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Sunrise Market Commentary

From KBC Market Research Desk - More research on www.kbc.be/dealingroom

US yield curve steepens as Fed reaffirms commitment to keep Fed funds rate low for extended period

Yesterday, the FOMC statement didn’t surprise, as it reaffirmed the Fed's commitment to keep the Fed funds rate at an
exceptionally low level for an extended period. In response, the US yield curve steepened. Can we expect a similar re-
sponse today to the ECB and Bank of England monetary policy decisions?

Dollar in the defensive pre-FOMC, but renewed equity weakness gives the dollar some dynamic

The currency market anticipated correctly an unchanged decision of the FOMC sending the dollar lower, but as the deci-
sion couldn’t bolster equity sentiment, risk aversion is currently helping the dollar to rebound.

News & Calendar: US ADP employment report shows further improvement in October

Sunrise Headlines

On Wednesday, US Equities gave up early gains in a late session sell-off.
Dow/Sé&P ended the session with limited gains. This morning, Asian shares lose
some ground.

Today, Bank of England policymakers face their toughest call in months as they
must decide whether to inject more stimulus into th e economy . Analysts are
split between a pause and a further extension by £25B or £ 50B.

The European Central Bank is expected to leave interest  rates on hold at a re-
cord low of 1%, but investors are looking for signs that the ECB will start scaling
! back its emergency liquidity measures from next year on.

In the third quarter, New Zealand’s jobless rate hit a nine-year high  and the cen-
tral bank governor said the nation’s recovery will be slower than Australia’s. The
New Zealand dollar lost some ground.

On Wednesday, the Bank of Canada repeated its message that the strong Cana-
dian dollar would probably offset positive economic developments since July
and that it could expand the money supply if needed.

Yesterday, crude oil rose back above $80 a barrel after data showed a steep de-
cline in crude inventories. Gold prices hit another all-time high close to 1100
$/ounce.

Today, the eco calendar contains the euro zone retail sales; UK industrial produc-
tion data and US jobless claims. The BoE and ECB will decide on rates.
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Markets: Fixed Income
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e Fed reaffirmed its
ally low levels’ ‘for an ex-
terest rate decision, we re-

On Wednesday, the US yield curve steepened after th
commitment to keep the Fed funds rate at ‘exception
tended period’. For a complete review of the Fed in
fer to our flash: FOMC, steady as they go

Earlier on the day, global bonds were already under some downward pressure, as
equities rebounded sharply. US equities however lost almost all their gains in the
closing, keeping the losses at the longer end of the curve limited, while the short end
closed moderately higher in the US. The data didn’'t play a major role, but the ser-
vices PMI were better than expected in the UK and the euro zone, while the non-
manufacturing ISM and ADP employment report disappointed slightly in the US. The
refunding announcement offered no surprises and had no immediate impact on trad-
ing. The US Treasury announced that next week’s $81.0B refunding will consist of a
$40B 3-year note, a $25B 10-year note and a $16.0B 30-year bond.

In a daily perspective, US 2-year yields fell by 1.6 basis points, while 10- and 30-year
yields rose by respectively 5.8 and 7 basis points. In the euro zone, the German yield
curve steepened too, as 2-year yields rose by 2.7 basis points, but 10- and 30-year
yields were up by around 5.5 basis points. The intra-EMU sovereign spreads ignored
the rating downgrade of Ireland by Fitch from AA+ to AA- (outlook raised to stable)
and narrowed slightly, reflecting the improvement in risk appetite.

<HELP> for explanation.
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T-Note future (black) and S&P future (orange) (intra-day): Re-
bounding equities put Treasuries under downward pressure for
most of the day. A late sell-off on the US equity markets however
kept the losses limited at the end of the day.

US yield curve steepens on the FOMC rate decision: spread
between US 2-year yields (black) and US 10-year yields (or-
ange) widens after the FOMC reaffirms its commitment to keep
rates low ‘for an extended period’.
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after the FOMC rate decision.
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S&P fails to recoup the lost uptrend channel and gives back all
the gains in the closing. Key support level remains the 1019
level.
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Technicals December Bund
future

The LT bullish technical picture of
the Bund deteriorated after the
Bund failed to recoup its uptrend
channel in a sustainable manner.

