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WHAT'S INSIDE: CuRrRRENCY STRATEGY HIGHLIGHTS

* Greenback’s Comeback: The US$ has come alive again in June,
as doubts about the global recovery resurfaced and prompted
a resumption of safe haven flows. Those flows will continue
to prop up the currency through Q3, as economic data falls
short of the market’s unrealistically high expectations of a

— Greenback Refuses To Fold
— Canadian Trade Problems Go Beyond Qil
— Eurozone Slump Continues

— Sterling on a High quick turnaround in economic fortunes. That should take some
— Sayonara Recession shine off the C$ and bring it back more in line with subdued
— A$ Continues to Benefit from Resilient commodity prices.

Economy « Yen On a Better Footing: Japan seems to be on the
—  Peso Yield Advantage Wiped Out ascendancy again, with its export sector bouncing back on

inventory-replenishment by its customers. Further improvement
in demand, particularly from China, will put the yen on a better
footing for a bounceback. We've accordingly upgraded our end-
of-Q3 target from 101 yen/US$ to 98 yen/US$, while leaving
the longer-term forecasts unchanged.

EvenTs To WATCH IN Coming MONTH

« Bank Earnings Reports for Q2: Market optimism has soared despite the US banking system remaining fragile.
Any disappointment in July from Q2 bank earnings could trigger a change in sentiment to the worse and assist
the greenback at the expense of other majors.

« Japan’s Tankan Survey: A bellwether of GDP growth, the business confidence survey could suggest that Japan
saw some growth in the second quarter, following two disastrous quarters. The report follows recent positive
developments including a pick up in consumer confidence and industrial production, and an upgraded economic
outlook by both the Cabinet Office and the Bank of Japan, and should be supportive of the yen.

CuURRENCY OUTLOOK

End of period: 2009 III 2009 1V 2010I 20101II 2010 III 20101V
US$ Rates:
C$/US$ 1.190 1.150 1.140 1.100 1.080 1.060
US$/Euro 1.32 1.35 1.35 1.37 1.39 1.40
Yen/US$ 98 97 95 90 89 87
US$/Sterling 1.53 1.57 1.59 1.62 1.64 1.67
SFr/US$ 1.14 1.11 1.11 1.09 1.08 1.08
US cents/A$ 73.0 77.0 80.0 83.0 85.0 88.0
Mex Peso/US$ 14.0 13.0 12.5 13.0 12.5 13.0
Other Crosses:
Yen/C$ 82 84 83 82 82 82
C$/A$ 0.87 0.89 0.91 0.91 0.92 0.93
C$/Sterling 1.82 1.81 1.81 1.78 1.77 1.77
C$/Euro 1.57 1.55 1.54 1.51 1.50 1.48
Yen/Euro 129 131 128 123 123 122
Sterling/Euro 0.865 0.860 0.850 0.845 0.845 0.840
SFr/Euro 1.500 1.495 1.495 1.500 1.500 1.505
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Greenback Refuses To Fold

Three consecutive months of seemingly unbounded
optimism have propped up global markets, crushing
the US$ in the process. But as we had warned, there is
plenty of room for a return of risk aversion, given the
still-frail state of the global economy. And June saw
just that, with some disappointing economic numbers
and a downward revision to global growth estimates
by the World Bank, giving markets a reality check, and
prompting the resumption of safe haven flows towards
the US$.

In the US, while there is some merit to a little bit of
optimism given the slowdown in the pace of economic
decline and job losses, economic weakness remains
pervasive, meaning that a recovery is still several months
away. The epicenter of the current crisis, namely housing,
is yet to see major improvements. Admittedly housing
sales have picked up, but given the excess supply in the
market, prices continue to drop, something that doesn’t
help stem the flow of foreclosures or the health of a
badly bruised banking sector. The labour market and
industrial production remain weak, with the latter now
almost 15% below its peak, the worst peak to trough
decline since World War Il (Chart 1).

All told, economic conditions remain weak in the US and
abroad, and as a result, we continue to expect bouts
of US$ strength against all major currencies in the third
quarter as economic data falls short of the market's
unrealistically high expectations. But once global growth
gets going, after Q3 in our view, expect the greenback to
resume its long-term depreciating trend, weighed down

Chart 1 - Drop in US Industrial Production Worst
in Generations

by the Fed’s quantitative easing program and America’s
massive current account and budget deficits.

Canadian Trade Problems Go Beyond Oil

The loonie started the month in exuberant mood,
flying confidently towards parity in a disproportionate
response to the small ramp up in commodities. But
boom times were never on the horizon, and as we
expected, the loonie had nowhere to go but down.
Even at a now more modest 1.15 C$/US$, the currency
still looks overvalued. Note that Canada ran a massive
current account deficit in a quarter that saw the
currency averaging 1.24 C$/US$. And even if oil had
averaged US$70/barrel in Q1, we would still have posted
a substantial deficit (Chart 2, left). Canada’s trade
problems, therefore, lie not only on cheap oil but mostly
on the erosion of its manufacturing base, brought by a
stronger currency over the years. The latter has resulted
in the decline in the manufacturing share of exports and
an over-reliance on energy (Chart 2, right).

