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FX Week

Volatile markets amidst Fed ‘tapering’ fears

Financial markets were volatile last week, driven by expectations about a change in Fed
monetary policy. Specifically, markets are becoming fearful that the Fed could begin to
‘taper’, or reduce, its open-ended QE purchases of Treasury bonds and MBS assets, if
not at the upcoming Fed meeting in June, then most likely later in the year. Indeed, last
week we wrote that a H2 ‘tapering’ was now firmly in play, and the price action over the
last few days appears to have vindicated this view. Yields on US government debt
surged on Wednesday, breaking the range that had been in place during the first half of
the year, following surprising strength in US consumer confidence in April, as well as
further signs of the ongoing recovery in US house prices.

This followed comments the previous week by Fed officials (including from Chairman
Bernanke) suggesting that QE could begin to be eased ‘in the next few meetings’. US
10-year bond yields reached as high as 2.23% on Wednesday, up from 1.61% at the
start of May, while equity markets also lost ground having reached record highs only
days before. Japanese equities were amongst the worst affected, falling by 13% from
their 23" May peak, with Japanese bond markets having already begun to cause jitters
about whether ‘Abenomics’ was actually likely to succeed in righting the Japanese
economy. Emerging markets, which have been amongst the principal beneficiaries of
QE over the past few years, were also significant casualties, seeing their bond yields
also rising sharply.

USD impact mixed and exaggerated by month-end

The currency impact was mixed for the USD, with strength against most EM and
commodity currencies (especially the ZAR, MXN and HUF), but relative softness against
other G4 currencies, especially the safe-havens of the JPY and the CHF. These
patterns were compounded by month-end profit-taking, particularly on long USD/JPY
positions, but also across other currency pairs. As the new month gets underway, we
would expect some of these extreme moves to begin to stabilize, with the USD
gradually beginning to reassert itself again against major currencies. This already
appeared to be happening on Friday, with USD recovering some lost ground against the
EUR in particular as speculation about another ECB interest rate cut surfaced.

Currencies against the USD during May
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US jobs data assumes even greater significance

In the coming week, a number of important events standout as key determinants of
where financial markets will go from here. The most important of these will be US
employment data for May, along with the monthly ISM activity readings. Recent US
economic data has probably not been strong enough to justify the Fed announcing
any formal change in policy at its next June 18-19 meeting, when new economic
projections will be released and a press conference will be held. However, a strong
payrolls report might create an outside risk of more hawkish comments, with a view to
a policy change later in the year, either in September or December.

Consensus expectations are for May payrolls to have increased by 165k, which
should be greeted broadly favorably, especially if combined with another drop in the
unemployment rate. However, a rise of 200k or above, which is not out of the
guestion, would undoubtedly provide a further twist to the markets’ ‘tapering’
expectations. This should be bearish for bond markets but bullish for the USD. Having
been in a 1.60-2.04% range this year until last week, we think that 10-year bond
yields have now broken out and are beginning a new upward trend which will develop
further in H213. This trend should be constructive for the USD too, which has already
been on an improving trend since the beginning of the year in DXY terms

USD/JPY highly correlated to USD bull cycles

USD strength driven by firming US yields should be manifest most through the JPY.
USD/JPY strength has been a central feature of most USD bull trends over the last 30
years, having a correlation of close to 0.80. Given the recent volatility in Japanese
markets we would not rule out USD/JPY correcting further first before the payrolls
report is released, below 100 for example. However, we would expect the overall bull
trend to reassert should US yields, supported by improving US fundamentals, begin
to move higher again. Relative to these factors, concerns over Japanese markets will
probably dissipate especially if the BOJ is successful in holding 10-year JGB yields
below 1.0%, which seems likely.

ECB policy also in focus

An ECB interest rate decision on Thursday will also be an important variable, as it
always is at the beginning of any month. On Friday there were some hints from Bank
of Italy Governor Visco that another interest rate cut might be being considered. This
followed on from ECB Board member Asmussen saying that the central bank was
having ‘an open discussion’ on the merits of cutting the deposit rate below zero.
However, slightly better activity indicators reported over the last month, as well as
firmer inflation. will probably keep the ECB on hold for the time being, even though
overall activity levels are still largely consistent with the Eurozone continuing to
contract again in the current quarter. Some softening in austerity timetables, also
announced last week, may hold out the prospect of a stabilization and even a small
recovery in 2014, but renewed efforts over structural reforms could offset these as in
the short term their effects are more likely to be negative than positive. With the EUR
likely having benefited from month-end seasonal buying last week, we would suspect
that it could be vulnerable again with or without another rate cut. An updated set of
staff projections are likely to bring downward projections to growth and inflation
forecasts, and while Draghi may also provide an update on the progress of an Asset
Backed Securities purchase program announced last month, its’ likely impact is
already being questioned by other ECB officials.

