5" July 2010

Review: 28" June — 4™ July 2010

e US macro data gravely disappoints — activity data weak enough to stir US
recovery doubts
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Market Research

e Weaker Chinese PMI data adds to the negative sentiment George Tchetvertakov
e US Dollar Index falls sharply as USD/cyclical strength is outweighed by Head of Market Research
USD/majors weakness. Commodity currencies sharply lower across the gtchetvertakov@alpari.co-uk

board

e Euro sovereign risk theme pushed back into the background for the time
being as EUR pairs recover some ground. EUR/USD gains capped above
1.25.

e FEUR/CHF falls like a stone — 1.33 broken, 1.3050 tested but holds. Further
downward moves expected as SNB sits on its hands — risk of intervention
gradually increasing — 1.2950 rumoured to be a key level for the SNB
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Currency At Open At Close Week Week -
pair on June 28" on July 2™ i Low Volatility
EUR/USD 1.2377 1.2559 1.47% 1.2611 1.2151 3.72%
GBP/USD 1.5051 1.5188 0.91% 1.5228 1.4872 2.37%
uUsD/JPY 89.32 87.73 -1.78% 89.46 86.96 2.80%
USD/CHF 1.0938 1.0617 -2.93% 1.0938 1.0577 3.30%
EUR/GBP 0.8222 0.8250 0.34% 0.8298 0.8067 2.81%
EUR/CHF 1.3533 1.3342 -1.41% 1.3536 1.3072 3.43%
GBP/CHF 1.6463 1.6153 -1.88% 1.6463 1.5947 3.13%
GBP/JPY 134.43 133.28 -0.86% 135.24 131.29 2.94%
EUR/JPY 110.57 110.10 -0.43% 110.80 107.31 3.16%
CHF/JPY 81.65 82.49 1.03% 83.15 81.20 2.39%
AUD/USD 0.8741 0.8404 -3.86% 0.8776 0.8315 5.27%
NzZD/USD 0.7147 0.6871 -3.86% 0.7147 0.6794 4.94%
USD/CAD 1.0352 1.0612 2.51% 1.0673 1.0319 3.42%

| Source: Alpari (UK)

The headline story from last week is the unexpected underperformance of US macro and
activity data — ISM and payrolls highlighted the feeling of doom and gloom in the US economy
while housing data shocked market participants with a 30% decline. The likelihood of the US
returning to recession has seemingly increased which has in turn pushed the European
sovereign risk story out of the limelight. A US slowdown is symptomatic of broader weakness
globally so the market focus has to a large degree switched from sovereign risk in Europe to
global growth underperformance. Chinese macro data has also been flatter in the past few
weeks, compounding the risk-averse mood.
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With all focus on Europe, peripheral bond auctions and the ECB, US macro data emerged as
the primary market driver for last week. ISM manufacturing data, a key survey of US
manufacturing activity (56.2 vs. 58.9 exp.), pending home sales (-30.0% vs. -7.4% exp.) and
non-farm payrolls (-125k vs. -106k exp.), were all conducive to dragging down confidence and
risk sentiment. The impact on FX markets was a protracted move away from cyclical currencies
such as AUD, CAD and NZD in favour of perceivably safer alternatives — USD, JPY and CHF. EUR
and GBP were very bullish in the crosses and resisted large scale losses against the other
majors. Probably the biggest shock for US market participants was the hugely disappointing
housing data. Such a drastic decline in home sales suggests inherent consumer demand
remains extremely weak without the assistance of government subsidies and support. With so
much recent talk about the Fed’s schedule for tightening liquidity provisions, investors are
hopeful of seeing strong macro data in order to confirm strong recovery estimates — last
week’s developments have dented such estimates, pushing bond prices higher (yields lower)
and equities lower. The yield on the US 2yr government bond has broken below its 2009 lows
while Treasuries have fallen by over 100bp in 3 months — trading below 3% at the time of
writing. Bonds should continue to benefit from this because the risk of deflation and the safe-
haven bid both remain as active themes.

US Dollar The only positive element of the
6% employment report was the fall in
) 3.86% 3.86% unemployment from 9.8% to 9.5%.
" 551 However this more due to a shrinking
2% overall labour force rather than

actual job creation which is

0.12% considered negative because long-

2% |page 20 138% 131% | term unemployed individuals find it

1.78%

0%

more difficult to rejoin the labour

2.93%
e force once they’ve left.
EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK

alpari

US activity data suggests fatigue in
the consumer sector and a slowdown in government spending; the risk of deflation is gradually
increasing leading to fixed income strength and stock weakness. In broad terms, earnings
expectations are probably overdone which could now affect market movements in the lead up
to Q2 earnings results due from the US on July 12",

The USD/JPY currency pair, so often a proxy for global investor sentiment is continuing to fall
suggesting investors are wary of current global market conditions and consequently often
become JPY buyers on an intra-week basis. Pressure on USD/JPY intensified following weaker
consumer confidence data last week (52.9 vs. 62.8).

