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1*" June 2009

FX Weekly
Review: 25" — 31 May

o A broadly risk supportive week continued to push risk assets higher despite
mounting concerns over US credit ratings

e Long-term US yields spiked higher leading to concerns over US housing market
recovery

e Equity uptrend flattened out as investors consolidated strong gains; greater
sense of macro risk and fragile nature of risk rally led many to cut speculative
longs pre-emptively

e Japanese Yen fell across the board as investors sold Yen to fund investments
elsewhere

Currency At Close Nominal

Al Rl 2gth e % Change Volatility
EUR/USD 1.4025 1.4156 0.0131 0.93% 2.68%
GBP/USD 1.5926 1.6186 0.0260 1.63% 2.65%
uUsD/JPY 94.74 95.32 0.58 0.61% 2.97%
USD/CHF 1.0838 1.0667 -0.0171 -1.58% 2.75%
EUR/GBP 0.8801 0.8742 -0.0059 -0.67% 1.91%
EUR/CHF 1.5204 1.5102 -0.0102 -0.67% 0.90%
GBP/CHF 1.7276 1.7271 -0.0005 -0.03% 1.89%
GBP/JPY 150.83 154.25 3.42 2.27% 4.08%
EUR/JPY 132.87 134.93 2.06 1.55% 3.17%
CHF/JPY 87.33 89.29 1.96 2.24% 3.45%
AUD/USD 0.7822 0.8006 0.0184 2.35% 4.00%
NzZD/USD 0.6152 0.6394 0.0242 3.93% 5.30%
USD/CAD 1.1209 1.0913 -0.0296 -2.64% 4.15%

| Source: Alpari (UK)

Markets tended to stay in fairly tight ranges as consolidation was the main theme. Despite the
Yen’s all round weakness, other currencies were very mixed. Recently, the dominant factor for
FX has been risk and the level of aversion within investor mindsets. This has lead to broad
moves into risk-averse currencies when investor sentiment has been subdued and into cyclical
currencies when news flow has been growth supportive. Last week, this theme was absent as
USD rose against SEK but fell against AUD, NZD, CAD. It was the same story for EUR as it fell
against every currency with the exception of JPY and USD despite a broadly risk supportive
week.

US Dollar

Durable goods in addition to other good US data helped sustain the rally in risk assets. Although
the ferocity of the rally has subsided, we are still seeing broad weakness in USD and JPY in
favour of cyclical currencies. Commodity, Scandinavian and Emerging market currencies have
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been well supported by increasing investor tolerance for risk despite various warning signs of peripheral
economies having economic difficulties in the medium-long term.

Gold prices maintained their strong rally from mid-May further pressurising the US Dollar; a test of 1000
USD per troy ounce seems unavoidable. Gold is seeing higher demand because USD denominated assets
and the US Dollar are suddenly looking more risky following S&P’s downgrade of the UK sovereign outlook
last week. Oil prices were very bullish, capping equities but also encouraging green shoot sceptics to accept
the recovery as valid. Fresh demand for raw materials from countries such as China has been attributed to
higher levels of production, exports and consequently growth. Expectations of economic recovery have
been boosted as simultaneous rises in several asset classes persuade investors that an unlikely yet apparent
fresh bull market is emerging.

Lower house prices and higher mortgage
US Dollar P i 8 g28
5y, rates are dampening any recovery and could
actually derail it altogether with the help of
unemployment. As unemployment rises,
_ 1.27% people find it more difficult to keep up
- t ty leading t t
oo e payments on property leading to mortgage
[ | — defaults and a higher supply of housing. This

0.93% 0.919 0-67%
1.63% 1.58%

in turn leads to lower house prices. Another

2.64% 235% secondary effect is potential property buyers

3.93% wait for prices to fall further before they buy

5% — this abstinence, however prudent, leads to

alpari EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK further falls. The negative spiral has not
occurred to its full extent so far (in the US,
UK and EU) but could well occur as mortgage rates rise alongside Treasury yields. Mortgage defaults in the
US continue to hit new highs so despite better property sales and a seeming improvement in the housing

sector, the recovery story is far from certain.

