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7™ June 2010

Review: 31° May — 6™ June 2010

e Slender recovery dented again as mixed US data drags confidence lower

e US employment underlines its reliance on the public sector as private
employment disappoints massively

e Equity indices lower across the globe led by falls in energy companies; BP
mess continues

e Hungary becomes the new rabbit in the headlights — although default risk
is softer due to smaller exposure and largely rumour driven introduction

e European sovereign bond spreads and CDS prices for French, Italian and
Spanish debt at year-to-date highs - LIBOR rates were steady last week
but remain elevated for the year

e SNB intervention non-existent as EUR/CHF prints a fresh lifetime low sub
1.39

e A sombre G20 meeting generated nothing aside from hot air and
rhetoric; deficits must be reduced but little detail on how/when

Yo onMayatt onnea®  %Chenee itt N oty
EUR/USD 1.2278 1.1966 -2.54% 1.2353 1.1955 3.24%
GBP/USD 1.4431 1.4451 0.14% 1.4769 1.4426 2.38%
usD/JPY 90.98 91.87 0.98% 92.88 90.53 2.58%
USD/CHF 1.1577 1.1624 0.41% 1.1730 1.1420 2.68%
EUR/GBP 0.8506 0.8279 -2.67% 0.8523 0.8251 3.20%
EUR/CHF 1.4216 1.3913 -2.13% 1.4258 1.3865 2.76%
GBP/CHF 1.6701 1.6801 0.60% 1.7075 1.6697 2.26%
GBP/JPY 131.30 132.78 1.13% 136.42 130.80 4.28%
EUR/IPY 111.72 109.95 -1.58% 114.14 109.39 4.25%
CHF/JPY 78.56 79.00 0.56% 81.06 77.47 4.57%
AUD/USD 0.8455 0.8230 -2.66% 0.8522 0.8212 3.67%
NzD/USD 0.6773 0.6701 -1.06% 0.6898 0.6682 3.19%
USD/CAD 1.0518 1.0624 1.01% 1.0625 1.0333 2.78%

| Source: Alpari (UK)

usb

US markets were mixed throughout the week. Most macro data was positive, either
meeting or exceeding expectations. Pending home sales (6.0% vs. 4.9% exp.) released
mid-week, helped market participants to feel confident about the key number for the
week — non-farm payrolls. The ADP report earlier in the week was only just below
expectations and failed to persuade market participants to revise estimates for the
non-farm report lower. Confidence in the rate of recovery in the US labour sector was
dented as hiring (431,000 vs. 521,000 exp.) fell short alongside anaemic private sector
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growth (44,000 vs. 150,000 exp.). Very weak private payrolls pushed USD and JPY pairs higher as
risk aversion peaked. The overall rate of unemployment fell to 9.7% - a very good sign in broad
terms but the employment report had a negative impact overall despite the larger than
expected fall in unemployment. Dollar strength was also bolstered by rumours of severe funding
problems in Hungary. Despite the fact that the Hungarian fiscal imbalance is lower than the
European average, the timing of the news snared jittery investors and forced a widespread
pullback in risk assets.
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US Dollar By the close last Friday, the Dollar
4% was higher against every currency
except Sterling (-0.14%). Largest

2.54% 2:66% 5 504

2.05% gains were against the Aussie dollar,

2% 1.62% . . .
Euro and Scandinavian currencies

0.98% 1.01% 1.06%

‘ 0.41% (DKK, NOK, SEK). Gains against the
0% Euro were far reaching because of all

0.14%

the uncertainty in the Euro region.
EUR/USD traded below 1.20 for the
first time in 4 years.

-2%
EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK
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The Euro ignored a week of generally improving confidence data and snapped lower to print
fresh 4 year lows below 1.20. EUR/GBP hit an 18 month low after breaking below the key 0.84
handle which was a solid support level since April.

An interesting caveat to the European debt Euro
woes is the evident conflict and irritation

between the ECB and the Bundesbank. The
ECB is said to have bought euro zone 5 0-10%

government bonds amounting to €40bn -

from Spain, Portugal, Ireland and in

particular from Greece. Before the 2% -1.58% -158% -1.61%
purchases, the ECB already held €25bn of 2.50% A

Greek government debt. The Bundesbank
holds around 27% of the ECB's equity
capital and in effect accounts for €7bn of
Greek government bond purchases. Germany’s relatively large contribution to supporting the
European bond market in contrast to the level of debt they have accumulated themselves is
causing consternation amongst German policymakers and German central bankers. For now,
sharply lower equities, bonds and the Euro have forced the ECB to act for the good of the
continent but with time often comes contemplation. German officials are becoming
increasingly disconcerted and (importantly for intraday traders) vocal about the current state
of affairs. We see a strong possibility that more downgrades are forthcoming in the Euro zone
which would mean the Euro staying in sell-rallies mode at least until a line is drawn under
European default risk and debt-to-GDP ratios starting ticking higher.

