28" June 2010

Review: 21% — 25" June 2010

e Risk-off environment still prevailing as the US Dollar continues to find
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support
> e Despite being largely expected, the UK emergency budget managed to George Tchetvertakov
= surprise even the staunchest fiscal hawks; reaction to the various details Head of Market Research
- has been positive with GBP rising, Gilt yields falling and but UK equities gichetvertakov@alpari.co.uk
© remained under pressure
'E e EUR/CHF printed fresh lifetime lows below 1.36 with SNB intervention
GE" looking more unlikely
e e European sovereign debt issues still overshadowing the financial markets
© although confidence is gradually improving and becoming more resilient.
% CDS prices and Libor rates are still close to their highs however
LL
Currenc At Open At Close Week Week -
pair ! on Jun: 21% onlune2s® % Change High Low Volatility
EUR/USD 1.2429 1.2367 -0.50% 1.2466 | 1.2209 2.07%
GBP/USD 1.4855 1.5046 1.29% 1.5077 | 1.4686 2.63%
USD/JPY 90.42 89.21 -1.34% 91.47 89.20 2.51%
USD/CHF 1.1026 1.0919 -0.97% 1.1137 | 1.0919 1.98%
EUR/GBP 0.8361 0.8202 -1.90% 0.8378 0.818 2.37%
EUR/CHF 1.3699 1.3514 -1.35% 1.3761 | 1.3456 2.23%
GBP/CHF 1.6383 1.6449 0.40% 1.6583 | 1.6298 1.74%
GBP/IPY 134.35 134.15 -0.15% 136.01 | 133.08 2.18%
EUR/JPY 112.38 110.39 -1.77% 113.40 | 109.52 3.45%
CHF/JPY 81.98 81.54 -0.54% 82.51 80.76 2.13%
AUD/USD 0.8806 0.8724 -0.93% 0.8858 | 0.8595 2.99%
NzD/USD 0.7116 0.7125 0.13% 0.7159 | 0.6993 2.33%
USD/CAD 1.0196 1.0340 1.41% 1.0469 | 1.0137 3.26%

| Source: Alpari (UK)

SD

The US dollar was again supported by broad-based demand in view of persistently adverse
market sentiment. Market participants are apprehensive about the health of the global
recovery and continue to price in significant default risk — primarily emanating from the Euro
zone but also from emerging markets in Eastern Europe. In addition to global factors that have
been putting pressure on sentiment, local US factors were also in effect. Housing data, durable
goods orders and weaker than expected GDP growth were all factors that put further pressure
on risk-sentiment last week. Existing home sales (5.66m vs. 6.17m exp.) and new home sales
(300k vs. 424k exp.) underlined the fragility of the US housing and consumer sectors. US equity
markets all closed lower last week but continue to stay range-bound going back to mid-May of
this year.
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Also last week, the Fed held interest rates at 0.25% and kept the “extended period” phrase in
the statement, affirming the continuation of ultra-loose monetary policy in the US. The Fed
meeting drove the Dollar lower in all currency pairs. However, the Dollar declined against the
majors, GBP (-1.29%), JPY (-1.34%),
US Dollar CHF (-0.97%) as particular factors in
L1 the UK, Japan and Switzerland

1.24%

0.93% outweighed the sentiment-driven
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0.50% 0.48% 0.48% Dollar strength. A strong UK budget

o alleviated negative pressure building

013% on Sterling since the emergence of

the sovereign debt agenda earlier in
0.97% the year. GBP/USD reflected
expectations of a gradual

1.29% .1 349

-2%
EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK | improvement in UK fundamentals
very well. Against the Yen, the Dollar

struggled for the usual reason: in a risk-off environment, the Yen usually attracts a larger bid
given relative insulation from the problems dogging the US and Europe. In Switzerland, upbeat
commentary from the SNB that deflation risks have largely passed continues to be a source of

alpari
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comfort for CHF bulls. Swiss pairs were mostly higher over the course of the week.
EUR

The Euro remains inextricably linked to default risk fears. Although a lot of the perceived fiscal
problems in the Euro zone have been revealed and emergency measures have now been
announced by several EU nations — investors are still apprehensive and fearful. The road to
fiscal recovery is long and winding considering the amount of funding that must be raised over
the next few months. Only after repeatedly successful auctions of government debt will
market participants feel re-assured and

content. Euro
2%

European macro data was sparse. A sharp 1.00%

deterioration in the European current 0.16%

account was disappointing for EUR o

optimists, especially so when taking into 0.50% o015

account the weakness of the Euro over the o -1.35%
N -1.77%
-1.90%

past couple of months. The Euro-zone
current account showed a deficit of €5.1bn

in April from a surplus of €1.5bn in March. 4%
The reason for such a sharp decline can apan USD GBP JPY CHF CAD NZD AUD
mostly be attributed to a large increase in

outward current transfers. Exports weakened slightly which is somewhat of a surprise
considering the 10% fall in the Euro against the Dollar since the start of May. The decline in
exports was the first such occurrence since August 2009 after showing consistent gradual
recovery over the past year.