Euro

Macro data induced only secondary effects on the EUR as core fundamental data was absent last week. The
Euro traded within 200-250 ranges against the other major currencies with most volatility in EUR/CAD (-
1.42%) and EUR/NZD (-2.97%). Cyclical currencies had the upper hand for yet another week as the Single
Currency hovered in between risk-friendly outflows from USD and JPY and risk-friendly inflows into
Commaodity and Scandinavian currencies.

A slightly worse than expected IFO sentiment reading (84.2 vs. 85.1 exp) and a flat inflation figure of 0%
were the two stand-out macro events last week. Inflation and sentiment usually induce increases in
volatility but because these two factors have been prominent in recent months, a large proportion of their
impact had already been expected and priced in. There was almost no reaction in the Euro following both
figures. In fact, the Euro rose against GBP and USD over the course of the European trading session on
Friday following the CPI data.
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EUR bulls were not dissuaded from their economic

Euro recovery mantra despite a setback in confidence M
5% and higher probability that the EU will experience

FX

deflation in Q3 2009. The psychological impact is a | P ari

|

arguably the most daunting because of the ECB'’s
1.55%
0.93% repeated insistence on maintaining price stability.

- In addition, the history behind EMU has made
’ L] L |

-0.67% -0.67%

European investors very nervous as any prospect

e A1.42% of inflation (or deflation) emerges. The two

important issues for traders are how deep into
-2.97%
deflation the EU sinks and how many deflationary

-5%

Fundamental

effects can the ECB condone without augmenting

alpari USD GBP JPY CHF CAD NZD AUD their monetary policy approach to something akin
to the UK, US and Switzerland. A scenario in which

inflation turns surprisingly negative would almost certainly engage speculation that the ECB will step up its
€60bn bond purchase programme — this would be EUR negative in the short-medium term subject to other
nations not having the same issues. Another nuance worth considering, especially for EUR/CHF traders is
the ongoing central bank intervention being conducted by the SNB. Intentional depreciation of CHF has
made it difficult for EUR/CHF to break below 1.5050-1.5000 so any EUR driven weakness could see

significant volatility in this area as two opposing forces come together in this area.

British Pound

A shortened week due to the bank holiday and a very sparse economic calendar helped to subdue trading
volumes. Sterling was stronger over the course of the week yet again, supported by the ongoing rally in risk
assets and continuing belief that the apparent economic recovery is valid rather than a false dawn.
Mortgage approvals were slightly lower than forecast which to some suggested that the housing recovery in
the UK will continue to struggle because lending conditions are still prohibitive despite huge government
involvement. GBP price action did little to reflect this view; instead traders were focused on external factors
elsewhere.

itish d The Nationwide House Price Index (1.2% vs. -
5o British Poun 0.9 exp) was a positive sign for the UK seeing as
people are so heavily reliant on their properties

2.27% when making purchasing/investment decisions.
1.63%

The offset in this case is that house prices have

0.67%
T been quite an inaccurate indicator for the

0%
-0.03% housing sector in recent months, often

displaying erratic intra-month changes. For
some investors, erratic property prices are
simply an indicator of a sector trying to find

5% stability and continuity following trauma due to

alpari usD EUR IPY CHF the financial crisis. The consequence was GBP
maintaining its bullish run; GBP ended the
week a touch higher against JPY (+2.27%), USD (+1.63%) and EUR (+0.67%), falling only against CHF (-0.03%)
thus reaffirming the Swiss Franc’s ability to rise within risk tolerant conditions.

Japanese Yen

Disappointing Japanese fundamentals added to a risk tolerant mood in the FX market which propelled the
Yen to record lows against several currencies. Steepest falls came against NZD (-4.62%), CAD (-3.37%) and
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AUD (-3.02%). Investors holding JPY for security reasons were tempted from the sidelines, back onto the
playing field in similar fashion to USD investors. /\/\/\’\

FX

An optimistic trade balance helped Yen bulls a | P ari

|

hold onto their stubborn longs mid-way
through the week although by the end of the

\_‘ week assumptions that an improvement in
-0.61%

Japanese Yen

0%

aggregate demand conditions worldwide

would support export demand for Japanese

-1.55%

goods were being questioned. Retail Sales (-
2.27% -2.24%

2.9% vs. -3.2% exp) may have been an

Fundamental

S -3.02% improvement when compared with

expectations but the fact still remains that

Japanese consumers are continuing to cut back

5% -4.62%

alpari USD EUR GBP CHF CAD NZD AUD abroad, notwithstanding the current upsurge in

spending very sharply, both at home and
confidence around the globe.

