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10" May 2010

Review: 3" — 9™ May 2010

e Euro zone sovereign debt at the heart of market attention; Greek yields
sharply higher as default fears peaked. Global investors stampeded for
the exits not only in European markets but also in the US and Asia

e UK election generates hung parliament, uncertainty and spike in volatility
across all UK assets

e China continues to prepare for a tightening cycle by raising reserve
requirements at Chinese banks

e RBA raises interest rates as expected; hints that policy moves would be
paused led to pronounced AUD losses

e Very positive US/EU earnings results in multiple sectors was largely
ignored as Greek default risk and subsequent contagion dominated
market sentiment, psychology and price action

e In early Monday trade, the prospect of a €750bn European fund designed
to provide ample liquidity and support ailing EU countries helped risk
sentiment to recover; EUR, equities and bond prices were all sharply
higher

Currenc At Open At Close Week Week e
pair Y on Mapy 3" on May Al % Change High Low Volatility
EUR/USD 1.3327 1.2750 -4.33% 1.3332 1.2515 6.13%
GBP/USD 1.5313 1.4799 -3.36% 1.5316 1.4475 5.49%
uUsD/JPY 93.93 91.58 -2.50% 94.98 87.95 7.48%
USD/CHF 1.0754 1.1078 3.01% 1.1245 1.0753 4.58%
EUR/GBP 0.8704 0.8612 -1.06% 0.8807 0.8428 4.35%
EUR/CHF 1.4337 1.4127 -1.46% 1.4348 1.4002 2.41%
GBP/CHF 1.6458 1.6397 -0.37% 1.6914 1.6093 4.99%
GBP/JPY 143.87 135.54 -5.79% 144.89 129.73 10.54%
EUR/JIPY 125.23 116.77 -6.76% 125.44 110.51 11.92%
CHF/JPY 87.32 82.63 -5.37% 87.56 78.87 9.95%
AUD/USD 0.9228 0.8879 -3.78% 0.9274 0.8708 6.13%
NzZD/USD 0.7291 0.7138 -2.10% 0.7321 0.7006 4.32%
USD/CAD 1.0160 1.0434 2.70% 1.0740 1.0099 6.31%

| Source: Alpari (UK)

SD

The US Dollar was in very strong demand last week backed by default fears, risk
aversion and the prospect of Fed tightening subject to contagion effects easing in the
Euro zone. The Dollar rose against every currency except the Yen while the Dollar Index
broke out of its 2010 range (79.50 — 82.02), reaching a high of 85.26 — its highest level
since May 2009.
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Predictably, strongest gains came against SEK, NOK and DKK as cyclical currencies were
sold as a priority. Market participants were clearly frightened by the prospect of a
default and EC/ECB/IMF plans were simply not ample enough to ease market tensions
— the result was a stampede to deleverage and avoid EUR based exposure. At the start
of the trading week today, we are seeing huge reversals in all of last week’s extensive
price moves in EUR pairs, European/Asian equities and most importantly of all, sharp
falls in bond yields across Southern Europe. Also, bond yield spreads between the
perceived ailing nations (Greece, Spain, Italy, Ireland, Portugal) and German/French
benchmarks have tightened considerably indicating a substantial improvement in
confidence and risk tolerance over the weekend — the EC/ECB/IMF €750 bailout fund
has clearly calmed nerves and given reason for euphoric relief across the financial
markets.

A sad aspect of last week’s
US Dollar P
8% events was strong US and

o  ago S82% European earnings

2.33% L announcements being
% R 30U% 5709, completely overshadowed by
2% Hﬂ ﬂﬂ i HHH Greek/peripheral EU default
0% u m risk. Several US firms

reported excellent
e o~ improvements quarter on
-4% o quarter, yet US equity indices
span  EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK suffered some of their worst

declines since 2007.

An immensely strong employment report (290,000 vs. 200,000 exp.) was slightly tinged
by a rise in the unemployment rate(9.9%) but this isn't necessarily negative. If new job
seekers are entering the labour market this could be seen as a good psychological sign
of rising confidence. The private sector component was very strong and re-affirmed the
slow recovery in the retail/consumer sectors. There was an upward revision from April
as well. The best employment report since 2007 and yet, US equity markets fell
through the floor, dragging Asian and European stocks with them. All US indices broke
through their 10% retracement barriers signifying an end to the bull market and the
beginning of a bear market.

