2" August 2010

Review: 26™ July — 1°* August 2010

e This year’s Q2 earnings have been the most Dollar negative for over a decade.
USD declines have been accompanied by higher equity and commaodity prices.
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Market Research

Y e The slowdown in US activity data and GDP growth is pushing back policy George Tchetvertakov
L expectations and weighing on USD/JPY Head of Market Research
— e US Dollar Index breaks below 82 - a key support level. gtchetvertakov@alpari.co.uk
— e GBP was the strongest currency in the G20 space; concerns over fiscal
S imbalance continue to ebb away under the cover of other themes
5 e Unexpected dovish statement from RBNZ halts further policy tightening
E expectations and drives NZD lower despite a 25bp rate increase
(C e European sovereign debt theme continues to be neutralized, in part due to a
-g lack of new negative focus points. However, the potential for fresh shocks
=) remains via bank funding , sovereign redemptions and credit downgrades
L
Currenc At Open At Close Week Week -
pair Y on Jul;) 26" on July 30" i Low Volatility
EUR/USD 1.2895 1.3048 1.19% 1.3106 1.2875 1.79%
GBP/USD 1.5413 1.5672 1.68% 1.5721 1.5408 2.03%
uUsD/JPY 87.55 86.41 -1.30% 88.11 85.94 2.48%
USD/CHF 1.0541 1.0398 -1.36% 1.0640 1.0361 2.65%
EUR/GBP 0.8364 0.8311 -0.63% 0.8415 0.8301 1.36%
EUR/CHF 1.3596 1.3576 -0.15% 1.3817 1.3509 2.27%
GBP/CHF 1.6248 1.6340 0.57% 1.6562 1.6167 2.43%
GBP/JPY 134.95 135.34 0.29% 137.55 134.18 2.50%
EUR/JPY 112.90 112.76 -0.12% 114.74 112.02 2.41%
CHF/JPY 83.02 82.96 -0.07% 83.95 82.33 1.95%
AUD/USD 0.8958 0.9028 0.78% 0.9068 0.8904 1.83%
NzZD/USD 0.7268 0.7247 -0.29% 0.7396 0.7189 2.85%
USD/CAD 1.0379 1.0294 -0.82% 1.0394 1.0254 1.35%

| Source: Alpari (UK)

SD

Last week confirmed what we were expecting over the course of July — a weaker Dollar alongside
stronger equities (via better Q2 earnings) and stronger commodities. This has played into the hands of
commodity currencies which have all gained over the course of July. In historical terms, this year’s Q2
earnings have been the most Dollar negative for over a decade. The Q2 earnings season is now almost
complete with 15% of S&P 500 still to report. Unless we see several last minute shocks, US equities
should remain supported. Regardless, the focus should begin to switch this coming week from US
corporate performance to growth/activity rates around the globe. Chinese and US growth are in the
spotlight following last week’s weak print in the US (2.4% vs. 2.5% exp.) and weaker than expected
Chinese manufacturing (51.2 vs. 51.5 exp.).

The see-saw of upward Dollar momentum (via weaker economic data) to downward Dollar momentum
(positive Q2 earnings) was clearly in favour of the latter last week. The corporate theme has dominated
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over the past few weeks as we expected although we think the focus will now change back to
macroeconomic themes. Given that several G20 nations are seemingly encountering slowdown effects,
the consequences for the FX space should be a Dollar bounce over the course of August, spurred by
lower risk tolerance and profit taking on the substantial amount of speculative Dollar shorts currently in
the market.
US macro data last week was largely
US Dollar disappointing. Aside from the GDP
2% number, durable goods orders fell short
of expectations quite significantly, (-0.6%
vs. 0.6% exp.) and consumer confidence
0.29% hit its lowest level since February. The
0% 0 GDP figure had a pronounced impact on

several currency pairs — GBP/USD

gapped lower while EUR/USD gapped

0.82% 0.78%

higher on the news. The Dollar was

1.19% 1.20%

1.30% -1 36% 1.38%
2% 1.68% 1.63%

EUR GBP JPY CHF CAD NZD AUD DKK NOK SEK

initially stronger against the Yen but
weakness against the Yen was extensive
alpari later in the afternoon trading session
because the apparent US slowdown increases the chances of lower US yields for longer which implies
further declines in USD/JPY. A move below 83.00 wouldn’t be surprising but the rate at which the Dollar
declines is unclear. The possibility of BoJ intervention is also likely to bubble to the surface the closer we

get to 79.00 — an all time low for the Yen against USD.

