1** March 2010

Review: 22" — 28" February 2010

e Sterling continues its prolonged slide and is currently the weakest
currency in the G20 so far in 2010
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Market Research

e European sovereign concerns begin to fade although significant risks George Tchetvertakov
remain as investors await a resolution to the Greek dilemma. Head of Market Research

. . . . tchetvertakov@alpari.co.uk

e US Dollar Index/VIX correlation falls below zero for the first time since gichetvertakov@alpari.co.u

September 2008

e Risk preferences remain fragile, as possible (but so far unlikely)
peripheral risks threaten to derail the recovery story (sovereign debt,
early tightening in China, weak consumer recovery, private demand not
supplementing public expenditure)

e Macroeconomic data undershot expectations in all regions except Japan
in February; possibly a sign of over-exuberant recovery estimates
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c"::i:'cy o:tF::fS;Gm '\C":‘?:g‘:' % Change Volatility
EUR/USD 1.3613 1.3631 0.0018 0.13% 1.77%
GBP/USD 1.5454 1.5233 -0.0221 -1.43% 2.74%
USD/IPY 91.62 88.73 2.89 3.15% 3.45%
USD/CHF 1.0767 1.0731 -0.0036 -0.33% 1.72%
EUR/GBP 0.8806 0.8945 0.0139 1.58% 2.53%
EUR/CHF 1.4658 1.4628 -0.0030 -0.20% 0.44%
GBP/CHF 1.6639 1.6347 20.0292 -1.75% 2.54%
GBP/JPY 141.61 135.51 6.10 -4.31% 5.32%
EUR/JPY 124.75 121.26 3.49 -2.80% 4.47%
CHF/JPY 85.06 82.86 2.20 -2.59% 4.33%
AUD/USD 0.8997 0.8951 -0.0046 -0.51% 3.01%
NZD/USD 0.6998 0.6974 -0.0024 -0.34% 3.03%
USD/CAD 1.0387 1.0514 0.0127 1.22% 2.97%

| Source: Alpari (UK)

SD

A mixed week for the Dollar reflected a mixed bag of opinions regarding the global recovery
last week. Macro data surprised on both the up and downsides which helped to ensure a
fairly stable performance for all USD pairs. The US Dollar index traded in very tight range of
80.1—81.1. USD was down across the board following Bernanke's testimony and
disappointing new homes sales figures (309k vs. 354k exp.) on Tuesday. The Fed reiterated
their opinion that interest rates could not rise in the very near term because of ongoing
economic conditions (and despite the discount rate hike 2 weeks ago). The comments
underlined just how symbolic the discount rate was — precipitation a rush for the exits for
speculative Dollar longs.
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Jobless claims rose in the US but were expected to fall (496k vs. 461k exp.) - this hurt

confidence and makes it more likely that March’s employment report will once again show

increasing unemployment.

Durable goods were higher but core durable goods were much lower. Combined with initial
claims (showing increasing amounts

US Dollar of people claiming), the macro data
2% 1.43% Lt hit confidence pretty hard, pushing
005 O51% US Equities lower across all indices.
% = e — =] -
0.13% 033% 0.13% A better than expected revision to

0.50%

US GDP (5.9% vs. 5.6% exp.) helped
USD to extend it s gains against
most currencies and pared back
3.15% losses against JPY. Concerns are still

2% 1.45%

-4% . . .
there that private consumption is

anaemic. Most of the GDP boost
was likely caused by an increase in manufacturing output. It is estimated that over 60% of last
quarter’s growth came from the manufacturing sector although consumer demand was not
the driver. In fact, consumer spending weakened going into the end of 2009. One explanation
for this anomaly could be that manufactured goods were being purchased to replenish
dwindled inventories. If this is correct, the small throughput between consumer demand and
manufacturing output will eventually weigh on overall activity as spending on manufactured
goods diminishes alongside replenished inventories.

EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK

alpari

During Ben Bernanke’s testimony to Congress last week, a potentially huge issue was raised —
commercial real estate. The commercial real estate situation in the US could become worse
as default rates continue to rise. The FDIC stated that bank lending has fallen by around 7% in
the past 12 months despite strong recovery expectations and an assumption that banks have
become healthier. Higher capital requirements and tentativeness induced by the crisis have
been the prime reasons why banks have not been very eager to expand their loan books but
the true reason may well be that a potentially new wave of write-downs is looming — linked
and derived from commercial real estate values.

One other very intriguing event from last week was the correlation breakdown between the
VIX index and the US Dollar index. The VIX is now negatively correlated (-0.1088) after having
a correlation of >0.5 for most of 2008 and 2009. This could be an indication of the Dollar’s
diminishing connection with risk sentiment and risk-appetite. For the majority of 2008/09,
the Dollar was seen as a safe-haven thus when anxiety and volatility rose (higher VIX), the
Dollar would also rise as investors stayed away from risk by being sidelined in USD. With the
recovery, volatility has decreased and the Dollar’s connection to risk-preferences has also
decreased. However, instances of significantly negative data have the potential to bring back
widespread USD demand if the issue is deemed large enough to affect the global economic
picture e.g. Greek fiscal situation, Dubai debt, Chinese tightening measures.
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EUR

Sovereign debt fears were again prevalent thus preventing any significant EUR gains but on
the other hand, no further deterioration in sentiment towards European budget deficits
helped the Euro to stabilize. Overall, the Euro was more or less unchanged against all its
counterparts with the exception of JPY (-2.8%) and GBP (+1.58%) where Japanese and UK
specific factors drove EUR/JPY below 120 for the first time in a year and put EUR/GBP within
striking distance of 0.90 — a key psychological level.
Euro Greek concerns did fuel intra-day price
2% 1.58% s action day by day, (even affecting Asian
0675 stock markets) as the Euro fell
0.44%

N 0.13% m dramatically following Moody’s and S&P

-0.20%

comments indicating a possible
downgrade of Greek sovereign debt.

o, However, such comments only had a

transitory effect on FX rates as investors
-2.80% await firmer

4% confirmation/disconfirmation of support
spai USD GBP JPY CHF CAD NZD AUD for Greece, assuming support is even
needed.

From a macro data perspective, the focus for Euro traders was on the IFO business climate
survey (95.2 vs. 96.2 exp.) and Friday’s CPI estimate (1.0% vs. 1.0% exp.). The IFO reading was
disappointing, as it declined for the first time since March 2009 — creating broad EUR
weakness in all pairs. Market participants have been questioning the stamina of the current
recovery as well as its original validity. Government support has been extremely helpful but
as this type of support is close to being withdrawn, investors are attributing macro data
underperformance as a possible prelude to renewed equity/commodity market weakness.

GBP

Sterling was once again under pressure even with an upside revision to Q2 2009 GDP growth
estimates (0.5% vs. 0.3% exp. Q/Q). Economic growth was better on the face of it but GBP
pairs depreciated nevertheless as

British Pound .
0% much of the improvement was

attributed to government spending

o 125% % rather than private sector demand.

-1.58% o .
-1.75% Also, rumors of an early election and

-2.58% the possibility of a hung parliament
did the rounds, removing support for
431% GBP against USD, EUR and JPY.

-4%

e The Nationwide HPI stunned the
. 0 o
i USD EUR JPY CHF AUD CAD NZD market by showing a 1.0% month-on
month decline in house prices —the
first decline since April 2009. All UK asset classes suffered because of how important the UK
housing market is to the overall economy. If house prices resume their declines, this would be
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a huge negative for consumption in the UK because many people still attribute a large
proportion of their net wealth (as well as borrowing) to the value of their homes.

