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FX Week

FX overreacts to Fed

FX markets were abruptly affected by the Fed’s June minutes released last week, as
well as by comments from Fed Chairman Ben Bernanke, with the USD selling off
sharply, taking EUR/USD from 1.28 to above 1.32 at one stage. However, we saw this
reaction as exaggerated, as the central thrust of the Fed comments was largely similar
to the Fed statement made in June (following the same FOMC meeting) in our view, as
well as to Bernanke’s press conference at the same time. It was also largely consistent
with the message from a number of Fed officials made over the last month aimed at
calming the reaction in financial markets. In fact, the FX market reaction on Wednesday
evening seemed incongruous to us as it was not mirrored in similar moves elsewhere. In
fixed income markets for example, yields only fell back marginally compared to the
overreaction in FX. It might be expected that bond yields would be more likely to be
affected if a material change to Fed tapering policy had been announced, but this was
not the case with the 10-year yield ending the week only 17bps below the July peak.
With the USD also recovering its poise on Thursday and Friday, with EUR/USD falling
back to 1.3050 from 1.32, it seems as if this has already started to be recognized, with
the USD’s initial weakness more a reflection of thin liquidity than any substantial
alteration of Fed tapering prospects.

llliquidity and excessive expectations to blame

The other cause of the USD’s reaction was related to expectations. Markets were
probably looking for more clarity about Fed intentions from the June FOMC minutes, but
what they actually got was uncertainty, and maybe even confusion. Mixed messages
are almost inevitable when reflecting the views of nineteen different Fed officials into
one set of minutes, with only twelve of these being voting members. But after the June
policy statement and Bernanke's press conference had distilled some core messages
from the two-day June meeting, the minutes laid bare the differences that lay behind the
discussions. Thus while the June statement and Bernanke’s press conference had
created expectations of a hawkish bias in the minutes (which with hindsight also could
be said to have been exaggerated), it seems that the FOMC was actually quite divided
about how to proceed with slowing asset purchases. ‘Many’ wanted to see further labour
market gains, and ‘more evidence that the projected acceleration in in economic activity
would occur’ before starting to taper, although several others said that a reduction would
be warranted soon.
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The subsequent comments from Bernanke only added to the confusion when he said
in a speech that highly accommodative monetary policy is needed for the foreseeable
future.

QE ‘tapering’ still in store for Q4

However, when looked at in the context of the June statement, the June press
conference, and the totality of what has been said in the last few weeks by other Fed
officials, it does not look to us as if much has actually changed, and certainly nothing
to justify the outsized reaction by the USD. We still see the overall message as being
consistent with an intention to start reducing QE beginning in Q4, and still possibly as
early as September. The Fed will of course remain data dependent, which we already
knew. It is also still emphasizing that tapering is not tightening, which we also knew,
and that policy will remain accommodative even after tapering starts, again something
that should by now also be understood. At a time when communication is becoming
one of the key policy instruments of central banks (something that the minutes
showed the Fed spending a lot of time discussing), the outcome was ironically
something of a communications disaster. But perhaps it was also one of the
unavoidable consequences of placing so much emphasis on ‘forward guidance’,
attempting to oversimplify quite complicated relationships and policy reactions into
easily digestible sound-bites and projections. This is probably something the Bank of
England and the ECB should take note of as they begin to go down the same ‘forward
guidance’ policy route.

Fed again centre-stage

Chairman Bernanke will at least have another opportunity to rectify matters in the
coming week, when he delivers his semi-annual testimony to Congress. In this
testimony he will be seeking to reflect the collective view of the Fed, and can be
expected to repeat the three key principles; that Fed tapering will be data dependent,
that tapering is not tightening, and that tapering is not inconsistent with ongoing
monetary accommodation. It is to be hoped that the markets should finally be able to
understand these without overreacting. The USD should also continue to recover,
with long positions now of course much lighter, especially as the data seen since the
FOMC meeting largely supports the timetable for monetary policy normalization that
the Fed has begun to lay out.

Data to keep USD underpinned

More evidence of this improving economic momentum should also be on offer in
coming days with US retail sales, industrial production, housing starts and the Philly
Fed index all due out and expected to show further strength. The contrast between
the US and the Eurozone economies should also be reinforced by a weaker
Eurozone trade balance, following an already weak German trade surplus in May.
The EUR/USD’s upside should also be limited by ongoing dovish rhetoric by ECB
officials, which has been an increasingly recognizable feature following the July ECB
press conference at which President Draghi made it clear that interest rates would
stay at current levels or lower for an extended period. Structural worries over Portugal
are also returning, only one week after it seemed a government reshuffle had
stabilized things there. Bond yields rose sharply again at the end of last week after
President Anibal Cavaco Silva reopened political differences by calling on the
government and opposition to unite over austerity policies, with disagreements
between the rival parties having already forced the government to delay a Troika
review of the country’s progress.

BOE minutes important for GBP

The GBP will also have economic data and important event risk to contend with in the
coming week, including retail sales, labour market and public finance data. Perhaps
most important will be the release of the July Bank of England MPC minutes, where
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the interest will fall on whether new Governor Mark Carney voted for more QE.
Having warned that the recent rise in UK yields was ‘unwarranted’ earlier this month it
would be a surprise to the market if Carney voted with the MPC ‘hawks’ for no change
in monetary stimulus, although he may want to keep his powder dry until the formal
unveiling of ‘forward guidance’ on August ™.

