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22" February 2010

Review: 15" — 21% February 2010

e Highest volatility was in the major pairs, reflecting uncertainty in how the
US, EU, UK and Japan reconcile government borrowing concerns with the
need to implement exit strategies

e Unexpected rise in the US discount rate pushed USD higher within a risk-
tolerant environment

e UK macro data disappoints on several fronts; inflation beginning to cause
concern if not higher inflation expectations just yet

e Commodity prices continue their trawl higher — helping to boost
commodity currencies and lifting expectations of global growth

e Further intervention by the SNB seen in EUR/CHF

Currency At Open At Close Nominal

pair on Feb. 15" on Feb. 19" Change % Change Volatility
EUR/USD 1.3615 1.3611 -0.0004 -0.03% 2.53%
GBP/USD 1.5658 1.5469 -0.0189 -1.21% 3.00%
USsD/JPY 90.00 91.50 1.50 1.67% 2.70%
USD/CHF 1.0768 1.0754 -0.0014 -0.13% 2.33%
EUR/GBP 0.8691 0.8796 0.0105 1.21% 1.60%
EUR/CHF 1.4662 1.4640 -0.0022 -0.15% 0.37%
GBP/CHF 1.6863 1.6639 -0.0224 -1.33% 1.76%
GBP/JPY 140.96 141.56 0.60 0.43% 2.06%
EUR/JPY 122.55 124.54 1.99 1.62% 2.11%
CHF/JPY 83.54 85.05 1.51 1.81% 2.18%
AUD/USD 0.8871 0.8987 0.0116 1.31% 2.13%
NzZD/USD 0.6953 0.6990 0.0037 0.53% 2.14%
USD/CAD 1.0512 1.0388 -0.0124 -1.18% 1.38%

| Source: Alpari (UK)

usb

A very mixed week for currencies saw the US Dollar decouple from the persistent risk theme
that has driven the Dollar higher. Last week, gradual improvement in risk sentiment did not
lead to broad weakness in all USD pairs but only against CAD, NZD, SEK and AUD. In the majors,
the Dollar remained firm.

US news was both surprising and plentiful. Very strong TIC data ($63.3bn vs. $50.3bn exp.)
didn’t affect FX rates but did inspire confidence in the viability of long-term US assets. This
particular piece of macro data was also helpful in convincing market participants that a stronger
USD can occur amidst a global recovery i.e. become an investment currency rather than a
funding currency. US sovereign debt remains in favour with global investors despite popular
concerns about the fiscal situation of the US government. Private foreign investors purchased
$48bn worth of Treasuries in December, and central banks bought $22bn according to the TIC
data.
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The minutes of the January’s Fed meeting revealed small upward revisions to forecasts for growth and
inflation, a more upbeat tone to discussion of the economic outlook, and signs that Committee
members are less concerned about
US Dollar disinflation, largely as expected. The
2% 1.67% general discussion of the exit strategy

121% supports that outlined by Chairman

Bernanke last week, although the
0.33% potential for asset sales remains an area

0% o — | of some disagreement. Investors are

0.13% u broadly expecting the Fed to begin

0.53% 0.67% draining reserves at some stage in H2

118% i 2010, followed by the first rate hike in
Q4 and asset sales as the last step. USD

was slightly firmer after the Fed minutes

-2%
EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK

alpari

were released. Incidentally, prior to the
minutes, sharp USD appreciation against all other currencies was evident. The minutes also clarified the
dissenting vote of Kansas City Fed President Hoenig. Hoenig favoured a change in the language around
interest rates to "low for some time" from "exceptionally low for an extended period" and favoured a
normalization of rates "soon" to "lower the risks of longer-run imbalances and an increase in inflation
expectations".

