<

FINANCIAL, TIMIS.

e “ Y
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US Treasuries only moderately lower despite surge in equities

Volatility remains sky-high in many markets, including the Treasury one. Today, attention goes to the FOMC meeting
with markets counting on the Fed to use their bazooka.

German yields decline, despite equity rebound

Despite the equity rebound, German yields set down a strong performance, as yields declined further. As a result, Ger-
man 10-year yields fell below US 10-year yields for the first time this year. German bonds do however also outperform
their European counterparts, as the spread between German and Italian 10-year yields widened to above 100 bps.

Return of risk appetite leads to correction in EUR/USD and USD/JPY

Investors sold yen and to lesser extent dollars for euros to book profits, as equities rebounded.

News & Calendar: US consumer confidence crashes in October

Sunrise Headlines

US Equities rallied late on Tuesday ahead of the FOMC rate decision today;
Dow/S&P ended 10.8% up, but market technical pictures appear to be behind the
move. Asian stocks rise too led by the Japanese after speculation that the BoJ is
considering a rate cut.

The International Monetary Fund, European Union and Wor  |d Bank agreed on
a $25.1 billion rescue package for Hungary to restore investors’ confidence in its
economy hit by the financial crisis.

The Bank of Japan will consider cutting rates after the surge in the yen that batters
! exports and to protect its economy from the global financial crisis.

The Central Bank of Iceland raised its key interest rate from 12% to 18% as a
condition of the loan agreement with the IMF.

British finance minister Alistair Darling noted that governments must adapt their
economic policies to tackle the fallout from the financial crisis by saying “just as
markets change, so should policy”.

Crude oil ($ 65.05) rebounds on speculation the Opec is planning to cut output
again.

Today, the calendar contains German CPI, US durable orders and the FOMC rate
decision.
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Markets: Fixed Income
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On Tuesday, global bonds had a rollercoaster sessio  n on the back of volatile
trading conditions on the equity and currency marke ts, where the Asian and US
equity markets staged an impressive rebound and the yen fell prey to some
profit-taking. Market technical factors appear to be behind the moves, as hedge
funds may have preferred to close their short positions after being hit by the Volks-

wagen saga and following a failed test of the recent lows in the S&P at around 840.

On a daily perspective, the movements on the bond m  arkets were limited com-
pared to the moves on the equity and currency marke  ts. The short end outper-
formed both on the European bond and US Treasury market, which may indicate that
markets doubt whether the rebound on the equity markets does point to a general
improvement in the economic environment. As such, central bankers are still ex-
pected to cut rates further, but as there is more room to do so in the euro zone than
in the US, the spreads between German and US yields narrowed further.

In the US, yield rose between 3.3 bps in 2-year yields and 14.6 bps in 10-year yields
and compared to a decline of 5 and 0.8 bps in respectively German 2 and 10-year
yields. As a result, German 10-year yields have fallen belo w US 10-year yields
for the first time this year.
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German 10-year yields fall below US 10-year yields for the first time this year.

US Treasuries only moderately lower despite surge in
equities

Today, the eco calendar contains the durable goods orders (September). In August,
the durables dropped 4.8% M/M, while the consensus was seeking for a more mod-
est decline (1.9% M/M). The underlying picture was very weak with transportation,
machinery and primary metals all showing sharp declines. In September, durable
goods orders are expected to fall 1.0% M/M and the less volatile durables ex trans-
portation are forecasted to show a decline of 1.5% M/M. We have no clear view on
the outcome, but a stronger figure should not surprise as orders for Boeing rose by
8%.

The 34 billion $ 2-year Note auction went well yesterday. The auction stopped at
1.65%, sharply below (5 bps) the bid price in the WI. The bid/cover was a strong 2.49
versus a 2.4 12 month average, despite the large size. Indirect bidders bid a record
23.5 hillion $, for a strong 28% Indirect bid share (long term average 16.9%) and a
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Technicals Dec T note future:

The MT technical picture of the
Dec Note future became again
outright bullish as the contract
recaptured the 114-24 level, the
level has again broken. Given
these conflicting signals, we con-
sider the picture as neutral and
look for signs to recalibrate our
view.