GBP - Governor King’s last stand

Governor King’s last MPC meeting will also be held in the coming week. GBP has
been relatively sidelined in recent days, a situation that may continue until the policy
outcome is known. Having resisted King’s advocacy for another round of QE in recent
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months it would be surprising if the Committee changed its mind at his last meeting
as Governor. More likely any policy change that might be being considered will
probably be announced by the new Governor Carney who takes office from next
month. UK trade figures later in the week, along with the latest monthly CIPS/Markit
activity indicators may present a contrasting picture of the UK’s economic
performance currently, with activity perking up but the trade deficit still a heavy
burden. This is largely reflected in the pound’s inability to break below USD1.50
recently, our 1-month target. However, an eventual break of this level does still seem
likely in our view, as another round of BOE asset purchases comes into view from
July.

AUD - May’s weakest link

The AUD will also be in focus from a policy perspective with an interest rate
announcement from the RBA due on Tuesday followed by the publication of the Q1
GDP report on Wednesday. The AUD has been barely able to correct at all during its
May plunge, having fallen from 1.0380 on the 1% May to 0.9570 currently, making it
the weakest G10 currency over the whole month falling by -6.9%. Growth is expected
to moderate in Q1 as the investment boom in the mining sector has eased, and while
another rate cut is not expected this week, we would still expect rates to fall to 2.50%
before the end of the year, keeping pressure on the AUD. The NZD has also been
under acute pressure as the RBNZ governor Wheeler has recently acknowledged the
problems of managing an overvalued currency, having even intervened over the last
few weeks to depress it. The NZD predicament is complicated, however, by a
booming housing market, which might mean that the RBNZ may eventually have to
raise interest rates, from their current 2.50%, whilst also fighting to dampen NZD
demand. Such contrasting monetary policy risks between the RBA and the RBNZ
leave the AUD as more vulnerable than the NZD, although the slide in the AUD/NZD
cross since March is already largely a reflection of these issues.
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FX Forecasts - Major

Spot 31.05 M 3M 6M 12M 3M 6M 12M
EUR / USD 1.2999 1.27 1.25 1.20 1.15 1.3006 1.3015 1.3039
UsD /JPY 100.45 103.0 105.0 107.0 110.0 100.40 100.34 100.11
USD / CHF 0.9551 0.98 1.00 1.04 1.08 0.9542 0.9531 0.9504
GBP /USD 1.5198 1.50 1.48 1.45 1.45 1.5189 1.5182 1.5173
AUD / USD 0.9571 0.98 0.97 0.94 0.90 0.9509 0.9453 0.9344
USD / CAD 1.0375 1.03 1.05 1.07 1.10 1.0398 1.0420 1.0466
EUR / GBP 0.8552 0.85 0.84 0.83 0.79 0.8561 0.8571 0.8592
EUR / JPY 130.64 131.0 131.0 128.4 126.5 130.64 130.64 130.64
EUR / CHF 1.2414 1.24 1.25 1.25 1.24 1.2409 1.2404 1.2391

Spot 31.05 M 3M 6M 12M 3M 6M 12M
USD / SAR* 3.7506 3.75 3.75 3.75 3.75 3.7503 3.7501 3.7494
USD / AED* 3.6730 3.67 3.67 3.67 3.67 3.6728 3.6727 3.6726
USD / KWD 0.2859 0.282 0.285 0.282 0.28 0.2870 0.2873 0.2884
USD / OMR* 0.3850 0.38 0.38 0.38 0.38 0.3848 0.3846 0.3843
USD / BHD* 0.3770 0.376 0.376 0.376 0.376 0.3775 0.3779 0.3785
USD / QAR* 3.6414 3.64 3.64 3.64 3.64 3.6433 3.6450 3.6486
USD /INR 56.5050 53.50 53.00 52.00 51.00 56.5149 56.5236 56.5395
USD / CNY 6.1345 6.23 6.22 6.20 6.25 6.1980 6.2185 6.1830

*Denotes USD peg
Source: Bloomberg, Emirates NBD Research
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Major Currency Pairs and Interest Rates

Interest Rate Differentials - EUR
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Interest Rate Differentials - GBP
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Major Currency Positions

CFTC - Speculative Positions - EUR
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CFTC - Speculative Positions - GBP
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Economic Calendar
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7-June

8-June
Source: Bloomberg
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Disclaimer