EUR

The European sovereign risk theme may have taken a backseat for a week as global growth
and the US recovery took over the reins but default/insufficient liquidity risk remains. Risk
tolerance is tentative at best as fresh factors continue emerging to destabilise confidence and
sentiment. Last week, the Euro was under pressure following news of the Romanian
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Constitutional Court rejecting parts of recent legislation to cut public sector wages by 25% and
pensions by 15%. Although Romania is not part of EMU, exposure to the CEE region is
relatively high amongst European banks. Euro weakness was transitory as a result of this factor
but the precedent has been set — European sovereign risk as a theme is mushrooming to
include neighbouring nations.

Greece, the epicentre of the European sovereign debt crisis, continues to highlight problems
for the broader European region following the release of Greek central bank funding data. ECB
funding to Greek banks at the end of May 2010 was €90bn —an 80% increase compared to
January. It is clear that Greek banks have a lost wholesale market access since the emergence
of tangible default risk in Europe. Investors are concerned because other nations could
potentially follow in the same vein. If several countries become solely reliant on ECB funding
instead of direct access to capital markets, the burden on the ECB and its €750bn safety net
could become unbearable.

Euro

b% 5.21% 5.26%

On a positive note, EUR bulls were given

reason to cheer as the ECB’s three month » 4.10%

tender results (LTRO) were much smaller

than expected. Spanish, Portuguese and
2% 1.47%

Greek banks have in recent months been
0.34%
the largest users of the ECB’s lending e
0%
facilities due to the extra risk premium 0.43%
demanded by investors. Yields on 9, 1%
peripheral European bonds have risen USD GBP JPY CHF CAD NZD AUD

alpari

sharply since May, inducing a greater

reliance on funding directly from the ECB at rates closer to actual market rates. The 3-month
tender results (€131.93bn vs. €250bn-€300bn exp.) were immensely intriguing as a gauge of
how reliant European banks are on ECB funding. A total above €300bn would have indicated
severe funding constraints at European banks/intermediaries whereas a smaller number
suggests demand for short-term funding is within normal boundaries. Fortunately for EUR, the
most dominant piece of news was the LTRO rollover — sending the Euro to gains against every
currency except CHF and JPY. To appreciate so strongly in a heavily risk-averse environment
could be an early indicator that the Euro’s sovereign-related troubles have largely passed as far
as extreme EUR weakness is concerned.

Lastly, Moody’s placed Spain on review which can sometimes be a pre-cursor to a full
downgrade. Spanish 5 year CDS prices rose to new highs on the news as market participants
were reminded of Europe’s current fragility.
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In the absence of significant macro data, Sterling held up very well against the risk-havens (JPY,
CHF, USD), even managing a small gain against the US Dollar (+0.91%) by the close of trade on
Friday. The upbeat mood following the
British Pound budget on June 22™ is continuing —
4.83% 4.78% fiscal imbalance remains a priority for

6%
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a% 3.56% the coalition government but at least
the markets have been appeased for

0.91% now. Sterling pairs have been climbing
0% igher on a consistent basis since the
high i basis si h
-0.34% \EI Budget, while Gilt yields have been
1.88% falling. Last week, strongest gains were
45 against AUD (+4.81%), NZD (+4.78%)
o .
... USD EUR JPY CHF AUD CAD NZD and CAD (+3.56%) as commodity
currencies took hits across the board

-2%

against the majors. Risk aversion and reduction of cyclical exposure were the core goals for FX
investors.
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Py

Japan was mired in yet more negative
surprises on the data front as the Yen o Japanese Yen
continued to gain ground due to its safe-

haven appeal. Retail sales (+2.8% vs. 6% 1%

4.7% exp.) were the first disappointment » 4-33%
followed by a fall in household spending
(-0.7%) and a rise in unemployment 2 | 7% 0860
(5.2% vs. 5.0% exp.). All these factors » ﬂ|—|
L]

failed to drag on the Yen even as the

5.67%

Nikkei Index fell for four days in a row 2% =103%
last week. ... USD EUR GBP CHF CAD NZD AUD
CHF

The focus for Swissie traders for at least the past
Swiss Franc year has been EUR/CHF. Excessive appreciation of

- CHF has been viewed with scorn by Swiss officials

as domestic exporters were squeezed.

5.36%

Intervention has been intermittent in 2009 and

2010 in the name of fighting deflation and
2.93% generating economic growth. However, since the

» 1.88% SNB’s meeting statement on June 17™, the Swiss
N 1.41%
1.03% Franc has been strengthening rapidly; from
o around 1.39 to a low of 1.3072 last week. The

USD EUR GBP JPY CAD AUD fundamentals are on the Swissie’s side;

alpari

Switzerland has a very strong current account,
very little public debt and is fiscally strong. The rest of Europe on the other hand has growing
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public debt and is clouded over by default risk. Last week, as liquidation and safe-haven flows
gained momentum, CHF pairs appreciated across the board. Once again, largest losses were
against the commodity/cyclical currencies such as AUD (+6.65%) and CAD (+5.36%). The SNB
has always been adamant that rapid appreciation would be met with CHF intervention but for
the past 2 weeks investors have seen a 1000 point fall (1.40-1.30) with intervention nowhere
in sight. In the recent past, the SNB has tended to intervene towards the end of the trading
week (Thu/Fri) when volumes are thinnest (early morning hours/late afternoon in the London
trading session). Given recent market movements in EUR/CHF we see intervention as counter-
productive for the SNB because of the overwhelming short bias. However, intervention
remains a possibility.