-2.67%

-4%
USD GBP JPY CHF CAD NZD AUD

alpari
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In terms of derivate instruments acting as excellent barometers of market opinion - Italian
bond spreads and credit-default swaps are now the ones to watch. With nearly €1.5 trillion of
debt outstanding, the Italian government debt market is the third-largest in the world behind
the U.S. and Japan.

GBP

Coming back from a bank holiday, Sterling market participants were pleased to see strong

cyclical confidence data in the form of manufacturing (58.0 vs. 57.8 exp.) and services (55.4 vs.
55.6 exp.) PMI’s. However, differing

British Pound house price estimates from Nationwide
and Halifax indicated that the UK
housing market is still languishing in

4%

2.85% .
2.67% many parts rather than recovering

broadly. Final mortgage approvals
2% continue to hover around 50k rather

1.13% 1.13%  1.12% than continuing their recovery from

0.60% early 2009 (approvals were 100k+ per
0.14% month in 2007); consumer confidence
0% . . .
USD EUR JPY CHF AUD CAD NZD is also weak and when combined with
cleer tight credit and a fiscal axe on the
horizon it’s not surprising why pessimism remains — approvals and the housing market overall
are key components of growth in the consumer sector and yet they are unlikely to rise in the
near term now that government support schemes are diminishing. Overall, Sterling was the

strongest currency in the G20 last week as market participants felt GBP pairs were oversold in
May.

JPY

The yen weakened after Japanese Prime Minister Yukio Hatoyama quit his post. Part of the
reasoning was that the incumbent PM (Kan) would take a severely weaker Yen stance. Also,
the JPY depreciated across the board on

the back of the general recovery story in 29, Japanese Yen Lo
risky assets following better than 158% —

expected US pending home sales.

In our view, any incumbent PM does not 0.03% 0.03%
change the probability of FX - \—‘
intervention in JPY. Even though the u u 0.56%

Japanese finance minister Kan, (who has -0.98%

-1.13%

often expressed a strong preference for "

a weaker Yen) has become PM, the USD EUR GBP CHF CAD NZD AUD

alpari

likelihood of a policy change towards
artificial Yen weakness remains unchanged in our opinion. Kan is the former Finance minister
and would of had the authority to intervene in JPY, if he thought it was necessary.

Overall, the Yen appreciated most against EUR (+1.58%) and AUD (+1.70%) and slid lower
against the other majors. Flat industrial production growth (1.3% vs. 2.6% exp.) and a larger
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than expected contraction in capital spending (-11.5% vs. -9.5% exp.) were additional factors
that contributed to broad Yen weakness overall. If we look at the currencies the Yen gained
against (EUR and AUD), the moves were probably more to do with EUR (Euro sovereign debt)
and AUD (interest rate expectations) weakness rather than JPY strength.

CHF

Swiss PMI data was the only positive macro indicator and yet Swiss pairs rose nevertheless. A
lacklustre Q/Q GDP estimate (0.4% vs. 0.7%) raised worries that the Swiss economy will falter
in its recovery. This fear was backed up by very disappointing retail sales on a year on year
basis: 1.3% vs. 3.7% exp. Taking all that into consideration, the overwhelming risk-off mood
prevailed the longer the week went on, culminating in a frenzy of equity weakness late in the
week post US non-farms. The Swissie undoubtedly benefited from the risk intolerant trading
conditions. The joker in the pack for financial markets last week was the revelation that
Hungary may be next to walk the plank in terms of sovereign debt fears. A Hungarian
government spokesperson was quoted as stating that "it's no exaggeration to talk about
default".

. Although Hungary has a lower debt burden

Swiss Franc

1% compared to other EU members, its default could
do serious damage to European banks as well as

213% 223% to the wider region. Some Eastern European

nations have gone through eye-watering (10%+)

056%  0.60% levels of contraction over the past 2 years in
tandem with sharply higher unemployment. Many

0%

I \_1 investors are wary of emerging markets for this

-0.41%
-0.60%

particular reason, a collapse in one entity can

2% often precipitate the failure of another and so on.
alpari USD EUR GBP JPY CAD AUD Currently, eastern European nations have
between €100bn-€200bn in loans payable to
European and in particular, Swedish banks. This was a non-active, recurring theme in 2009 but
was largely ignored as the recovery took hold and papered over the fiscal issues. Another
intriguing aspect of all this is that a large proportion of all Hungarian mortgages are
denominated in Swiss Francs rather than Forint. In this scenario, if the Swissie were to strongly
appreciate, Hungarian mortgage holders would have an increasingly more expensive debt

burden thus increasing the eventual chances of a default.

EUR/CHF printed a fresh lifetime low below 1.40 last week. The surprising aspect wasn’t how
quickly the Euro fell but the fact that the SNB failed to intervene once the pair had made
significant losses below 1.40 support.