PLEASE READ THE FOLLOWING TERMS AND CONDITIONS OF ACCESS FOR THE PUBLICATION BEFORE THE USE THEREOF. By continuing to access and use the
publication, you signify you accept these terms and conditions. Emirates NBD reserves the right to amend, remove, or add to the publication and Disclaimer at any time. Such
modifications shall be effective immediately. Accordingly, please continue to review this Disclaimer whenever accessing, or using the publication. Your access of, and use of the
publication, after modifications to the Disclaimer will constitute your acceptance of the terms and conditions of use of the publication, as modified. If, at any time, you do not wish
to accept the content of this Disclaimer, you may not access, or use the publication. Any terms and conditions proposed by you which are in addition to or which conflict with this
Disclaimer are expressly rejected by Emirates NBD and shall be of no force or effect. Information contained herein is believed by Emirates NBD to be accurate and true but
Emirates NBD expresses no representation or warranty of such accuracy and accepts no responsibility whatsoever for any loss or damage caused by any act or omission taken
as a result of the information contained in the publication. The publication is provided for informational uses only and is not intended for trading purposes. Charts, graphs and
related data/information provided herein are intended to serve for illustrative purposes. The data/information contained in the publication is not designed to initiate or conclude any
transaction. In addition, the data/information contained in the publication is prepared as of a particular date and time and will not reflect subsequent changes in the market or
changes in any other factors relevant to their determination. The publication may include data/information taken from stock exchanges and other sources from around the world
and Emirates NBD does not guarantee the sequence, accuracy, completeness, or timeliness of information contained in the publication provided thereto by or obtained from
unaffiliated third parties. Moreover, the provision of certain data/information in the publication may be subject to the terms and conditions of other agreements to which Emirates
NBD is a party.

None of the content in the publication constitutes a solicitation, offer or recommendation by Emirates NBD to buy or sell any security, or represents the provision by Emirates NBD
of investment advice or services regarding the profitability or suitability of any security or investment. Moreover, the content of the publication should not be considered legal, tax,
accounting advice. The publication is not intended for use by, or distribution to, any person or entity in any jurisdiction or country where such use or distribution would be contrary
to law or regulation. Accordingly, anything to the contrary herein set forth notwithstanding, Emirates NBD, its suppliers, agents, directors, officers, employees, representatives,
successors, assigns, affiliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: (a) inaccuracies or errors in or omissions
from the publication including, but not limited to, quotes and financial data; (b) loss or damage arising from the use of the publication, including, but not limited to any investment
decision occasioned thereby. (c) UNDER NO CIRCUMSTANCES, INCLUDING BUT NOT LIMITED TO NEGLIGENCE, SHALL EMIRATES NBD, ITS SUPPLIERS, AGENTS,
DIRECTORS, OFFICERS, EMPLOYEES, REPRESENTATIVES, SUCCESSORS, ASSIGNS, AFFILIATES OR SUBSIDIARIES BE LIABLE TO YOU FOR DIRECT, INDIRECT,
INCIDENTAL, CONSEQUENTIAL, SPECIAL, PUNITIVE, OR EXEMPLARY DAMAGES EVEN IF EMIRATES NBD HAS BEEN ADVISED SPECIFICALLY OF THE POSSIBILITY
OF SUCH DAMAGES, ARISING FROM THE USE OF THE PUBLICATION, INCLUDING BUT NOT LIMITED TO, LOSS OF REVENUE, OPPORTUNITY, OR ANTICIPATED
PROFITS OR LOST BUSINESS. The information contained in the publication does not purport to contain all matters relevant to any particular investment or financial instrument
and all statements as to future matters are not guaranteed to be accurate. Anyone proposing to rely on or use the information contained in the publication should independently
verify and check the accuracy, completeness, reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or
experts regarding information contained in the publication. Further, references to any financial instrument or investment product is not intended to imply that an actual trading
market exists for such instrument or product. In publishing this document Emirates NBD is not acting in the capacity of a fiduciary or financial advisor.

Emirates NBD and its group entities (together and separately, "Emirates NBD") does and may at any time solicit or provide commercial banking, investment banking, credit,
advisory or other services to the companies covered in its reports. As a result, recipients of this report should be aware that any or all of the foregoing services may at times give
rise to a conflict of interest that could affect the objectivity of this report.

The securities covered by this report may not be suitable for all types of investors. The report does not take into account the investment objectives, financial situations and specific
needs of recipients.