Support stands at 114-10 (S1,
today low/Bollinger mid-line), at
114-03 (S2, yesterday low), at
113-30+/28 (S3, 50% retrace-
ment/MT break-up hourly), at 113-
22+ (S4, MTMA/daily envelop) and
at 113-11+/10 (S5 (62% retrace-
ment/break-up daily)

Resistance  stands at 115-
01+/03+ (R1, daily en-
velop/breakdown hourly), at 115-
20+ (R2, downtrendline), and at
115-30+ (R3, week high).

The contract is in neutral territory.

Dec 10-yr Note Future: Below 114-24 level, but more damage short
term if 114-00+ gives away.
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lighter 59.6 hit ratio. So it seems that investors were still enticed by the safe haven
Treasuries despite relatively low yields, even if they didn’t go aggressively behind the
issue.

The FOMC meeting concludes late in the session. Since the October 8 rate cut, the
financial and economic situation has further deteriorated and commodity prices fell
even more, improving the inflation outlook. With the prospect of reaching the lower
boundary of the Fed Funds target nearing, we think the Fed would prefer to cut
rates at this meeting by “only” 25 basis points and keep some powder dry.
However, we do expect in that case a very dovish st atement. Downside growth
risks should be called the predominant risk (should the Fed revert to using this way of
modelling its view) or at least the inflation risks will be further downgraded. We don’t
expect any dissenters. The November FF future trades at an implied 0.915%, or a
more than 100% chance on a 50 basis points rate cut. This means that the risk is
firmly for such an outcome . The Fed may consider that it is not the time to con -
tradict the market, as this may cause some addition  al uncertainty.

Yesterday, the Fed's Commercial Paper Funding Facility = started to operate. It
should help ease tensions in the money markets and we are eager to see whether
indeed such effects become visible. The Facility works via a NY Fed supported and
PIMCO managed Special Purpose Vehicle. The SPV will buy 90 day CP at 100 basis
points over the 3 month OIS for unsecured paper and 300 basis points for ABCP.

Regarding trading , Treasuries lost modestly ground yesterday in another volatile
meeting. Given the steep gains of equities we should qualify the performance of
Treasuries as encouraging, even if the bulk of equity gains were registered close to
and after the closure of regular trading. The curve bear steepened, a bit strange as
equities were so strong. The 2-year Note auction went well though, showing that risk
aversion is still a good support for the short end. Treasuries traded reasonable well in
Asia overnight, despite some bourses doing fine (Nikkei up 7%). It seems that Treas-
uries are counting on a generous Fed when it announces its rate decision later today.
Some are even counting on more than 50 basis points rate cut and the November FF
rate trading at 0.90% doesn’t contradict these wishes. While a 50 basis points cut is
probably the outcome, we think the risk is for a 25 basis points cut. See above for the
reasons. Should this happen, there might be a negative reaction at the shorter end of
the curve. Equities are another risk factor for Treasuries short term. Indeed, from a
technical point of view, yesterday's rally might be qualified as a trend reversal signal.
We are a bit sceptical about the rally. It happened late in the session and without a
clear-cut trigger. It would be healthier to see volatility decline and equities showing
more gradual gains.

The MT technical pictures of the US yields are all ~ outright bullish . Key supports
stand at the all-time lows of 1.23/31% for the 2-year, at all-time lows of 2.32/16% for
the 5-year. For the 10-year yield, the recent low stands at 3.40% with 3.25% a major
resistance level. The historical low (June 2003) stands at 3.07%. We would eye
these levels as potential profit taking points for longs. To consider new long
positions, it might be preferable to wait for areb  ound in yields to about 2% for
the 2-year, 3% for the 5-year and 3.90% for the 10- year.

S&P trend reversal signal, but how credible was yesterday’s
move?
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Technicals Dec Bund future

The technical picture of the Bund
is bullish, but the failed test of the
recent highs does point to some
profit-taking.

Intra-day, support comes in at
116.62 (S1, break up), at 116.44
(S2, daily envelope), at 116.28
(S3, yesterday low) and at
115.84/81 (S4, daily Bollinger mid-
line/ weekly envelope.

