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Review: 1% — 5™ February 2010
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e Further declines in global stock indices and commodities as January highs faded
into the distance
e Policy normalisation freeze by the RBoA sparks a commodity currency sell-off Market Research

e US labour sector improved but came too late to reverse weekly price action
George Tchetvertakov

e European default risk remained a dominant theme; Greece at the forefront of
Head of Market Research

concerns gtchetvertakov@alpari.co.uk
e BoOE held interest rates and paused QE; GBP was broadly lower as Euro default
risk rekindled concerns over UK fiscal weakness

e Renewed SNB intervention was again a major influence on EUR/CHF

EUR/USD 1.3862 1.3677 -0.0185 -1.33% 3.18%
GBP/USD 1.5943 1.5638 -0.0305 -1.91% 3.21%
uUsD/JPY 90.20 89.23 -0.97 -1.08% 2.98%
USD/CHF 1.0615 1.0723 0.0108 1.02% 2.82%
EUR/GBP 0.8691 0.8743 0.0052 0.60% 0.99%
EUR/CHF 1.4715 1.4667 -0.0048 -0.33% 1.04%
GBP/CHF 1.6921 1.6769 -0.0152 -0.90% 1.55%
GBP/JPY 143.83 139.55 -4.28 -2.98% 4.89%
EUR/JPY 125.05 122.06 -2.99 -2.39% 5.01%
CHF/JPY 84.96 83.19 -1.77 -2.08% 4.56%
AUD/USD 0.8829 0.8681 -0.0148 -1.68% 3.96%
NzZD/USD 0.7027 0.6891 -0.0136 -1.94% 4.88%
USD/CAD 1.0685 1.0714 0.0029 0.27% 2.20%

| Source: Alpari (UK)

Global financial markets continued to price in tempered recovery expectations as equity,
commodity and risk-FX markets were put under severe pressure last week. A relatively
positive start to the week saw European default risk begin to ebb away as investors
discounted the possibility of a default. However, towards the end of the week, renewed
recovery concerns linked primarily to sovereign debt in Europe once again depressed
most asset classes. The US Dollar and the Japanese Yen were in the ascendency once
again as volatility measures spiked higher in tandem with a flight towards perceived
safety.

SD

The US Dollar began the week rather slowly as growth supportive US data encouraged
USD selling in favour of more ‘recovery friendly’ currencies such as AUD, NZD and CAD.
Better than expected ISM Manufacturing (58.4 vs. 55.5 exp.), Pending Home Sales
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(1.0% vs. 0.4% exp.) and initial indications that US employment figures would beat

expectations on Friday (owing to the ADP report on Wednesday (-22k vs. -32k exp.) — /\/\/\

often a good indicator of the non-farms figure on Friday) lifted investor spirits and :

squeezed out USD longs. al pari
As of Wednesday afternoon,
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» US Dollar US data turned negative with

ISM non-manufacturing (50.5
vs. 51.1 exp.) and
29, 1.91% LOA% unemployment claims both
133% Lo 1.36% | 110 disappointing. Also, a concern
. 0.76% that the Greek fiscal deficit

. — would lead to a sovereign

Fundamental

default was also lingering thus

making it difficult for cyclical

1.08%

. currencies to find strong
’ support. Jobless claims were
- EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK ) ) )
zlparl only slightly higher in the US
(480k vs. 461k exp.) but the
news was enough to depress hopes of a good jobs number on Friday. The goodwill bounce in risky
assets at the beginning of the week ran out of steam by the close on Wednesday and turned into
a steep sell-off on Thursday — some equity indices had their sharpest falls since late 2008/early

20009.

By the close on Friday in the US, broad risk sentiment was recovering following an eyebrow raising
employment report. The report showed a 20k increase in the number of unemployed, with a 150k
downward revision in the previous month. The knee-jerk pessimism turned into optimism as the
unemployment rate fell from 10% to 9.7% and total workforce actually rose. There is a high
likelihood that some form of statistical error was to blame for the confusing report and that a
strong upward revision will be forthcoming in March. The good jobs number added momentum to
the Dollar’s risk-aversion based strength amidst a spike in FX volatility.