EUR

The Euro was largely unchanged, remaining within fairly tight ranges in almost all pairs. Against the
Dollar, the Euro failed to make significant headway past 1.30 — now a clear psychological level. Rallies
above 1.30 were not sustained despite the

broadly anti-USD sentiment owing to strong Euro

earnings results in the US. Largest gains were 2%
against NZD (+1.24%) and USD (+1.19%). 1.19% 1.24%

A key theme that influenced flows last week 0.30% 0.19%
was the aftermath of European stress tests 0%
published on Friday 31% July. Given their -0.12% -0.15%

questionable nature and parameters, the tests 0.63%

have given European market participants a

modest confidence boost. However, they are .

unlikely to unclog Euro funding markets to the USD GBP JPY CHF CAD NZD AUD

alpari

level banks would like and they have not been
sufficient in drawing a line underneath the European debt problem. European banks have more than
€100bn of redemptions to complete by the end of 2010 so bank health still has a chance of acting as a
negative catalyst for Euro pairs (especially in the EUR crosses) further down the line in 2010. With a
huge banking system that out sizes the US alongside highly levered loan books, the financing
requirement for the European banking system eclipses any other. Troubles in the periphery are more
acute — German and French banks will be able to borrow at reasonable, low rates but many other EU
nations may not be able to do so because of their lower savings rates, larger budget deficits and lower
levels of confidence in their fixed income markets.

European macro data was largely missing last week with only CPl, unemployment and German retail
sales headlining. CPI (1.7% vs. 1.8% exp.) and unemployment (10% vs. 10% exp.) were both in line with
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expectations and didn’t have a significant impact on price action. But, German retail sales (-0.9% vs.
0.0% exp.) raised a few eyebrows considering that broad European indicators have been outperforming
expectations. Also, it is becoming increasingly likely that Germany and possibly France will be the two
biggest drivers of growth in Europe over the next few years so expect domestic German/French data to
receive more market attention for the remainder of 2010 at least.

GBP

Sterling was the star performer in FX last week, rising across the board against all its G20 counterparts —
all without significant data surprises. If

British Pound anything, the thin slew of macro data made

2% 1.84% available surprised to the downside. Despite

1.68% this, GBP pairs rose on the back of strong

corporate and macro demand. M&A activity
was a factor last week. Gains made were

not extensive by any means as range trading
0.83% 0.83%

0.63% . prevailed — the largest gains were against
' NZD (+1.84%) and USD (+1.68%). Gains
0.2%% against the Dollar were mostly linked to
o ’—‘ strong US earnings results and against NZD,

the unexpected dovish caveat in the RBNZ's
apaii USD EUR JPY CHF AUD CAD NZD

statement took the wind out of NZD longs,
leading to gains being severely capped. The Dollar actually posted a gain against NZD, underlining the
level of disappointment from dovish RBNZ comments.

CHF

In similar fashion to most other currencies, the Swissie stayed within fairly tight ranges in the absence of
domestic macro data. The only noteworthy development on the data front was the KOF economic
barometer (2.23 vs. 2.32 exp.) — an index designed to
predict the direction of the economy over the Swiss Franc
forthcoming 6 months. The effect was to drive USD and
JPY higher against CHF. A further blow came early this 136%
morning with very disappointing retail sales (0.9% vs.

4.1% exp.), putting CHF on the back foot in all pairings.

0.31% 0.29%

Commaodity currencies rallied strongly against CHF 0.15% el

0%

following the retail sales number. -0.07%

-0.57%
The SNB has halted its intervention programme since late

May/early June because of the improvements seen in

retail sales data, inflation expectations and growth 2%

projections. However, recent Swiss data has faltered oo USD EUR GBP JPY CAD AUD
somewhat — we feel that the prospect of the SNB re-

entering the FX arena has become more likely over the past few weeks despite the widespread opinion
that the SNB failed in its previous attempt to sterilise the EUR/CHF exchange rate. In our opinion, the
key handle which is likely to open further downside is 1.3550 while to the upside, 1.3860 will be a key

Fib level.
PY
The Yen was very mixed last week and was also mostly range bound. A key development for the

currency was its breakout of the 86.20 — 87.90 range going back to July 16™. This particular range has
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been gradually widening out: the downbeat US GDP number gave the USD/JPY pair sufficient downside
momentum to push down to its lowest level since November 2009. A re-test of the range is ongoing in
early morning trade today.

Reassuring US jobless claims (457k vs. 457k
Japanese Yen exp.) helped the Dollar recover some of its

2 1 a8% losses last Thursday but the overwhelming

1.30%

downward trend in most USD pairs was too

0.47% 0.61% great for a single optimistic number to have

0.12% 0.07% ’—‘ a lasting impact. USD regained its

0%

] downward momentum later in the

-0.29% afternoon trading session. It is clear that
worsening US data is weighing on the Dollar
against the Yen but not so in other pairs;