On the downside, support comes
in at 121.09 (S1, redrawn uptrend
line), at 120.91 (S2, yesterday low,
daily envelope), at 120.81 (S3,
break up), at 120.65 (S4, daily
Bollinger bottom) and at 120.51
(S5, previous reaction low).

On the topside, resistance stands
at 121.40/45 (R1, STMA/ break
down), at 121.67 (R2, daily enve-
lope), at 121.77/88 (R3, break
downs) and at 122.44 (R4, week
high).

The contract is in neutral territory.
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Curve steepening again the name of the game

Today the eco calendar contains the US weekly claims and euro zone retail sales. In
the week ended October 31, initial claims are forecasted to extend their downtrend.
The consensus is looking for a decline by 8 000 to 522 000. Continuing claims, which
are reported with an extra week lag, are expected to drop by 47 000 (to 5 750 000)
after falling significantly in the previous week. In September, euro zone retail sales
are expected to show the first increase in five months. The consensus is looking for
an increase by 0.2% M/M, but the risks might be on the downside of expectations af-
ter the disappointing German data.

After the Federal Reserve, the ECB and Bank of Engl  and will hold their mone-
tary policy meetings today. As no changes in interest rates are expected, markets
will focus on the fate of the unconventional measures taken to combat the financial
crisis.

With respect to the ECB , several emergency liquidity measures will expire by the
end of this year, if the governing council does not decide otherwise. So, the ECB
governing council will have to decide before year end whether to continue their sup-
plementary longer-term refinancing operations and their procedure of meeting all de-
mand at fixed interest rates next year. Although ECB president Trichet is likely to de-
lay the final decision until the December meeting, Bundesbank president and ECB
governing council member Weber has already suggested that the full allotment will
have to remain in place for a longer period of time than the additional longer-term re-
financing operations. This suggests that the next 1-year refinancing tender scheduled
for December will be the last one, but that the ECB will continue to provide banks with
as much liquidity as needed in their (shorter-term) refinancing operations next year as
long as they have collateral available. The scaling back in longer-term refinancing
operations should enable the governing council to withdraw the excess liquidity in the
money markets over a shorter period of time and provide scope to begin raising rates
when the time is appropriate. Most probably it will take at least until the first massive
1-year tender, in which €442B was allotted, has expired in June 2010 before rates
may be increased. This would also correspond with the end of the ‘covered bond’
purchases, planned for the end of June. For a complete preview we refer to our ECB
flash.

With regard to the Bank of England , the MPC will have to decide whether to halt or
to extend their asset purchase facility, as the target of £175B has been reached last
week. Currently, the market is split between a pause, a £25B extension and a £50B
extension. We also have no strong opinion on the outcome.

On the supply front, France will tap 4-year longer-term OATs for an amount of €6.5-
8B, while Spain tap its 5-year Bono 3.3% Oct2014 for an amount between €2.5-3.5B.
The positive net cash flows should support demand.

Regarding bond trading today , the steepening of the US yield curve on the FOMC
decision to reaffirm its commitment to keep the Fed funds rate low for an extended
period may be an example for today’s trading too, as the ECB is also expected to call
current interest rates ‘appropriate’. This implies that no change in interest rates
should be expected anytime soon. Yesterday's failure of the US equity markets (S&P)
to recoup the uptrend channel suggests that the downward correction on the equity
markets might not be over. The decline in the Asian equity markets this morning does
point to a significant lower opening of the European equity markets today. This would
support the bond markets. However, as long as the S&P doesn't fall below its previ-
ous low at 1019 in a sustained manner, which would put the longer-term uptrend on
the equity markets into question, the upward support should remain limited.

Regarding the European bond market, the longer-term bullish technical picture of
the Bund started to deteriorate after the Bund fell off the highs at around 123.00 and
broke below its long-standing uptrend channel. It didn’t however come to a real test of
the September lows at 119.85 and the Bund tried to recoup its lost uptrend channel,
which failed for now. This suggests that the upside is limited and a new test of the
lows may be looming, in case the downward correction on the equity markets doesn'’t
go much further.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 3
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Regarding the US Treasury market, the technical picture of the US T-Note future is
very similar to the Bund future, as the T-Note future has also fallen off the highs (119-
729) since early October and rebounded before a test of the September lows (116-
18) occurred. On Tuesday, the US T-Note tested but failed to break above the neck-
line of a potential double top formation at 118-27, which is a bearish signal.