Others

As widely expected, the Bank of Canada (BoC) hiked rates by 25bps to 0.50%. However, the decision was
accompanied by a dovish statement that kept rate expectations at bay despite the hike as the BoC
hinted they wouldn’t commence an aggressive hiking cycle, given the high level of uncertainty in global
and domestic economic developments. The market currently expects a 60% chance of a hike in the July
meeting. The RBNZ is expected to hike with an 80% chance currently priced in. The RBA is expected to
be on hold until March 2011.
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Preview: 7" — 13" June 2010

e 3interest rate decisions dominate focus; ECB will stay on hold but could extend
the terms of its lending facility. The BoE will stay on hold given the uncertainty still

prevailing before a post-election budget is announced on June 22". The RBNZ
should hike according to market expectations(70%-80% chance of 25bp hike) but
the combination of a fragile recovery at home and an array of market risks abroad
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could lead to a surprise (unchanged) as RBNZ board members step back and re-
evaluate

e Llatest round of Chinese macro data will update investors whether China is likely
to be a drag or a driver of growth in Asia over the coming year

e US Congress will attempt to finalise the new banking reform bill by July 4™
Ongoing developments/amendments could attract investor attention, especially if
regulation is revealed to be tighter than expected.

A fairly light economic calendar this week takes the focus away from macro data. The
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European sovereign debt crisis rumbles on as evidenced last week. Market participants
are still reeling from the adverse price moves in May and stand ready to react to
developing news. There are also several auctions in the EU this week, starting with a
Belgian auction on Monday. The level of demand for peripheral European debt will be
intriguing; a poor auction even in Belgium would damage confidence and could have a
knock-on effect on other asset classes.

European credit markets have been tightening since the exacerbation of the Greek crisis
and subsequent support measures announced on May 9™ European banks are issuing
80% less fixed income each month compared to long-term averages. In May banks have
been able to issue only €11bn, compared to average monthly issuance of €50bn and
average May issuance of €55bn over the past decade (JP Morgan). As a result, this week’s
ECB interest rate decision could be eventful. Banks have access to unlimited ECB funding
provisions but only on short-term timeframes (1-6 months); the ECB could well decide to
extend this further out to prevent rampant de-leveraging akin to what we saw at the back
end of 2008 post-Lehman. The ECB may also decide to upsize its bond purchases, which
have declined from €16bn weekly in early May to €8bn last week. Europe’s current plight
is worrying but not terrifying i.e. there are still plenty of policy options at the disposal of
the ECB and each respective EU member.

The creation of new banking regulation in the US should take a more dominant role in the
next few weeks as plans to iron out all the details for a bank reform bill by July 4" gather
pace. The headline risk surrounding all the various meetings, discussions and more likely
than not, horse-trading is very high. If policymakers return a bill that’s considered less
draconian than the last draft, we should see the banking sector rise, taking risk-FX and
equity indices higher with it. The other scenario is that the bill is harsher than expected
viewed from the perspective of investment banks — this could cause a relapse of fear and
doubt about how wholesome the US economic recovery will be in the coming years.
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Last but not least, on the data front we will see significant macro data from China. CPI,

industrial production, retail sales, fixed asset investment and PPl are all due. The level of

growth in China (and the subsequent policy response from the PBoC) has been a huge

topic of discussion and speculation amongst market participants over the past 6 months.

If China tightens too much, too quickly, much of the import demand coming from China is

likely to fall thus hurting demand for raw materials, commodity currencies and global

equity markets. Most attention is on inflation and the housing market because these two

issues are ultimately what the PBoC will reference when making policy decisions.

FX Sensitive Calendar Events

Monday 7" June
(EUR) German Factory Orders

St
Tuesday 8" June

(JPY) Bank Lending

(CHF) Unemployment Rate
(CHF) CPI

(CAD) Housing Starts

Wednesday 9" June

(JPY) Core Machinery Orders

(AUD) Home Loans

(GBP) Trade Balance

(USD) Beige Book

(NZD) Interest Rate Decision + Statement

Thursday 10" June

(JPY) Final GDP

(AUD) Employment Change

(AUD) Unemployment Rate

(CNY) Trade Balance

(GBP) Interest Rate Decision + APF + Statement
(

(

(

(

EUR) Interest Rate Decision + Statement
CAD) Trade Balance

USD) Trade Balance

USD) Federal Budget Balance

Friday 11" June Saturday 12" June
(CNY) CPI N/A

(CNY) Fixed Asset Investment

(CNY) Industrial Production

(CNY) PPI

(CNY) Retail Sales

(GBP) Manufacturing Production

(GBP) PPI

(GBP) Industrial Production

(USD) Retail Sales

(USD) University of Michigan Consumer
Sentiment

Sunday 13" June
(AUD) Bank Holiday

(NZD) 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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