EUR

The Euro had a torrid time as the same old issues came to the forefront to block any kind of Euro
optimism/support. European financial markets were pretty flat on the week going into Thursday
but uncertainty related to European debt fuelled a sharp decline in most asset classes.

The Greek default risk issue remains at the forefront of investor minds. Gold prices were $80
lower at one stage as USD spiked on Greek worries coinciding with a broader concern over
sovereign debt not only in Greece but in Europe overall. Hungary was the next scapegoat as its
CDS price hit new highs. Portugal, Ireland and Spain are also in the frame as potential default
risks. The fear of contagion (one country’s default precipitating a default in another country) is in
itself creating speculative contagion as investor paranoia induces herd behaviour — in this case the
herd is choosing to broad sell the Euro, European equities and peripheral European bonds.
Spreads between benchmark German 10yr bonds and comparative Greek 10yr bonds continued
to widen last week helping to support a preference for save-havens (USD, JPY and CHF).
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Thursday’s thorough sell-off saw fixed income and stocks fall in tandem highlighting the peak of
the risk-averse selling last week.

One of the only positives for the Euro was the European Commission’s involvement in creating a
fiscal deficit reduction programme designed to reign in Greek fiscal deficits in excess of 13%
(compared to a legally binding 3% expected by the European Commission). Greek authorities
were desperate to announce radical measures to reduce the deficit although these have yet to be
accepted by the Greek parliament or
Euro the electorate. Very ironically, soon
2% after the announcement of budget

0.60% - reduction measures, public sector

0.36%

’—‘ ’—‘ strikes relating to pay and working
0% conditions began thus underlining the

-0.33% difficulties that lie ahead regardless

Ly -1.07% of any official announcements.

2% Agreeing to budget cuts is one thing

-2.39% but implementing them is another
because economics and politics often

-4% clash when deciding a course of
USD GBP JPY CHF CAD NZD AUD action for the short-term (politicians
would like to maintain current levels

alpari

of borrowing to keep voter support and to become re-elected) and the long-term (levels of
borrowing must be kept balanced with output and economic activity to allow long-term economic
stability).

A bit of news which was wasn’t really picked up by most news agencies/analysts, was a German
Finance Ministry report showing the German government expecting the ECB to keep interest rates
at 1% at least up to Q4 2012. Market participants have either discounted or ignored this
development but if further indications of anaemic growth surface, the rate normalisation path is
likely to be delayed. 2012 does seem a rather long-time to wait until policy rates begin to
normalise but given the ECB’s reputation of reluctant policy change (the ECB didn’t change
interest rates for over 2 years between 2003 and 2005), we could see exceptionally low rates for a
prolonged time — this would act as a long-term weight on the Euro as other countries recover and
raise interest rates prior to the ECB.

GBP

The British Pound toiled in the sovereign risk mist created by the uncertainty surrounding the
P.LI.G.S (Portugal, Ireland, Italy, Greece and Spain). All of a sudden, after almost a year of
continually strong recovery expectations and upward trending risk markets, the issue of sovereign
risk has descended onto the market psyche. The reason GBP suffered across the board is because
loose UK fiscal policy in addition to profound QE makes the UK one of the largest global spenders
as a proportion of its GDP. Essentially, if sovereign default risk materialises into sovereign default
reality, the UK would be a suspect — if not of a default, at least of a credit rating downgrade which
would be damaging enough in its own right.
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The pessimistic UK outlook was highlighted by the Institute for Fiscal Studies (IFS) in a report
which noted that even with additional fiscal restraint suggested by the IFS (unpopular with voters
and difficult to sell in an election year), UK public debt would not return to pre-crisis levels before
2030 at the earliest.