On the topside, resistance stands
at 117.23 (R1, break down), at
117.47/53 (R2, daily envelope/
current week high), at 117.72 (R3,
last week high), at 117.82 (R4,
recovery high) and at
117.92/118.06  (R5,  contract
high/daily Bollinger top).

The contract is nearly overbought.

Failed test of the highs. Some downward correction looming?
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German yields decline, despite equity rebound

Today, the euro zone data calendar contains the German CPI figures. After declin-
ing slightly less than expected in September, the German CPI (EU Harmonised) is
expected to extend its recent downtrend in October (-0.2% M/M). Annual inflation is
forecasted to fall from 3.0% Y/Y to 2.6% Y/Y. Yesterday, the first CPI figures out of
North Rhine-Westphalia were in line with expectations, as inflation fell 0.2% M/M
pushing the annual inflation rate down from 2.6% Y/Y to 2.3% Y/Y. Although the cur-
rent inflation rates are still above the ECB inflation objective, recent comments have
clearly indicated that inflation is no hindrance anymore towards lower policy rates, as
the inflation outlook has improved materially due to the substantial decline in com-
modity prices together with the sharp weakening in demand. Against this backdrop,
Trichet hinted on Monday that the ECB will cut rate s again at the November
meeting.

On the money markets, the Euribor fixings resumed t  heir gradual downtrend
following Trichet's hint at lower policy rates. The 3-month Euribor declined 5 bps
to 4.86%. This is however still way above the expected average policy rate over the
coming 3 months. To restore the monetary transmission mechanism, the ECB has
therefore decided to carry out its longer-term tenders also at a fixed rate and under
full allotment. The first 3-month tender under these conditions will take place today at
a fixed rate of 3.75%. Yesterday, the amount allocated in the weekly tender increased
to a new recent high at 325 B, while the number of banks participated surged to 736.
At the same time, banks continue to make use of the deposit and marginal
lending facilities reflecting the persistent lack o f confidence within the financial
sector.

Regarding trading, the European bond market set dow  n a strong performance
yesterday, as the Bund recouped its early losses an  d even closed slightly
higher. The rebound on the equity market couldn't prevent a further bull steepening
of the European yield curve, as investors bet on ever more ECB rate cuts to support
the economy. The improved risk appetite on the equity market wasn't reflected on the
intra-EMU spreads, which continue to widen. As a result, the spread between
German and ltalian yields broke above the psycholog ical level of 100 bps after
Greek spreads broke above the same level last week.

The late rally on the US equity market and the positive performance of the Asian eg-
uity markets this morning do still increase the risk of some profit-taking on the
European bond market . These should however be used to go long again. From a
technical point of view, a rebound towards 2.90% in 2-year yields, 3.50% in 5-year
yields and 4% in 10-year yields offers good opportunities.

In the UK, the calendar contains the September lending data . In August, net lending
secured on dwellings declined sharply from 3.0B to 0.1B, while net consumer credit
grew from 1.1B to 1.2B. Net lending secured on dwellings is expected to increase
from 0.1B to 0.8B, but remains at very low levels due to the tightening in mortgage
lending criteria and weak housing market. Net consumer credit is forecasted to de-
cline to 1.0B. Yesterday evening, BoE’s Besley suggested that the current crisis indi-
cates that asset prices will play a more important role in the setting of monetary policy
in the future. Although, he said that rate cuts are ‘no magic bullet’ for the economy,
he didn’t want to say that they won't have any impact on the economy. Today, BoE'’s
Blanchflower will speak and can be expected to be very dovish.

Spread between German and Italian 10-year yields wi  dens to above 100 bps.
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Currencies: Return of risk appetite leads to correction in
EUR/USD and USD/JPY

Technicals EUR/USD

Support comes in at 1.2627 (today
low), at 1.2549 (break up hourly), at
1.2465/56 (daily envelop/Bollinger
bottom), at 1.2331 (new reaction low).

Resistance is seen at 1.2832/42 (daily
envelop/today spike), at 1.2929 (23%
retracement from 1.4866) and at
1.3003 (4" wave hourly) and at
1.3095 (MTMA)

The pair is in neutral conditions.