The Fed hiked the discount rate 25bp to 75bp through a press release late in the US trading session on
Thursday, surprising the markets with its choice of timing. The news came at the same time as the weekly
balance sheet report, which may be another way to signal that the change in the discount rate is separate
from conventional monetary policy. The Fed was sure to stress this by stating that the hike in the discount
rate was a "further normalization of the Federal Reserve's lending facilities" and “does not signal any
change in the outlook for the economy or for monetary policy." The Fed also reiterated that economic
conditions are likely to warrant "exceptionally low levels of the federal funds rate for an extended
period." In addition to hiking the discount rate, the Fed shortened the maximum maturity for primary
credit loans to overnight, effective March 18", Also, the Fed raised the minimum bid for the TAF to 50bp
and stated that the final TAF auction would be on March 8™

Our view of the discount rate hike is that it was a psychological shift as well as an economic policy shift.
We think the hike was done in order to send a strong signal to the financial markets; a signal that the Fed
is seriously considering its exit strategy and ultra-loose monetary conditions are not the new norm. We
think that the Fed will be engaged in reversing the policy decisions that were made over the course of
2008/2009 in response to the financial crisis — but crucially, interest rates will only be increased towards
the end of the year due to significant weakness in the consumer, housing and manufacturing sectors.

EUR

The Euro held its ground as the Greek/EU sovereign debt issue ebbed away a touch. Yes, worries and fears
over primarily Greek debt remain but much of this negativity has already been priced into FX, equities and
bond markets. Investors are becoming increasingly aware that a full EU member cannot be allowed to fold
because of the consequences this will have in the wider region. Very cunningly, people are also realising
that much of the comments put forward by German/French officials in recent weeks regarding “no
guarantees for Greece” is mainly aimed at avoiding moral hazard in Greece itself and other troubled
European nations. If full, unconditional financial support was offered immediately, this would send a weak
signal to heavily indebted countries and incentivise those that have paid least attention to public finances,
to continue doing so.
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Fiscal policy and the Greek problems are a valid EUR-negative (possibly a persistent one), but the overall
Euro-zone fiscal position is relatively strong overall — as long as Europe can cap the level of contagion that
occurs due to panicked investment decisions, to either other countries’ debt prices or the banking system,
it is unlikely to lead to another large EUR sell-off
Euro specific events were sparse — most
Euro noteworthy was much stronger than expected
1.62% ZEW sentiment (45.1 vs. 42.5 exp.) which helped
to disconnect the Euro from the ongoing Greek

2%
1.21%

issue. The sovereign risk element can only
become benign if investors see larger positives

0%

-0.03%

dominating sentiment — a way for that to occur is
-0.15%

for European macro data to outperform and

0.59% highlight better chances of a strong recovery. This
-1.20% L 3a% would help to alleviate worries over national

2% budgets in Europe and this is essentially what

USD GBP JPY CHF CAD NzD AuD | happened last week.

alpari

Flash PMI readings Previous Expected Actual
French Manufacturing 55.4 55.3 54.6
French Services 56.3 56.4 54.7
German Manufacturing 53.7 54.1 57.1
German Services 52.2 52.5 51.7
EU Manufacturing 52.4 52.8 54.1
EU Services 525 52.6 52.0

A fresh round of European PMI’s was made available which measure economic and business sentiment
amongst purchasing managers in manufacturing/services industries. The figures were slightly pessimistic
overall, weighing on the Euro but not extensively. The Euro-zone’s manufacturing sector had its best
month for over 2 years but was counterbalanced by a weaker than expected services sector.

GBP

UK events were solely concentrated on inflation and the UK’s fiscal position, reflecting bearishness on UK
fiscal policy rather than bullishness on UK growth. Inflation was a major theme because the latest CPI
estimate (3.5% vs. 3.5% exp.) was due. The fact that inflation breached 3% ensured a letter had to be
written by the BoE to the Chancellor explaining the upside weight.

An inflation rate of 3.5% was expected but is nonetheless worrying because of how the Bank of England
has explained it. The Bank of England has blamed rising inflation on three factors. 1) a one-off rise in VAT
2) a lower GBP feeding through and 3) commodity price strength over the past year or so. Accordingly, the
BoE expects these factors to be temporary thus the inflation rate is expected to fall back to 2% in 2010.
The reasoning is that the one-off rise in VAT has now been removed and GBP/commaodity prices will re-
balance (higher GBP alongside lower commaodity prices). Also, below trend GDP growth should cap any
excessive inflation as spare capacity is utilised. It is worth noting that the BoE’s estimates are all based on
assumptions (GBP strength, commodity price falls) or subjective opinions (the amount of spare capacity
available). The VAT rate was always known and has always been factored in so this as a factor shouldn’t
even be considered. All in all, investors are feeling slightly tentative as to whether inflation can be reigned
in so well given the dynamics surrounding the UK’s current need for low interest rates and possibly more
QE.
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The initial reaction to the CPI number was GBP positive, presumably in line with expectations that interest
rates must rise to cool inflation expectations. But GBP was weaker later in the day and broadly lower over
the week as inflation stands at the top of the range estimated by the BoE. There is a relatively good
chance of inflation exceeding 3.5% in 2010, especially if inflationary effects of QE feed through via the
multiplier effect.

