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= e Financial markets are entering the most intense period of scepticism regarding

I_E the global recovery since its inception in March 09

e Equity markets extended their retracements from recent peaks to stand Market Research

7%-10% lower on average (US and EU); financial stocks led the declines
George Tchetvertakov

e Risk-off mood prevailed as Greek default risk, Chinese tightening and US Head of Market Research

financial regulation piled on the pressure. USD and JPY were the big gainers as gtchetvertakov@alpari.co.uk
tolerance of risk was thin on the ground for yet another week

e Record earnings amongst US firms largely ignored as other themes grabbed
attention

o WEF meetings were a non-event and failed to provide anything FX-sensitive

EUR/USD 1.4152 1.3861 -0.0291 -2.06% 2.35%
GBP/USD 1.6105 1.5977 -0.0128 -0.79% 1.86%
uUsD/JPY 89.92 90.26 0.34 0.38% 1.99%
USD/CHF 1.0404 1.0605 0.02 1.93% 2.64%
EUR/GBP 0.8785 0.8666 -0.01 -1.35% 2.19%
EUR/CHF 1.4725 1.4702 0.00 -0.16% 0.88%
GBP/CHF 1.6757 1.6946 0.02 1.13% 2.27%
GBP/JPY 144.83 144.21 -0.62 -0.43% 2.53%
EUR/JPY 127.27 125.12 -2.15 -1.69% 2.79%
CHF/JPY 86.40 85.06 -1.34 -1.55% 2.57%
AUD/USD 0.9019 0.8835 -0.0184 -2.04% 2.88%
NzZD/USD 0.7121 0.7006 -0.0115 -1.61% 2.27%
USD/CAD 1.0563 1.0701 0.0138 1.31% 1.64%

| Source: Alpari (UK)

Last week’s moves in all asset classes reflected a broad scepticism and questioning of
the rapid economic recovery displayed by equity, commodity and risk-FX prices since
March 2009. Three key factors have arisen very quickly as drivers of market sentiment.
The growing risk of a Greek sovereign debt default was the prime factor for the
widespread losses in EUR pairs last week while China’s decision to begin tightening up
liquidity has spooked market participants into selling commodities and cyclical
currencies with the view that lower Chinese import demand for raw materials could
slow the global recovery. The third factor was the threat of financial regulation from
the US. Obama’s speech where he mentioned limiting bank size and trading activities
has propelled the peripheral issue of market regulation into the limelight because up
until now, all commentary regarding regulation was largely made up of rhetoric and
political points scoring. With actual policy action now on the horizon (in the US at
least), investors have begun to shift capital away from perceivably risky assets into
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safer ones in fear of a banking-led slowdown or a broader macro slowdown due to poor
availability of credit and banking services. The ongoing recovery has stumbled across several
event risks but this shouldn’t mean panic stations just yet. The significant US Dollar strength since
December 09 has been impressive as it has been surprising given the strong earnings results. If we
see a slowdown in negative surprises, Dollar weakness should resume because a stronger Dollar
should only emerge either through extremely good growth indicators (GDP, employment,
inflation, house prices) thus inducing rate hikes by the Fed or via an extremely pessimistic market
mood whereby the recovery story is ignored in favour of risk-averse investment decisions i.e.
sidelined in cash USD or US Treasuries. For the moment, we are somewhere between the two so
sharp USD appreciation is arguably unwarranted.

SD

The US dollar had its strongest week for several months as it gained against every currency
including the Yen. It is worth bearing in mind that most of the Dollar strength should be attributed
to the global risk profile rather than US specific events. Housing data disappointed market
participants as both existing (5.45m vs. 5.95m exp.) and new (342,000 vs. 372,000 exp.) home
sales figures showed slower than expected housing market growth. The fear that
consumers/households are entrenching by saving more and spending less on non-essential items
remains.

US Dollar The Fed’s interest rate decision
4% wasn’t a key event. The Fed
restated its intention to keep
rates exceptionally low for an

5990, 239% extended period while keeping

2.06% 193% 2,04y 2.10%

benchmark rates between 0%
and 0.25%. Also, the Fed
repeated its expectation that

2%

1.61%

131%

0.79%

mortgage backed security
0.38%

’—‘ purchases would be executed

0% in full by the end of March
EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK 2010. Overall, the FOMC

statement was taken positively,

alpari

helping equities to regain their footing after 3 or 4 consecutive days of pronounced selling. By the
close on Friday, upward trends in most equity indices were on the verge of breaking as sharp
declines over the past two weeks have led to indices testing their long-term trend lines.

