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3Q 2010 MARKETS OUTLOOK

Rocky Road for Markets Heading into Third Quarter

Highlights

Strength of the global rebound remains the key

We're expecting further challenging market conditions overall. The
degree of uncertainty on the outlooks for individual and collective
economic recoveries has only increased and the potential for another
credit-driven crisis remains very real. Above all, we think the strength
of the global recovery will remain the central element in the 3Q and
will remain the basis on which all incoming economic data and policy
developments will be interpreted. In short, if data is positive on growth,
or policy initiatives are supportive for growth, risk assets will likely
strengthen. On the other hand, if incoming data suggest weakness
or backsliding, or if policy prescriptions are seen to be hurting growth
outlooks, then risk assets should decline.

US recovery to stay anemic; unemployment to weigh
Inthe US, we expectincoming data to show a stillanemic overall recovery.
This will become more apparent throughout the second half of the year
as the effects of US fiscal stimulus begin to fade more seriously. High
unemployment will persist and continue to restrain consumer spending
and the overall US recovery. In the sense that the US remains one of the
primary pillars of the global rebound in economic activity, sluggishness
in the US is likely to undermine the outlook for global growth, and that
is at the heart of our view that risk markets are predisposed to further
weakness in the months ahead.

Euro-zone fiscal retrenchment poses risks

In Europe, governments are quickly moving to impose austerity
measures in the aftermath of the credit crisis. While most policy
provisions, as in spending cuts and tax increases, will not take effect until
next year, markets are increasingly likely to begin pricing in the expected
outcomes, namely lower consumption, higher unemployment, and
rising credit default risks. Here again, we would note the vulnerability
of the European banking sector to renewed economic weakness and the
attendant negative implications for economic growth in the Eurozone.

UK budget cuts may de-rail recovery

In the UK, as in continental Europe, the newly elected government is set
tointroduce fiscal consolidation measures, i.e. budget cuts/tax increases,
later this month. The risks are clearly on the side of underperformance in
the UK outlook in the months ahead. We think a return to fiscal rectitude
will only provide GBP with a short-term reprieve, and that likely years of
austerity lie ahead, keeping the UK growth outlook on thin ice.

Brian Dolan Chief Currency Strategist

Jane Foley Research Director

Key central banks to stay on hold given uncertainty

The major central banks, meaning the Fed in the US, the ECB in Europe
and the Bank of England and the Bank of Japan are all expected to
remain on the sidelines in the months ahead. The minor currency
central banks, namely the Bank of Canada, the Reserve Bank of Australia
and the Reserve Bank of New Zealand, have all embarked on a policy of
removing extraordinary policy accommodation, i.e. raising interest rates
from emergency levels. The RBA is clearly the leader here, but they all
share the risk that heightened concerns over global growth will cause
them to postpone further rate hikes until the outlook improves in a more
sustainable fashion. That should serve to keep their policy preferences
extremely fluid and therefore their currencies may be subject to
heightened volatility.

China additional stimulus may be a salvation

China appears to be stepping back from a policy of imposing credit
restraint due to heightened global growth concerns emanating out
of the European debt crisis. In this environment of uncertainty and
volatility, Chinese policy is most likely to be kept on hold and further
credit tightening seems unlikely, as does any change to its currency
management regime. However, if the global growth outlook appears
to be under more serious threat, the Chinese may be compelled to
undertake another round of fiscal stimulus to support and defend
domestic tranquility. If a second round of stimulus is undertaken, the
impact could be quite positive, in the short run, for commodities and
commodity currencies AUD, CAD and NZD, as well as stock markets in
general.
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Review of 2Q Outlook:
Key Markets Themes for 2Q 2010

- Choppy, range-bound, short-term trading conditions to prevail

»  Eurozone/UK credit concerns to persist; banking sector vulnerable

« USrecovery to pick up steam, outpace other industrialized economies
«  China credit restraint may be followed by tightening, CNY reval

+  EM/commodity rally may stall as growth outlooks reduced

. Exit strategies may expose unforeseen weaknesses

In terms of the driving themes we think we hit most of the main points pretty well. Eurozone
Exhibit 1 and UK credit concerns were at the forefront and remain so; we also think markets are giving
more attention to the vulnerabilities of private sector European banks, especially now that the
EU/IMF sovereign loan rescue package has been established. The US recovery did show some
oo signs of improvement with net jobs being created and consumers mostly maintaining a decent
0 A N\ consumption rate as seen by retail sales.
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China continued to adopt targeted credit restraint measures, raising the required reserve ratio
Source: Bloomberg for banks for a third time and adding new mortgage lending restrictions to limit the potential
real estate bubble. Those moves in turn dented market sentiment for the global recovery as a
whole and led to some sharp declines in commodities, commodity currencies and emerging
market stocks.