A spike in Industrial Production (announced on Friday) brought Yen buyers back to cap some of the vast
losses made over the course of week although JPY weakness continues to predominate not only because of
sanguine domestic conditions but also because the 30%+ depreciations (in JPY pairs made in 2008) are
being unwound now that investors are beginning to pick off good assets on the cheap and hyper-safe assets
are needed less.

Swiss Franc

The Swiss Franc was in superb form last week, even outperforming EUR within a risk supportive
environment and depreciating by close to 1% against AUD and CAD. Strong macro data supported CHF
performance as a stellar trade balance (CHF2.56bn vs. 0.11bn exp) and trend defying employment numbers
allayed investor concerns regarding deflation.

. Considering CHF was a strong risk haven less than 6
Swiss Franc ] )
o months ago shows that Swiss economic fundamentals have
certainly changed. A hardy QE policy, promises of central

224% bank intervention due to a real risk of deflation and sharply

158% deteriorating conditions in labour, services and banking

0.67%
003 sectors have all taken their toll on the Swissie’s reputation,

not to mention its value. Today, CHF bulls must all be

-0.79% . . .
-1.11% wearing bear costumes because buying CHF for speculative

0%

or even investment purposes seems counter-intuitive; only
if Switzerland shows good progress within a broader

% recovery in global aggregate demand, could there be a

alpari USD EUR GBP JPY CAD AUD case for a stronger CHF. Even a strong Swiss recovery
amidst weakness elsewhere could induce central bank

intervention for fear that the recovery would be ‘minimalised’ by a stronger currency.

So why is the Swiss Franc rising? In our opinion, the answer lies in the fact that investors love to speculate
and be forward-looking when making investment decisions but very rarely are they backward-looking to the
same degree. Essentially, the Swiss Franc is changing its spots from being a risk-haven to being risk neutral —
as this changeover occurs the legacy risk-haven stereotype is used as a ‘risk-mitigator’ for buying Swiss
Francs because no one truly believes that Switzerland will bear the worst of any fresh surprises that go
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against the fragile recovery currently ongoing. So being long CHF during another Lehmann is considered by
market participants as not the worst place to be. On the upside, if the ambiguous risk-rally becomes a
certain bull-market, CHF will benefit from the improved fundamentals this scenarios is likely to create. This
way of thinking will be a problem for the SNB, especially if economic conditions improve significantly and
quickly. In this scenario, CHF is likely to appreciate leaving the central bank with no choice but to artificially
weaken their currency by selling mushrooming volumes of Swiss Francs to preserve credibility.

Others

The New Zealand annual budget was very well received and helped NZD strengthen across the board. Most
strength was in the NZD/JPY pair because JPY specific themes added weight to NZD strength.

SEK was weaker over the course of the week in contrast to its Scandinavian neighbours partly because of
ongoing speculation that the Riksbank will be initiating some form of quantitative easing in the near future.
This theme has come and gone on several occasions but remains a risk for SEK longs despite central bank
commentary to the contrary.

FX Weekly Page 5

alpari



\\\_
. st th

Preview: 1" June — 7" June PN
n

‘ LOOKINg@nead| ‘ alpari
. e Events are likely to gravitate around the four interest rate decisions; focus will be on
B statements/commentary regarding asset purchases. ECB and BoE remain the key risks.
QC) e Employment figures in the US will be key in confirming or refuting strong economic
E recovery aspirations
% e Long-term yields have become an active theme in FX over the past few months as monetary
o expansion has failed to push yields lower. Speculation that QE policies will be expanded is
u:_) likely to cause significant price action in the short-medium term.

