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Government bonds build out recent gains

On Friday, government bonds gained further ground on weaker equity markets and month end duration extension buying.
As a result, the technical outlook for bonds improved further after the break above the downtrend channel in the Bund.
This week’'s ECB policy meeting, US eco data (ISM, Payrolls) and equities will guide trading.

FX: Chinese central bank continues to advocate a super-sovereign reserve currency

On Friday, the PBC'’s call for an alternative reserve currency weighed on the US dollar. However, the damage for the US
currency was fairly limited. Sterling extends its sideways trading pattern against the euro.

News & Calendar: US personal income surges due to fiscal stimulus

Sunrise Headlines

On Friday, US Equities closed the session slightly lower as investors took profit af-
ter an impressive rally on Thursday. Dow/S&P ended 0.40% / 0.15% lower. Most
Asian shares start the week in negative territory.

In Japan, industrial production  grew for the third consecutive month in May as
companies are rebuilding inventories and the economy started to climb out of the
recession.

Spain’s government approved a €9 billion bailout fu ~ nd to shore up banks weak-
ened by a deep economic recession and get them lending again.

On Saturday, the International Monetary Fund  said the recession and falling tax
revenues will lead to “uncomfortably high fiscal deficits” in France and any fur-
ther economic stimulus should be small and temporary.

German Chancellor Merkel emphasized she planned to cut, not hike taxes after
the elections in September and insisted her conservatives were united on the is-
sue.

Crude oil ($68.60) declines further today as easing tensions in Nigeria stimulated
investors to take profit.

Today, the calendar contains the European Commission confidence indicators and
UK lending data.
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Markets: Fixed Income
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On Friday, global bonds gained further ground suppo rted by month end dura-
tion extension buying and weaker equities. ~ The data had little immediate impact,
although French consumer confidence, US personal income and Michigan consumer
confidence all came out better than expected. Overall, this weren't the most important
data, as investors are still looking for hard evidence of an economic recovery.

In a daily perspective, US yields were slightly low  er (0 to 3 basis points) across
the curve, while there was a bull flattening of the German yield curve. 2-year
yields stayed unchanged compared to a decline by 2 basis points in 5-year yields and
3.5 basis points in 10-year yields.
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German 10-year yields fall again below 3.40%.
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Bund confirms break above downtrend channel

Today, the euro zone calendar contains the European Commission confidence indi-
cators (June). In the US, no important data are scheduled for release. In May, eco-
nomic confidence showed its second consecutive improvement, after reaching an
all-time low in March. The consensus is looking for another, slight improvement (70.8
from 69.3) in the headline index due to increases in consumer and industrial confi-
dence. We have no reasons to distance ourselves from this estimate, as the confi-
dence indicators tend to lag the PMI surveys.

Later this week, the calendar is well-filled both in the euro zone and in the US. In the
euro zone, the first estimate of June CPI, M3 data and retail sales will attract most at-
tention. In the US, all eyes will be on the June manufacturing ISM and payrolls. On
Friday, German CPI surprised on the downside of expectations as the yearly figure
stayed unchanged at 0.0% Y/Y, while the consensus was looking for a negative infla-
tion figure. Belgian CPI, on the contrary, dropped further into negative territory. To-
morrow, euro zone CPI is forecasted to fall into negative territory (-0.2% Y/Y), but the
risks might be on the upside of expectations after the German inflation data. In April,
M3 money supply slowed less than expected, but for May a further slowdown is
forecasted (4.6% Y/Y from 4.9% Y/Y). The ECB will also keep a close eye on the
lending data to see whether the unconventional measures are effective. On Friday,
retail sales are expected to decline again in May after rising for the first time in seven
months in April. The consensus is looking for a decline by 0.2% M/M. In the US, the
manufacturing ISM s forecasted to show its sixth consecutive improvement in June.
The headline index is expected to rise from 42.8 to 44.0 after some earlier released
regional business confidence indicators came out mixed. We therefore believe than a
marginal deterioration is not excluded. This month, the payrolls are scheduled for re-
lease on Thursday instead of Friday due to the long July 4" weekend. In the previous
two months, US payrolls came out significantly better than expected, indicating that
the sharp decline in employment is slowing. In May, the official employment report
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Technicals Sept Bund future

The technical picture of the Bund
is neutral, after the Bund con-
firmed its break above the down-
trend channel on Friday.