Another worrying development for the UK was a long line of dovish comments from BoE

members testifying to the Treasury Select Committee. The most eye-brow raising
development was the confirmation that the decision to halt QE was actually a much closer
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call than many thought. It is worth remembering the BoE minutes released on February 17"
showed a unanimous vote to pause the Asset Purchase Facility (QE) at £200bn. At the time,
the 9-0 vote was considered a GBP positive as ultra-loose monetary policy from the BoE was
seemingly being withdrawn. Last week’s comments re-opened the possibility of more asset
purchases — a clear negative for Sterling if announced. The comments in their entirety were:

Mervyn King — Bank of England Governor

“RISKS TO MPC'S CENTRAL VIEW OF GRADUAL RECOVERY REMAIN TO THE DOWNSIDE”
“MAY BE NECESSARY TO EXPAND QE, WILL HAVE TO SEE HOW THINGS PAN OUT"

David Miles- Bank of England voting member

“NOT TO RAISE QE WAS A VERY FINELY BALANCED DECISION”
“CAN REVI SI'T DECI SI ON ON QE AT FUTURE MEETI NGS”

Fundamental | FX

Py

The Japanese economy was given a boost last week as all macro indicators showed
improvement. The Japanese trade balance saw a healthy increase (¥0.73T vs. ¥0.51T exp.)
and CPI was stable at -1.3% as expected. The big story for the Yen (and Japan overall) was the
much unexpected surge in retail sales (2.6% vs. -0.1% exp.) suggesting that the Japanese
economy will be able to leave its stagnant recent past behind. Another domestic boost was
the increase in preliminary industrial production (2.5% vs. 1.1% exp.).

From a global risk-appetite
Japanese Yen )
6% perspective, the Yen was supported by
persistent (yet short-lived) bouts of

4.31% 4.11% risk aversion primarily linked to

4% . . . .
3159 3010, 3A4% Greece. Credit rating agencies

2.80% 2.59% (Moody’s and S&P) made comments
20 suggesting Greek sovereign debt
would be downgraded if financing

issues were not resolved soon. Other

0% worries are also getting attention; the
2pan USD EUR GBP CHF CAD NZD AUD recovery story overall is being
threatened by weak consumer
demand seen in several nations via different economic indicators such as house prices, retail
sales, personal expenditure etc.
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CHF

The Swiss National Bank (SNB) was once again in action on the intervention front.
Intervention was seen in EUR/CHF, this time in the Asian trading session on February 23" As

0.33%

Swiss Franc

1.75%

0%

-4%

alpari

usD

EUR GBP

-2.59%

JPY

1.53%

0.86%
0.20%

CAD AUD

has been the case over the past 6 months, SNB
market activity designed to weaken CHF led to a
rapid move higher in EUR/CHF from 1.4627 up to
1.4681 within a matter of seconds. As mentioned
in the previous publication of FX Weekly, we see
the likelihood of SNB intervention increasing as
long as the sovereign risk theme continues to
weigh on the Euro and risk assets overall. The
Swissie was stronger against all other currencies
apart from the Yen last week, indicating an
intolerance of risk but also investor approval of
Switzerland’s strong fiscal policy and balanced

fundamentals amidst so many other countries that have neither.
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Preview: 1% — 7" March 2010

e Four central bank policy meetings (RBoA, BoC, BoE and ECB) dominate the FX
landscape; most event risk is with the BoE

e Huge volume of macro data across multiple territories should update recovery
progress and clarify future expectations

e US employment report will again dominate attention; more job losses expected in
the US + beware of the revision to last month’s figure

e European investors have more opportunity to switch focus towards core data
away from fiscal/credit risk issues

e Swiss GDP likely to have a huge impact on CHF; expectations of future
intervention could change subject to a strong number

A barrage of data due this week (see ‘FX Sensitive Calendar Events’). First and foremost, four
interest rate decisions will take centre stage (RBoA, BoC, BoE and ECB), mostly for the
comments that are likely to surface. All are almost certain to keep interest rates unchanged.
The RBoA unexpectedly paused at their previous meeting probably due to the late
development of China announcing tightening measures. Macro data has been soft for the
whole of February, making it unlikely that a change is made.