Probably the most encouraging sign for US investors (and a factor which supported the Dollar for
the ‘US recovery/higher rates’ reason rather than the ‘risk-aversion/safety-over-yield’ reason) was
the breathtaking GDP figure (5.7% vs. 4.5% exp.). Such strong growth levels so soon after the
financial crisis create the potential of sharply higher inflation which would subsequently lead to
higher interest rates as a policy response. Nevertheless, the GDP number helped flush away some
of the negative sentiment prevalent in the markets at that time.
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EUR

The Euro was weaker across the board largely due to the growing likelihood that Greece will soon
be unable to service its mammoth €250bn+ debt burden as fiscal deficits continue to exceed 10%
of GDP and government bond yields creep higher — reaching a peak of 7.15%(10yr) last week.
Compared with current 10yr German benchmark yields of 3.18%, the spread between Greek and
German government bonds is the highest ever which indicates a growing uneasiness about
holding Greek debt. The cost of
Euro insuring against a Greek default is also
0% L \—‘ 0.03% at its highest level ever — 30% higher
-0.16% . . . .
0.06% than at the height of the financial crisis
-0.76% in 2008 in fact. The net effect on the
L% Euro was very negative as it fell 2.06%
2% 1.69% against USD and 1.69% against JPY.
-2.06% Against the cyclical currencies, the

Euro was broadly lower which
underlines the lack of enthusiasm for
the Euro last week.

-4% Going forward, we could see a snap
USD GBP JPY CHF CAD NZD AUD back in Euro weakness if fiscal stability
in Greece is ensured. This issue may
yet take several months to resolve but some of the possible solutions include IMF involvement in
the form of loans/financial support and EU backed rescue and support of Greek finances. The
chances of an all out default are still very low because the consequences would be unthinkable. In

alpari

this scenario, a breakup of the European monetary union as well as a loss of confidence in all
other peripheral European states is likely. For this reason, it is highly likely that if Greece is unable
to reduce its fiscal spending/reconcile its large budget deficit, third party intervention from the
IMF/EU/World Bank would be forthcoming thus alleviating investor concerns and act as a
supportive factor for the Euro.

GBP
Due to the broad risk picture favouring USD and JPY as risk-havens, Sterling traded higher against
EUR, AUD, CAD and NZD but depreciated against USD and JPY.
A return to growth in the fourth
British Pound quarter of 2009, the UK economy
1.35% grew by the finest of margins
1.13%  1.10% (0.1%) — a number which is still

0.48% subject to a revision as collated

2%

0.39% o )
’—‘ statistics are refined. The shock

0% value was high even though
Sterling traders have become used

-0.43%

0.79% to pricing in unexpectedly bad
news regarding the UK recovery.
The UK returned to growth but

only just. The positive

-2%

spoi USD EUR JPY CHF AUD CAD NZD psychological effect was not ample

enough to prevent Sterling bears
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taking control. UK equities were immediately lower on then news. However, these moves only
stuck against USD and JPY by market close on Friday due to broader themes dominating.

Despite the disappointment of anaemic economic growth, Sterling has performed strongly over
the past few weeks, especially against the Euro which is suffering because of default risk concerns
in Greece and Portugal. We believe that the current bullish trend in Sterling against the Euro has
an excellent chance of continuing as the technical picture for EUR/GBP opens up. EUR/GBP price
action has more or less remained within a range of 0.84 — 0.94 since November 2008 but as we get
closer to the 0.8400 low set in June 2009, there is a good chance that prevailing good sentiment
for Sterling can help to induce a break of this range thereby creating a realistic possibility of a
longer term reversal for Sterling.

Credit rating agencies were once again at the heart of market activity as Standard & Poor's
declared that the UK is no longer considered among the most stable and low-risk banking systems.
According to the report, the UK's weak economy will continue to be a burden on the credit profile
of its banking industry. S&P added that as the high levels of debt begin to unwind, the impact will
weigh on any economic growth and the financial performance of the banks. The news hurt UK
banking stocks and GBP although not significantly.

