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GBP set to weaken further over summer

Summary and conclusions

Shouldn’t an improvement in the broad basic balance

support sterling?
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In this edition we focus on sterling with an emphasis on the July Bank of
England (BoE) meeting and the recent positive shock to the UK flow of
funds.

In the first article, we provide a preview for the upcoming BoE meeting on
10 July, when we expect the base rate to be left unchanged at 5.0%. This
is also widely expected in the market; all 72 polled by Reuters last week
expected no change. The market reaction should be limited.

In the second article, we consider the puzzle of how the recent large
positive shock to the UK flow of funds can coincide with broad-based
sterling weakness.

Overall, we still see the fundamental case for a weaker GBP and we ex-
pect that EUR/GBP will soon test new record-highs, having range traded
for some time. Technically, a break-out of the current EUR/GBP triangle
(peak 0.81 (16 April), through 0.7765 (2 May]) has the potential to send
the pair towards 0.82, our three-month forecast, and possibly even be-
yond - perhaps as high as 0.84.

Finally, we provide an update on the latest IMF FX reserve data, which
shows that world reserves are still growing fast and that there is yet to
be seen any evidence of a marked reduction in the share held in USD.

FX Crossroads is published every second Wednesday. The next publica-
tion date is 23 July 2008.

Share of world reserves held in USD has only

declined slightly
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GBP: Bank of England preview

John Hydeskov, Senior Analyst, +45 45 12 84 97, johy@danskebank.dk

Inflationis King

We expect the Bank of England (BoE]) to leave the
base rate unchanged at 5.0% at its meeting on 10
July. This is also widely expected in the market; all
72 polled by Reuters last week expected no
change. The OIS market is attaching a 5% prob-
ability to a 25bp hike. The market reaction should
be limited.

Data over the past month has merely been a con-
tinuation of the trend that started in early spring:
inflation indicators have strengthened while activity
indicators have worsened. One brief ray of light was
the much better-than-expected retail sales,
sparked higher by exceptionally warm weather in
May, which spurred sales of seasonal food and
clothing. But on the whole, data was worrying,
which was best confirmed by the large drop in the
important PMI index, now contracting the most
since 2001.

UK activity indicators are weakening
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In the short term, the BoE has its hands tied due to
rising inflation. CPIl inflation is set to rise further. In
our forecast, inflation will move up towards 4.5% in
October-November before falling back gradually. In-
flation will probably be in “letter-writing” territory
until late summer / early autumn 2009. This im-
plies that the Governor of the BoE, Mervyn King,
may have to write around six letters to the Chancel-
lor (for every third month that inflation is above 3%
(below1%]), a letter is required).

In the Tonger term, the situation is more complex

for the BoE. Inflation is, in a way, deflationary. A
higher inflation profile results in lower growth in
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real incomes, which again feeds into weaker eco-
nomic growth.

Inflation is set to rise further
above letter-writing territory
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Note: The underlying assumption is that the oil price will be
unchanged at the current spot level.
Source: Ecowin and Danske Bank

We do not regard monetary tightening as an op-
tion before the UK economy shows improvement.
In our view, a higher base rate in 2008-2009 than
currently will be devastating for UK growth pros-
pects. A tightened monetary policy has the poten-
tial to reinforce a severe slowdown and perhaps a
mild recession. Since the economy has already be-
gun suffering, the next obvious step for BoE is a
lowering of the base rate.

Some members may rattle their sabres and be
tempted to raise rates to demonstrate a willing-
ness to curb inflation. We expect, however, that
they will refrain from doing so and keep their focus
on the medium-term, where they can actually influ-
ence inflation.

The minutes of the July meeting, due 23 July, could
well reveal that some members were unable to re-
sist voting for higher rates. However, we are looking
for lower rates, reflecting the real state of the UK
economy.

We think EUR/GBP will test new record-highs
soon, after range trading for some time. Techni-
cally, a break-out of the current EUR/GBP triangle
(peak 0.81 (16 April), through 0.7765 (2 May))
has the potential to send the rate towards 0.82,
our three-month forecast, and possibly even be-
yond, perhaps as far as 0.84.
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GBP: Flow of funds - what's going on?