Metals traders should be aware of the shift in the correlation trend between the US
Dollar and Gold. The usually strong negative correlation broke down on Thursday as
Gold prices spiked higher alongside a rising dollar on the back of European sovereign
concerns and UK election uncertainty. Under normal market conditions we would
expect Gold and the Dollar to have an approximate correlation of between -0.5 and -1
but last week’s incredible set of events (plus their timing) has pushed the correlation to
stand at +0.825 at Friday’s close.
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EUR

The Euro was the currency in most focus last week and given investor fears, doubts and
uncertainty following ongoing funding problems in Greece (and possibly other
peripheral European countries), every EUR pair depreciated. The problems stem from
several EU countries over spending over the past 10 years leading to huge budget
deficits today; the fear is that global investors shun European debt thus making it
impossible for governments to fund ongoing expenditures.

Last week’s declines in all Euro asset classes weren’t helped by constant media focus
on Greek riots which in itself creates uncertainty because visible, strong public
opposition makes it less likely that deep austerity measures will be implemented
successfully. Essentially, if Greece doesn’t implement the agreed austerity measures
efficiently, their budget deficit will not fall from 13.6% down <3% over the next 4 years
as expected.

Yield spreads between German
Euro

bonds and

0.62% Greek/Portuguese/Spanish bonds

0%

-1.06% .
2% L46% | widened to record levels because

-2.39% of investor preference to hold

4% benchmark paper as opposed to
~4.33% anything else.

6% Greek/Spanish/Portuguese CDS
6.76% prices which indicate the cost of

8% insuring against a default rose
spai USD GBP JPY CHF CAD NZD AUD significantly throughout the week.
In early trade this morning, CDS
prices have decreased due to the soothing effect of the newly created €750bn fund
over the weekend.

Most European stocks that reported earnings announcements beat estimates such as
‘Commerzbank’, ‘Swiss Re’, ‘BNP Paribas’ who all reported strong Q1 2010
performance. Corporate strength was outweighed by sovereign weakness however -
market participants ignored the positives coming from better earnings and favoured to
stay risk averse amidst uncertainty over Greek solvency and further contagion amongst
EMU members. The Euro touched a 1 year low against the Dollar (1.2515) but is now
trading around 1.3050. Largest declines were against the Yen (-6.76%) and the US
Dollar (-4.33%).

European sovereign concerns dominated and Thursday's session in the US saw
"erroneous" trades which helped the Dow to over a 1000 point fall in the less than
hour - before snapping back. All major US indices finished the US session 3%+ down
last Thursday.
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GBP

All the focus was on the general election which took place on Thursday. Due to votes
being counted and announced throughout the night, Sterling pairs were volatile for the
duration of the election and the subsequent count. The election turned out as
expected and in line with exit polls — most market participants expected a slight
majority for the Conservatives who are considered as GBP positive because of their
plans to enforce drastic fiscal discipline as soon as they are in power. However, as the
election went on an increasing amount of investors decided to avoid the prevailing
uncertainty as to how the next government would shape up. The likelihood of a
Conservative majority in the initial stages of the election helped to support GBP pairs
but the eventual realisation that the UK parliament would be 'hung' without a clear
majority for any one party meant Sterling players staged a profound retreat leading to
record lows in GBP pairs. GBP/JPY saw the majority of the selling - falling by over 1,100
pips in the space of a few hours over the course of the election.

- The tension created by the split
British Pound
2% 106% vote was eased somewhat after

’—‘ 0.43% Nick Clegg hinted at the
[

— imminent possibility of a tie-up

-0.37%
2% OB2% between the Lib Dems and

0%

Conservatives. Market

4% | 3.36% participants were looking for a

% quick resolution to the election
’ 5.79%
saga so the prospect of a

-8% coalition within days rather than
-pen USD EUR JPY CHF AUD CAD NZD weeks helped buying
confidence and buying interest.
At the time of writing, it appears that the frantic negotiations between the
Conservatives and Lib Dems are going well thus Sterling and UK equities have
recovered strongly from last week’s declines. It is difficult to quantify exactly how
much of the positive GBP sentiment we are seeing this morning is due to the ECB
rescue fund and how much is due to seemingly positive progress between British
politicians.