For the current account to return to black ink, and hence
be supportive of a sustained C$ rally beyond parity,
improvements in export prices and volumes will have
to be broad-based and not just isolated to the energy
sector. And for that to happen, the global economy
will have to be booming again, something that we
don’t see happening just yet. For now, given economic
weakness both in Canada and abroad, expect the loonie
to continue depreciating towards our end-of-Q3 target
of 1.19 C$/US$, before picking up altitude again as
the global economy starts to see sustained signs of a
recovery come Q4.

Chart 2 - Canadian Current Account Deficit Not
Caused by Oil Slump
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Eurozone Slump Continues

The euro lost some ground against both the US$ and
sterling in June, dragged by renewed worries about the
exposure of its banking sector to shaky eastern european
economies and their currencies, and by economic
weakness at home. Industrial production was still in a
nosedive in April (Chart 3, left) and the jobless rate has
hit a decade high. The only ray of hope for the eurozone
is recent data pointing to an apparent stabilization
in retail sales and the rise in Germany’s business IFO
index, although the latter is still miles below where
it stood before the recession started (Chart 3, right).
But overall, the eurozone economy remains depressed
and we continue to expect that it will emerge from
this recession later than most developed economies,
prompting further weakness for the common currency
towards our 1.32 US$/€ end-of-Q3 target.

Chart 3 - Eurozone Still in Deep Recession
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Sterling on a High

Sterling was among the few currencies making gains
against the US$ in June, as markets seemingly discarded
the political uncertainties at home and instead focused
on Britain’s improving economic fundamentals (Chart
4). Not only can the UK boast about its first monthly
increase in industrial production in more than a year,
but house prices have stabilized and confidence is
improving. The purchasing manager’s services index
is now above 50 (the separation between contraction
and growth) and the PMI for manufacturing and
construction have risen significantly in Q2, all of which
suggest that the 7.4% annualized Q1 GDP contraction
is now well in the rear view mirror. But Britain is not
out of the woods yet. The recent run up in the currency
seems slightly overdone given the state of the global
economy and it could jeopardize the recovery of the

Chart 4 - British Economic Fundamentals Improve
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UK’s export sector. Current account weakness should
therefore exert pressure on sterling to give back some
of its recent gains against the US$ in Q3, before broader
US weakness propels sterling higher again in the final
quarter and into 2010.

Sayonara Recession

It's dawn in the land of the rising sun. After two horrible
quarters, Japan is now seeing some green bamboo
shoots of its own. The pick up in consumer confidence
is gathering speed and industrial production seems to
have found a trough (Chart 5). The second quarter likely
got a boost as run-down inventories were replenished,
especially by customers overseas. Those positive
developments prompted both the Cabinet Office and
the Bank of Japan to upgrade their economic outlook
yet again. So, don‘t be surprised if the upcoming
Tankan survey shows a significant rebound in business
confidence.

Chart 5 - Good Vibes From Japan
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While there are still some areas of weakness, such
as a much weakened labour market and soft capital
spending, the improvements in exports and domestic
spending should put the yen on a better footing for a
rapid bounce back. Based on the now better outlook
for Japan, we have upgraded our end-of-Q3 target from
101 yen/US$ to 98 yen/US$, while leaving the longer-
term forecasts unchanged.

A$ Continues to Benefit from Resilient Economy

As in the past few months, the A$ continues to benefit
from the resilience of Australia’s economy. Thanks in
part to the deployment of fiscal stimulus by the Rudd
government, Australia was the only developed economy
to avoid a Q1 GDP contraction (Chart 6, left). And the
jewels in the stimulus packages were arguably the
subsidies to first time home buyers, which, together with
lower interest rates, helped Australia avoid a housing
market crash that earlier had seemed inevitable (Chart
6, right).

But Australia still faces challenges in the form of a rising
unemployment rate and weak consumption growth.
Markets are pricing in a rate hike by the Reserve Bank
of Australia in the first half of 2010, too early in our
view given the still delicate state of the economy. So,
the A$ could lose some ground in the near term as
soft economic data in Q3 forces markets to revise their
expectations. But longer term, we remain bullish on the
A$, as the resurgence in global economies, particularly
China and Japan, rekindle commodities and Australian
exports, taking the currency to 0.88 US$/A$ by the end
of 2010.

Peso Yield Advantage Wiped Out

The US recession continues to weigh on Mexican
income flows via weak remittances and sluggish
exports. The latter has brought industrial production
to a halt and caused the unemployment rate to creep
up and consumption to soften further. Add to that the
tourism-busting swine flu outbreak, and it's not difficult

to forecast another GDP contraction for Q2.

Chart 6 - Australia Bucks Trend
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