The last point on exit strategies is currently in play and looks likely to be one of the dominant
themes for the rest of the year and certainly throughout 2011 when those policy shifts are
expected to take greater hold.

Where we missed the mark was in our estimation that market volatility would remain relatively
subdued and that a range environment would likely prevail. Here we clearly underestimated
the impact of the European debt crisis and placed too much faith in European governments and
the EU to contain the fallout.

Our 2Q Expected Market Ranges

EUR/USD | 1.3200/1.4200 | risk to 1.2500 if below 1.3200 USD/CAD | 0.9800/1.0800  risk to 0.9500 if below 0.9800
GBP/USD | 1.4500/1.5800 | risk to 1.3800 if below 1.4500 EUR/GBP | 0.8800/0.9500 | risk to 1.0100 if above 0.9500
USDIJPY 88.00/95.00 | risk to 98.00 if above 95.00 EURIPY | 120.00/135.00 | risk to 115.00 if below 120.00
USD/CHF | 1.0300/1.1000 | risk to 1.1500 if above 1.1000 Gold 103011170 risk to 950 if below 1030
AUD/USD | 0.8800/0.9500 | risk to 0.8400 if below 0.8800 Brentcrude | 73.00/85.00 | risk to 63.00 if below 73.00
NZD/USD | 0.6800/0.7600 | risk to 0.6400 if below 0.6800 Red =offtarget Green = on mark
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“We got the direction right for all Our underestimation of that fallout and the resulting surge in volatility is readily apparent in
but one of the currency pairs we the ranges we forecasted for 2Q. We got the direction right for all but one of the currency pairs
forecasted.” we forecasted, but were too conservative in the suggested follow-through levels. In USD/JPY

and USD/CAD our forecast range levels held almost to the pip. The one currency pair we clearly
missed was in EUR/GBP, where a combination of underestimating the Euro damage from the
debt crisis and overestimating the vulnerability of GBP led us to get the direction wrong. In the
commodities: on gold, the unexpected turmoil in currencies led to gold surpassing our upper
range expectation and we would note that gold is most likely being driven as an alternative to
currencies rather than as a commodity play or on inflation fears. On Brent crude oil, our ranges
were surpassed on both sides, which again is the result of underestimating overall market
volatility. We did a bit better on the WTI crude oil trading strategy.

On the trading strategies we suggested, we had some solid success with the trades that were
triggered at our desired levels, such as shorting Sterling and WTI crude on strength and buying
CAD/JPY on a pullback. In EUR/USD and GBP/CAD, our entry levels were never reached but
our price targets were met and surpassed in both cases. The gold trade was a clear loser and
the GBP/AUD also missed the mark, and is yet another example of underestimating the overall
surge in volatility, which hurt AUD, and overestimating weakness in GBP. If nothing else, our
market forecasts are clearly internally consistent.

Results of our predictions

Sell GBP/USD 1.5500/5700 stop 1.5900; target 1.4700
Sell XAU/USD 1150/1170 stop 1210; target 980
Buy CAD/JPY 83.00/85.00 stop 81.00; target 95.00

Sell GBP/AUD 1.7200/1.7400 | stop 1.7650; target 1.6000
Sell WTI crude oil 85.00/87.00 stop 90.00; target 73.00

Sell EUR/USD 1.4200/1.4400 | stop 1.4650; target 1.3000
Sell GBP/CAD 1.6200/1.6400 | stop 1.6600; target 1.5000

Red = offtarget  Green = on mark
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Bumpy Roads Ahead Most Everywhere

“We think losses on government debt Turning to some more specific market themes and how individual currencies and commodities
write-downs could trigger another may react in the next quarter, we think the high correlation between risk sentiment and the
systemic crisis in the private financial US dollar will persist. In short, when the news and data flow is growth positive, and thus risk
sector, affecting banks throughout positive, the USD is likely to weaken. When the tables are turned and growth seems in doubt
Europe, Switzerland and the UK.” and news flow is negative, the dollar will tend to strengthen. We would note here that the bulk

of USD strength seen over the last few months is based on the perceived ‘safe haven’ status of
the US dollar and demand for US Treasury debt, and less so on the traditional drivers of USD
strength, strong growth and rising interest rates.