Data included in the publication may rely on models that do not reflect or take into account all potentially significant factors such as market risk, liquidity risk and credit risk.
Emirates NBD may use different models, make valuation adjustments, or use different methodologies when determining prices at which Emirates NBD is willing to trade financial
instruments and/or when valuing its own inventory positions for its books and records. In receiving the publication, you acknowledge and agree that there are risks associated with
investment activities. Moreover, you acknowledge in receiving the publication that the responsibility to obtain and carefully read and understand the content of documents relating
to any investment activity described in the publication and to seek separate, independent financial advice if required to assess whether a particular investment activity described
herein is suitable, lies exclusively with you. You acknowledge and agree that past investment performance is not indicative of the future performance results of any investment and
that the information contained herein is not to be used as an indication for the future performance of any investment activity. You acknowledge that the publication has been
developed, compiled, prepared, revised, selected, and arranged by Emirates NBD and others (including certain other information sources) through the application of methods and
standards of judgment developed and applied through the expenditure of substantial time, effort, and money and constitutes valuable intellectual property of Emirates NBD and
such others. All present and future rights in and to trade secrets, patents, copyrights, trademarks, service marks, know-how, and other proprietary rights of any type under the
laws of any governmental authority, domestic or foreign, shall, as between you and Emirates NBD, at all times be and remain the sole and exclusive property of Emirates NBD
and/or other lawful parties. Except as specifically permitted in writing, you acknowledge and agree that you may not copy or make any use of the content of the publication or any
portion thereof. Except as specifically permitted in writing, you shall not use the intellectual property rights connected with the publication, or the names of any individual
participant in, or contributor to, the content of the publication, or any variations or derivatives thereof, for any purpose.

YOU AGREE TO USE THE PUBLICATION SOLELY FOR YOUR OWN NONCOMMERCIAL USE AND BENEFIT, AND NOT FOR RESALE OR OTHER TRANSFER OR
DISPOSITION TO, OR USE BY OR FOR THE BENEFIT OF, ANY OTHER PERSON OR ENTITY. YOU AGREE NOT TO USE, TRANSFER, DISTRIBUTE, OR DISPOSE OF
ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION IN ANY MANNER THAT COULD COMPETE WITH THE BUSINESS INTERESTS OF EMIRATES NBD. YOU
MAY NOT COPY, REPRODUCE, PUBLISH, DISPLAY, MODIFY, OR CREATE DERIVATIVE WORKS FROM ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION.
YOU MAY NOT OFFER ANY PART OF THE PUBLICATION FOR SALE OR DISTRIBUTE IT OVER ANY MEDIUM WITHOUT THE PRIOR WRITTEN CONSENT OF EMIRATES
NBD. THE DATA/INFORMATION CONTAINED IN THE PUBLICATION MAY NOT BE USED TO CONSTRUCT A DATABASE OF ANY KIND. YOU MAY NOT USE THE
DATA/INFORMATION IN THE PUBLICATION IN ANY WAY TO IMPROVE THE QUALITY OF ANY DATA SOLD OR CONTRIBUTED TO BY YOU TO ANY THIRD PARTY.
FURTHERMORE, YOU MAY NOT USE ANY OF THE TRADEMARKS, TRADE NAMES, SERVICE MARKS, COPYRIGHTS, OR LOGOS OF EMIRATES NBD OR ITS
SUBSIDIARIES IN ANY MANNER WHICH CREATES THE IMPRESSION THAT SUCH ITEMS BELONG TO OR ARE ASSOCIATED WITH YOU OR, EXCEPT AS OTHERWISE
PROVIDED WITH EMIRATES NBD’S PRIOR WRITTEN CONSENT, AND YOU ACKNOWLEDGE THAT YOU HAVE NO OWNERSHIP RIGHTS IN AND TO ANY OF SUCH
ITEMS. MOREOVER YOU AGREE THAT YOUR USE OF THE PUBLICATION IS AT YOUR SOLE RISK AND ACKNOWLEDGE THAT THE PUBLICATION AND ANYTHING
CONTAINED HEREIN, IS PROVIDED "AS IS" AND "AS AVAILABLE," AND THAT EMIRATES NBD MAKES NO WARRANTY OF ANY KIND, EXPRESS OR IMPLIED, AS TO
THE PUBLICATION, INCLUDING, BUT NOT LIMITED TO, MERCHANTABILITY, NON-INFRINGEMENT, TITLE, OR FITNESS FOR A PARTICULAR PURPOSE OR USE. You
agree, at your own expense, to indemnify, defend and hold harmless Emirates NBD, its Suppliers, agents, directors, officers, employees, representatives, successors, and
assigns from and against any and all claims, damages, liabilities, costs, and expenses, including reasonable attorneys’ and experts’ fees, arising out of or in connection with the
publication, including, but not limited to: (i) your use of the data contained in the publication or someone using such data on your behalf; (ii) any deletions, additions, insertions or
alterations to, or any unauthorized use of, the data contained in the publication or (iii) any misrepresentation or breach of an acknowledgement or agreement made as a result of
your receiving the publication.
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