On Tuesday, EUR/USD tried to move again from the cycle lows set on Monday, but
didn’'t succeed until late in the session when a violent equity buying spree pushed
equities to an outsized 10.8% (S&P) gain. The eco data didn't impact trading: US
data were awful, as both consumer confidence and the Richmond Fed manufacturing
surveys showed record low values, emphasizing once more that confidence in the
economic outlook is at rock-bottom levels for both households and firms. Housing
prices declined further, but not more than expected. In EMU, the reports showed a
similar picture with weakening French consumer and producer confidence. However,
eco data aren't the prime driver behind the market. The market doesn’t discriminate
currently between countries on the basis of their relative growth performance. It rea-
sons from the perspective of a global recession and a financial crisis and their impact
on government reactions to these. However, the global recession and financial crisis
causes also a sharp re-positioning which means in FX terms closing carry trades and
repatriating the money towards the funding currencies like yen and to lesser extent
the dollar.

Equities held up better than was recently the case and also the oil price more or less
stabilized, given some sort of support to the euro and keeping EUR/USD close to the
1.25 mark for most of the day. It was a late session surge of equities that triggered a
euro rally, as equities are the benchmark to gauge the risk appetite of investors and
that temporary gave the green light. Crude oil similarly got a boost in late session. In
a daily perspective, EUR/USD closed at 1.2682, up from the previous close of
1.2494. There was no specific trigger behind the late session surge. Of course, the
market was hugely oversold. Some mention the hopes for a rate cut today, but as
this was already well discounted, it isn't a very good argument. However, we con-
sider it as an internal market technical move. Did hedge funds need to cover shorts
(to book profits) after being squeezed in shorting VW (and losing big)?

Overnight , equity trading was very volatile in Asia (cf. yen part), but at the time of
writing, the bulls seems to trump the bears and as a consequence, EUR/USD is a lit-
tle bit higher, trading just above 1.27 from an intra-day high of 1.2627. At the start of
Asian trading, when equities surged on the back of Wall Streets’ gains, the pair hit a
1.2839 high. So, price action shows that the pair trades off equities and the risk
aversion/appetite theme.

Today, the calendar contains the US durable orders. We expect the durables to be
weaker than the 1.1% M/M fall consensus expectation, but that shouldn’t have much
impact. It is well known that the economy is in dire straits and whatever the durable
report reveals, it wouldn't change that assessment. The FOMC decision is more im-
portant. The market firmly discounts a 50 basis points cut and that is completely dis-
counted. There are some stories in the media that markets are looking for something
more substantial. We doubt whether the Fed will deliver that. The Fed seems con-
vinced that currently interest rate policy is less important than other policy levies, like
fiscal policy, liquidity policy, and should be conscience that by cutting rates big, it
rapidly nears the zero bound for rates which would make monetary policy making
much more difficult. Therefore, we think they go by 50 basis points, but with the risk
that they choose for 25 basis points combined with a very soft statement. Why that
may look to be negative for equities and thus positive for the dollar, we are not con-
vinced that it would hit equities sharply. The 25 hillion $ rescue package for Hun-
gary, released overnight, is a dollar negative.

We advocated that a prolonged period of sub par growth and a deflationary envi-
ronment is more supportive to the dollar than to the single currency. This is also the
main reason for our EUR/USD negative view longer te  rm, which remains intact.
Shorter term, there might be reasons for the euro to get some respite. The steep de-
cline of the single currency in recent weeks, the re-assessment of the ECB rate out-
look (markets now discount a 2.5%-2.25% official rate in mid-2009) and tentatively
the return of more normal conditions in the equity markets might be dollar negative.
Very short term, the focus is on the FOMC meeting, might have offered dollar bulls a
pretext to book profits, but didn’t they do it yesterday? A 50 basis points rate cut may
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Technicals USD/JPY

Support stands at 95.97/66 (break up
hourly/daily envelop), at 94.91 (reac-
tion low hourly), at 94.07/93.81
(break-up hourly/Bollinger bottom), at
91.88 (yesterday low) and at 90.87
(last week low/year low.