On the downside, support comes
in at 120.72 (S1, daily envelope),
at 120.62 (S2, STMA), at 120.45
(S3, previous reaction low), at
120.31 (S4, weekly envelope) and
at 120.18 (S5, broken daily chan-
nel top).

On the topside, resistance stands
at 121.09 (R1, new reaction high)
at 121.11/16 (R2, targets double
bottom), at 121.25 (R3, 50% re-
tracement contract high to low), at
121.31/33 (R4, daily Bollinger top/
daily envelope), at 121.42 (R5,
previous reaction high), at 121.55
(R6, neckline double top continua-
tion charts) and at 121.89 (R5,
daily Starc top).

The contract is overbought.
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showed also an improvement in temporary help agencies, which also raised expecta-
tions that the worst of the US recession is behind us. For June, the consensus is
looking for a decline in employment by 375 000 (after -345 000 in May). We believe
that a sharper decline in employment is not excluded, but the ADP report on
Wednesday might give us a better indication.

On the supply front, there are no auctions schedule  d in the US this week, but in
the euro zone, Germany, France and Spain willtapt  he market. Germany will tap
its 10-year Bund for an amount of €6B, while France and Spain will issue respectively
a new 10-year and 5-year benchmark. France will also tap its 7-year OAT. In the US,
the announcement of the 3-year note, 10-year note reopening, 30-year bond reopen-
ing and 10-year TIPS auctions, that will ensue the long weekend, will also attract
some attention.

On Thursday, the ECB will hold its monthly ECB poli ¢y meeting. Recent council
members’ comments have indicated that the ECB is currently firmly on hold, as they
called interest rates ‘appropriate’. At the same time, they will await the impact of the
recent measures taken. In this context, the impact of last week’s first 12-month refi-
nancing operation will be closely monitored. In a first response, money market rates
have dropped to new historical lows, but the main question remains whether banks
will step up lending or will park the excess liquidity at the deposit facility at the ECB.
On Thursday, banks deposited €143.4B at the ECB and it will be important to see this
amount declining again over the coming weeks. Otherwise, pressure will mount to
bypass the banking sector. Indeed last week, ECB’s Weber already warned that the
ECB may circumvent the banking sector if they do not step up lending, which sug-
gests that the ECB may broaden its asset purchases beyond covered bonds towards
other private securities, as government bonds do still look no option.

Regarding trading, government bonds have rebounded quite strongly over the past
two weeks, as investors turned more cautious about the economic recovery and want
too see more hard evidence of improving economic conditions. The change in senti-
ment occurred after US 10-year yields tested the 4% level. The more cautious mood
was also reflected on the equity markets, as most European and US indices failed to
break above the year highs in a sustainable manner and turned south. From a tech-
nical point of view, the Bund is currently under the positive influence of a double bot-
tom formation with the neckline at 119.31 (targets at 121.11/16) and has also broken
above its downtrend channel. In the US, the improvement of the technical picture has
been more gradual, but on Friday, the T-Note future also confirmed the break above
a double bottom formation at 115-25. Hence, the technical picture has improved,
but much will depend on the data and the developmen  ts on the equity markets
this week. Regarding the Bund, strong resistance is seen at 121.55 (neckline
major double top continuation charts), where some p artial profit-taking on the
recent rally can be considered.

In the UK, the May lending data are scheduled for release. These have become ever
more important as several MPC members have shown fears that too tight lending
conditions might quell the economic recovery. Today, the Bank of England will also
hold a reverse auction for an amount of £3.5B.

Technical picture Bund improves further, after break above down-
trend channel.

Banks deposit €143.4B at the ECB in the wake of the first 12-
month refinancing operation. This should decline again in the
course of the coming weeks.
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Currencies; FX: Chinese central bank continues to advocate
a super-sovereign reserve currency
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Technicals EUR/USD

Support comes in at 1.3995/72
(Break-up hourly/Daily envelope), at
1.3954 (Break-up + MTMA), at
1.3934/11 (LTMA), at 1.3888), at
1.3866/60 (Weekly uptrend
line/weekly envelope) and at 1.3826
(Last week low).

