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USD carry trade is dead i long live the JPY carry trade?

The last month of the year saw a dramatic change of fortunes for major currencies, much of which was triggered
by tectonic shifts in the bond market. After bond yields bottomed in late November, they reversed course and
shot higher, accelerated to the upside by a very strong November US employment report released in the first
week of December. The heavy US treasury selling all along the curve (or perhaps lack of buying as many
institutions and hedge funds were anxious to close their books for the year ahead of December 1?) saw yield
spreads on US debt suddenly beginning to stretch strongly in favour of the greenback. This development in bond
markets finally seems to have spelled the end - or at least the beginning of the end - of the USD carry trade as we
knew it. It finally made the market question the increasingly stale rationale of trading the USD exclusively on the
basis of the direction in risk appetite, regardless of how supportive or damaging a given development might be
for the US economy.

The break with the old USD/risk appetite correlation was swift: the USD had an excellent December, rising over
4.25 % vs. the Euro and some 7.3% vs. the JPY even as most risk appetite measures showed solid gains for the
month. The greenback fared less well versus the usual pro-risk commodity currencies, but neither did it lose any
significant ground versus those currencies until the beginning of January, when US yields began consolidating.
Rather than exclusively watching the ups and downs in equity markets, then, the USD trader now needs to keep a
close eye on the strength of US economic data and its effect on yield spreads, especially as long as risk appetite
remains healthy. The same may only be partially true whenever (or should we say IF ever?) strong bouts of risk
aversion sweep through the market, since the pressure in those cases is more likely to be on the more
traditionally pro-risk commodity and emerging market currencies.
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If the markets have taught currency traders one thing, it is that we should look for strong carry trades whenever
risk appetite is in healthy shape. And sure enough, as the USD carry trade suddenly derailed in late November, \
and early December, the JPY was waiting in the wings to swoop in to the carry traders’ rescue. Whenever bond
yields rise sharply as they did over the last several weeks, the low-yielding Japanese bonds don’t have a chance to
compete with other major bond markets and yield spreads move inevitably against the JPY’s favour. This new JPY
carry trade has found additional support in the form of a new Japanese Finance Minister with a more traditional
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stance on the threat of JPY strength, vs. Fujii’s more laissez faire attitude. It appear that in the coming months,
trading JPY carry trades are likely to be the best proxy in currency markets for trading government yields, and
likely also global risk. The JPY carry trade is gaining momentum as the Bank of Japan may finally have to move
into all-out quantitative easing mode to fight the deflation threat, even as Japan has the heaviest public debt
burden among major economies at over 200% of GDP. And it is doing so while the buzz phrase on every other
central banker’s lips is “exit strategies”. Long live the JPY carry trade — even if “long” can only be defined as either
“several months” or as long as it takes for asset markets to work through the phase of irrational exuberance they
have already been showing for some months now.

Chart: USDJPY vs. US vs. Japan rate spread
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In the chart above, the blue line shows the spread of US vs. Japangsdriterest ratesand the blue line
represents the USDJPY currency pair.

Snapshot of the Saxo Bank Carry Trade Model

The Saxo Bank FX Carry Trade model is telling us that risk appetite has accelerated to the upside since we first
created the index back in November, when it came close to dipping into negative territory in the wake of the
Dubai default news and Greek debt worries. This fits well with the market’s turning away from the public debt
markets in search of superior yields elsewhere. Most of the model’s inputs are showing expanding risk
willingness, especially equity volatility on new recent highs in equity indices, a sharp resurgence in forward
central bank tightening expectations (more on that later), and narrowing spreads on very popular high yield
corporate debt. Developments in CDS spreads (corporate credit) and FX volatility have been somewhat less
supportive, though part of the increase in the latter was probably due to the tectonic shift away from the USD
carry trade and into the JPY carry trade. Normally, the largest shifts to the upside in FX volatility are due to carry-
unfriendly conditions, so as long as other major indicators remain in risk willing mode, FX volatility may begin to
fall as well.
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Carry Trade Model
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Chart: The Saxo Bank Carry Trade Modiibte that as the cary trade conditions turned more strongly

expansive in December, the sample carry trade actually fell for a while before finally rising in late December

and then accelerating again in January. The sample JPY carry trade, on the other hand, rose soonerrand mo
quickly. As we mention, against less prisk currencieglike the Euro orthe pound) (G KS | { 5Qa LISNF
far stronger, a development not visible in our sample carry trade. (Note: remember that any reading above 0

for the Carry Trade Index represts improving risk conditions, and the absolute level of the line represents the
degree to which conditions are improving deteriorating)