British manufacturing activity grew last month at its fastest rate in more than 15 years,
according to PMI figures; this boosted hope of a broader economic recovery gathering
momentum. In similar fashion to earnings results being largely ignored, so too did UK
PMI figures. The uncertain political landscape in the UK was by far the most active
theme amongst UK assets last week.

Several currency pairs offered good profit opportunities; the prime examples being
GBP/CHF (higher all week before giving back 500+ points on election day) and GBP/JPY
(almost 6% lower on the week and posting 10.54% on our volatility measure).
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JPY

The Yen rose strongly on the

back of risk-aversion. Greek Japanese Yen
default risk was the prime 8%
6.76%

driver overall but specific pairs I 6.17%
such as GBP/JPY, USD/JPY and o 537% 513y,
AUD/JPY were also influenced

by other factors. The Yen saw

4.54%
4%

2.50%
some of the highest weekly

gains since 2008 - +6.76%
against the Euro, +6.17%
against AUD and +5.79%
against GBP. Local Japanese
factors were almost non-existent as national holidays kept Japanese markets closed
Monday through Wednesday. The rapid desire to de-leverage and take-off risk led to
carry trades being unwound en masse last week.

2%

0%
.oi  USD EUR GBP CHF CAD NZD AUD

CHF
] SNB seemed unwilling to intervene amidst
Swiss Franc )
- e broad based EUR selling throughout the
0.89% week. Eventually, severe weakness in all
0.37% 0.09% .
v — other EUR pairs dragged EUR/CHF lower.
The SNB was likely to have been very
2% apprehensive about fighting the market via
artificial intervention considering the
w | volumes that would have been required to
sustain EUR/CHF around 1.43/44. A
6% 537% significant number of market participants
ey, USD EUR GBF JPY CAD AUD were caught in long positions because of

the assumption that the SNB would be an
active interventionist below 1.4325 (the latest ‘line in the sand’). The speculators got it
wrong on this occasion as the pair fell from 1.4330 down to 1.40 in one trading session.
In early Monday trade, the pair has recovered most of last week’s losses but remains
incredibly volatile.

Others

The RBA raised interest rates from 4.25% to 4.5% as expected but AUD fell strongly
because the RBA dropped a hint that further hikes would not be required. Good signs
of growth in Asia and the US were somewhat tempered by deteriorating conditions in
Europe due to contagion risk and uncertainty. RBA made it clear that EU/Asian
contagion has been very limited so far.

Chinese growth and the PBoC'’s response to that growth was again a theme — a 50bp
increase in bank reserve requirements created concern that China's (and thus Asia's
growth) would be constrained in the medium term.

FX Weekly

Page 5




The PBoC announced on a 50bp increase in banks’ reserve requirement ratio (RRR)
effective on May 10™. The current RRR level is 16.5% for large banks and 14.5% for
smaller banks. This is 3 RRR hike in 2010, following increases in January and February.
The rise in the RRR is likely to withdraw approximately CNY 4,000bn of liquidity,
according to a range of estimates. The RRR hike is a continuation of Chinese efforts at
liquidity management aimed at controlling the pace of credit expansion in China. The
level of credit availability and property market expansion is putting unwanted upward
pressure on inflation.
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Preview: 10" — 16™ May 2010

e Near term outlook has changed dramatically over the weekend — European

default risk almost eradicated although EUR weakness should remain due to the
overwhelming liquidity measures being provided
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e UK political landscape becoming clearer, slowly but surely. Initial fears of
floundering government being put aside as Tory-LibDem coalition looks

increasingly likely

e Potentially important macro data scheduled; European GDP, Chinese CPI/Retail
Sales as well as a BoE inflation report. UK labour sector also in focus. EC expected
to publish its ‘convergence report’ which could affect the currently fragile
confidence in EMU members

Today’s interest rate decision from the BoE was in line with expectations and had no
effect on Sterling pairs. The current state of government in the UK is by far the most
important theme for Sterling traders and UK assets in general. UK equities and GBP have

