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Recap

e European sovereign debt is the core theme; EUR/USD trades at a 4-year
low (1.2230) in early trade this week
e UK political risk eases as Tory/LibDem coalition is formed — emergency George Tchetvertakov
budget June 22" the next big focus Head of Market Research
e Spot gold sets lifetime high of $1,248 alongside a rising Dollar; currency gichetvertakov@alpari.co.uk
debasement seen as a possibility
e US budget deficit larger than expected but largely ignored as demand for
US Treasuries remains robust
e Preliminary investigation into role of US banks in subprime crisis
emerged as a possible market theme — concrete charges could be hugely
damaging to the banking industry worldwide
e EUR/CHF at lifetime lows (1.40) — intervention not forthcoming amidst
widespread bearishness towards the Euro

Market Research
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Yo ontimd onwayyn  %Chenee ilt SO oty
EUR/USD 1.2934 1.2357 -4.46% 1.3094 1.2353 5.73%
GBP/USD 1.4839 1.4531 -2.08% 1.5053 1.4495 3.76%
uUsD/JPY 92.70 92.46 -0.26% 93.63 91.65 2.14%
USD/CHF 1.0992 1.1334 3.11% 1.1336 1.0923 3.76%
EUR/GBP 0.8715 0.8500 -2.47% 0.8749 0.8445 3.49%
EUR/CHF 1.4218 1.4006 -1.49% 1.4333 1.4001 2.34%
GBP/CHF 1.6307 1.6472 1.01% 1.6693 1.6263 2.64%
GBP/JPY 137.51 134.33 -2.31% 140.56 133.19 5.36%
EUR/JPY 119.93 114.28 -4.71% 122.29 113.50 7.33%
CHF/JPY 84.28 81.52 -3.27% 85.42 81.03 5.21%
AUD/USD 0.8990 0.8855 -1.50% 0.9078 0.8849 2.55%
NzZD/USD 0.7206 0.7064 -1.97% 0.7296 0.7060 3.28%
USD/CAD 1.0313 1.0352 0.38% 1.0391 1.0110 2.72%

| Source: Alpari (UK)

usb

The US Dollar was once again the play of the week as the European fiscal malaise
refused to be put to bed by the record €750bn rescue fund announced by European
authorities last weekend. Investors remain tentative on the Euro despite promises of
financial support wherever it may be needed within the EU. Market participants are
not doubting or disputing whether the EU/IMF/ECB will support Euro-zone members
but rather, can troubled Euro nations make the necessary austerity adjustments
without snuffing out the crucially important growth rates needed to keep respective
deficits manageable and keep repayment schedules on course. The sight of public
anger, strikes and demonstrations in Greece are a sober reminder that austerity
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measures will be difficult to implement which effectively dilutes any rescue package
and increases the chances of stronger countries(Germany, France, Holland) being
caught up in the debt tsunami alongside their weaker counterparts (Greece, Portugal,
Ireland, Spain).

US-led drivers of Dollar were present but couldn’t outweigh the global policy themes
emanating out of Europe. The US budget deficit in April (-582.7bn vs. -£30.5bn exp.)
was interpreted as immensely worrying given the sharp, unexpected surge — USD is still
being trusted as a go-to currency when risk sentiment is suppressed but if the US
deficit continues to deteriorate, Dollar confidence would be undermined in the long-
term.

US Dollar
Not yet an active theme in FX - US 6%
authorities preparing to 4.46% 4.60%
investigate several investment A% 2119 o
banks in addition to Goldman 5 085
. ° 1.97% 1.96%

Sachs regarding the sale of sub- 2% 1:50%
prime mortgage derivatives — but 0.38%

0%

gaining momentum in US political
0.26%

circles is fraudulent investment

-2%

banking practises and the wider
theme of financial regulation. So spen  EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK
far, only rumours have surfaced but if concrete charges are filed, it could be a large negative
impact on the financial sector and in turn, lead to widespread risk aversion in all asset classes.
The dollar and yen would be the likely benefactors. The Swissie is another safe-haven that
could be a prime destination for both investors and speculators. Also, some of the largest
banks and rating agencies have been subpoenaed by New York authorities as part of a probe
into how they dealt with subprime securities in the run-up to the financial crisis. UBS,
Citigroup, Credit Suisse, Deutsche Bank, Credit Agricole, Bank of America Merrill Lynch,
Goldman Sachs and Morgan Stanley are the subjects of a preliminary investigation into
whether the risk involved in mortgage backed securities was downplayed in order to improve
their credit ratings. Subpoenas have also been sent to the three credit rating agencies:
Standard & Poor’s, Moody’s and Fitch. This remains a developing theme but one that could
shock equity markets and in turn, affect FX rates by changing the broad level of risk tolerance

in the market.