In the UK, the eco calendar contains the September industrial production data. After
a significant decline in August, UK industrial production is forecasted to have risen by
1.2% M/M in September. An upward surprise is not excluded as a lot of factories
closed in August for the summer, which is rather unusual in the UK.

Technical picture US T-Note future deteriorated too, 116-18 key

Technical picture Bund deteriorated, 120.51 key support level. support level.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 4
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Currencies: Dollar in the defensive pre-FOMC, but renewed
equity weakness gives the dollar some dynamic
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Technicals EUR/USD

Support comes in at 1.4801 (break-up
hourly), at 1.4779/74
(STMA/MTMA/daily ~ envelop), at
1.4754  (uptrendline), at 1.4698
(break-up hourly), at 1.4658 (Bollinger
bottom) and at 1.4626 (reaction low).

Resistance stands at 1.4910/17 (week
high/weekly  envelop/channel  top
March), at 1.4928 (reaction high
hourly), at 1.4952/64 (daily en-
velop/MT breakdown hourly) and at
1.5064 reaction high/ Bollinger top).

The pair is in neutral conditions.

On Wednesday, the main event in the currency markets was of course the FOMC
meeting that concluded with the publication of the statement at 20h15 CET (see our
flash report on the FOMC at www.KBC.be/dealingroom) . However, it seemed that
the market correctly anticipated the FOMC decision to keep its ultra-loose policy in
place and continued to anticipate keeping rates at ~ these exceptional low levels
for an extended period of time . This is intrinsically of course dollar negative as it
leaves the US with the most loose policy stance throughout the world and might in-
cite traders to use the dollar as funding for carry trades.

Indeed, EUR/USD which bottomed already at mid session on Tuesday continued its
recovery throughout yesterday's session to trade at 1.4850 when the FOMC was re-
leased, up from opening levels around 1.4720. The up-move coincided with stronger
equity trading. After the FOMC decision, the pair moved initially somewhat higher
touching an intra-high at 1.4909, but equities soon after the decision turned south,
which helped the dollar to recover slightly, leaving the pair at 1.4862 in the close, still
good gains when compared to 1.4725 close on Tuesday. Overnight, Asian equities
are trading weak, which weighs currently modestly on the euro with EUR/USD
changing hands around 1.4850.

Today, the eco calendar contains the US Q3 productivity data and the inevitable
weekly initial claims, while in EMU the outdated September retail sales are released.
The Q3 productivity will be very strong (but that's also the consensus) while the
claims are difficult to gauge, but the trend is still downward oriented. However, most
attention will go to the ECB meeting (see our special flash report on the ECB meet-
ing at www.kbc.be/dealingroom) . We expect the ECB to keep its statement very
close to the previous one, signaling an unchanged policy stance and Trichet to give a
dull performance. He might acknowledge that the economy has improved, but in a
way that is not relevant for policy and lecture the governments on the need for a fis-
cal exit strategy. On its exit policy, we don't expect much new either. The December
meeting should in this respect be more interesting, also because the ECB will have
the new staff forecast (that should show an upward revision of growth). On the dollar,
we expect no news either. Compared to the previous meeting, the trade weighted
euro is nearly unchanged and Trichet knows that speaking too much about curren-
cies when one has not the leverage to influence its course is contra-productive. In
this respect the ECB meeting probably will be neutral for the EUR/USD pair. We
suspect that technicals and equities will be the drivers. Positively for the euro,
EUR/USD moved again above the uptrendline, but confirmation is needed (also with
a weekly close above following the payrolls. Equities should in theory have prof-
ited from the FOMC decision that kept the liquidity spigot wide open . However,
in the final hour of trading equities erased all gains. This is disconcerting. The chart
(see introduction part bonds) shows that the upmove failed to pierce through the bro-
ken uptrendline and left a doji-like candlestick behind. While it didn’t happen on an
extreme it might mean that the downward correction isn't ov er yet and another
selling wave could be waiting just around the corne  r. So, we are cautious on eg-
uities in a very short term perspective and wait for more confirmation about its future
direction. While we keep our euro positive view, we are cautious on EUR/USD very
short term.
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EUR/USD: above MT uptrend post FOMC, but confirmation is needed.