The BoC is also likely to keep rates unchanged but could highlight top-heavy core inflation. In
this scenario, it wouldn’t be surprising to see broad CAD strength, especially against USD and
JPY. The BoE meeting carries the most risk because there is an outside chance of an
extension to asset purchases. An upward revision to GDP last week was a GBP negative
because of a lack of private sector demand and an over-reliance on government support.
GBP is one the weakest currencies in the world so far in 2010 and it could still get worse if
macro data continues to underperform. Yesterday morning’s price action in Sterling pairs was
significant (huge falls across all GBP pairs — lower than 1.50 in GBP/USD, higher than 0.90 in
EUR/GBP) because it shows plentiful Sterling supply from institutional/corporate players.
Most news agencies attributed the weakness to fears over a hung parliament but this
explanation seems far-fetched. A hung parliament is a Sterling negative but the election is
not an imminent event. The earliest election date is likely to be in May so sharp moves lower
in GBP are more likely to be related to speculative positioning and/or investor dissatisfaction
regarding Britain’s economic situation.

The ECB could also spring a surprise. Investors are anticipating an extension of the ECB’s
liquidity policy whereby the central bank supplies unlimited liquidity at specified maturities
at fixed rates. Also, the ECB should reassert its intention of removing such measures
‘gradually’. The Greek sovereign issue is now peripheral but this does not eliminate the
problem of default risk altogether. Market participants have discounted a lot of the
negativity surrounding European defaults which leaves a lot of room for retracement upon
positive developments such as a full rescue or IMF support. To the downside, we would need
a new, worrying development for the Euro to resume its steep declines. A Greek bond issue
(possibly occurring this week) could be such an event. Greece must issue around €5bn in
debt to keep pace with its funding requirements so if we do see a Greek bond auction fail to

FX Weekly
Page 6




=
o
P
w
U
0!
o
~
o=
)
<
e
r—
<

Fundamental | FX

confidently raise this amount, we could see the Euro weighed down as fears, doubt and
uncertainty re-surface.

In the US, we see this week’s employment report as one to stay away from. Remember last
month’s increase in jobless claims, more jobs lost, more people joining the labour force and
still the unemployment rate showed a decline overall. This could be an indication of a
statistical error therefore, we could see a strong upward revision showing a month of jobs
growth. This could be countered by renewed labour market weakness this week (50k — 100k
expected) however so expect extreme volatility in mid-afternoon trade on Friday.

FX Sensitive Calendar Events

Monday 1° March Tuesday 2" March
(CNY) Manufacturing PMI (AUD) Building Approvals

(CHF) SVME PMI (AUD) Interest Rate Decision + Statement
(EUR)Final Manufacturing PMI (CHF) GDP
(
(

(GBP) Halifax PMI EUR) CPI

(GBP) Manufacturing PMI CAD) Interest Rate Decision + Statement
(GBP) Net Lending to Individuals
(GBP) Mortgage Approvals
(EUR) Unemployment Rate
(CAD) GDP

(USD) Core PCE Price Index
(USD) Personal Spending

(USD) Personal Income

(USD) ISM Manufacturing PMI
(JPY) Household Spending

(JPY) Unemployment Rate

Wednesday 3" March Thursday 4" March
(AUD) GDP (AUD) Trade Balance
(EUR) German Retail Sales (EUR) Revised GDP
(GBP) Services PMI (GBP) Interest Rate Decision + Statement
(EUR) Retail Sales (EUR) Interest Rate Decision + Statement
(USD) ADP Employment Change (CAD) Building Permits
(USD) ISM Non-Manufacturing PMI (USD) Unemployment Claims
(CAD)
(UsD)
(UsD)
(CAD)

(USD) Beige Book CAD) Ivey PMI

(JPY) Capital Spending USD) Pending Home Sales
USD) Factory Orders

CAD) Annual Budget

Friday 5" March
(GBP) PPl Input

(EUR) German Factory Orders
(USD) Non-Farm Employment Report

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
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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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