Also last week, the latest round of PMI data from Germany, France and the broader Euro-zone
showed stable sentiment despite the negative aspects of the sovereign debt crisis continuing
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to resonate. CDS prices on peripheral European debt are on their highs indicating tentativeness
and short-term EUR libor rates continue to grind higher.

Flash PMI readings Previous Expected Actual
French Manufacturing 55.8 55.2 54.9
French Services 61.4 60.6 61.6
German Manufacturing 58.4 58.2 58.1
German Services 54.8 54.5 54.6
EU Manufacturing 55.8 55.4 55.6
EU Services 56.2 56.1 55.4
GBP

By far the most dominant theme as far as Sterling and UK market participants were concerned
was the emergency budget. In the coming months/years, the details provided in this budget
will be used as a benchmark to measure how successful UK authorities are in tackling the
excessive amounts of public debt currently plaguing the UK. The UK is embarking on its
sharpest budget deficit reduction crusade since the 1940’s with the aim of cutting the
structural deficit by 8% of GDP over the next 5 years and reducing the fiscal deficit from 11.1%
of GDP in 2009/10 to 4% in 2014/15.

Market reaction has been positive so far

a% British Pound with Sterling rising and UK bond markets
2.87% also received the budget with confidence
1 00% 1.97% —yields on long-term UK government
2 1.29% debt moved lower following the

’—‘ 0.40% 0o Chancellor’s speech.
— A

— The rise in VAT to 20% and a pathway for
consecutive decreases in corporation tax
are the main features of the budget that

-0.15%

-2%
o, USD EUR JPY CHF AUD CAD NZD ShOL”d help L.JK markets. Although the
rise in VAT will put further pressure on

inflation measures and inflation expectations, the revenue generated allows the coalition
government to avoid many of the deeply unpopular cuts to social welfare and healthcare
budgets. The progressive reduction of corporation tax should act as an incentive to invest in
the UK and thus increase capital inflows over the next five years.

Aspects of the budget that market participants felt was a threat to the UK recovery and UK
asset classes in general were the lower GDP growth projections over the next two years.
Previous estimates in the March budget and from the Institute of Budget Responsibility (iOBR)
have been revised lower; down to 1.2% in 2010 and 2.3% in 2011. The severe cuts to public
spending are likely to weigh on economic output for the UK as a whole and does create the
possibility of further budget cuts and more tax rises at a later date should economic growth fail
to meet current projections. It is important to note that fiscal austerity is directly correlated to
growth. If GDP estimates are revised lower and/or actual GDP growth rates undershoot
projections, the size of the fiscal adjustment will increase in real terms.
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The key indicators for continued recovery and what investors will be scrutinizing over the
medium-long term is whether government borrowing figures, GDP growth rates and in turn,
budget deficit figures meet the sanguine expectations set by the Chancellor. We're not out of
the woods yet but at least the international capital markets have received this emergency
budget with relative confidence which should induce a gradual inflow back into UK assets over
the course of 2010. The UK remains heavily indebted while the path to fiscal balance is drawn
out and faces several risks given the fragility of the broader global recovery. Overall, it was a
strong budget that has removed a lot of uncertainty and appeased the bond markets for the
time being, although the prospect of the UK returning to a sound fiscal footing within the next
5 years is far from certain.

Py

The safe-haven bid pushed Yen pairs higher again. Largest gains were against CAD (+2.9%) and
AUD (+2.37%) but against GBP (+0.15%) and CHF (+0.54%) gains were much softer due to
specific UK and Swiss factors. A positive factor for the Yen and for the recovery in Japan overall
was the better than expected CPI

reading (-1.3% vs. 1.5% exp.). Japan Japanese Yen

. . . 4%
has been in a deflationary state since

the 1990’s but hopes of a gradual 2.90%
recovery that gains traction are high 2 37%
amongst BolJ officials. - —

. 1.34%
In our view, the Japanese recovery 1.09%
remains anaemic and susceptible to 0.54%
shocks as macro data contains 0-15%

0%

significant downside risks. However,

. apai USD EUR GBP CHF CAD NZD AUD
taking macro data and central bank
commentary into consideration, it is likely that the Japanese recovery is gradually moving away
from being primarily reliant on export-led catalysts towards reliance on support from rising

capital investment and stronger private consumption.