Global context: recently, the swings in risk appetite/risk aversion were the drivers
on the currency markets. Improving investor sentiment towards risk is still considered
a good reason to sell the US dollar. On top of that, in this low yield environment, the
dollar has become (or is at least perceived to have become) the preferred currency
to fund carry-trade deals. Lingering uncertainty on the huge US financing needs,
some international debate on the status of the dollar and the Fed's intention to run an
expansionary monetary policy for a prolonged period of time offer additional ammuni-
tion for carry traders to use the dollar rather than other currencies. This has put the
dollar in a vulnerable position. We stay dollar skeptical as long as we don't get a
clear signal that the Fed is coming closer to reversing its very stimulating monetary
policy. Yesterday's FOMC meeting confirmed that the dollar negative Fed stance will
remain in place for longer. Our view yesterday that the EUR/USD downward correc-
tion was nearly over is still on track with the pair regaining the uptrend channel a
positive. However, the dismal reaction of equities make us a bit wary very short term,
but these worries should dissipate after the payrolls when the longer term outlook
may be clearer.

Looking at the (technical) charts , the break of EUR/USD above the range top at
1.4438/48 and above the 1.4719 (Dec high) improved the picture, but the move con-
tinued to develop in a rather gradual way. Nevertheless, the corrections, if any, were
very limited, too. As we had reached our long-standing technical target of 1.5021 (2™
target double bottom of 1.3739), we turned more cautious on the ST upside potential
in the pair and advised partial profit taking on standing EUR/USD long positions.
EUR/USD currently trades again above the upterendline (1.4754) which is a positive.
Confirmation is needed and a weekly close above would go a long way in making us
more comfortable with new euro long positions. The MTMA at 1.4859 is currently un-
der test.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 6
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Technicals USD/JPY

Support is seen at 90.29 (break-up),
at 90.02 (daily envelop), 89.87/84
(reaction lows hourly), at 89.46 (daily
envelop) and at 89.18 (week low).

Resistance comes in at 91.01 (MTMA
flat), 91.34 (week high/daily envelop),
at 91.52 (broken uptrendline/ weekly
MTMA), at 91.93 (downtrendline from
101.45) and at 92.21 (Bollinger top).

The pair is in neutral territory
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On Wednesday, USD/JPY had a good run supported by stronger equities. An intra-
day peak was set at 91.32 on the release of the FOMC statement, but as equities
immediately sank, the pair turned south and closed at 90.72, still moderately up from
the previous close (90.72). Overnight, equities continued to fall, albeit moderately,
sending the pair further down, currently trading at 90.36. These intra-day gyrations
don’t change the broader picture a great deal. It seems that a sideways trading range
is in formation between 88 and 92.50. The risk appetite/aversion pair is still dominat-
ing near term trading. There were no Japan specific factors at play overnight.

Today, the US eco calendar is less interesting with the Q3 productivity figures that
should be outstanding and the weekly initial claims where the trend is down, but
weekly surprises are a fact of life. The ECB and BoE meetings will be closely fol-
lowed, but we don’t see them having a major impact on USD/JPY. Equities will re-
main the most important factor and here yesterday’s dismal reaction on the FOMC
statement suggests that another selling wave may be around the corner, which if it
happens should help the yen to some gains. However, it will remain trading within a
rather tight sideways range.

Global context: USD/JPY reached a reaction high in the 97.80 area early August.
Despite positive global investor sentiment, the dollar could not hold on to its gains
against the yen. The link between USD/JPY and global investor risk aversion/risk
appetite became less tight and sometimes it even reversed. The dollar (and not the
yen) was said to have become the preferred funding currency for carry trades. So,
the price action in USD/JPY more or less joined the global dollar trend (decline). The
long-term trend obviously remains USD/JPY negative. We turned more cautious on
USD/JPY shorts on technical considerations, looking for re-entry opportunities in the
92/93 area, an area reached last week. We advocated re-installing USD/JPY short
positions for return action lower in the trading range. We hold on to our bias.

