheduled for this week; if most other
indicators are showing marginal improvements, trade could also. Currencies in best position to take
advantage of any pickup in international trade are JPY and EUR even though their figures will not be known
for some time.

TIC long term purchases could be an interesting factor once more because investors are interested to see
how well the US is doing in attracting the foreign capital it needs to fund its deficits. This indicator is always
a potential risk because a severe increase or decrease in the average level of foreign capital flows could
affect investor perceptions of the currently fragile economic recovery. Market participants are beginning to
question the strong rallies in stock and commodity prices over the past few months which could lead to
pullbacks in several asset classes. Currencies most at risk here would be the Euro, AUD, NZD and CAD.
Historically, significant recessions have almost always been accompanied by sharp bounces before renewed
moves lower — investors are worried that the unprecedented economic times of today are a perfect case for
such an occurrence. Expectations in the futures and options markets are that equity and commodity prices
will fall in the next 3-6 months at least to retrace some of the large gains made recently, if not part of a
prolonged fall beyond the lows made in March 09.

FX Sensitive Calendar Events

Tuesday 12" May Wednesday 13" May
(AUD) Home loans (GBP) BoE Inflation Report
(GBP) Manufacturing Production (USD) Core Retail Sales
(GBP) Trade Balance (USD) Retail Sales

(GBP) Industrial Production (USD) Import Prices

(AUD) Annual Budget (USD) Business Inventories

(CAD) Trade Balance
(USD) Trade Balance
(USD) Federal Budget

Thursday 147 May Friday 15" May

(EUR) ECB Monthly Bulletin (JPY) Core Machinery Orders
(USD) Producer Price Index (EUR) German Preliminary GDP
(NZD) Retail Sales (CHF) Retail Sales

(EUR) Italian Preliminary GDP

(EUR) Consumer Price Index

(EUR) Flash GDP

(USD) Consumer Price Index

(USD) Empire State Manufacturing Index

(USD) TIC Long-term Purchases

(USD) Industrial Production

(USD) University of Michigan Consumer Sentiment
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Disclaimer:

Alpari (UK) provides an execution-only service. The material contained here does not contain (and
should not be construed as containing) investment advice or an investment recommendation, or,
an offer of or solicitation for, a transaction in any financial instrument. Alpari (UK) accepts no
responsibility for any use that may be made of these comments and for any consequences that
result. This communication must not be reproduced or further distributed. All information in this
publication has been compiled from publically available sources that are believed to be reliable;
however we cannot guarantee the accuracy of all information. All information and documentation
associated with this report has been produced for the purposes of providing the report only.

Please remember that trading financial markets carries a high degree of risk to your capital. It is
possible to lose more than your initial stake. Leveraged products may not be suitable for all
investors, therefore please ensure you fully understand the risks involved, and seek independent
advice if necessary.
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