Py

A bad week for Japan in general was grossly outweighed by market uncertainty/pessimism owing
to events in China, Greece and the US. Several negative surprises in Japanese data did little but
put a positive bias on USD/JPY because the Yen gained in every other currency pair given the
severe lack of any risk-appetite.
The Bank of Japan unanimously decided to keep benchmark interest rates as well as monthly
government bond purchases unchanged at 0.10% and 1.8 trillion yen, respectively. The BoJ said
the economy was “picking up” and
japa nese Yen trimmed its deflation expectations,
2% 1.69% 1 coo 1.68% saying CPI will fall 0.5% and 0.8% in
1.23% the 2010 and 2011 fiscal years
versus prior forecasts calling for
0.43% 0.8% and 0.4% declines. However,
’—‘ policymakers cautioned that there

0%
\_1 is not sufficient momentum for a
-0.38%

0.94%

sustainable recovery and promised
to stick with an “extremely
accommodative” financial

2% environment, identifying beating

USD EUR GBP CHF CAD NZD AUD deflation as a “critical challenge”

for monetary policy.

alpari

Aside from the policy meeting, several negatives emerged for the Japanese economy: a lower than
expected trade balance (0.52 Trillion vs. 0.61 Trillion exp.), negative retail sales (-0.3% vs. 0.3%
exp.) and lower than expected industrial production (2.2% vs. 2.5% exp.). Regardless of the
negatives, the Yen was the 2" strongest currency last week due to prevailing risk preferences.
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CHF

An almost non-existent economic calendar prevented local Swiss factors from having a significant
impact on CHF pairs. Overall, CHF pairs traded on technicals for the majority of the week, under
the strain of a risk-averse FX environment. An event worth noting was the late intervention in
EUR/CHF by the SNB late in Friday’s European t
Swiss Franc trading session. The intervention was very
unexpected considering policy inaction for
several weeks and the fact that EUR buying

0.16% 0.13% took place late on Friday when many market
0% S \—‘ | participants had finished work for the week.
0.64% The SNB (probably) and BIS (rumoured)
-1.13% intervened when EUR/CHF traded at a new low
el s of 1.4635. Within an hour the currency pair

was trading at 1.4765. Looking at the SNB's
actions over the past few months it is

% becoming increasingly clear that intervention

alpari USD EUR GBP JPY CAD AUD as a policy action is being reconsidered whilst
at the same time doing whatever is possible to
prevent rapid CHF appreciation. Switzerland’s large current account surpluses and tight fiscal
profile are providing a very strong base for the currency, especially when compared and
contrasted with other nations that have been borrowing and over-spending in an effort to reignite

their economies.
Others

Concerns as to what effect Chinese tightening measures will have continues to plague market
confidence and has led to broad weakness in Asian equity, commodity and FX markets. AUD, NZD,
CAD, HKD, SGD have all sold off against the US Dollar and the Yen since Chinese plans to tighten
liquidity measures were announced and Chinese banks were forced to increase reserve
requirements.

The RBNZ held interest rates at 2.5% and announced that it expects to start removing stimulus
measures close to the end of Q2 2010.
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e Chinese data will have added importance as investors evaluate whether Chinese authorities

can conjure a third way between maintaining strong growth and avoiding excessive inflation
e Financial support for Greece could see EUR pairs snap back and recoup recent losses; the
Greek default risk issue is still ongoing with uncertainty still high
e Three policy decisions expected (RBoA, BoE and ECB). Most event risk remains with BoE as
decision comes one week before the Inflation Report on Feb 10"™; RBoA could surprise by
holding rates at 3.75%

Fundamental

This coming week will be incredibly important for all asset classes as investor sentiment comes to
a crossroads of sorts. The good start to the risk-trade in 2010 has not lasted with equities,
commodities and even fixed income all selling off as doubts over the global recovery surface once
more. The last time we saw pullbacks of this nature was in July 2009; the S&P 500 retraced 9% in
the space of a few weeks before resuming on its upward trend. This was the same for most other
G20 equity indices.

The same scenario could occur in this case but the big difference now is that much of the
improvement in economic fundamentals has already been priced in and investors are more
demanding of upside surprises. What this means for FX is that we either need several instances of
outperformance on macro data or a removal of the negative influences we have seen over the
past 3 weeks (Chinese tightening measures, Greek default risk, US regulatory action). The most
likely of the three is for Greek default risk to ebb away under the cover of the IMF/EU and/or
through eye-watering budget cuts that the market actually believes. Reports a couple of weeks
ago of Greek officials tampering with official statistics could even be a heavier weight on Greek
fundamentals than 10%+ deficits because to an investor, having full conviction and certainty of
bad news is much more preferable to having partial conviction and certainty of good news.
Nevertheless, how the Greek issue plays out will have a significant bearing on the fortunes of the
Euro.

The Euro was weaker across the board last week largely due to the growing likelihood that Greece
will soon be unable to service its mammoth €250bn+ debt burden as fiscal deficits continue to
exceed 10% of GDP and government bond yields creep higher — reaching a peak of 7.15% last
week. Compared with current 10yr German benchmark yields of 3.18% the spread between Greek
and German government bonds is the highest ever which indicates a growing uneasiness about
holding Greek debt. The cost of insuring against a Greek default is also at its highest level ever —
30% higher than at the height of the financial crisis in 2008 in fact.