. Aside from external influences,
British Pound the focus for UK related investors

was the BoE interest rate decision

-0.22%
0.60% -0.42% accompanied by a decision on the

-0.90% Asset Purchase Program (QE).
With the Inflation Report due this
191% 1.86% week, many market participants

0%

were tentative regarding how

much new information would be

-2.98% .
made available. Interest rates

were kept on hold at 0.5% with
QE paused at £200bn. The
decision was largely expected,

-4%
apar USD EUR JPY CHF AUD CAD NZD

preventing GBP from posting any
gains following the announcement. The MPC has so far injected an amount close to 15% of GDP in
the space of 9 months, a move that it considers to have been very aggressive. Also, a sharp spike
in producer prices (2.0% vs. 0.7% exp.) added to the downward momentum in Sterling pairs as
inflation expectations were jolted higher.

JPY
In the absence of significant domestic developments and a severe rise in uncertainty, the Yen
attracted safety conscious capital flows. The spill over from European weakness affected most
asset classes including Asian equity
Japanese Yen markets which were already
4% discounting Chinese tightening
measures which could affect

2.98% 2.98% Chinese import demand not only

2.73%
2.39% for raw materials but also

2.08% secondary/tertiary goods &

2% .
services.
1.34%

1.08% Largest gains were against NZD
(+2.98%), GBP (+2.98%) and AUD

(+2.73%) as disappointing

0% employment data (New Zealand),
- USD EUR GBP CHF CAD NZD AUD fiscal concerns (UK), and dovish
monetary policy (Australia) all
added momentum to JPY gains against the respective currencies. Another factor worthy of
mention is capital repatriation. Many investors view repatriation of Japanese companies’ overseas
earnings and insurance companies’ investments ahead of fiscal year-end as a strong support for
the JPY now and in the future.
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CHF

The Swiss Franc was once again very stable against most of its counterparts — falling by more than 2%
only against the Yen (-2.08%). The falls against USD and JPY were most pronounced because of the risk-
averse nature of the financial markets last week. Several issues have compounded the feeling of over-
extension amongst market participants (Greek and broader EC default risk, Chinese tightening
measures, spectre of draconian financial regulation). Equities and commodities have rallied incredibly
. well since March 09 but are beginning to retrace
Swiss Franc .
as the good news which was so desperately
needed back in 2009 fades; to be replaced by
0.67% various economic realities that threaten to derail

0.33% .. . .
— the recovery via inflation and over indebtedness
0% y .
(ultra-loose monetary policy and extreme

0.90%

government borrowing).

-0.77%
-1.02%

2% Swiss specific factors were sparse — the prime

-2.08% theme for CHF was SNB intervention which
affected the EUR/CHF pair first and foremost. At
approximately 3am CET on Friday, EUR/CHF

-4%
~ USD EUR GBP JPY CAD AUD traded up from 1.4614 to 1.4820 within two
slpari minutes. The timing of the intervention was very
unexpected as the SNB/BIS intervened in the early hours of Friday morning rather than at the end of
the European trading session. The lower liquidity conditions of late night (for Europe) trade were

arguably more favourable for attaining the maximum effect of artificial intervention.

We continue to see intervention risk weighing on CHF value for the foreseeable future because CHF is
being inherently supported by a strong fiscal profile in Switzerland as well as a strong balance of
payments. Swiss fundamentals are supportive for more CHF appreciation but the SNB construes this as
hazardous for growth as Swiss exporters are hurt by currency strength. The poor state of public
finances amongst many other major economies (UK, US, Japan, Europe) is also providing a comparative
advantage for the Swissie.

Others

The RBoA paused on its path of rate rises on Tuesday. A 25bp hike up to 4% was expected but not
forthcoming as the central bank held its base rate at 3.75%. In last week’s publication we outlined the
small but growing possibility of a pause due to the curdling of a major driver for the Australian
economy (continued strong expansion in China (or the expectation of)). The decision brought about
significant losses for AUD, ending the week lower in almost every pair.

The Kiwi Dollar tested 0.69 cents against the Dollar, its lowest level since August 2009 as the
unemployment rate rose unexpectedly from 6.8% to 7.3%. The cause was thought to be more
individuals entering the labour sector rather than any increase in unemployment per se. With the
market expecting the RBNZ's tightening cycle to begin in April, the data pushed the NZD significantly
lower.