Resistance comes in at 98.98
(MTMA), at 100.01 (Bollinger mid-
line/daily envelop), at 100.77 (50%
retracement).

The pair is in neutral territory.

Wednesday, 29 October 2008

Sunrise Market Commentary

still be somewhat dollar negative and the IMF package for Hungary is another nega-
tive, but we don’t think it will change the longer term (positive) outlook for the dollar.
In this context, we still favour a sell euro-on-up- ticks, preferable when
EUR/USD is closer to 1.3259.

From a technical point of view , EUR/USD over the previous month tumbled from
the 1.4866 reaction high to levels below the 1.24 mark early this week. High profile
intermediate supports like the longstanding daily uptrend line since 2002 (today in
the 1.4050 area), the previous low at 1.3882 and the 1.3259 10 Oct reaction low
were all taken out with remarkable ease. 1.2481 (the Oct 2006 low), under test in re-
cent days, remains the first high profile support on the charts. EUR/USD needs to
return above the 1.3259 reaction low to get a first  indication that pressure is
easing . However, yesterday's move constitutes an outside key reversal/bullish en-
gulfing move that might be an indication of a medium term low in place. Confirmation
is needed though and we shouldn't forget that the markets are not functioning nor-
mally.

EUR/USD: At last some correction, but how far will it go?

On Tuesday, USD/JPY rallied higher, following two very nasty sessions in which the
pair plunged 7 yen lower. Indeed, USD/JPY opened the session somewhat below 93,
but moved higher when the Nikkei rallied in the second half of Asian trading session.
The pair took a breather in the European and early US session, but staged a power-
ful follow through rally later on when US equities found the way up. Better equities
coupled with yen overbought conditions and some “wild?” rumours on a BoJ rate cut
were a nice pretext to book profits. USD/JPY closed at 98.03, up from 92.78.

Overnight, Japanese equities traded very volatile. At first they rallied more than 7%
higher (Nikkei), losing nearly at their gains at mid-session, only to stage a late ses-
sion rally, ending the day up 7.7%. However, USD/JPY reacted less outspoken. The
pair gained modestly on the initial move higher of equities, but rapidly lost ground
again, even before equities hit the skids. Of course, yesterday’s huge yen losses and
the volatility in equity trading convinced many that the risk aversion trade that bene-
fited the yen in the past shouldn't be buried yet. There is no reason to expect the yen
negative carry trade to resume anytime soon. There were also messages that Japa-
nese exporters stepped in to sell dollars to lock in USD/JPY levels of closer to 100.
The rumours of a BOJ rate cut are probably only that, rumours. Indeed, we think it
wouldn't at all restore optimism in the economy. It took the BOJ so long to get away
of its zero rate policy that is closely associated with the deflation decade. Going back
to zero could have a devastating impact on confidence. The current problem of a
strong yen isn't a problem of too high rates and we doubt it would help weaken the
yen.

On the charts, global market stress hammered the pair through the 103.50 range
bottom two weeks ago and the pair set a new reaction low at 90.93 last Friday.
Longer term, the break below the March 2008 USD/JPY low means tha t little key
support is seen before the all-time (April 1995) lo  w at 79.75. Recently, we were
not fond of buying yen on the argument of extreme stress, as the yen may rapidly
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lose ground if the financial markets stabilize and yesterday’s move shows the argu-
ment isn’t totally unfunded, even if we admit that in a longer term perspective, the
yen did very fine and was the world outperforming currency. Therefore, we still don’t
want to run after the yen and don't feel eager to buy into the yen. From a technical
point of view, the picture is however clearly bullish with a triple top on the charts with
targets that stand below the 79.75 all-time low. Short term, USD/JPY may correct
higher with a sustained move above 98.98, the mediu  m term moving average
needed to bring the pair in more neutral territory.

USD/JPY: tries to rebound with break above 98.98 needed to call off the
downward alert.

US: Consumer confidence crashes in October

Consumer confidence plunged from an upwardly revised 61.4 to 38.0 in October,
while the consensus was looking for an outcome of 52.0. Both sub-indices declined
sharply with the present situation falling from 61.1 to 41.9 and expectations dropping
from 61.5 to 35.5. Consumers were especially more pessimistic about the labour
market and business conditions. Consumer confidence reached now its lowest
level since series began in 1985 which clearly illu  strates that the financial cri-
sis has a big impact on consumer sentiment.