CHF

Following the SNB’s upbeat statement a couple of
Swiss Franc weeks ago, EUR/CHF has been on a downward
trajectory. Market participants are speculating that
s 15t the SNB will not intervene in the EUR/CHF currency

i pair any longer. If for some particular reason, CHF
1.35% c

0.97% strength was deemed excessive, intervention has
’—‘m |—‘ not been ruled out but consensus amongst traders
] is that intervention (if any) would be on a much
040% - g.5a% smaller magnitude compared to what we’ve seen
up to now. Last week, the EUR/CHF pair printed

USD EUR GBP JPY CAD AUD fresh lows below 1.36 as option barriers were

2%

alpari

broken. Our view is that intervention in FX markets
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remains a core policy option, despite the positive tone of the statement. The scope for
EUR/CHF declines has now broadened with 1.33 and 1.30 being the likely next targets for
market participants.
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Preview: 28" June — 2" July 2010

e Multiple PMI surveys from around the globe will clarify how business sentiment is

doing amidst risk-off market conditions

e US labour sector will be the ultimate focus — ratio between public and private
sector job creation is likely to grab the headlines

e Riksbank meets to decide interest rates; 85% chance of a 25bp hike although early
macro data this week may force the Riksbank to hold off for now

e Final revision to UK Q1 GDP could put pressure on newly found confidence
initiated by the emergency budget last week

e Sovereign debt crisis continues but in a more abated form - European bond
auctions will be in focus for signs of investor dissatisfaction with peripheral debt

This week attention will focus on multiple PMI releases from Japan, China, Switzerland, UK and
US. Survey data should help investors to clarify the state of sentiment amongst businesses in the
largest economies in the World. The period of consolidation/retracement currently ongoing since
late April has induced a range-trading environment in several asset classes including equities but
eventually those ranges will be broken. Investors are looking for when that may be — this week
carries several intriguing macro data releases that have the potential to influence market
sentiment and thus have the potential to create room for more consolidation or reinvigorate
fragile market opinion.

European inflation is a key indicator and will be in focus this week given all the attention on
European sovereign debt. Higher inflation would lead to higher government bond yields thus
increasing the real debt burden. In similar fashion, the UK GDP figure (Wed) will be key
considering the vast fiscal problems facing the UK. Any indication of actual GDP numbers
undershooting projections from the OBR/Treasury would mean the UK budget deficit is going to
take longer to get under control. The fiscal year 2014/15 is the target by when debt-to-GDP must
fall below 4%. The new coalition government may well be able to bring down expenditures
(spending cuts) and raise revenues (taxes) but if GDP growth doesn’t reach 1.2% in 2010 and 2.3%
in 2011, the UK budget deficit will not be paid back within the set timeframe and could mean an
exodus from Gilts/Sterling/UK equities.

The European auction calendar is fairly heavy this week: €2.5bn from Belgium and €7bn from Italy
on Monday, and €3bn from Spain on Thursday. An auction of Spanish debt two weeks ago drew
above average demand so a failed auction is very unlikely. If such a scenario does occur, the Euro
and peripheral European paper would react very negatively.

The Riksbank is expected to hike by 25bp from 0.25% to 0.50% with an 85% probability. A surprise
is possible and if accompanying commentary suggests that further rate rises may not be
forthcoming until the sovereign crisis poses less of risk — we could see SEK weakness as gradual
tightening expectations are unwound. Also, in early trade on Monday, Swedish trade data was
much worse than expected, pushing EUR/SEK 400 points higher — from 9.54 to 9.58.
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Last but not least, this week sees the regular monthly helping of jobs data from the US. The ADP

report on Wednesday will provide early indications of how the US labour sector is performing

before the more influential non-farm report is made public on Friday. Market participants are

expecting approximately 100,000 job losses to have occurred last month due to over 200k fall in

census workers but around 100k of non-census related hires. A pivotal factor will also be how

many jobs were created in the private sector and whether private sector employment is growing

compared to the previous 6 months. The story of last month’s labour report was exactly this: too
few private sector jobs highlighted significant weakness in the US labour market despite a fall in

the bottom line unemployment rate.

FX Sensitive Calendar Events

Monday 28" June

(JPY) Retail Sales

(USD) PCE Price Index
(USD) Personal Spending

T
Tuesday 29" June

JPY) Household Spending

JPY) Unemployment Rate

JPY) Industrial Production

GBP) Net Lending to Individuals
GBP) Mortgage Approvals

USD) Consumer Confidence

P

Wednesday 30" June

(JPY) Manufacturing PMI

(GBP) Nationwide HPI

(GBP) GDP

(GBP) Current Account

(EUR) CPI

(CHF) KOF Economic Barometer
(USD) ADP Employment Report
(CAD) GDP

(USD) Chicago PMI

Thursday 1° July
(CAD) Bank Holiday
(JPY) Tankan Manufacturing Index
CNY) Manufacturing PMI
AUD) Building Approvals
AUD) Retail Sales
SEK) Interest Rate Decision + Statement
CHF) SVME PMI
GBP) Manufacturing PMI
GBP) BoE Credit Conditions Survey
USD) ISM Manufacturing PMI
USD) Pending Home Sales
USD) Construction Spending
)

(
(
(
(
(
(
(
(
(
(
(USD) ISM Manufacturing Prices

Friday 2" July
(GBP) Construction PMI

(EUR) Unemployment Rate
(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 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
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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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