The G7 meeting was uneventful; very few comments of interest although the repeated talk of the
importance of government support led some to believe that supportive measures would remain in
place for longer than first thought. In early Monday trade, equity markets were a touch higher as the
G7 meetings concluded over the weekend.
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e Swedish interest rate decision; policy shift unlikely but negative skew to accompanying
commentary could still drag on SEK and other cyclical currencies

e BoE Inflation Report likely to be the highlight for GBP and other majors

Inflation data from Germany, China and Switzerland

e European GDP and US retail sales will be important to clarify the health of the recovery
story

Fundamental

e Keep an eye on further earnings announcements from the US and the beginning of the UK
earnings season

This coming week sees several key event risks despite an otherwise subdued calendar. The key
highlight for most investors will be the BoE’s quarterly Inflation Report where key developments
regarding the UK economy and BoE monetary policy could be announced. Following last week’s
unchanged policy decision and a pause to asset purchases, there is arguably no risk of a significant
surprise here. However, BoE member comments could still add to Sterling’s woes. Given the BoE’s
recent history with surprising the markets, nothing is impossible so UK event risk remains high.

The Riksbank meets this week to decide its latest policy decision. A policy shift is rather unlikely
but a negative skew to accompanying commentary could still drag on SEK and other cyclical
currencies. We expect no change in policy and a negative skew to comments alluding to the fact
that recent developments are indicating risks to strong recovery expectations.

This week also sees several important economic announcements; CPl data from Germany,
Switzerland and China are all likely to influence relevant FX rates. The issue of China commencing
tightening measures remains a prime factor for this week. Market 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/commaodities 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).

The first estimate of European Q4 GDP is made available this week (Friday). The number will be a
huge influence if it is outside of market expectations. A lower figure would add another reason to
sell EUR — if the sovereign risk issue remains in play going into Friday we could see a perfect storm
for the Euro and thus extensive losses. However, a strong number could clear out the speculative
shorts thus helping the Euro recover its recent losses. Regardless of the number, a lot will depend
on what themes dominate before Friday and how market participants perceive the sovereign risk
issue. A key date is likely to be February 16™ when EU Economic and Finance Ministers are
expected to endorse the European Commission analysis and proposal. The following key date will
be early March when Greece has to unveil more details measures on tax, wage and pension bills

e
&
Pt
<
QL
N
L
i

e
St
3¢}
o

—
<

FX Weekly Page 6




FX

|

Fundamental

L=
&
Pt
<
Q
N
L
i

e
St
3¢}
¥

—
<

\\

\

cuts, to be endorsed at a Council on March 16™. The Greek Parliament is also expected to vote
around this time. The scale of the adjustment required is very stark — a fiscal deficit totalling 13%
of GDP is planned to be reduced to 3% by 2012.

With respect to the ongoing concerns regarding the Euro zone; if broad Euro weakness continues
due to default risk concerns, the SNB will be forced to intervene more frequently because
EUR/CHF moves will be more extended and volatile.

FX Sensitive Calendar Events

Monday 8" February
(CHF) Unemployment Rate
(CHF) Retail Sales

(CAD) Housing Starts

Tuesday 9" February

(CNY) New Loans

(EUR) German Final CPI

(GBP) Trade Balance

(SEK) Interest Rate Decision + Statement
(JPY) Core Machinery Orders

Wednesday 10" February

(JPY) Bank Holiday

(AUD) Home Loans

(CNY) Trade Balance

(GBP) Manufacturing Production
(GBP) Industrial Production
(GBP) BoE Inflation Report
(CAD) Trade Balance

(USD) Trade Balance

Thursday 11" February

AUD) Unemployment Rate
AUD) Employment Change
CNY) CPI

CHF) CPI

EUR) ECB Monthly Bulletin
USD) Retail Sales

USD) Unemployment Claims

(
(
(
(
(
(
(
(NZD) Retail Sales

Friday 12" February

(EUR) German Preliminary GDP

(EUR) GDP

(EUR) Industrial Production

(USD) University of Michigan Sentiment

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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