USD/JPY: downtrend intact, but no momentum

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 7
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Technicals EUR/GBP

Support comes in at 0.8975/70
(STMA/reaction low hourly), at
0.8939 (daily envelop), at 0.8920
(week low) and at 0.8912/06
(reaction low/50% retracement).

Resistance is at 0.9024/28
(breakdown  hourly/daily  en-
velop/MTMA), at 0.9061/70
(week high/weekly envelop), at
0.9103/05 (38% retrace-
ment/Bollinger mid-line) and at
0.9121 (LTMA).

The pair is in neutral territory
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On Wednesday, EUR/GBP eked out some, albeit insignificant gains. The pair closed
at 0.8977, up from 0.8958 previously. Intra-day, the price action was quite lively and
interesting. Sterling started the session strongly and got another shot following a
strong October PMI survey. It highlighted once more that while Q3 GDP showed a
surprise contraction in growth, the UK economy is also on the mend. So, EUR/GBP
dropped to 0.8919, near the post correction lows. However, no break occurred and
the pair turned course in lockstep with better equities and rising EUR/USD. This fail-
ure to break below recent lows might be an indication that the downward correction
might be over. The BoE decision today may be important in confirming or negating
that hypothesis.

Today attention will focus on the BoE and ECB meetings more than to the UK pro-
duction or the EMU retalil sales data. From the ECB we don’t expect too much new
info. Just like in October, the ECB may be pleased with the status quo. It is only in
December that the debate inside the ECB will heat up and the ECB will have to
come with decisions about the fate of its emergency liquidity measures introduced in
the crisis. (see  for an extensive preview of the ECB meeting). The meeting of the
BoE may have more market impact as a decision is expected on the extension of the
QE (currently worth £175B). It is probably a finely balanced decision. The dataflow
has been disturbing. Indeed, the Q3 GDP report showed an unexpected prolonga-
tion of the recession in Q3 (-0.4% Q/Q) which is at odds with the timelier monthly
data that pointed to a small increase of GDP. Analysts are predicting an extension of
QE by a 3-to-2 margin according to a Reuters poll. Those in favour were evenly di-
vided in their expectation for an extension by £25B and £50B. We think the decision
will be either no extension or a £50B one, but the BoE may try to dampen market re-
actions by making clear that the decision is conditional on future developments.

The market reaction may crystallize between whether the MPC decides to stop its
QE, extend it by £25B or by £50B. In the former case, sterling might strengthen and
test the downside. An extension by £25B might see EUR/GBP trying to move higher,
but the attempt might be short-lived, while an extension by £50B should be euro
positive. However, recently we saw sterling making quite a lot of headway and while
above mentioned possible reactions seem theoretically okay, we are not convinced
that they will be reflected in actual trading. However, at least that will learn us much
about the underlying sentiment. We also have learned that the BoE at critical junc-
tures for sterling (when it strengthened) came out with apparently innocent (but ster-
ling negative) comments. This makes us think that chances are more than even they
will announce an extension of QE.

Global context: Since early August, sterling sentiment deteriorated again. The BoE
decision in August to raise the asset purchase program to £175B and Governor
King's call for an even greater effort indicated that the Bank intended to maintain a
loose policy for a prolonged period of time. This triggered a new sterling selling
wave. At the September meeting, the BoE took no additional policy steps and this
applies also to the October meeting. However, the Minutes of that meeting neverthe-
less attracted the attention. Some observers correctly noted that in contrast to Sep-
tember meeting, the more dovish MPC members didn’t re-state there preference for
more QE, making such an expansion of the QE unlikely, especially as some MPC
members including governor King in a newspaper had become slightly more optimis-
tic on the economy. We were not sure whether such an interpretation of the Minutes
was correct and have to wait for today's MPC meeting to know. Nevertheless, this
week’s drop below the key 0.8984 support is a technical warning signal, suggesting
that the unwinding of sterling overextended short positions is not completely worked
out. For now we keep a wait and see approach to see how the test of this key sup-
port area will work out. However, it is obvious that our ST sterling negative bias is
under pressure. If the pair doesn't return above the 0.9000 mark soon and sustain,
the correction might go quite a bit further. The 0.8845 area is the next high profile
support.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 8
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EUR/GBP: euro tries to fight back, but with little success until now. The MPC
decision on QE may be decisive.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 9
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News

