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24" May 2010

Review: 17" — 23" May 2010

e Euro pairs bounce as semblance of confidence returns; profit taking also
a factor. Gold prices fall back to $1,175 from their lifetime peak of $1,248

e Risk-off week as cyclical and commodity currencies suffer most; Dollar
and Yen demand remains strong

e German parliament approval of European Stabilisation Mechanism (ESM)
helped to ring fence the broader European crisis; a safety net has been
established supporting the most fiscally challenged EU economies

e Retracements in equities, commodities and risk-FX since late April have
been breathtaking — bullish trends still have a chance of being resumed
depending on fragile state of confidence regarding sovereign Euro debt

e European equity markets shuddered as Germany banned naked short-
selling on some of its major stocks — a move that could create more
problems than it solves over the next few weeks

Currency At Open At Close Week Week

pair on May 17" on May 21* % Change High Low Volatility
EUR/USD 1.2350 1.2569 1.77% 1.2672 1.2143 4.28%
GBP/USD 1.4520 1.4456 -0.44% 1.4544 1.4229 2.17%
uUsD/JPY 92.32 89.94 -2.58% 92.96 88.96 4.33%
USD/CHF 1.1338 1.1492 1.36% 1.1585 1.1267 2.80%
EUR/GBP 0.8501 0.8692 2.25% 0.8773 0.8492 3.31%
EUR/CHF 1.4005 1.4449 3.17% 1.4587 1.4002 4.18%
GBP/CHF 1.6464 1.6613 0.91% 1.6686 1.6295 2.37%
GBP/JPY 134.04 129.94 -3.06% 134.80 126.73 6.02%
EUR/JPY 114.01 113.09 -0.81% 115.48 109.45 5.29%
CHF/JPY 81.38 78.23 -3.87% 82.36 77.05 6.52%
AUD/USD 0.8848 0.8320 -5.97% 0.8861 0.8070 8.94%
NzZD/USD 0.7058 0.6778 -3.97% 0.7073 0.6618 6.45%
USD/CAD 1.0351 1.0589 2.30% 1.0750 1.0245 4.88%

| Source: Alpari (UK)

The markets were calmer in response to the European sovereign issue as a semblance
of confidence returned. The audacious rescue programme outlined by European
authorities two weeks ago alongside the approved ESM has been strengthened by
embattled comments from various EU, ECB officials. Overall, market participants have
discounted the risk of an outright default but the fiscal mire in Europe goes on which
translates into a higher likelihood of lower GDP growth for the whole region and thus
difficulties in servicing debt amongst the most fiscally challenged nations in the EU
(Portugal, Ireland, Italy, Greece and Spain).
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From their April highs, equities, commodities and cyclical/commodity currencies are down by
over 10%. Yen pairs are close to 16% lower and EUR/USD is 10% lower. These moves are
breathtaking given their speed and breadth. The European sovereign issue has clearly rattled

market participants, prompting comparisons to Lehman Brothers back in September 2008. Of

course, we are nowhere near the level of flux present in the markets in 2008 although a clear

consequence of the crisis has been to make everyone more sensitive to one-off shocks or
particular events.

SD

The US dollar rose against most of its counterparts as risk-tolerance remained low for the

duration of last week. The higher level of demand for US assets was also evident from the TIC
report (5140.5bn vs. $50.5bn exp.) which showed a threefold increase in the nominal demand
for US assets in the month of March. Clearly, investors are wary of an imminent deterioration

in the European sovereign debt debacle. This apprehension is suppressing risk tolerance in all
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asset classes while the spectre of
below-par growth in Europe over

the

next few years has weighed on global

recovery expectations. The Dollar
was strongest against AUD (+5.97
and NZD (+3.97%) as commodity
currencies took the brunt of the r
off mood. The uncertain
environment prompted large carr
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explain the extreme falls in AUD and

NZD against JPY and USD.

Mortgage foreclosures in the US are still at record highs month-on-month despite the fairly
strong growth expectations and according to some, imminent tightening of monetary policy
that would lead to higher mortgage rates and probably boost the amount of foreclosures as
homeowners struggle with the added debt burden each month. Recent figures confirm that US
mortgage delinquencies are still rising to a record high of 10% this April.

EUR

The Euro staged an unexpected recovery last week, retracing a third or so of the adverse

moves lower we saw in the first two weeks of May. As with most other currencies, strongest
gains were against the higher yielding currencies such as AUD (+8.13%) and NZD (+5.82%).