John Hydeskov, Senior Analyst, +45 45 12 84 97, johy@danskebank.dk

The curious link between the basic balance
and sterling

Flow of funds data for Q1 was a positive reading.
The current account surprised on the upside by
posting a deficit of only £9.0bn (around 2.5% of
GDP). FDI flows amounted to £31.5bn while portfo-
lio flows totalled an astonishing £128bn in Ql.
Bond flows in particular came in extremely positive,
boosting the broad basic balance (current account
+ FDI + equities + bonds). But how does that relate
to the recent sterling weakness?

Net bond flow (annualised] rises sharply in Q1
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The almost 10% decline in the effective sterling in-
dex since Q3 is worrying for central bankers as it
could further boost inflation. But it also helps to im-
prove the UK trade balance, which has been in an
almost persistent deficit. Thus, as long as sterling
is depreciating or just remains at this somewhat
weak level, an improvement in the UK's external
balance should be expected. FDI flows and equity
flows were positive in Q1. This should be no sur-
prise as the UK has recorded a large inflow stem-
ming from M&A transactions during 2008.

A positive flow of funds into a country should, ac-
cording to economic theory, imply greater demand
for the country’s currency, thereby leading to an
appreciation. However, this has not been the case
with the positive UK Q1 reading; instead the effec-
tive sterling index has fallen sharply as the broad
basic balance has improved. In fact, sterling
strength has been negatively related to the (broad)
basic balance in this millennium (see chart).
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Basic balances and effective sterling index
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What is the explanation for this rather perverse re-
lationship? One obvious approach would be to as-
sume one or even several factors have been more
than offsetting the flow of funds in each period, re-
sulting in either sterling depreciation or apprecia-
tion. To some extent, this is an acceptable explana-
tion since flow of funds can easily be dominated by
other factors. A second viable explanation could be
a ‘leaning-against-the-wind-effect’ where investors
sell sterling assets when the currency appreciates
and buy sterling assets when the currency depre-
ciates, i.e. balance their portfolios. A third explana-
tion could be that sterling, seen as a risky currency
due to the almost persistent current account defi-
cit and rather large exposure to downturns in the
financial sector, is being sold when risk aversion
rises, but sterling assets are being bought as a
hedge to even more riskier markets, such as
emerging markets. This is perhaps the chief expla-
nation for the recent period.

That sterling historically has been negatively corre-
lated to flow of funds does not mean that it will con-
tinue to be so in the future. For example, the domi-
nance of other factors to flow of funds could abate;
the current account could improve substantially or
the importance of other countries’ financial sectors
could rise to the UK level, meaning all currencies
are perceived as equally risky

For now, we content ourselves by observing the
positive UK broad basic balance and sterling at a
somewhat lower level than most long term fair
value models would suggest. We continue to see
upside risks for EUR/GBP (up to 0.82) and notice
that this could occur even with flows into the UK.
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Global FX reserves: All eyes on the $-share
Kasper Kirkegaard, Analyst, +45 45 13 70 18, kaki@danskebank.com

Continued high growth in reserves Growth in the world’s total FX reserves
Continues to accelerate

On Monday 30 June, the IMF published COFER statis-
tics covering Q1 2008. For anintroduction to the IMF
COFER data, see FX Crossroads: New year, new
worries, 9 January 2008. The Q1 data confirmed two
of the main trends seen in recent years: (i) world re-
serves are growing fast and there are no signs of a
slowdown in reserve accumulation, and furthermore
(ii) there has been no marked change in the dollar 8s 00 01 02 03 04 05 06 07
share of total reserves, although there are tentative

signs of a slow reduction in the reserve share held in

dollars in favour of the euro in particular.
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However, the growth rate in developing countries re-
serves was unchanged in Q1, and the acceleration in
world reserves in the first quarter was thus driven by
an acceleration of reserve growth in the industrial-
ised countries. Overall, however, it can be noted that
world reserves are booming and that there are still no
signs of a slowdown in the reserve accumulation.

The COFER data showed that growth in world re-
serves remained very high in Q1 2008. World total
FX reserves now amount to USD 6.9tr after growing
28% vy/y in Q1, which is a small acceleration of
growth from the previous quarter. There are thus so
far no signs in the data of a marked transfer of re-
serves away from official fx reserves and into other

. Considering reserve accumulation in individual coun-
funds such as sovereign wealth funds.

tries, it is still China and Russia that are the main
drivers of the world reserve build up (see table 1). The
south-east Asian region in general has accumulated
vast reserves in recent years and much more than
would be expected given the trade flow into the re-
gion. This suggests that reserve growth is driven by
intervention on the foreign exchange market.