We could see a snap back in Euro weakness if fiscal stability in Greece is ensured. This issue may
yet take several months to resolve but some of the possible solutions include IMF involvement in
the form of loans/financial support and EU backed rescue and support of Greek finances. The
chances of an all out default are still very low because the consequences would be unthinkable. In
this scenario, a breakup of the European monetary union as well as a loss of confidence in all
other peripheral European states is likely. For this reason, it is highly likely that if Greece is unable
to reduce its fiscal spending/reconcile its large budget deficit, third party intervention from the
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IMF/EU/World Bank would be forthcoming thus alleviating investor concerns and act as a
supportive factor for the Euro. A

The issue of China commencing tightening measures remains a prime factor for this week. Market al pa ri
participants are likely to watch for Chinese macro data with more interest now that the gauntlet

has been set by the PBoC. The aim is to slowly withdraw added liquidity measures (due to the

effects of the financial crisis) in order to keep a lid on inflation and inflation expectations; all

without damaging the rapid rates of economic growth, crucial to sustaining demand for raw
materials/commodities and imported goods. Any indication that Chinese tightening measures will

have/are having a negative impact on manufacturing, employment and growth rates is likely to

increase risk-aversion within the FX market and induce a stronger USD, JPY and CHF. On the other

hand, if the improved data flow is sustained then the rapid recovery story can get back on track in

favour of cyclical Dollar bloc currencies (AUD, NZD, CAD) and the Scandies (DKK, SEK, NOK).

This week also brings three interest rate decisions (RBoA , BoE and ECB). Highest event risk is
arguably surrounding the BoE decision because of the expected announcement regarding asset
purchases by the central bank (QE) as well as the imminent Inflation Report due on Feb 10"
Already this week, we could see developments that change rate expectations in the UK. The
statement following the interest rate decision will be highly anticipated and will almost certainly
cause a spike in volatility within GBP pairs. Looking at the macro data set in the UK, we see very
little improvement since late 2009 when QE was extended previously. We expect no change in the
benchmark interest rate but we do see an outside chance of QE being extended — either on
Thursday 4" Feb or Wednesday 10™ Feb.

The ECB is also due to announce its policy decision this week. We expect no change to the current
level of 1% and we see very little chance of an outside policy surprise. Last but not least is the
RBoA; we expect a 25 basis point hike although there is a growing expectation that the central
bank will pause for the moment because of Chinese tightening measures. In this scenario, all AUD
pairs would come under pressure. If Tuesday’s policy decision is made in the context of a broadly
risk-off week, we could see a huge turnaround in AUD pairs — taking them a long way back down
the 30%+ of appreciation AUD pairs went though in 2009.

For the US Dollar, another bumper week. Most attention will again go towards the two
employment reports due in the first week of each month — ADP on Wednesday and the main
employment report on Friday. Mid-week we will see ISM non-manufacturing and manufacturing
PMI’s; both are good indicators of sentiment in the US goods/services sectors. Also, keep any eye
on the G7 meeting in Igaluit, Canada at the end of the week. Issues such as financial regulation,
comparative currency rates, reserve currency status of the Dollar and SDR plans could all feature
and impact FX rates.
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FX Sensitive Ca

lendar Events

Monday 1*' February

(AUD) New Home Sales

(CNY) Manufacturing PMI

(AUD) HPI

(CHF) SVME PMI

(EUR) Final Manufacturing PMI
(GBP) Manufacturing PMI

(GBP) Net Lending to Individuals
(GBP) Mortgage Approvals
(USD) Core PCE Price Index
(USD) Personal Spending/Personal Income
(USD) ISM Manufacturing PMI
(NZD) Labour Cost Index

Tuesday 2™ February

(AUD) Interest Rate Decision + Statement
(EUR) German Retail Sales

(GBP) Halifax HPI

(USD) Pending Home Sales

alpari

Wednesday 3" February

(AUD) Trade Balance

(GBP) Services PMI

(EUR) Retail Sales

(USD) ADP Employment Report
(USD) ISM Non-Manufacturing PMI
(NZD) Unemployment Change
(NZD) Unemployment Rate

Thursday 4™ February
AUD) Building Approvals
AUD) Retail Sales

GBP) Interest Rate Decision + APF + Statement

(
(
(CHF) Trade Balance
(
(

EUR) Interest Rate Decision + Statement

Friday 5™ February

G7 Meetings

(AUD) RBA Monetary Policy Statement
(CAD) Unemployment Change

(CAD) Unemployment Rate

(USD) Non-Farm Employment Report

Saturday 6™ February
G7 Meetings

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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