Profit taking and position squaring given the level of uncertainty was also a contributing factor
to EUR strength.

Sovereign risk has been the most dominant issue in May, creating massive uncertainty and

raising volatility back to up to late 2008/early 2009 levels. However, uncertainty is slowly

dissipating alongside the fear of a default. Also, some of the measures announced by the
ECB/EU/IMF have been criticised for being the first step towards hyperinflation i.e. bond
purchases on the secondary market. The ECB countered these and other criticisms last week
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by detailing their own countermeasures. The ECB will take one-week deposits to sterilise the
extra liquidity created by its bond purchases - this equalled €16.5bn last week and market
participants will be keeping an eye on how much ‘mopping up’ the ECB actually does.

The German ZEW business sentiment indicator (45.8 vs. 57.1 exp.) was lower than expected
and the broader European ZEW was also lower (37.6 vs. 44.2 exp.) but both were largely
ignored because of a stable CPI reading (1.5% vs. 1.5% exp.). Low inflation and low inflation
expectations are likely to be a help for the Euro through the ongoing sovereign stress. The Euro
held onto its broad gains made early in the week to close higher against all pairs except the
Yen (-0.81%).

CDS prices on European bonds fell and Euro

bond yield spreads continued to tighten. 8.13%

The ECB bond buying programme is very 8%
much in effect it would seem. Market 6% >82%
participants have mentioned that » 4.15%
() 3.17%
peripheral bonds are seeing lower levels gy, 225%
of liquidity for the majority of the trading o ’—‘
day with occasional flurries of buying as 0%
the ECB conducts its market operations. » -0.81%
Another factor that influenced EUR pairs apen USD GBP JPY CHF CAD NZD AUD

was Fitch’s re-affirmation of a negative outlook on Greek government debt. This development
was a reminder to investors that despite the safety net placed underneath European bond
markets, the core issue was, and is, fiscal responsibility. Budget cuts have started to be
implemented in several EU countries including Greece but dealing with sovereign debt issues
will be a marathon, not a sprint. In the meantime, investors are still doubtful that Greece in
particular can find a way to repay its mammoth debt — most analysts are in agreement that
some form of debt restructuring will take place in Greece meaning that Greek bond holders
will not receive the full amount they’re owed upon expiry.

German parliament approval of the European Stabilisation Mechanism (ESM) has helped to
ring fence the broader European crisis; a safety net has been established supporting the most
fiscally challenged EU economies but policy risks remain ahead of next month’s G-20 meeting.

@
British Pound The focus for Sterling traders was the

8% much awaited CPI number and

6% >76% government borrowing figures. CPl was

4% 3.49% higher than expected (3.7% vs. 3.5%
1739 exp.), exceeding the 3.5% peak

e 0.91% ﬂ estimated by the BoE. Central bank

0% T— . officials are still insistent that elevated

a5 |24 inflation in the UK is only a temporary

» -2.25% By phenomenon; the BoE estimates a

return to <2% inflation before the end of
.pai USD EUR JPY CHF AUD CAD NZD . . L
2010. In our view, inflation is not yet a
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serious problem in the UK but is threatening to derail the slender recovery ongoing in the UK.
We see BoE estimates as very optimistic and almost hopeful (BoE/Treasury officials have
commented recently that the BoE’s inflation target should be adjusted from 2% up to 2%-
2.5%). Public borrowing was just below estimates (£10bn vs. £11.1bn exp.) and helped to
alleviate worries of a further deterioration in UK’s fiscal deficit. Currently, the UK is in danger
of entering a tough Catch-22 situation: to reduce public debt it’s helpful to have strong
economic growth but in order to generate strong growth it helps to have a small amount of
public debt. Regardless of anything else, deep public sector cuts and higher taxes are on the
horizon. The sting in the tail could be inflation; at a time when growth is picking up and
government borrowing has been stabilised so that at least the debt burden is falling (albeit
slowly) - rising inflation may force the BoE to raise interest rates which would also hamper the
fiscal balance because higher bond yields raise the national debt burden.