By market close on Friday, the Dollar was strongest against DKK (+4.60%) and EUR (+4.46%)
but a touch weaker against the Yen (-0.26%) — a slightly more attractive safe-haven in the
minds of investors.

EUR

The euro gave back all its gains owing to the €750bn rescue fund + further liquidity measures
(bond purchases, dollar swap lines, unlimited term repos) and ended the week much lower
despite the initial euphoric relief. Market participants, especially short-term players are
concerned that the Euro-zone will fail to avert a slowdown in the region.
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Over the week, steepest falls were against JPY (-4.71%), USD (-4.46%) and CAD (-4.06%). It's
clear that the European support measures have put a solid foundation underneath the EU
economy thus helping equities at the expense of the Euro because of probable long-standing
fiscal issues weighing on the single currency. In FX, the likely impact will be to boost
commodity currencies now that global risks emanating from Europe have subsided alongside
policy divergence between the ECB and other central banks. Prime attention has been on
EUR/USD i.e. the Fed being on the verge of policy tightening while the ECB begins to loosen
once again. Other EUR pairs should reflect this also because countries such as Australia,
Canada, New Zealand and the Scandinavian bloc are all much further ahead in the policy cycle
compared to the ECB so we should see further EUR weakness at the against currencies
enjoying stronger rates of recovery.

The ECB’s momentous wading into the QE
Euro arena following policies of the BoE, Fed,
BoJ in 2009 was probably the single most

0%

important issue in financial markets last
2% -1.49% week. The ECB and other central banks

were confirmed buying Spanish, Irish,
-3.05% Portuguese, Greek and Italian bonds in the
406% secondary market on Monday, Tuesday

-2.47% -2.60%

-4%

4.46% 4.71% and Wednesday. On Thursday, central

o bank buying was muted as a European
USD GBP JPY CHF CAD NZD AUD bank holiday and drastically narrower

bond yield spreads calmed market fears.
As government bond markets stabilised, the onus on the ECB to participate dissipated
although market participants were reporting very illiquid and slow market conditions once
central bank buying had ebbed away. Looking forward, it is highly likely that central banks will
resume this practise if yields begin to rise again. Psychologically, the ECB’s ‘quasi-QE’ policy has
effectively put a cap on European yields — most definitely in the immediate & short-terms.
There is a sole buyer of last resort in the European bond markets which means European yields
are likely to stay suppressed. The longer this status quo lasts, the higher the likelihood of the
Euro becoming a funding currency akin to the Yen and the Dollar.

alpari

In macro data terms, preliminary GDP estimates from Germany (0.2% vs. 0.0% exp.), France
(0.1% vs. 0.3% exp.) and Italy (0.5% vs. 0.3% exp.) surprised slightly to the upside which isn’t
groundbreaking but at least it helped to remind people that Europe as an entity has strong
core countries that will eclipse the peripheral nations over time. In this scenario, the broad
EUR weakness we're currently seeing (EUR at 4 year lows as of early Monday trade in London)
is arguably over done.

GBP

Sterling pairs were very volatile in the shadow of political risk following on from the hung
parliament election result on May 6™. The indecisive election result left Sterling market
participants very uncertain with many investors making snap decisions in view of the looming
unpredictability of what shape an eventual coalition would take. Bullish Sterling investors were
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clearly favouring a Conservative-led government, so when Labour/Lib Dem talks broke down,
the event actually helped confidence that a Conservative/Lib Dem coalition will be formed
instead — leading to widespread strength in most GBP pairs. EUR/GBP had the largest move on
the news considering the sovereign uncertainty adding weight to EUR weakness.

As it stands, the Conservatives have

gone into a coalition with the Lib 254 British Pound
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Dems and are planning to 5 47%
announce an emergency budget on 20
June 22" Preliminary plans to cut i
E £6bn by the end of this year will be 0%
L .
N announced next week. The 0.58% 0.17%
— perceived strength of the new 2% e—
8 coalition is important and so far it 2.08% -231%
= .
Q has been received well by -4%
E investors. However, signs of .pan USD EUR JPY CHF AUD CAD NZD
—g conflict and/or the breakup of the
g coalition would be incredibly damaging to UK equities and Sterling. Both parties have agreed
L to a fixed 5 year deal and will share top-ranking posts in the cabinet. Nick Clegg is now the

Deputy PM. The political risk theme in the UK has definitely subsided with investors breathing
a fairly confident sigh of relief. However, if the coalition were to fail we would return to the
volatile market action seen around the election.