BoE minutes from their February 4" meeting were released last week. An unexpected vote of 9-0 to pause
on QE was very GBP supportive but a 23,500 rise in jobless claims counterbalanced any upside. A jobless
recovery is becoming ever harder to contemplate and rationalise.
Public Sector Net Borrowing (£4.3bn vs. -
British Pound £2.4bn exp.) was a big shock for UK investors
2% and may well have been the most important
factor behind Sterling’s broad losses in every
pair excluding the Yen. The positive number
0.43% shows that Britain failed to generate a
0% ’—‘ surplus in @ month which is normally the

annual peak for tax collection. If the best

month for tax receipts still requires

-0.75%

1.01% L
1.21% -1.21% ey 122% government borrowing, it is quite likely that

9, the overall debt burden for 2010 will exceed

.. USD EUR JPY CHF AUD CAD NZD previous estimates. As public finances

worldwide are put under greater scrutiny,
last week’s figure could not have come at a worse time. Once again, UK’s credit rating is being put into
question.

A final dose of Sterling selling came along on Friday where yet more downbeat UK fundamentals pushed
Sterling lower. Retail sales numbers for December, traditionally a good month due to the holiday period
showed a 1.2% decline — another indication that consumers are retrenching via higher savings and lower
spending/borrowing rates. The public borrowing figures coincided with further bad news from the
housing market, as the Council of Mortgage Lenders reported that mortgage lending dropped last month
by 32%, the lowest monthly total in 10 years.

JPY

The Yen was lower across the board again.
] Y Largest losses were against commodity
0% apanese ren currencies such as AUD (-2.99%) and CAD (-

\_‘ 2.86%) within a broad return to the risk trade
-0.43%

last week. Equity markets made decent gains

as some of the recent negatives (Chinese

v 162% tightening, sovereign debt in Europe) faded.
2y -1.67% 027 1.81%

More good earnings announcements from
the UK and the US helped to convince
-2.86% 2,099 investors that firms are recovering. As market

-2.20%

participants restart the process of looking at

A% how strong recovery will be rather than how
USD EUR GBP CHF CAD NZD AUD bad the next set of declines are, JPY and USD

alpari

longs are being unwound.
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The SNB was once again called into action last week as
soon as the EUR/CHF pair slipped down to 1.4645.
Seconds after the pair was trading at 1.4687. The SNB has
been very active over the past few weeks, intervening on
Jan 29th, Feb 5" and Feb 12", Each time, the zone where
intervention has been most frequent has been between
1.4600 — 1.4650. We see a strong likelihood that more
intervention occurs in the near future due to the SNB’s
stated goal of fighting deflationary economic conditions.
We see intervention as the biggest risk for short-term
traders trading CHF pairs, especially EUR/CHF. Going
forward, there is a strong chance of further intervention
due to the Euro’s broad weakness across the board.

The RBoA minutes from the February 2" policy meeting provided no real insight into whether monetary

policy would continue on a tightening cycle or whether the RBA would pause now, in waiting for clearer
indications that economic conditions are improving. AUD bulls were buoyed by the reference “finely
balanced” remaining, thus indicating that strong data leading up to March could sway members. The
RBOA is still accommodating and the expectation of further inflation assumes a "gradual further increase
in the cash rate” but the timing is uncertain. For now, futures markets are not pricing in a hike in March
but if continually strong macro data is made available before the next meeting on March 3" a hike would
be much more likely. We continue to hold the opinion that February’s pause was partly in response to

Chinese tightening measures that may affect export demand for Australian goods and services.
Consequently, what happens to monetary policy in China is likely to have a large impact on the Australian

economy and AUD.
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Preview: 22" — 28" February 2010

e Plenty of core macro data from the US and Japan

e Highly anticipated Greek bond issue rumoured to be scheduled for this week; will
act as a gauge of investor trust in Greece and the Euro-zone overall

e UK GDP revision could make things that much worse for GBP following last week’s
traumatic series of events

e More EUR/CHF intervention possible subject to how events unfold in the EU;
recent EUR weakness has forced the SNB to intervene more frequently