The Euro is likely to remain under significant pressure in the months ahead on the combination
of credit concerns and the potential for austerity measures to undermine the weak recovery.

In particular, we are closely watching renewed tensions in lending between European banks.
We think losses on government debt write-downs could trigger another systemic crisis in the
private financial sector, affecting banks throughout Europe, Switzerland and the UK.

Markets Outlook 3Q 2010 3
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The British pound is facing a complicated outlook as the government prepares to adopt its
deficit reduction package. We think there is potential for Sterling to strengthen initially if the

“The Australian and Canadian dollars budget is seen to be credible in reducing overall deficits. But for the budget to be credible, it
are likely to continue to outperform may impose sufficient pain to undercut the recovery and send the UK back into a double dip
other major currencies, but may see recession. On that basis, we think GBP will eventually show further weakness.

more of a range-bound environment
against the USD. The Australian and Canadian dollars are likely to continue to outperform other major currencies,
but may see more of a range-bound environment against the USD. The economic recoveries in
these countries appear to be on solid footing, keeping their central banks in tightening mode,
which should lend additional support to them. The major risks facing these two are that the
global recovery weakens more than currently expected.

The JPY is likely to remain on the weak side as the new government of PM Kan works to prevent
JPY strength. PM Kan has indicated his government’s preference is to avoid taking on additional
debt, meaning that another round of fiscal stimulus is unlikely. We think pressure will mount

on the Bank of Japan to provide additional quantitative easing to fight deflation, potentially
undermining the JPY as the monetary printing presses are turned back on.

Oil is generally expected to weaken over the next few months as supplies remain more than
sufficient to satisfy continued slack demand. Should the global recovery show fresh signs of

“Oil is generally expected to weaken stalling, there is potential for another sharp re-pricing lower of oil and commodities in general.
over the next few months as supplies Additional Chinese stimulus is the key risk to that view.
remain more than sufficient to satisfy
continued slack demand.“ Sovereign default risk re-evaluated in Europe

What began at the start of the year with an acknowledgement from Greece that it had been
living way beyond its means turned into a more universal re-appraisal of the risks of sovereign
default. After Greece, the bond markets of Spain and Portugal were next to be re-examined.
More recently even the yields spreads of French and Dutch bonds vs German Bunds saw some

widening.
Exhibit 2 Investors have shown themselves less inclined to finance the debt of countries which are not
ZEW Economic Sentiment Indicator prepared to exercise budgetary prudence and governments have been forced to sit up and
listen. The rhetoric of this month’s G-20 meeting made clear that expansionary fiscal policies are
Eurozone ZEW Survey L L
o off the agenda and that fiscal consolidation has become the new watchword of the majority of
g N G-20 governments.
E a0 %@AA\ . ‘ .
g % R Clearly, fiscal austerity has an impact on growth potential and consequently on the market’s
g \ /-/\ / attitude towards risky assets. The sharp drop in the Eurozone ZEW index of economic sentiment
‘f": 2 v f' in recent months, seen at left, reflects the deterioration in the European outlook. The process
'g a0 \_A / of fiscal repair (and banking reform) will weigh on growth in the coming years. Since the end
§ -60 ,,A./ of April it has been clear that markets have been taking on board the prospects of a prolonged
" | | | | period of relatively slow growth in the industrialized world. The optimism that fuelled rallies in
V/2006 A/1/2007  1/1/2008 /12005 1/1/2010 stocks and other risk assets through the better part of last year came to an abrupt halt in April.
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“Budget deficits still have to be
crushed and whether or not the
electorates have the stomach for
budgetary reform, has yet to be
thoroughly tested.”

“We believe there is still considerable
risk for the EUR ahead.”

“Market forecasts suggest the US
deficit could be 9% of GDP this year,
but at least it is likely to perform
better in terms of growth.”

Focus on budget deficits
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2009 2008 2007

Ireland -14.3 -7.3 0
Greece -13.6 -1.7 -5.1
UK -11.5 -4.9 -2.8
us -11.3 -4.5 -2.1
Spain -11.2 -4.1 1.9
Portugal -9.4 -2.8 -2.6
France -7.5 -3.3 2.7
Italy -5.3 2.7 -1.5
Germany -3.3 0 0.2

Source: IMF

Annual deficits as a per cent of GDP

The decent demand seen in this month’s Spanish three year bond auction follows a smooth
result for the Portuguese bond sale and will have brought a sigh of relief from EU officials. It was
not without cost, however. The 2.1 bid/cover ratio was won with a rise in the average yield to
3.317% up from 2.007% in April.