For now, everything appears just fine in risk-land as conditions for the carry trade have improved sharply over the
last month, even as our longer term worries about the strength of the global recovery have yet to be assuaged.
We will continue to monitor risk conditions as indicated in the carry trade model. At previous significant inflection
points in global markets, the model seemed to help provide an early warning of the impact on currencies involved
in carry trades. There’s another question for the carry traders, too: at what point to bond yields stretch high
enough to trigger risk aversion in their own right on fears that higher yields will inflict increasing pain on an
absurdly over-leveraged economy? The Fed is undoubtedly watching developments with considerable alarm, and
at some point an official response may try to put a lid on yields. Certainly, the 4.0% level in the US 10-year
benchmark is an interesting level to watch.
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US 10-year yields
USGG1

0YR Index : US Generic Govt 10 Year Yield Weekly 2/3/2004 - 1/11/2010
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Chart: all market participants should be watching this chart, the yield on US/dér notes. The 4% level is
clearly significant testing grounds for the markeand technitans will note that it looks remarkably like an
upside down head and shoulders formation.

Central Bank Watch: CB expectations back on the rise

As discussed in the lead article of this publication, yields have come roaring back since our last publication.
Expectations from central banks have also increased in most cases, though not by as much as yields have
increased at the longer end of the curve, creating record steepness in the US yield curve, for example. The two
most interesting developments since our last publication were the Fed’s January meeting and the RBA’s
December meeting minutes

The Fed’s new monetary statement saw the Fed drawing up a specific timeline for closing down the majority of
its emergency liquidity facilities, even as it kept the phrase about keeping rates low for a significant period
unchanged. The December RBA minutes revealed that the RBA felt it had already made a fairly significant
adjustment to rates and that it now had a . The RBA has also tossed out a phrase about the strength of the
currency possibly being a factor, something we must keep an eye on as the Australia dollar is back trying at its
highest level vs. the broader market in decades. Norges Bank hiked in December, and remains only the second of
the G-10 central banks to actually hike interest rates for the cycle.

While many currencies have largely moved in line with the relative moves in interest rate expectations over the
last several weeks, there are exceptions. AUD and NZD have come storming back to start the New Year as risk
appetite has. And increased forward rate expectations haven’t done much so far to boost the pound sterling,
where there is extra focus on the fiscal situation and an election that must take place before June of this year and
could result in a hung parliament.
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Central Bank Rate Expectations - 1-year Forward
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Chart: Snapshots of entral bankforward rate expectationsg most of which have moved higher over the last four

weeks, The two notable exceptions (beside the always #mistent expectations for the BoJ), were the slight fall

in expectatiors forthe RBA Y R w. b % FyR adGldAad SELISOGIGAz2ya FNRY (I
woes Note that the comparisons from previous weeks include any interest rate hikes or cuts that may have taken
place in the interim.

Central Bank Rate Expectations

6.00% -

O Rate Now (01/08/2010)
W 1-yr. Forward Exp.
B Change

Usb EUR JPY GBP CHF AUD CAD NzD NOK SEK

Chart: Currentrates, 8 Y NJ] S Qa SELISOGFGA2ya 2F GKS NI dS | &SI N
tightening over the next 12 months (in red). (Data source: Credit Suisse and Bloomberg).



Saxo Bank Monthly — January 2010 6

Fundamental Indices

Our indices of monthly economic data show increasing divergence in trends relative to past months. Swiss data
remains very strong, and US data has improved on average as well. The UK, Japan and Europe hav e been a bit
more stagnant over the last two months.

G10 Economic Data Trends |

In the remainder of the G-10 economies below, the New Zealand economy continues to pace the pack, while
Aussie numbers have not improved in months (but the market seems more focused on external factors like China
and risk appetite rather than the actual Australian economy —is this a longer term warning sign? Norway’s
numbers have ticked more convincingly higher now, while Sweden is treading water.