Others

Australian building approvals fell sharply for a second month in a row (-6.6% vs. 0.0% exp.),
inducing fears that the early bout of policy tightening may have been overdone. Demand for
mortgages/housing is slowly deteriorating indicating that the higher rate of interest is dragging
on consumers spending habits. Retail sales figures released at the same time indicated a
similar story. If the base interest rate set by the RBoA continues to constrain credit demand
and credit growth, macroeconomic data is likely to undershoot expectations and weigh on the
recovery in Australia. In this scenario, AUD is likely to underperform against other commodity
currencies.
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Preview: 5" July — 11" July 2010

e Three interest rate decisions due (BoE, ECB, RBoA); BoE should stay on hold
without increasing asset purchases, ECB could comment on the ongoing sovereign
crisis and/or renew covered bond purchases, RBoA unlikely to continue with rate

hikes as global outlook remains uncertain and domestic data underperforms

e Q2 earnings season on the horizon - Alcoa is the first to report on July 12™

e ECB’s three month tender last week has been considered a success but Europe is
not out of the woods yet — be wary of surprises concerning the Euro

e SNB intervention may occur if EUR/CHF deprecation continues at its present pace;
deflation is re-emerging as a headline factor which could push the SNB into action

This coming week is extremely light on macro data events but is fairly rich in terms of
policy meetings. Three central banks are scheduled to meet; BoE, ECB and RBoA. In the
UK, the overwhelming consensus is for no change with asset purchases left unchanged.
The ECB will also keep its policy rate unchanged but the sting in the tail here could be a
restart of covered bond purchases considering the uncertainty in European credit/money
markets at present. Stress tests designed to gauge the health of European banks should
be released by the end of July so ECB members may take their cue from those rather than
changing something pre-emptively this week.

Over the coming months, a very important element for investors will be government bond
auctions. With many market participants uncertain as to what the rest of the market is
thinking regarding peripheral Europe, focus will tend to turn to the strength of bids at
bond auctions, CDS prices and bond yield spreads. This coming week, European auctions
are very sparse. Austria is due to sell €1.2bn and Germany will auction €5bn. We are likely
to see a strong take-up and more importantly, the lack of peripheral auctions should help
bond spreads to narrow.

Although the Euro has been on a great run over the past two weeks, last week’s successful
LTRO operation by the ECB is unlikely to be some kind of silver bullet for all the Euro’s ills.
With Europe’s sovereign debt and funding problems still out there, taking on long Euro
positions in this environment seems like an immensely dangerous bet to make. It's
probable that the Euro-zone will recover from its sovereign-debt problems but there may
still be multiple negative surprises before a recovery becomes well founded. Up until now,
every small recovery in confidence have been knocked down within a few days as fresh
risks emerged i.e. rating agency downgrades, political uncertainty, weak bond auctions
etc.

In the US, the data calendar is very thin. The only significant data release from the US this
week is ISM non-manufacturing. However, earnings season is on the horizon which is
likely to have an impact on risk preferences and thus price action leading up to the first
earnings report on July 12" (Alcoa). Last week’s weak round of data has raised questions
over valuations — earnings at US firms could be too rich when taking into account that the
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US consumer has too much debt on their shoulders for a strong recovery backed by

consumer demand to take place.

FX Sensitive Ca

Monday 5" July
(USD) Bank Holiday

(CHF) Retail Sales

(GBP) Halifax HPI

(GBP) Services PMI

(EUR) Retail Sales

(NZD) NZIER Business Confidence

lendar Events

Tuesday 6" July
AUD) Trade Balance

(

(AUD) Interest Rate Decision + Statement
(CHF) CPI

(CAD) Building Permits

(USD) ISM Non-Manufacturing PMI

Wednesday 7" July

(GBP) Nationwide Consumer Confidence
(EUR) Final GDP

(EUR) German Factory Orders

(CAD) Ivey PMI

Thursday 8" July
(JPY) Core Machinery Orders

(AUD) Unemployment Rate

(CHF) Unemployment Rate

(GBP) Manufacturing Production

(GBP) Industrial Production

(GBP) Interest Rate Decision + APS +
Statement

(EUR) Interest Rate Decision + Statement
(USD) Unemployment Claims

(GBP) NIESR GDP Estimate

Friday 9" July

(EUR) German Final CPI

(EUR) French Industrial Production
(GBP) Trade Balance

(CAD) Employment Rate

Saturday 10" July
(CNY) Trade Balance

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.

FX Weekly

Page 7