The very high growth in world reserves remains
driven by vast reserve accumulations in the develop-
ing countries. In Q1 total reserves rose 34.8% y/y in
the developing world, while growth was only 9.8% y/y
in the industrial countries.

Table 1: World FX reserves

Currency composition of cfficial foreign exchange reserves

Share of world reserves 2003 2004 2005 2006 2007 Q1 2008 Chg. since '99

usb 66% 66% 67% 65% 64% 63% -8.2 pct points

EUR 25% 25% 24% 25% 26% 27% 8.7 pct points

GBP 2.8% 3.4% 3.6% 4.4% 4.7% 4.7% 2.0 pct points

JPY 3.9% 3.8% 3.6% 3.1% 2.9% 3.1% -2.9 pct points

CHF 0.2% 0.2% 0.1% 0.2% 0.2% 0.2% -0.1 pct points

OTHER 2.0% 1.9% 1.7% 1.8% 1.9% 2.2% 0.6 pct points
Allocated 2,223 2,655 2,843 3,315 4,070 4,322 318%
Unallocated 802 1,094 1,332 1,722 2,326 2,552 617%
Total FX reserves (USD bn) 3026 3749 4175 5037 6396 6874 395%

Countries with the largest foreign exchange reserve stocks

USD bn 2003 2004 2005 2006 2007 Q1 2008 Chg. since 03'
China 403 610 819 1066 1528 1682 317%
Japan 653 824 828 875 948 988 51%
Russia 73 121 182 303 479 511 600%
Taiwan 207 242 253 266 270 287 39%
Korea 155 198 210 238 262 264 70%
Top-5 total 1491 1995 2292 2748 3487 3732 150%

Source: IMF COFER data and Reuters EcoWin.
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While the developments in overall reserves are inter-
esting, the perhaps most interesting aspect of the
IMF COFER data is that it provides an overview of the
share of reserves held in the individual currencies.

For some time the focus has been on the share of re-
serves held in dollars and whether we were experi-
encing a regime shift away from the dollar as the
world reserve currency. Data shows that the dollar’'s
share of world reserves has been broadly flat since
2000 and there are no signs of a marked shift in
world reserve allocations. However, recent data has
shown that there might be tentative signs of a slow
movement away from the dollar and mainly into the
euro. This was also confirmed by the Q1 data, which
showed that the dollar share of world reserves fell
from 64 percent to 63 percent.

Figure 2: Has the JPY share stabilised?
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Another trend in the COFER data has been the reduc-
tion of reserve shares held in Japanese yen. Recently,
however, there have been signs of a stabilisation in
the yen share, which also rose from 2.9 percent to
3.1 percentin the first quarter.

To conclude, the Q1 COFER data confirmed two of the
main trends seen in recent years: (i) world reserves
are growing fast and there are no signs of a slowdown
in reserve accumulation, and (ii) there has been no
marked change in the dollar share of total reserves,
although there are tentative signs of a slow reduction
in the reserve share held in dollars in favour of the
euro in particular.

While there are signs of a fundamental flow of funds

in the world reserve accumulation in favour of the
euro against the dollar, it is not as large as some have
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argued, and the process of reducing the dollars share
in official fx reserves has so far been very gradual.
The fact that the share of official reserves being held
in dollars has remained broadly constant, while the
dollar has seen a large depreciation, implies that
central banks have been large buyers of dollars (see
figure 3). There is thus still fundamental support for
the dollar from official reserve flows, which is acting
to curb some of the depreciative pressures from the
general economic fundamentals. That the dollars re-
serve share has not seen a marked fall is naturally
positive and the dollar would likely have fallen even
further in recent years had it not been for these fun-
damental flows. However, this also means that the
dollar is left with a large event risk, since a reduction
in the dollar share by any of the major foreign re-
serve holders would leave the dollar under pressure.

Figure 3: Contribution to growth in world reserves
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Info box: IMF’s COFER data

The International Monetary Fund (IMF) releases each
quarter statistics on world foreign exchange reserves
in its publication: Currency Composition of Official
Foreign Reserves (COFER). Official FX reserves are
the monetary authorities’ claims on non-residents in
the form of: foreign banknotes, t-bills, etc.