Four interest decisions from Australia (no change expected), UK (no change), EU (no change) and Canada
(no change) are the prime risks this week. Once again, most attention will focus on the likelihood of current
QE policies being expanded (UK and EU) or whether new incumbents enter the QE arena (Australia and
Canada) rather than any changes in the base interest rate. Rates are effectively zero in most G10 countries
so more easing is simply not possible. In RBoA’s case, rates can fall lower than 3% although this is deemed
very unlikely for different reasons including central bank preference to preserve a yield premium, not only
to attract capital flows but also to maintain a semblance of control over monetary policy going forward.

Details of the ECB’s €60bn covered bonds purchase will be presented on June 4™ This could be interesting if
a bitter pill is provided —i.e. the announcement of something that was not mentioned at their previous
policy meeting such as the precise type of bond, quantity and time frame of planned purchases. Markets
participants currently have a fragile trust in the ECB’s ploy of tentatively employing a QE policy that
purposefully wants to avoid deflation and political disunion in the EU.

Employment indicators in the US and Canada are due this week with market participants expecting rises in
unemployment from 8.9% to 9.2% and from 8.0% to 8.3% in the US and Canada respectively. The US non-
farms report is notoriously unpredictable and volatile for all asset classes; this week is unlikely to be an
exception. Looking at the latest employment figures from other regions and sectors it is possible that the
increase in US unemployment falls below expectations. Sentiment and business climate indicators suggest a
slowdown in the number of people being made unemployed and some regions have shown month on
month falls in unemployment. We’ve seen close to 600,000 jobs lost in the US in every month since
December 2008 so a huge reversal is unlikely although even a 100,000 swing could spark widespread buying
of cyclical currencies, stocks and commodities as more converts to the V-shaped recovery emerge. On the
other hand, a significant deterioration in the labour sector (600,000+) would go against the assumptions
being touted by politicians that the US economy will return to growth by the end of 2009. In this scenario
we expect USD and JPY to reverse their recent losses alongside a broad return to risk-free assets. It is also
important to remember that expectations during payrolls week are volatile in their own right; the ADP
report on Wednesday is often used to augment expectations for the non-farms report on Friday.

Elsewhere, the US Dollar is threatening to break out of 6 month trading ranges with DKK (5.05 — 6.05), SEK
(7.48 —9.29) and NOK (6.25 — 7.30). USD weakness stemming from expectations of a quick recovery has led
to strong gains for Commodity, Scandinavian and Emerging market currencies against USD. We may see
strong breaks of those levels in the absence of any USD positive developments; we are still assuming that
positive US data will continue to have negative impact on USD.
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The US Dollar overall but more specifically USD/JPY has been highly correlated to US 10 year yields last
week. Yields have stepped up the velocity of their move higher since mid-May; this may help to stoke /\/\/\’\
speculation that the Fed will increase their asset purchase programme which in turn brings down USD

FX

further and yields back down towards 3%. Many theories are circulating regarding why US yields spiked as a | P ari

|

they did last week; our take on the issue is that a combination of weaker demand for US assets (in response
to fears of a US sovereign debt downgrade + preference for higher yielding, riskier assets in other regions).
Rising yields should run into demand at some stage i.e. falling bond prices will attract buyers at levels which
are considered fair and beneficial. US bond prices are currently considered as too high although some
indicators suggest long-term investors will partake in US bonds as yields rise further, especially when
historical yield levels are considered.

Fundamental
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FX Sensitive Calendar Events
Tuesday 2" June Wednesday 3" June
(AUD) Current Account (AUD) Gross Domestic Product
(AUD) Interest Rate Decision + statement (GBP) Services PMI
(CHF) Gross Domestic Product (EUR) Revised GDP
(UsD)
(UsD)

(GBP) Halifax HPI USD) ADP Employment Change
(GBP) Net Lending to Individuals USD) ISM Non-Manufacturing PMI
(USD) Pending Home Sales

Thursday 4™ June Friday 5™ June
(AUD) Trade Balance GBP) Producer Price Index

(GBP)
(EUR) Retail Sales (CAD) Unemployment Rate

(GBP) Interest Rate decision + statement (USD) Non-farm Employment Report
(EUR) Interest Rate decision + statement (USD) Unemployment Rate

(USD) Unemployment Claims

(CAD) Interest Rate decision + statement
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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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