Resistance stands at 1.4076 (Reac-
tion high), at 1.4119/39 (reaction
highs), at 1.4157/78 (Daily enve-
lope/Reaction high), at
1.4211/50(Weekly envelope/Boll top)
and at 1.4338 (Reaction high).

The pair is in neutral territory.
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On Friday, EUR/USD trended higher for most of the session. In Asia, the pair re-
ceived support from a strong stock market performance. European stocks failed to
maintain the positive momentum from the Asian markets and this capped the
EUR/USD upmove. However, later in the session, the Bank of China reiterated re-
cent calls for a new reserve currency that is delinked from the economies of the is-
suers. This new pleading caused some additional losses in most dollar cross rates
and EUR/USD tested offers in the 1.41 area at the start of the US trading session.
Later in the session, US stock markets showed an indecisive trading pattern and this
stemmed the losses of the US currency. EUR/USD closed the session at 1.4056,
compared to 1.3988 on Thursday.

During the weekend, there was a BIS meeting in Bazel. On the sidelines of that
meeting, the debate on the role of the dollar as reserve currency continued. Some
policy makers from emerging market countries again advocated to examine the pos-
sibility of a more diversified system of currency reserves. China and Brazil said they
are working on an agreement to increase the use of their local currencies for mutual
trade purposes. At least for now, the reaction of the USD on those headlines was
limited.

Today the European eco calendar contains confidence indicators from the European
Commission. These data are interesting, but after the publication of the PMI's and
the IFO, we don’t expect them to have a lasting impact on trading. On top of that,
markets are gradually looking for evidence from hard data rather than from sentiment
indicators to confirm the hopes that the worst of this downturn might be behind us. In
the US, only some smaller regional business confidence indicators are on the
agenda. So, the data probably will only have a limited impact on currency trading.
The swings on the stock markets and technical considerations will again be the most
important factors for trading.

EUR/USD: China comments weigh on the dollar.

Global context. During the month of May, EUR/USD performed quite a strong rally.
The euro profited from improved global risk appetite. On top of that, investors were
cautious on the dollar as there was still quite some uncertainty about next steps in
the Fed policy and about the fiscal situation in the US. The EUR/USD ascent stalled
after the better than expected US payrolls report early June. It temporary looked as if
markets would shift their attention to the pace of the recovery in the US and its po-
tential impact on the Fed policy. However, until now, other hard data mostly were not
strong enough to support this thesis. Last week's FOMC meeting didn’t bring any in-
sights on new/additional policy steps either. So, until now, there are no indications
that the Fed policy will turn more dollar supportive anytime soon. On top of that, the
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Technicals USD/JPY

Support stands at 95.04 (Reaction
lows  hourly),  94.88/85(Reaction
low/Daily envelope), at 94.44/40 (Re-
action low/Boll Bottom), at 93.85/55
(May low/19 March low).

Resistance comes in at 95.70/80
(Breakdown hourly/(Daily envelope),
at 96.05 (Reaction high hourly), at
96.31/65 (MTMA/Boll Midline), at
96.91 (Weekly envelope) at 97.20 (19
June high) and at 98.90 (MT reaction
high).

The pair is in neutral territory.
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debate on the role of the USD as reserve currency sometimes also caused some
temporary dollar nervousness.

Recently, the ECB side of the story was not really that important for price action on
the currency markets in general and for EUR/USD in particular. However, last week,
we noted signals from Mr. Weber that the ECB measures don't filter through enough
into bank lending. This debate is still in its very early stages but it deserves the at-
tention, also from a currency market point of view. The ECB potentially moving fur-
ther in the direction of new unconventional measures might, at some point, become
a negative factor for the euro, too. In this respect, we take a close look at EMU lend-
ing data to be published on Tuesday and at the ECB press conference on Thursday.

For now, EUR/USD traders mostly continue to watch investor sentiment (as mirrored
in stocks and in commodities) as the most important guide for EUR/USD trading.
Over the previous two weeks, we had a neutral bias for EUR/USD. For now, we hold
on to that view.