Even so, the fact that there is still appetite for Spanish and Portuguese debt on the open market
reduces the likelihood of sovereign default as well as providing an endorsement from investors

on the budgetary commitments of the Spanish and Portuguese governments and on the
exceptional measures taken by the ECB and EU policy makers. That said, the war has not yet
been won. Budget deficits still have to be crushed and whether or not the electorates have the
stomach for budgetary reform has yet to be thoroughly tested.

Last month’s failure of the small Spanish savings bank Cajasur has drawn attention to the fact
that the Spanish property crash may yet bring bigger causalities. On top of the risk that Greek
debt may yet have to be re-structured, this is of particular concern. Outstanding Greek debt is
on the order of USD 350 bln; to put this in perspective, the Russian debt default in 1998 was in
the region of USD 73 bIn. We believe there is still considerable risk for the EUR ahead.

Confirmation from ECB President Trichet that 3mth tenders will be extended through
September suggest that he is aware that stresses in the market could continue for some months

yet.

Gilt-bund yield curve reflects concerns over huge budget deficit

S&P warned thirteen months ago that the UK’s credit rating could be affected if the government
did not reign in its budget deficit. Both the gilts market and sterling have been priced for bad
news for a long-time. Sterling may remain on thin ice vs the USD but Sterling is still around
21% weaker against the EUR than its average of 2007. Having broken below EUR/GBP 0.8400,
sterling’s position has improved and if the EUR softens again, EUR/GBP may edge lower.

Austerity age gets underway in the UK

The program of fiscal consolidation in the UK has just been launched. Now safely in office
the new coalition has been quick to let voters know the awful truth that deep public sector

spending cuts are inevitable and will be “felt for decades”.

The UK's budget deficit/GDP ratio may be the worst in the G7, but it is by no means the only
sizable industrialized country that has budgetary woes. Market forecasts suggest the US deficit
could be 9% of GDP this year, but at least it is likely to perform better in terms of growth. The
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“While our central forecast is for no
BoE rate hike until well into 2011, a
strong CPIl number this month will
intensify fears that the BoE may
have to bring forward a rate hike.”

Exhibit 3

CPIYoY % change

UK CPIl above BoE's 2% Target
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“Stronger growth data should
undermine fears of contagion from
the eurozone debt crisis and has
allowed for a relaxation in all the
market’s indicators of risk.”

“Qil supply remains ample and it is
likely that a return of USD strength
will continue to weigh on prices.”
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Bloomberg survey indicates a market consensus for US 2010 growth at 3.2% compared with
1.1% for the Eurozone in 2010 and 1.2% for the UK.

The CBI estimates that GBP 70 bin will have to be slashed from the budget. It estimates that
1.75% could be shaved off growth by 2016. The CBI does not see a strong risk of double dip
recession but some forecasters do. An unexpected -0.4% m/m drop in April manufacturing
production has fuelled these fears and despite prevailing growth fears in the UK, concerns
about inflation persist.

This quarter’s BoE survey of inflation expectations predicts that inflation will be 3.3% y/y in a
year's time, well above the BoE target of 2.0% y/y. While UK inflation is presently at 3.7% y/y, the
BoE is firmly of the view that excess capacity in the economy will drive the inflation rate lower.
However, an increase in inflation expectations risks driving wage deals higher and this will make
the BoE uncomfortable. The upcoming UK CPI release is expected to bring a moderation in the
headline number back to 3.5% y/y. While our central forecast is for no BoE rate hike until well
into 2011, a strong CPI number this month will intensify fears that the BoE may have to bring
forward a rate hike.

Combined with the scheduled fiscal tightening, this would have very poor implications for
growth suggesting that sterling would not necessarily see much benefit. On the assumption
that inflation does move lower in tune with the forecasts of the BoE, sterling may continue
to win back some lost ground vs the EUR, though broad-based USD strength could make a
meaningful recovery in cable difficult.

Oil unwinds exuberance

Risk aversion takes a breather

Source: Bloomberg

The better tone in stocks and oil that has appeared after last month's falls begs the question as
to whether the bout of re-pricing is complete.

Re-pricing was necessary to allow for the fact that the fiscal repair process in the Eurozone and
in the UK and US will cap growth prospects over the next few years. This did not sit comfortably
with the exuberance of the rallies in assets such as oil and stocks. The rally in the WTI contract
took it from near $33 /b in February last year to a high of over $87 /b last month.
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