When considering the IMF COFER statistics it is
necessary to acknowledge some limitations to the
data. Allocated reserves (i.e. FX reserves for which
we know the allocation on currencies) only consti-
tutes 63% of total reserves, and more importantly
is 47 % of growth in world reserves driven by ac-
cumulation in unallocated reserves.
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Trading Points

09/07/2008 9:45 (CET)
Strategy (Short- Medium Term

MARKET ‘ LAST ‘Trend|5DCHG| Strategy Stop/Entry 1st Target 2nd Target Stop/Reverse New Target  Total ¥YTD
CURRENCIES - Majors
ELRAUSD 15683 W [-1.26% Go Long> 1.5753 1.5835 Go Short< 1.9611 1.5569 0.44%
USEAPY 10761 & [ 1B2% Go Long> 107.76 108.43 Go Short< 106.25 105.42 1.99%
ELRMPY 16873 A [ 031% LONG 169.46 170.61 167.23 166.70 6.15%
GER/USD 19683 & |-1.25% Go Long> 1.9798 1.9869 Go Short< 1.9665 1.9602 -1.92%
ELIRIGEP 0.7968| A | -0.04% LONG 0.7990 0.8020 0.7902 0.7885 -4.63%
GEFIJFY 211.76| it | 033% Go Long> 21246 213.35 Go Short< 211.00 209.86 8.40%
USEYCHE 1.0334| it | 1.88% Go Long> 1.0352 1.0427 Go Short< 1.0220 1.0166 2.56%
EURICHF 1.6206| it | 0DEO% Go Long> 1.6203 1.6239 Go Short< 1.6064 1.6020 0.36%
Dollar Inclex 72940 A | 003 Go Long> 73.1580 73.348 Go Short< 72619 71.985 8.84%
CURRENCIES - Scandies
USEDkK 4.7562| A | 1.28% Go Long> 4.7765 4.7914 Go Short< 4.7345 4.7086 2.86%
USEYSER 6.0210| & | 0.82% Go Long> 6.0360 6.0563 Go Short< 5.9812 5.9665 -1.64%
EURISEK 9.4428| W | -0.45% LONG 9.4520 9.4060 9.3936 1.26%
USENOk 51281 A | 1.35% Go Long> 5.1433 5.1645 Go Short< 5.0740 5.0432 9.08%
ELIRMOK 8.0436| A | 008% Go Long> 8.0623 8.0808 Go Short< 7.9798 7.9352 0.40%
MNOKISER 11742 W | -053% SHORT 1.1677 1.1798 1.1860 3.25%
CURRENCIES - Non Majors
ELURPLM 3.2026| W |-1.75% Go Long> 3.3275 3.3555 Go Short< 3.2860 3.2602 10.28%
ELRHUF 23095 W | -2537% SHORT 230.34 232.80 237.14 6.28%
ELIRICEK 23557 W |-1.22% Go Long> 23.689 23.763 Go Short< 28.450 23.229 6.33%
ELURTREY 1.9196] W |[-284% Go Long> 1.9515 1.9769 Go Short< 1.9157 1.8932 12.87%
USEZAR 76748 W | -226% SHORT 7.6682 7.7660 7.8672 12.53%
USEiCAD 1.0182) ¥ [ 057% SHORT 1.0122 1.0234 1.0250 -3.95%
ELRICAD 1.5968) W | -070% LONG 1.6077 1.6117 1.5945 1.5908 0.82%
ALUGIUSD 0.9503| & |-1.23% Go Long> 0.9570 0.9611 Go Short< 0.9475 0.9446 10.10%
NADIUSD 0.7530| N |-096% Go Long> 0.7605 0.7654 Go Short< 0.7484 0.7415 1.23%
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Trading recommendations and G10 central bank overview
Directional trades

Date Start Now Target Stop P/L (incl carry)
Open

We currently have no open trade recommendations

Recently closed

Sell NZD/NOK 16/06/08 3.9100 3.8650 3.7500 3.8650 1.07
SellUSD/JPY 19/06/08 107.8500 105.0000 105.0000 107.2500 2.65
Buy EUR/GBP 19/06/08 0.786 0.80 0.80 0.79 1.74
P/L2008 9.43% Open 0.00% Closed 9.43%