G10 Economic Data Trends I
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Saxo Bank G-10 FX Forecasts

Our expectations given the current environment are outlined in the base case for each pair, but we also present
an alternative case for the short term and the factors that could contribute to that alternative scenario.

Base Case: Our base case is that we risk appetite may do reasonably well in the short run, but perhaps not at the
torrid pace since early December. In this environment, the pro-risk currencies may be getting a bit overheated
and the USD could renew its rally from late 2009, approximately tracked by the JPY. Further along the road, the
market may begin to question whether sufficient end demand will materialize for the believers in the recovery to
find room to bull up asset prices and carry trades further. An eventual transition to a repricing of risky assets will
take place, we feel, but the timing for this transition remains very murky as risk conditions on the surface still
seem to be arguing for full speed ahead. A bubble-like market (which we feel this is), is often difficult to deflate
once it has reached irrational levels, save for it collapsing under its own weight (unsustainably high sentiment
and/or market positioning) or due to exogenous risks, like geopolitical tensions from the Iran situation or the like.

Alternative Case: The alternative case for the short term is that a strong bout of risk aversion arises in the short
term as asset markets consolidate and possibly become nervous about the pace of the recovery. While there are
a few signs out there of waning momentum in places, there seems to be no sign of fear in risk indicators at the
moment, so this scenario, while valid, is more likely to occur further out.

Saxo Bank G-10 FX Forecasts

Forecast: Alternative
Currency | ;yiam 120 | Base Case (1-2 month)

A tremendous change has occurred for the greenback’s (EURUSD 1.3900)
behaviour and outlook over the course of December and into | (USDJPY 90.00)
the New Year. The initial trigger for USD transitioning from

weakness to strength was a very positive November US Strong risk aversion

employment report that accelerated an across the curve would do far more

treasury sell-off already underway that was making the USD damage to the

carry trade difficult to support from a yield-spread traditional pro-risk

perspective. The decisive rise in interest rates finally saw the currencies like the

EURUSD greenback departing from its previous, slavish correlation AUD and NZD and

1.4200 with risk appetite. Then, at the mid- December FOMC could support the USD

meeting, the Fed outlined a very clear timetable for its exit relatively speaking,
1.3700 from the majority of its quantitative easing programs, further | though not versus the

USD 1.2200 buttressing the USD’s case. The USD now seems to have the JPY, which would gain

ability to strengthen even as risk appetite is rising, though it on the USD if bond
USDJPY seems clear that expanding yield advantages are necessary to | yields fall sharply

93.00 keep the USD bull alive in risk willing conditions (A again.

consolidation in the bond market in early January, for

96.00 example, saw the greenback losing considerable ground to
102.00 the traditional pro-risk currencies like AUD and NZD). One
liability for the currency is the fiscal credibility theme, with
the USD perhaps only slightly better placed than GBP and the
JPY in terms of its fiscal situation. The USD is likely to gain
ground on the riskier corners of the market if risk willingness
eases. With the JPY carry trade now having taken over the
USD carry trade, USDJPY appears set to continue rising,
though hiccups in that trend may occur on any risk averse
convulsions that see strength in the bond market.
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currenc Forecast: Base Case Alternative
Y| mamaaw (1-2 month)
The Euro’s case has been damaged by the focus on interest
rate spreads. Increasingly inferior yields on EuroZone bonds in | (EURUSD 1.3900)
an environment of high risk appetite have helped the Euro to | (EURJPY 125.00)
compete with the pound sterling for the status of weakest G- | The Euro might do
10 currency over the last several weeks. Adding to the Euro’s relatively well versus
woes are the desperate fiscal straits in Greece, where the the higher beta, pro-
budget shortfall will clearly get that nation into financial risk corners of the
trouble in coming quarters. Interestingly, the ECB’s Stark market (AUD and
EURUSD stated that it was a mistake to believe that other EuroZone NZD, for example) on
1.4200 members would bail out Greece. This brings up that longer any move to risk
term question of the viability of the EuroZone framework. The | aversion, but it could
1.3700 rekindling of this development may have put the brakes on underperform the JPY
EUR 1.2200 the reserve diversification flows that have strengthened the in such a scenario if
Euro over the previous 2-3 quarters. The Euro’s only hope for | such a move triggers
EURJPY strength is perhaps against the likes of the higher beta pro- safe haven seeking in
132.00 risk currencies whenever the macro environment moves into | government bonds
risk aversion mode. Longer term, the Euro is still too strong again
129.00 vs. the USD and especially the Chinese Renminbi and has
125.00 unfairly absorbed too much strength from reserve
diversification by the world’s USD peggers. The economic data
out of Europe has been rather tepid, likely because the ECB
and member governments did not engage quite the degree of
all-out stimulus employed by the Fed and the Bank of
England. It appears that the EURUSD is soon ready to break
below its 200-day moving average for the first time since May
of last year.
The tables have turned dramatically for the Japanese Yen over | (USDJPY 90.00)
the last several weeks as it suddenly veered from posting a (EURJPY 141.00)
record high versus the US dollar in early December to If markets transition to
becoming the preferred funding currency for the carry trade risk aversion, the JPY
and weakening sharply across the board. The JPY weakness would likely
has been a result of a strong global sell-off in government experience upside if
treasuries around the world and resurgent government bond | this also means a large
yields all along the curve. Risk appetite remains high, and consolidation to the
USDJPY every other major country’s yields have a far higher beta than | downside in bond
93.00 Japan, so yield spreads have widened tremendously to the yields. Any risk
Yen’s detriment. Also weakening sentiment for the currency aversion triggered by a
96.00 early in the New Year was the resignation of a relatively JPY- further spike in yields
102.00 neutral finance minister Fujii and a his replacement with the to the upside would
JPY weak-JPY proponent Kan. The JPY carry trade will likely offer the JPY no
EURJPY continue as long as global bond markets remain weak and support, however.
130.00 yields rise further as this bout of risk appetite and belief in the
recovery works through the system in the first half of the
124.00 year. But further out, whenever the world discovers that the
125.00 global recovery is not living up to expectations, the JPY could