Looking at the technical charts , the medium term outlook remains euro construc-
tive as long as the EUR/USD pair stays above 1.3739 (Previous reaction high). After
the payrolls, quite a forceful correction occurred, but a test of this key level didn’t oc-
cur and the EUR/USD currency pair settled in a sideways trading pattern between
1.3739 and 1.4338. The pair returning above MTMA and above the previous short-
term highs (1.4013/33) made the short-term picture again neutral. A break above the
1.4178 reaction high would open the way for a retest of the range to at 1.4338. We
expect this level to be difficult to break short-term. A break above the 1.45 area,
would suggest the risk for a more profound loss of confidence in the US dollar and
could even lead to dollar panic. This is not our favorite scenario. In a day-to-day per-
spective we slightly prefer a sell-on-up-ticks approach.

On Friday, the USD/JPY pair joined the global USD decline. In Asian the pair was
supported by a decent stock market performance. However, in Europe global inves-
tors turned more cautious. This triggered yen buying at the start of trading in Europe.
Later in the session, the comments for the Chinese central bank on an alternative re-
serve currency caused an additional wave of dollar selling. The pair settled in the low
95 area going into the weekend. USD/JPY closed the session at 95.18, compared to
95.95 on Thursday evening.

Overnight, Japanese industrial production statistics were published. Production
rebounded 5.9% on a monthly basis. However, the figure was weaker than expected
and the Y/Y figure is still deeply in negative territory (-29.5%). May retail trade stabi-
lized (on a monthly basis) in May. The data suggest an inventory-driven rebound,
but the key question remains whether final demand will pick-up in order to support
this rebound going forward. Asian stock markets are mostly lower this morning (ex-
cept for the Chinese stock markets).

Global context . Since March, USD/JPY developed a sideways trading pattern be-
tween 101.40 and 93.86/54 (May low/March low). The ‘traditional link’ between
USD/JPY and the performance of global stock markets/risk appetite was no longer
as tight is it used to be some time ago. Nevertheless, at times of rising market
stress, this market theme still plays its role. At the end of May, USD/JPY came rela-
tively close to the key 93.54 range bottom, but a real test/break didn't occur and
USD/JPY returned higher in the medium term trading range. The subsequent re-
bound ran into resistance ahead of the first resistance area (the early May highs). In
a longer term perspective, this remains a range trading story. We expect the range
bottom (MT reaction lows at 93.85/93.55) to hold. In a day-to-day perspective,
watching the stock markets remains the name of the game.
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Technicals EUR/GBP

Support comes in 0.8495/91
(Broken  MTMA/  Break-up
hourly), at 0.8478/57 (Reac-
tion low/ (Break-up + Daily
envelope), at 0.8426(break-up
hourly), at 0.8404/00 (Weekly
channel Bottom/Reaction low)
and at 0.8364 (Boll Bottom +
Weekly envelope).

Resistance is seen at 0.8523
(Reaction high), at 0.8553/56
(Boll Midline/ Daily envelope),
at 0.8592/98 (Daily downtrend
line 0.9416/Last week high +
weekly envelope) at 0.8605
(Reaction high) and at 0.8659
(LTMA).

The pair is in neutral territory.
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USD/JPY indecisive trading pattern persists

On Friday, the EUR/GBP pair again drifted slightly lower in technically inspired trad-
ing. There were no important UK eco data. Friday’s trading pattern confirms the feel-
ing that the pair entered some kind of consolidation pattern. However, after all, ster-
ling holds up rather well and at least for now there are no signals of a protracted
sterling correction yet. EUR/GBP closed the session at 08507, compared to 0.8546
on Thursday.

This morning, the UK Hometrack housing price measure showed that UK home
prices were stable for the second month in a row. Later today, the UK lending data
deserve some attention. However, usually these data are no big movers for the cur-
rency market.

During the month of May, sterling performed a remarkable rebound against the euro
(and the dollar). Improving eco data were a good reason for investors to turn sterling
positive. The break below the EUR/GBP level of 0.8637 was a clear signal that
something had changed in investor sentiment towards the UK currency. This move
forced us to leave our longstanding buy-on-dips approach in the EUR/GBP pair. We
turned to a neutral approach vis-a-vis the UK currency. Nevertheless, there is still a
lot of uncertainty on the BoE policy going forward (additional buying of assets?). On
top of that, recent comments from BoE policy members gave the impression that
they felt quite comfortable with a weak pound to support the economy.