The BoE inflation report as well as the rescheduled rate decision (unchanged) were both
important events last week yet neither dominated the headlines or market attention.
“Downside risks to growth in the UK have increased” according to BoE board members; GBP
pairs were lower on the news but not significantly. Many traders saw the bearish commentary
as final confirmation that Sterling was simply not worth the risk. Overall, the BoE Inflation
report was slightly bearish on UK prospects. Further QE was not ruled out and King remarked
that the financial crisis is far from over. Interestingly, King endorsed the new coalition
government's fiscal deficit reduction plan - as hazy as it is at this stage. Watching the press
conference we got the distinct feeling that central bankers are desperate for fiscal woes to
stop restraining the effectiveness of monetary policy hence the endorsement of any kind of
fiscal reduction plan.

FX Weekly Page 4



CHF

Surprisingly, the Swissie depreciated against most other currencies except the Euro. Even

Sterling under the weight of political uncertainty managed a 1% gain. Most market attention

was on EUR/CHF given the recent interventionist past. As mentioned in last week’s FX Weekly,
the SNB is probably apprehensive about fighting
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Swiss Franc the market via artificial intervention considering

2% the volumes that are required to sustain EUR/CHF

1.49%

around 1.43/44. This is especially true when the
Euro is under pressure from ongoing fiscal

committing central bank resources towards a

E o imbalances. If the SNB decides to commit
— o unreservedly to keeping EUR/CHF at a particular
— 2% 156% level, they would essentially be building exposure
.Ea in a currency which may not be a good store of
Q 1% preal value in the future. We think the SNB is recognising
- o that the benefit of keeping the Swissie weaker via
-g alpari USD EUR GBP JPY CAD AUD intervention is been outweighed by the risk of over-
C
=
L

potentially weak currency. EUR/CHF made a lifetime low of 1.3999 with a new plateau being
1.40. The previous plateau was 1.4325 and held its ground for the duration of April before
collapsing down to 1.40 on May 6.

JPY

The Yen was again up across the
board in line with heightened risk Japanese Yen
preferences. The uncertainty and 6%

volatility created by sovereign 471%

European debt led to speculation that
German/French/US banks are heavily . 3.27%

exposed to 5 319 -
Greek/Spanish/Portuguese 9% 1.78%
government bonds. A default in any 0665 ﬂ
EU state could in turn lead to a debt 0.26% ’—‘

domino effect akin to what happened 0y [
USD EUR GBP CHF CAD NZD AUD

after Lehman Brothers — this was the alpari
fear that prompted safe-haven buying of the Yen, Dollar and Gold. As a side note, near term
Euro LIBOR rates have been climbing higher over the past few weeks, indicating a small but
growing distrust between top-tier market participants.
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Others

Gold prices continue their break out from the $1,150 - $1,060 range, reaching all time highs of
$1,258 USD per troy ounce. The fact that Gold is making record highs in this environment
suggests that investors are becoming increasingly dissatisfied with fiat/paper currencies. In
addition, the ECB's/EU's unmoving resistance to substantial easing policies has proven
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incorrect. The Euro was considered as a strong alternative to the Dollar as a reserve currency
but the debt overhang in many peripheral EU countries is gaining traction amongst macro
players.

Gold has also increased its negative correlation to the Euro, both on a trade weighted basis
and in EUR/USD. This indicates that fear of currency debasement and inflation is
predominating in the market despite the ECB's sizeable rescue package. Furthermore,
sovereign default tension is still bubbling under the surface with investors keenly anticipating
the outcome of austerity plans and EU growth rates.

A series of economic releases from China was quite mixed (retail sales (18.5% vs. 18.2% exp.)
were stronger than expected while industrial production was weaker than expected (17.8% vs.
18.5% exp.)). USD/CNY NDFs reacted with caution on the news. However, equities and
commodities fell after China’s inflation rate hit an 18-month high (2.8% vs. 2.7% exp.).