JPY

The Japanese Yen was again the strongest currency in the G20 last week, rising most against
AUD and NZD. Risk preferences were again the prime reason behind JPY’s appreciation as
investors continued to prefer safe
havens despite the European sovereign Japanese Yen
issue beginning to fade. Local factors 10%

did have a small influence as Japanese B.39%
8%

GDP came in lower than expected (1.2% 6.43%

vs. 1.4% exp.). Bo) members 6%

commented that the “deflationary Al

3.87%
. . . 4%
environment continues to persist” — A~ 3.06%
giving an indication that Japan will be 2%
. . 0.81%
weighed down by anaemic growth for ’_‘
0%

the foreseeable future and that Japan's
USD EUR GBP CHF CAD NZD AUD

deflation sickness will continue. zlpari
Appropriately, the BoJ left interest rates unchanged. Carry trade unwinding accounted for a
significant portion of Yen demand.

CHF

The Swiss Franc weakened against the majors (USD, EUR, GBP, JPY) but was stronger against
CAD and AUD. The big story for Swissie investors was several separate instances of EUR/CHF
intervention taking the pair 150 points higher on

Swiss Franc Wednesday afternoon and 500 points over the

6% week. Rumours of ECB intervening against EUR

4.69% . .
weakness was cited as a possible cause of sudden
EUR strength. The SNB and ECB could well have

2% - co-operated in their respective market operations.
» o In hindsight and by looking at tick data around that
’ \_[u\_l time, it seems unlikely that the ECB acted in co-
2% | 1.36% oorn operation with the SNB. Price action was steady
» Py, and gradual rather than volatile and abrupt as
387% usually happens in cases of central banks
-6% intervening. ECB intervention may occur at some
UsD EUR GBP JPY CAD AUD stage in the future but only if EUR declines are

alpari

abrupt and threaten financial market stability.
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Preview: 24™ — 30" May 2010

e US 2yr and 5yr auctions will be closely watched

e Market participants already anticipating the G20 summit on June 25“"; speculation
is rife regarding what regulatory reform will emerge and whether the PBoC
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revalue’s the Yuan
e Plenty of month-end Japanese data but core focus will be US & UK GDP estimates

and development (if any) in the Euro sovereign saga

This coming week is very thin on macro data that poses significant event risk. A bank
holiday in parts of Europe and Canada on Monday will ensure volumes stay suppressed
early in the week. A lot of attention will be on the revision for Q1 GDP in the UK in
tandem with mortgage approvals which some believe will fall rapidly over the next 6
months because government supported stimulus measures should begin to ease.

The usual scattering of month-end Japanese data will be made available on Friday —
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market participants are not expecting anything stellar that bucks the deflationary trend
in Japan. JPY pairs should continue to trade in line with global risk-preferences and
capital flows, unless trumped by local events.

A German ban on naked short-selling its largest, most important institutions had a
significant psychological effect on European and global markets last week. Investors
saw the move as a sign of desperation at worst or a sign of apprehension/fear at best.
Overall, equity markets across the globe plummeted to February retracement lows. If
equities manage to hold their ground at these levels, we could see renewed support
taking prices up to their late April peaks fairly quickly. Whether this scenario plays out
will be largely dependent on how the Euro sovereign crisis develops and also which
steps are taken by the PBoC given the pressure being applied by US authorities over
USD/CNY. On the flip side, the EUR/CNY rate has come down sharply which makes
Chinese exports to the EU more expensive. The PBoC is likely to be extra stubborn on
the Dollar rate considering that the terms of trade to their second largest export
market are already suffering markedly.

The G20 meeting at the end of June could have some importance given its timing.
Investors and policymakers themselves are expecting developments on global
regulatory reform (multilaterally agreed) and possibly an adjustment to the USD/CNY
rate used to peg the Yuan to the Dollar. Although the G20 meeting is 1 month away,
speculation and positioning could both be affected as early as this week.
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FX Sensitive Calendar Events

Monday 24" May Tuesday 25" May

(CHF) Bank Holiday (NZD) Inflation expectations
(EUR) French & German Bank Holiday (GBP) Revised GDP Q/Q
(CAD) Bank Holiday (GBP) Mortgage Approvals
(USD) Existing Home Sales (USD) Consumer Confidence
Wednesday 26" May Thursday 27" May

(JPY) BoJ Meeting Minutes (JPY) Trade Balance

(GBP) Nationwide HPI (EUR) German CPI

(USD) Durable Goods Orders (USD) GDP

(USD) New Home Sales (USD) Unemployment Claims

Friday 28" May
(JPY) Household Spending

(JPY) CPI

(JPY) Unemployment Rate

(JPY) Retail Sales

(CHF) Trade Balance

(CHF) KOF Economic Barometer
(CAD) Current Account

(USD) Personal Income & Spending

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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