Over the previous two weeks, there were tentative signs that the sterling ascent was
losing momentum. Recently, we indicated we thought that enough good news for
sterling had been priced in at the current levels and advocated profit taking on
EUR/GBP shorts. We hold on to this tactics, even if we have to admit that the ster-
ling showed rather resilient until now. Regaining the 0.8605 area (last week high)
would call off the ST alert in EUR/GBP and would be an indication that the
EUR/GBP rebound could have some further to go.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 6
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EUR/GBP: bottoming out, but no sustained rebound yet.

News

US: personal income surges due to fiscal stimulus

In May, personal spending rose by 0.3%, which was perfectly in line with expecta-
tions. The previous figure was upwardly revised from -0.1% to 0.0%. Personal in-
come, on the contrary, came out much higher than expected rising by 1.4%, while an
increase by 0.3% was forecasted. The April figure was upwardly revised from 0.5%
to 0.7%. The surge in personal income was mainly due to surging transfer payments,
which are part of the fiscal stimulus package from the US government. The savings
rate rose further in May from 5.6% to 6.9% and PCE core came out at 0.1% M/M,
closely matching expectations. In the coming months, it will be interesting to see
whether the increase in personal income will encourage consumers to spend more.

The final figure of Michigan consumer confidence  showed a slight upward revision
in June. The headline index was upwardly adjusted from 69 to 70.8, while no revision
was forecasted. Looking at the sub-indices, the improvement was entirely due to a
rise in the outlook (69.2 from 65.4), while the economic conditions sub-index deterio-
rated slightly (73.2 from 74.5). The upward revision is an encouraging sign as the
first estimate disappointed somewhat.

EMU: German CPI stays flat in June

In Germany , CPI inflation stayed unchanged at 0.0% Y/Y in June, while the con-
sensus was looking for a slightly negative outcome. On a monthly basis, CP! inflation
rise by 0.4% M/M, while an increase by 0.2% M/M was forecasted. Belgian CPI, on
the contrary, dropped into negative territory in June. On a yearly basis, CPI came out
at-1.1% Y/Y (from -0.37% Y/Y). Next week, the consensus is looking a euro zone in-
flation figure of -0.2% Y/Y, but the risks might be on the upside of expectations after
the higher than expected German outcome.
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Monday, 29 June
us

14:30  Chicago Fed Nat Activity Index (May)

Japan

01:50 Industrial Production (May P) M/M Y/Y

01:50  Retail Trade (May) M/IM Y/Y
06:00 Vehicle Production (May) Y/Y

UK

01:01  Hometrack Housing Survey (Jun) M/M Y/Y

Consensus

A5.9% /-29.5%
A0.0%/-2.8%
A-41.4%

A0.0%/-8.7%

Previous
-2.06
5.9% /-30.7%
0.7%/ -2.8%

-47.1%

0.0%/ -9.6%

10:30  Net Consumer Credit (May) 0.3B 0.3B
10:30  Net Lending Sec. on Dwellings (May) 1.0B 1.0B
10:30  Mortgage Approvals (May) 46K 43K
10:30 M4 Money Supply (May F) M/IM Y/IY 0.2% / 16.6%
EMU
10:00 Retail PMI (Jun) 47.1
11:00 Business Climate Indicator (Jun) -3.00 -3.17
11:00 Consumer Confidence (Jun) -30 -31
11:.00  Economic Confidence (Jun) 71.0 69.3
11:00 Indust. Confidence (Jun) -32 -34
11:00 Services Confidence (Jun) -23 -23
Spain
09:00 Retail sales (May) Y/Y -8.4%
09:00 CPI (JunP) Y/Y -1.2% -0.9%
Events
09:30 ECB's Almunia speaks in Madrid
15:30 Fed's Rosengren speaks at Risk Capital Conference in Brussels
Germany  Bubill Auction (€5.0B / Jun10)
UK  BOE Reserve Auction (£3.5B / Mar2020-Jun2032)
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