make a stand and weaken less steeply vs. the USD (and
possibly gain ground against higher yielders). The dark horse
scenario for the JPY is disorder caused by a focus on Japan’s
enormous debt load and lack of long-term fiscal credibility.
Japan could be vulnerable in such a scenario, which would
offer more than expected downside for the currency
somewhere down the road if it were to occur.
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currenc Forecast: Base Case Alternative
Y | imami2m (1-2 month)
The pound has edged back and forth in a fairly narrow range (GBPUSD 1.5500)
vs. the Euro over the last several weeks. On a few occasions, (EURGBP 0.9300)
the EURGBP pair has attempted to break down through the If a focus on fiscal
200-day moving average — which is obviously an important credibility continues
strategic technical focus for the key currency pair for the to gain ground and
overall sterling outlook. One of the reasons for the pound’s risk aversion
lack of directional momentum is that the Bank of England materializes, the
remains hopeful that a reasonable recovery is on the way, but | pound could face
GBPUSD it refuses to rule out the employment of further quantitative significant headwinds
1.6000 easing measures should conditions warrant. This wait and see | as it has the worst
stance is giving the market nothing to build on. Longer term deficit pressures of
1.5600 investors are also likely reluctant to stake positions on the any major currency
1.5000 currency ahead of the elections. Another worry lies on the outside of Japan, but
GBP fiscal side —a PIMCO analyst was quoted saying that UK debt also features a large
EURGBP faces an 80% chance of a downgrade if the UK government current account
0.8900 can’t improve its plan for addressing the deficit. And inferior deficit. Simple risk
yields mean that the UK public debt has been unable to gain aversion and strength
0.8800 any yield advantage over German debt for example. Still, in bonds without the
0.8500 several indicators suggest that the UK economy is on a more fiscal focus, on the
quickly improving trend than that of the rest of the EuroZone. | other hand, might see
The two key events on tap for testing whether the pound can | the pound significantly
gain ground on the single currency is the reaction to a stronger.
possible first rate hike in the months to come, and the
outcome of the general election that must take place before
June of this year. Our worries are growing about the currency
as we go from slightly bullish to neutral on GBP for the short
term.
EURCHF was unable to maintain its multi-month range above | (EURCHF 1.5100)
1.50 as the SNB has apparently stepped away from its The Swiss franc
interventionist tactics for the time being, likely due to a doesn’t seem to be
resurgence in global risk appetite (the first intervention by following its old
the SNB took place during the siege mentality in early March behaviour problem,
when major equity indices were valued at half or less of their | and since so much of
USDCHF current values, in many cases). The nervousness generated by | its recent strength has
1.0400 the Greek debt situation helped pushed EURCHF through happened on strong
1.0800 support, and the SNB is perhaps also less touchy about economic
1.2500 excessive strength in its currency now that the USD has performance and
firmed impressively since posting its lowest levels in strong risk appetite,
CHF November. Still, this does not eliminate the risk of a SNB the opposite
EURCHF response if CHF bulls become too aggressive. Curiously, the circumstances could
1.4800 franc has not fallen victim to carry trade seekers looking to lead to a weaker
1.5100 take advantage of its very low yield to fund against other franc. The potential
1.5600 currencies as global bond markets have weakened. The for sudden SNB