This coming week has a heavy flow of core data with primary focus on Japan and the US. Housing
data, consumer confidence, durable goods and a revised GDP number are due from the US —an
upward revision to GDP is a very realistic possibility and could help to reconnect the US Dollar with
the recovery story. Over the past 18 months, the Dollar has been trending lower while the recovery
story has been trending higher (strong upward moves in equities, commodities and risk-FX).
Market participants have been unwilling to invest in the Dollar until rate normalization was on the
horizon supported by a return to economic growth worldwide. All will affect current thinking
surrounding the Fed’s exit strategy and will affect developing expectations of how quickly liquidity
measures are withdrawn. Macro data has been mixed in the US with some indicators pointing to
recovery (GDP, inflation, corporate earnings) with others indicating continued weakness
(employment, housing, retail sales, private expenditure). Ben Bernanke’s semi-annual testimony to
Congress is highly anticipated because market participants expect to hear the Fed’s most recent
thinking on liquidity withdrawal and tempering inflation expectations without damaging the
ongoing recovery.

In Japan, we expect industrial production rates to continue expanding further and real exports to

continue growing due to strong demand from Asian trading partners. Inflation is almost certain to
stay negative although this shouldn’t have a detrimental impact unless we a considerably deeper

fall below -1.3%.

In Europe, a much awaited Greek bond issue is rumoured to be done this week. It will be a very
good indicator of investor appetite for Greek debt amidst the ongoing sovereign debt palaver in
Europe. If investors shun the bond auction, it is very likely that the time horizon of any
rescue/bailout plans would need to be hastened so to allow Greece to meet its funding
requirements. It would also reignite the rumour mill and encourage renewed speculative price
action. On the other hand, a strong bid-cover on the auction would go some way to calming nerves
and could quite possibly act as a signal for speculative Euro shorts to exit. Over the past few weeks,
the level of short-EUR speculative positions has hit a record high.

The outlook for most EUR pairs is likely to be decided by events linked to sovereign debt but the
EUR/GBP cross rate may behave differently. As budget deficits/fiscal health are the driving
themes so far in 2010, the Euro and GBP have been under pressure. The problems relating to
sovereign debt in Europe (Greece, Portugal, Italy, Ireland, Spain) are a EUR negative and very
loose monetary policy in the UK combined with record levels of government borrowing are a
GBP negative. Both the Euro and UK issues will not be resolved overnight but rather weigh on
both currencies for some time to come - probably beyond the UK election in May. This is likely
to induce range trading in EUR/GBP in the short-term, with a break out occurring once a
‘winner’ of sorts emerges. For the moment, it looks more favorable for the Euro in our opinion
purely because the Euro zone as a whole is better balanced in terms of borrowing compared to
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the UK which is likely to borrow more than expected in 2010 due to tax receipts failing to meet
expectations. Also, political points scoring over the course of the election campaign could also
encourage people to think the winning party will not cut spending as much as required.

FX Sensitive Calendar Events

Monday 22" February Tuesday 23" February

(CNY) Foreign Direct Investment GBP) Nationwide HPI

(JPY) Monetary Policy Minutes EUR) German IFO Business Climate
GBP) Inflation Report Hearings
GBP) BBA Mortgage Approvals
USD) CB Consumer Confidence
JPY) Trade Balance

P

Wednesday 24" February Thursday 25" February

(NZD) Inflation Expectations (AUD) Private Capital Expenditure
(EUR) German Final GDP (NZD) NBNZ Business Confidence
(EUR) Industrial New Orders (CHF) Employment Level
(USD) New Home Sales (GBP) Preliminary Business Investment
(USD) Durable Goods Orders
(USD) Unemployment Claims
(USD) Ben Bernanke Testifies
(
(
(
(
(
(

NZzD) Building Consents

NZD) Trade Balance

JPY) Manufacturing PMI

JPY) National CPI

JPY) Preliminary Industrial Production
JPY) Retail Sales

Friday 26" February Saturday 27" February
(EUR) German CPI N/A

(GBP) Revised GDP Q/Q

(EUR) CPI

(CHF) KOF Economic Barometer
(CAD) Current Account

(USD) Preliminary GDP

(USD) Existing Home Sales

Sunday 28" February
(JPY) Monetary Base

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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