2% this is primarily driven by the high

USD EUR GBP CHF CAD NZD AUD correlation between US yields and USD/JPY.
The flat (and low) yield spread background

is very Yen positive and USD/JPY negative. Japan’s debt overhang is largely irrelevant for the time being

because of Japan’s persistent deflationary state in addition to running a consistently positive external

alpari

surplus.
Others

The most notable FX price action was in NZD, which plunged on the back of a more dovish than
expected RBNZ statement alongside a fully expected 25bp rate hike. A very dovish statement turned the
tide in NZD pairs because many investors were speculatively long prior to the announcement. RBNZ
Governor Bollard described NZD appreciation as “inconsistent with the softening in New Zealand’s
economic outlook and moderation in our export commodity prices.” Also, the RBNZ stated: “The pace
and extent of further OCR increases is likely to be more moderate than was projected in the June
statement”. The dovish tone of the statement was enough to push market participants into re-
evaluating future rate expectations in New Zealand. Prior to the statement, investors were looking for
75-100bp of further policy tightening whereas after the statement, market participants were looking at
50bp as a more likely scenario.
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Preview: 2" — 8" August 2010

e Earnings season not yet complete with 15% of the S&P 500 yet to report. But,
focus is already turning away from corporate performance back onto macro
developments. US/EU/Chinese growth rates are sharply in focus

e Three interest rate decisions scheduled; BoE (expected unchanged), ECB
(expected unchanged) and RBA (expected unchanged) are unlikely to be market
moving. Highest event risk is with the ECB who may extend liquidity measures.
RBA could take a dovish line in similar fashion to RBNZ last week leading to AUD
declines

o Wednesday’s ADP and Friday’s non-farm employment reports will be pivotal for
the Dollar. USD downtrend from early June may reverse as corporate earnings
support fades. If anaemic US data continues, USD interest should re-engage
alongside a risk sell-off and profit taking from large volume of current USD shorts

e US ISM surveys will clarify level of confidence amongst US purchasing managers
and if weaker will provide added ammunition for USD bulls to regain lost ground

With earnings season now coming to a close (15% of the S&P 500 yet to report) we should see a decline in
USD weakness over the course of August. The easing in growth estimates in both China and US is
gathering pace — this is positive for the US dollar in cyclical pairings i.e. against CAD, NZD and AUD. In
addition, the level of speculative USD shorts has reached a new peak alongside a continuously declining
Dollar Index. In summary, US data is likely to continue in its anemia while growth projections are only
likely to be revised lower — in this scenario we would expect a stronger Dollar, especially if the broader
risk profile of financial markets takes a turn for the worst.

A currently hot topic in the FX market is the diverging growth paths of Europe and the US. US growth
estimates have been revised lower recently, not only by the Fed but also by independent financial
institutions and think tanks. Meanwhile, European macro data/growth rates have improved markedly
over the past couple of months. The effect on the Euro has been very positive with EUR/USD climbing
from lows around 1.18 up to 1.31 over the course of June/July. This move was of course helped by
substantial support and guarantees by the EU/ECB/IMF. In our opinion, the apparent divergence in growth
rates/expectations is more a case of data lag between the US and Europe rather than decoupling. In our
view, there is very little to suggest a decoupling scenario — rate expectations are similar with ultra-loose
policy pencilled in for at least another 12 months on both sides of the Atlantic. We also struggle to find
any concrete reason why European growth would necessarily help a divergence. Internal consumption
and investment in the EU is likely to be driven solely by Germany and France but both nations aren’t
showing particularly exuberant rates of economic activity. If we assume that European macro data
outperformance compared to the US continues, the next question is for how long? Historically, data lag
between Europe and the US is rarely longer than 3 months. Regarding Europe-wide fiscal tightening; the
downward effect on EU growth rates shouldn’t be extensive enough to be significant because German
fiscal expansion is helping to offset most of the fiscal contraction seen in the periphery.

In the policy arena, three central banks are due to announce policy decision this week. The BoE will keep
both rates and QE (£200bn) on hold with no other significant policy shifts expected given the upcoming
Inflation Report due on August 11" - if there is something to announce, the BoE will wait until then.

The RBA is also unlikely to move on rates but could take a dovish line in similar fashion to the RBNZ last
week. In the past we have seen the RBA surprise the markets with its policy stance as and when
Chinese/Asian activity data has either fallen short or beaten expectations. The same could occur this week
as Chinese activity data continues to weaken in addition to US growth expectations disappointing. Last but
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not least, the ECB should announce no change in rates but the event risk in this case is an extension of

liquidity measures. In such a scenario, we would likely see paring back of policy tightening expectations

and a sharp decline in the Euro; heaviest declines would probably be in the Euro crosses.

FX Sensitive Ca

Monday 2™ August

(CHF) Retail Sales

(CHF) SYME PMI

(GBP) Halifax HPI

(GBP) Manufacturing PMI
(CAD) Bank Holiday

(USD) ISM Manufacturing PMI

lendar Events

TS
Tuesday 3" August

(AUD) Building Approvals

(AUD) Retail Sales

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

(USD) Core PCE

(USD) Personal Spending

(USD) Pending Home Sales

(USD) Factory Orders

Wednesday 4" Augqust Thursday 57 Augqust
(AUD) Trade Balance (GBP) Interest Rate Decision + APS +
(AUD) HPI Statement

(GBP) Services PMI

(EUR) Retail Sales

(USD) ADP Employment Report
(USD) ISM Manufacturing PMI
(NZD) Unemployment Rate

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

Friday 6" August

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

(GBP) Manufacturing Production

(GBP) PPI

(GBP) Industrial Production

(CAD) Unemployment Rate

(USD) Non-farm Employment Report
(CAD) Ivey PMI

Saturday 7" August
N/A

Sunday 8" August

(JPY) Current Account

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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