reasons for this are not clear at present, but certainly, the
very solid recovery in the Swiss economy is an important,
with another potential factor Switzerland’s status as a major
financial power house, which may be affecting capital flows in
Switzerland’s favour at the moment. Switzerland also enjoys a
superior fiscal position compared with its major EuroZone
and UK counterparts.

intervention at any
time must also be
taken into account.




Saxo Bank Monthly — January 2010 10
currenc Forecast: Base Case Alternative
Y| mamaaw (1-2 month)
(AUDUSD 0.86)
Aussie finally gave up its status as world-beater since our last | AUDUSD downside
report. The currency turned tail against the broader market would return with a
after topping out at close to a 20-year high in November. flourish on any return
While considerable monetary tightening is still projected into | of risk aversion as the
the forward curve, the RBA has already hiked three times and | currency is the most
the market has eased off on its projections for further popular major
tightening after the RBA’s most recent meeting in December currency for carry
AUDUSD saw the bank discussing its three hikes as having trades and the idea of
0.9000 accomplished a “material adjustment”. The Aussie’s a Chinese-led global
traditional exposure to risk appetite came under heavy fire in | growth recovery.
0.8400 December as the sudden demise in the USD carry trade’s
0.7500 popularity on a heavy US bond sell-off (and resulting
AU D tightening of Aussie-US yield spreads) saw tremendous
AUDIJPY unwinding of long AUDUSD positions. The tumbling gold price
79.00 was also a likely reason for the Aussie losing its footing.
Aussie is mounting a strong comeback as 2010 gets under
75.00 way and equity prices once again rally, but the currency may
75.00 have a hard time gaining further ground against the broader
market as long as its economy continues to perform relatively
poorly on a comparative basis as it is doing at present (see
our fundamental economic comparisons in this report). Risk
aversion and/or unsettling developments in China are the
potential triggers for an unwind in the currency’s relative
strength.
The loonie has bounced back against the broader market due | (USDCAD: 1.08)
to a tremendous rally in energy prices. Promises of more If the oil rally
bitterly cold weather to come in the US in January could evaporates as quickly
mean continued strength for energy and support for the as it materialized and
Canadian dollar (gas prices have risen even more sharply than | risk aversion were to
oil prices and both are exported heavily and almost return, then USDCAD
exclusively into the US). From a yield spread standpoint, might be very quick to
however, the paltry 0.25% yield and large exposure to the US | correct back higher to
economy means that CAD may have a hard time gaining any the upper reaches of
USDCAD additional strength versus the USD exclusively on strength in its range of the last
1.0500 commodity prices. Its current account fundamentals have several months.
CAD also been heading in the wrong direction for some time now
1.1000 due to the weakness in the US demand (especially the auto
1.1500