US: ADP report shows further improvement

In October, the ADP employment report came out close to expectations showing a
decline in employment by 203 000, while a drop by 198 000 was forecasted. The
previous figure was upwardly revised from -254 000 to -227 000. Looking at the de-
tails, employment dropped by 117 000 in goods-producing of which 65 000 in manu-
facturing. In the service-producing sector, employment fell by 86 000 in October.
This outcome suggests that also the payrolls report might came out somewhat
weaker than expected, but the correlation betweent  he ADP report and official
payrolls loosened recently and some special factors may be at play too.

The US non-manufacturing ISM  showed an unexpected decline in October. The
headline index dropped from 50.9 to 50.6, while a slight improvement was fore-
casted. The breakdown shows a mixed picture with improvements in new orders
(55.6 from 54.2), business activity (55.2 from 55.1), new export orders (53.5 from
48.5), backlog of orders (53.5 from 51.5), supplier deliveries (50.5 from 50.0) and in-
ventory sentiment (63.5 from 62.0). Employment (41.1 from 44.3), imports (46.0 from
51.5) and inventory change (43.0 from 47.5), on the contrary, deteriorated. Prices
paid rose from 48.8 to 53.0 after falling significantly in the previous month. Although
the headline index deteriorated somewhat, the under  lying picture remains en-
couraging, while the labour market conditions remai n weak.

Other: UK services sector expands for the 6" straight
month

In the UK, the services sector expanded for the sixth consecutive month. In October,
services PMI rose from 55.3 to 56.9, while the consensus was looking for only a
marginal improvement. UK services PMI is now at the highest level since August
2007, which is an encouraging sign for fourth quarter GDP as the services sector is
of major importance for the UK economy. In the euro zone, the final figure of Octo-
ber services PMI showed an upward revision from 52.3 to 52.6, compared to the first
estimate.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 10



Thursday, 05 November 2009

Sunrise Market Commentary

Thursday, 05 November Consensus Previous
us
14:30  Nonfarm Productivity (3Q P) 6.5% 6.6%
14:30  Unit Labor Costs (3Q P) -4.2% -5.9%
14:30 Initial Jobless Claims (Oct 31) 522K 530K
14:30  Continuing claims (Oct 24) 5750K 5797K
17:00 ICSC Chain store sales (Oct) Y/Y 0.1%
Canada
14:30  Building Permits (Sep) M/M 1.6% 7.2%
16:00 Ivey Purchasing Managers Index (Oct) 58.0 61.7
UK
NIESR GDP Estimate (Oct) 0.0%
New Car Registrations (Oct) Y/Y 11.4%
10:30  Industrial Production (Sep) MIM Y/Y 1.2%/-10.3% -2.5% [ -11.2%
10:30  Manufacturing Production (Sep) M/M Y/Y 1.0%/-9.7% -1.9%/-11.3%
13:00 BOE Announces Rates 0.5% 0.5%
13:00 BOE Asset Purchase Target 225B 175B
EMU
11:00 Retail Sales (Sep) MIM Y/Y 0.2% / -2.4% -0.2% / -2.6%
13:45  ECB Announces Interest Rates 1.0% 1.0%
Events
00:50  BoJ Monetary Policy Meeting Minutes
14:30  Trichet speaks at ECB Monthly News Conference
Japan  10-yr JGB Auction (2.1B Sep19)
Spain  Bono auction (3.3% Oct14)
France  OAT Auctions (6.5-8B, 3.25% Aprl6, 3.75% Aprl7, 3.7 5% Oct19, 4.5% Apr41)
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This non-exhaustive information is based on short-term forecasts for expected developments on the financial markets. KBC Bank cannot guarantee that these forecasts will materialize and cannot be
held liable in any way for direct or consequential loss arising from any use of this document or its content. The document is not intended as personalized investment advice and does not constitute a
recommendation to buy, sell or hold investments described herein. Although information has been obtained from and is based upon sources KBC believes to be reliable, KBC does not guarantee the
accuracy of this information, which may be incomplete or condensed. All opinions and estimates constitute a KBC judgment as of the data of the report and are subject to change without notice.
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