Fundamental | FX
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Preview: 17" — 23" May 2010

e Peripheral Europe default risk has been swept under the carpet for now — central

bank bond purchases will influence EUR pairs depending on how much and how
quickly bonds are acquired
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e UK political risk has eased but coalition government still needs to convince

investors that the UK fiscal imbalance can be reined in

e Global risks have largely dissipated so local, country specific factors should come
back into the fore this week

e (Pl data due from the US, UK and Euro-zone — rising inflation could be the
harshest surprise of all given anaemic growth rates expected in all three territories

The prime theme from last week is likely to remain dominant. European sovereign debt
continues to raise questions amongst investors despite several liquidity measures
supporting EU bond markets and more crucially, confidence. Most of the default risk has
now dissipated but the root cause of the fiscal problems remains — poor fiscal

Fundamental | FX

management. Until investors see austerity measures being implemented and debt/GDP
ratios coming down, European bond markets, equities and the Euro are likely to be
susceptible to declines. The rescue measures are likely to favour cyclical currencies
because of the policy divergence set forth by the ECB. Generally, commodity currencies
will suffer immensely when affected by global events that shift risk preferences away
from risk towards safety. But local factors tend to have less of an impact. If we apply this
logic to Europe its probable that as default risk subsides and risk-appetite emerges;
cyclical currencies will be the beneficiaries.

In terms of bond purchases, we think that if the ECB keeps bond purchases to a minimum
and publicly withdraws from its stated intention of buying distressed EU debt fairly soon,
the effect on EUR/USD should be minimal. And the pair should remain comfortably above
1.25. On the other hand, a protracted use of QE and delays on agreeing a European
Stabilisation Mechanism (ESM) would renew investor displeasure with EU authorities
which could leave EUR/USD dipping below 1.20 and heading towards 1.1640, the low of
2005.

The rescue measures announced by EU/IMF/ECB are thorough and far-reaching — some
measures are short-term EUR negative (bond purchases, unlimited term repos, Dollar
swap lines) and some positive (European Stabilisation Mechanism (ESM), linking access to
rescue funds with fiscal austerity performance). Therefore, depending on which measures
predominate will decide how strong support for the Euro is. In the short-term we expect
the Euro to stay under pressure but as bond purchases are reduced and the ESM is
introduced within a broader fiscal framework, we should see confidence in the Euro
return.

The ECB has set no target for asset purchases. This is in complete contrast to the Fed
which announced $300bn of Treasury purchases and $1,500bn of mortgage and agency
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debt. The BoE’s QE venture initially came forth with £75bn but was later revised up to
£200bn. The ECB has said it will not disclose the amount but if its stated intention is
simply to stabilise markets until European governments approve the ESM and the
periphery approves additional fiscal tightening (expected to be completed this week). In
essence, the amount of bond purchases the ECB does is largely dependent on the speed
and strength of political will in Europe so the actual amount of bond purchases could be
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close to the €60bn of covered bond purchases done in 2009.

Should default risk resurface and speculative selling of European assets resumes, the
saving grace for the Euro-zone could be that only a quarter of the region needs to
implement some form of fiscal tightening in the immediate/short term (PlIGS) — the core
drivers of growth in Europe are in comparatively great shape and could lead the European
recovery inclusive of the EUR, assuming other factors stay off the radar (Chinese
tightening measures, US bank investigations, UK political risk, EMU member opting for
EUR exit).

PMI estimates from Europe will be intriguing this week to gauge the resilience of
confidence in the Euro-area. After so much volatility and uncertainty prevailing over the

Fundamental | FX

past few weeks, how that translates into sentiment could be important. Also this week,
US TIC data and Euro balance of payments figures will be good insights into how hot
capital and institutional flows have been affected by the ongoing sovereign debt crisis.

FX Sensitive Calendar Events

Tuesday 18" May
AUD) RBoA Policy Minutes

Monday 17" May
(GBP) Rightmove HPI

(
(JPY) Core Machinery Orders (GBP) CPI
(USD) TIC Long-Term Purchases (EUR) German ZEW
(NzD) PPI (EUR) CPI
(EUR) ZEW Economic Sentiment
(EUR) Trade Balance
(CAD) Foreign Securities Purchases
(USD) PPI
(NZD) RBNZ Financial Stability Report
Wednesday 19" May Thursday 20" May
(GBP) BoE Meeting Minutes JPY) Initial GDP Q/Q
(USD) CPI NZD) Annual Budget

(USD) Fed Meeting Minutes

(
(
(GBP) Retail Sales

(CHF) ZEW Economic Expectations
(USD) Unemployment Claims

(USD) Philly Fed Manufacturing Index

Friday 21°* May
(JPY) Interest Rate Decision + Statement

(EUR) French Manufacturing & Services PMI
(EUR) German Manufacturing & Services PMI
(EUR) European Manufacturing & Services PMI
(EUR) German IFO Business Climate

(GBP) Public Sector Net Borrowing

(GBP) Mortgage Approvals

(CAD) CPI

(CAD) Retail Sales
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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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