JPY focus turns to politics

In Japan it will be a relatively quiet week, dominated more by the run-up to the July
21st Upper House elections, which should see the LDP government reinforce its
mandate for economic reforms by winning a majority in the Upper House. Following
on from the BOJ’s upgraded outlook for the economy last week the likelihood of the
government being able to implement more reforms will stand local markets in good
stead and should keep sentiment towards USD/JPY largely positive, but mostly
dependent on the USD’s gyrations in the short term.

Adjustments to AUD, INR forecasts

Finally, the start of the week will see Chinese Q2 GDP data which is expected to
show a further deceleration in growth to 7.5% y/y consistent with our forecast for the
whole year. The news will be important for risk as well as for commodity currencies
like the AUD, whose economies have been dependent on strong Chinese growth in
the past benefiting Australian exports. Monthly Chinese industrial production and
retail sales data for June will also be watched closely to see if the momentum in the
economy continued to dip towards the end of the quarter, which seems likely given
the recent clampdown on credit markets.

The markets will also see minutes from the last RBA monetary policy meeting this
week, which should provide clues about the likelihood and possible timing of the next
interest rate cut in Australia. Last week we changed our outlook for the AUD, seeing
downside risks extending to 0.80 over the coming year. This may seem extreme
given the already sharp fall since May, but it is worth remembering that most long-
term estimates of fair value for the AUD are even lower, closer to 0.70. We have also
adjusted our USD/INR forecast recently seeing it as likely to remain underpinned in
the short term in line with other emerging market currencies. Indian WPI inflation data
for June at the start of the week is expected to tick up slightly, something that the
authorities may be sensitive to while INR weakness remains.
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FX Forecasts - Major

Spot 12.07 M 3M 6M 12M 3M 6M 12M
EUR /USD 1.3067 1.27 1.25 1.20 1.15 1.3072 1.3079 1.3099
UsD /JPY 99.22 103.0 105.0 107.0 110.0 99.17 99.09 98.83
USD / CHF 0.9465 0.98 1.00 1.04 1.08 0.9457 0.9447 0.9419
GBP /USD 1.5107 1.48 1.47 1.45 1.45 1.5098 1.5090 1.5078
AUD / USD 0.9049 0.90 0.88 0.85 0.80 0.8991 0.8938 0.8840
UsD / CAD 1.0395 1.03 1.05 1.07 1.10 1.0419 1.0441 1.0484
EUR/ GBP 0.8649 0.84 0.85 0.83 0.79 0.8658 0.8667 0.8687
EUR / JPY 129.66 131.0 131.0 128.4 126.5 129.66 129.66 129.66
EUR / CHF 1.2368 1.24 1.25 1.25 1.24 1.2362 1.2355 1.2336

Spot 12.07 M 3M 6M 12M 3M 6M 12M
USD / SAR* 3.7505 3.75 3.75 3.75 3.75 3.7505 3.7509 3.7515
USD / AED* 3.6730 3.67 3.67 3.67 3.67 3.6729 3.6730 3.6735
USD / KWD 0.2859 0.282 0.285 0.282 0.28 0.2892 0.2897 0.2952
USD / OMR* 0.3850 0.38 0.38 0.38 0.38 0.3842 0.3835 0.3824
USD / BHD* 0.3770 0.376 0.376 0.376 0.376 0.3778 0.3781 0.3788
USD / QAR* 3.6412 3.64 3.64 3.64 3.64 3.6433 3.6445 3.6468
USD /INR 59.6300 62.00 61.00 59.00 57.00 59.6410 59.6514 59.6680
USD / CNY 6.1382 6.15 6.15 6.20 6.20 6.2128 6.2373 6.2250

*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

OO T T T T 140 04 7 r 165
- 1.35 1.60
f\ 0.2
0.2 - WA | »Avdv - 1.30 Y 4 \ 1.55
v 0.0 A GL'__'_
- 1.25 \~j\\/~/ \ﬁ 1.50
-0.4 - - 1.20 -0.2 - - 1.45
Jul-12 Oct-12 Jan-13 Apr-13 Jul-13 Jul-12 Oct-12 Jan-13 Apr-13 Jul-13
— German 2yr yield - US 2yr yield FX (rhs) e GBP 2yr yield - US 2yr yield FX (rhs)
Interest Rate Differentials —JPY Interest Rate Differentials - CHF
0.30 - - 105.0 0.8 - 1.00
- 100.0 ,A
, \'\
0.20 - 95.0 0.5 - /.~ - 0.95
90.0 ] ‘
0.10 - 85.0 0.3 - - 0.90
80.0
0.00 r r r — 75.0 0.0 T T T — 0.85
Jul-12 Oct-12 Jan-13 Apr-13 Jul-13 Jul-12 Oct-12 Jan-13 Apr-13 Jul-13
— S 2yr yield - JPY 2yr yield FX (rhs) e US 2yr yield - CHF 2yr yield FX (rhs)
Interest Rate Differentials - CAD Interest Rate Differentials - AUD
0.0 T T T — 1.10 3.8 - 1.10
3.3 - 1.05
-0.4 - 1.05
2.8 - 1.00
-0.8 - Q - 1.00
\..v\\/\./" '\/w/\/\\/ 23 A\ | 0%
-1.2 - - 0.95 1.8 T T T — 0.90
Jul-12 Oct-12 Jan-13 Apr-13 Jul-13 Jul-12 Oct-12 Jan-13 Apr-13 Jul-13
S 2yr yield - CAD 2yr yield FX (rhs) e AUD 2yr yield - US 2 yr yield FX (rhs)

Source: Bloomberg, Emirates NBD Research

Page 5



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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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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