Fundamental | FX

risen sharply today as Greek default risk has ebbed away but the uncertainty
surrounding the makeup of the next UK government persists. Positive comments over
the weekend from the politicians involved suggests a coalition deal between LibDems
and Conservatives is close — such a scenario should be good for Sterling and the sooner
it’s announced the more upside there is likely to be. An alternative scenario is for
ongoing negotiations to break down which leads to fresh talks with Labour. This is likely
to be Sterling negative in the short-term because Labour and the Liberal Democrats are
much less fiscally tough than the Conservatives and because a Labour/LibDem coalition
would still require support from other minority parties such as the DUP, Greens, SNP
etc. until an alternative coalition government is formed. One other possibility is that a
coalition government cannot be formed quickly thus leading to prolonged
discussions/meetings over the next few weeks. In this case, it’s highly probable that
Sterling and UK equities remain pressurised and volatile.

Probably the most dominant active issue at the moment is European sovereign risk. Last
week’s huge sell-offs induced a reaction from the EC/ECB/IMF in the form of a €750bn
support package that for once was able to overwhelm market participants — previous
announcements haven’t been able to inspire confidence amongst investors. In addition
to the monetary support, USD swap lines were agreed with the Fed to allow freely
convertible short-term liquidity. The ECB also announced its intention of being a buyer
of last resort by purchasing government bonds (and quite surprisingly, private assets as
well). This change of policy stance was well taken by market participants but it was also
puzzling. At the ECB’s latest press conference on May 6™ Trichet was asked whether
bond purchases had been discussed amongst the ECB’s Governing Council — only to reply
that it wasn’t. Three days later the vast support programme for Greece (and other
troubled nations) was announced which has led to many investors beginning to think
that the ECB was pressured into this move and that the line between fiscal and
monetary policy has blurred.
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Looking forward, we believe that although the ECB has rightly overwhelmed the markets

with liquidity in order to stop confidence deteriorating further, there is scope for

prolonged medium-term weakness in EUR pairs as the euphoric relief wears off and

investors realise that (in similar fashion to the Fed’s liquidity measures in March 2009)

ample liquidity usually devalues the value of a currency because its supply rises in real

terms. Additionally, all the funds being provided are loans regardless of how useful they

are in the short-term. In the long-term the funds being provided must be repaid which

means most European countries requiring significant fiscal adjustments. The future for

Europe will be very challenging as governments attempt to raise levels of growth but are

forced to raise taxes and cut spending.

The European Commission will publish its bi-annual ‘Convergence Report’ for the
purpose of assessing progress of the eight countries in the queue for euro-accession —
Bulgaria, Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland and Romania. The

report could be a market mover with Estonia looking odds on for a 2010 entry to EMU.

Estonia is comfortably within stipulated guidelines required for entry but the EC could

always reject any new entrant on grounds that it questions the sustainability of their

economic convergence. The subtext would be that Europe has no appetite for expansion

before it rethinks treatment of current members, a statement which could be euro-

positive in the current environment.

European GDP estimates could put a dent in the fragile stability we’ve seen in early

trade this week — lower than expected estimates would dissuade investors that

European fiscal problems can be overcome but on the other hand, better than expected

estimates should improve confidence in European assets and the estimated path to

fiscal stability.

FX Sensitive Ca

Monday 10" May

(JPY) Interest Rate Decision + Statement

(CNY) Trade Balance

(GBP) Interest Rate Decision + APS + Statement

endar Events

Tuesday 117 May
(CNY) cPI

(CNY) Industrial Production
(CNY) Retail Sales

(CNY) Fixed Asset Investment
(GBP) Manufacturing Production
(AUD) Annual Budget

Wednesday 12" May
(AUD) Home Loans

(CNY) FDI

(EUR) German GDP

(EUR) French GDP

(CHE) PPI

(GBP) Claimant Count
(GBP) Unemployment Rate
(

(

(

(

(

(

EUR) European GDP
EUR) Convergence Report
EUR) Industrial Production
GBP) BoE Inflation Report
CAD) Trade Balance
USD) Trade Balance

Thursday 13" May

(CHF) Bank Holiday

(EUR) French & German Bank Holiday
(AUD) Unemployment Rate

(GBP) Trade Balance

(USD) Unemployment Claims

(NZD) Retail Sales

Eriday 14" May
USD) Retail Sales

(
(USD) Industrial Production
(USD) University of Michigan Consumer Sentiment
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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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