The Richmond Fed manufacturing index plunged to its lowest level since series be-
gan in 1993. The headline figure worsened more than expected, coming out at -26 in
October (from -18). Details show that all sub-indices worsened led by sharp declines
in new orders (-35 from -23), shipments (-24 from -16), order backlog (-40 from -24),
capacity utilization (-27 from -15) and average workweek (-14 from -2). The number
of employees fell from -13 to -15 and wages dropped from -2 to -4. Looking at prices,
prices paid declined from 3.85 to 3.66, while prices received were higher (2.06 from
1.68). After the NY and Philly Fed, the Richmond Fed ist  he third regional sur-
vey showing a sharp deterioration in business confi dence, which raises fears
that manufacturing ISM will also worsen significant ~ly.

The S&P Case Shiller house price index came out in line with the expectations,
falling 16.62% Y/Y in August. The July figure was upwardly revised from -16.35%
Y/Y to -16.32% Y/Y. The three months annualized figure deteriorated from -8.43% to
-9.25%, but is clearly below the low of -24.9%, reached in March. Although the bot-
tom is not yet in sight, it is important to note th at the pace of the decline slows
further which indicates that signs of stabilization may not be too far away.

Other: CBI reports unchanged volume of sales

In the UK, the CBI distributive trades (retail) survey reported an unchanged sales
balance of -27 in October. The less volatile three months average improved from -36
to -33, but remains very weak. Although the CBI reported an improvement in sales in
recent months, there are no reasons to become more optimistic about the UK econ-
omy.

KBC Bank N.V. - Treasury and Capital Markets Front Office, Market Research 7
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Calendar
Wednesday, 29 October Consensus Previous
us
12:00 MBA Mortgage Applications (Oct 24) -16.6%
13:30  Durables Goods Orders (Sep) -1.0% -4.8%
13:30 Durables Ex Transportation (Sep) -1.5% -3.3%
19:15 FOMC Rate Decision (Oct 29) 1.00% 1.50%
Japan
00:50 Industrial Production (Sep P) M/M Y/Y A1.2%/0.4% -3.5%/ -6.9%
06:00  Small Business Confidence (Oct) A37.6 40.2
UK
10:30 M4 Money Supply (Sep F) MIM Y/IY 1.4%/12.2%
10:30  Net Consumer Credit (Sep) 1.0B 1.2B
10:30  Net Lending Sec. on Dwellings (Sep) 0.8B 0.1B
10:30 Mortgage Approvals (Sep) 32K 32K
Germany
29/10  CPI - Baden Wuerttemberg (Oct) M/IM Y/Y 0.0%/3.1%
29/10  CPI - Brandenburg (Oct) M/M Y/Y -0.1%/2.8%
29/10  CPI - Hesse (Oct) MIM Y/IY 0.1%/3.3%
29/10  CPI - Saxony (Oct) M/IM YIY -0.1% / 3.0%
12:00 CPI-Bavaria (Oct) M/M YIY -0.1%/ 3.0%
29/10  Consumer Price Index (Oct P) M/IM Y/Y -0.2% 1/ 2.4% -0.1%/2.9%
29/10  CPI- EU Harmonised (Oct P) M/M Y/Y -0.2%/2.6% 0.1%/3.0%
Sweden
09:15  Consumer Confidence (Oct) -17.2 -14.4
09:15 Economic Tendency Survey (Oct) 86.0
09:15  Manufacturing Confidence (Q3) -14.0 -9.0
Norway
10:00  Unemployment rate (Aug) 2.5% 2.4%
14:.00  Norwegian Deposit Rates (Oct 30) 4.75% 5.25%
Events

293010 IFO Business Climate Survey by Industry (Oct)
11:15 ECB Announces Results of Three-Month Refinancing Operation
16:55 Former Fed's Volcker speaks at IADI Conference in Washington
19:00 BOE's Blanchflower speaks in Canterbury
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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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