sector, which may, however, see some heavy inventory
rebuilding in the months to come). CAD may therefore have a
hard time advancing beyond the longer term range vs. the
dollar, with the BoC likely going on the warpath if USDCAD
threatens parity again. CAD may be a lower beta version of
AUD if risk aversion returns. AUDCAD shorts on rallies are
certainly worth consideration.
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currenc Forecast: Base Case Alternative
Y| mamaaw (1-2 month)
The kiwi has staged a comeback on its traditional correlation (NZDUSD 0.69)
with risk appetite (kiwi has a 0.94 correlation with the US The kiwi will be one of
S&P500 for the last 500 trading days). The NZD also found the more sensitive
some support from its latest rate meeting in early December, | currencies to any
when the RBNZ came out with a more hawkish than expected | decline in risk
NZDUSD indications on when their rate hike cycle would begin this appetite, as it seems
0.7200 year, though those expectations have since faded somewhat to have become a bit
0.6800 and the currency has lost some of its edge against the AUD of a high beta
0.6400 again. So, despite the constant moaning about the currency’s | favourite at the
strength from RBNZ governor Bollard, the market feels that moment vs. the likes
NZD the government has little ability to control the currency’s of the Japanese Yen.
AUDNZD level. Another driver of the NZD’s strength has been a surge
1.2100 in milk prices, as milk is one of New Zealand’s biggest exports.
1.2100 Worry signs for the kiwi only show up if risk aversion returns
1.1700 and the carry trade fades (whether of the USD or JPY variety —
regardless of which carry trade is in vogue, the key for the
thinly traded kiwi is always the risk picture in general).
Another point of interest for possible weakness is that non-
resident bond holdings have ticked significantly lower, nearly
matching a two and a half year low. The air may get thin again
soon for the kiwi.
NOK has been put on the rally track by the tremendous rally (EURNOK 8.40)
in crude oil prices. Over the last 500 trading days, the NOK is very exposed
Norwegian krone has a 0.86 correlation with crude prices. to risk at current
NOK was previously on a weak footing due to the Norges levels. Any sharp
Bank’s warning that, although it expected to hike rates in the consolidation in the
future, it said that any plans could certainly be scrapped if the | crude oil price and/or
krone showed excessive strength. But in mid-December, major consolidation in
Norges Bank felt comfortable enough with the currency’s asset prices (less
EURNOK level to go ahead and move forward with its first interest rate | important than
8.20 hike, catching some observers by surprise with the timing. So | energy) would likely
8.10 the combination of higher energy prices, a more hawkish than | see the NOK
7.90 expected CB, and the new weakness in the EuroZone with the | consolidating sharply.
turmoil over Greece and inferior economic improvement
NOK there combined to make a EURNOK sell-off an easier
USDNOK proposition for the market than it had been previously. In the
5.80 longer run, the NOK still appears somewhat undervalued
6.00 against the EUR, but if any severe risk aversion occurs, the
6.40 NOK may suffer due to its exposure to oil prices and simply

because of its thin liquidity, despite the fact that Norway has
an unmatched balance sheet and will avoid the eventual fiscal
crises that must hit every other major Western country in the
coming years.
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currenc Forecast: Base Case Alternative
Y| mamaaw (1-2 month)
The SEK is responding well (at least versus the lowly Euro of (EURSEK 10.40)
EURSEK late) to the continued global rally in asset markets, as it If risk markets
10.15 normally does in such conditions. The apparent tailwinds of undergo a
economic growth are good news for its export markets, and considerable
10.00 improvements in the global EM risk appetite the last half of consolidation in the
9.50 December were especially important for pulling SEK back near term, this would
SEK from the brink as CEE risk spreads tightened and CEE likely rub SEK the
USDSEK currencies did well. The Latvian stock market has even tried wrong way and see it
7.00 to put a brave face on things to start the New Year. Going weaken against much
forward, we generally prefer the SEK over the Euro due to the | of the rest of the G10
7.15 special challenges that face the EuroZone over the long run, currencies.
7.70 but it seems clear that SEK may consistently prove an
underperformer whenever risk aversion materializes. This
eventuality may be some months away, however.
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G10 Currency Charts

The charts below (2 highlighted charts and the eight smaller ones) show each currency vs. an evenly weighted
basket of the other 9 of its G-10 peers. All currencies are indexed to 100 on a rolling basis, 3500 calendar days
before the date of the snapshot (almost 10 years, with a bit more than two years displayed in the charts.)
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Our first focus currency for the month is the Euro, which has seen significant weakness since our last report on
ho-hum economic data, nervousness stemming from the Greek fiscal situation, and strong bond markets that

have made interest rates spreads unfavourable. Against the likes of the AUD, the Euro is reaching ten-year lows.
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The weakest currency award for the last several weeks goes to the JPY, which tumbled to new recent lows as
global bond markets weakened and a renewed wave of higher rate expectations and new exit from most central
banks arrived while the Bank of Japan appeared increasingly likely to expand QE measures.
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NOK boosted on oil — will be very sensitive to risk aversion
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SEK — outperforming Euro on higher risk appetite
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