# of trades * 108 # of trades 2008 23

- average net gain 0.38% - average net gain 041%

- batting average 0.52 - batting average 0.52

* Since 17 November 2005

Central bank overview

Official interest rate Policy rate Next decision* Last change
United States Federal funds rate 2.00 5 Aug [unch] 30 Apr (-25bp)
Euroland Minimum bid rate 425 7 Aug (unch]) 3 July (+25bp]
Japan Overnight call rate 0.50 15Jul (unch) 21 Feb Q07 (+25bp])
United Kingdom Base rate 5.00 10 Jul (unch) 10 Apr (-25bp)
Switzerland 3-month Libor 2.75 18 Sep (+25bp] 13 Sep O7 (+25bp)
Canada Overnight rate 3.00 15 Jul (unch) 22 Apr (-50bp)
Australia Cash rate 7.25 5 Aug [unch] 4 Mar (+25bp)
New Zealand Cash rate 8.25 24 Jul (unch) 25Jun 07 (+25bp)
Sweden Repo rate 4.50 4 Sep (+25bp) 3 July (+25bp)
Norway Sight deposit rate 5.75 13 Aug (+25bp] 23 Apr (+25bp)

* Expected decision in brackets

G10 central bank forecast overview

FED BOC ECB BOE SNB RB NB BOJ RBA RBNZ

Now 2.00 3.00 4.25 5.00 2.75 4.50 5.75 0.50 7.25 8.25
2008 Jul 15-Jul 10-Jul 15-Jul 24-Jul

Aug 05-Aug 07-Aug 07-Aug 13-Aug 19-Aug 05-Aug

Sep 16-Sep 03-Sep 04-Sep 04-Sep 18-Sep 04-Sep 24-Sep 17-Sep 02-Sep 11-Sep

Oct 29-Oct 21-Oct 02-Oct 09-Oct 23-Oct 29-Oct 7+31-Oct 07-Oct 23-Oct

Nov 06-Nov 06-Nov 21-Nov 04-Nov

Dec 16-Dec 09-Dec 04-Dec 04-Dec 11-Dec 17-Dec 17-Dec 19-Dec 02-Dec 04-Dec
2009 Jan 28-Jan 22-Jan

Feb 19-Feb 03-Feb

Mar 17-Mar 03-Mar

Apr 7+28-Apr 07-Apr

12M 2.00 3.00 4.25 4.50 3.00 5.00 6.00 0.50 7.25 7.25

Rate cut Rate hike

DANSKE BANK 7
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Exchange rate forecasts

Forecast Forecast vs forward outright, %
Spot +1m +3m +6m +12m +1lm +3m +6m +12m

Exchange rates vs EUR

uso 1.567 1.58 1.60 1.55 1.50 1.0 26 -0.1 25
JPY 168.62 166 168 155 150 -1.3 06 -6.1 7.1
GBP 0.796 0.800 0.820 0.800 0.780 0.5 2.8 0.1 2.8
CHF 1.621 161 1.60 1.58 1.56 -05 -0.7 -1.4 -1.7
DKK 7.46 7.46 7.46 7.46 7.46 0.0 0.0 0.0 -0.1
NOK 8.06 8.00 7.90 7.75 7.75 -0.8 2.4 -4.6 5.4
SEK 9.46 9.40 9.25 9.20 9.20 -0.6 2.2 -2.9 -3.1
PLN 3.29 3.40 3.40 3.40 3.45 3.4 3.2 2.8 3.8
czK 23.56 24.00 24.00 24.25 24.50 1.9 2.1 3.4 4.8
HUF 231 240 240 245 250 3.8 3.2 46 5.2
TRY 1.92 2.05 2.05 2.12 2.25 5.6 34 3.5 3.0
Exchange rates vs USD

DXY 729 71.9 71.3 719 729 -1.5 2.4 -1.8 -0.7
JPY 1076 105 105 100 100 2.3 -1.9 -6.0 -4.9
GBP 1.97 1.98 1.95 1.94 1.92 06 -0.2 -0.2 0.3
CHF 1.04 1.02 1.00 1.02 1.04 -1.5 -3.3 -1.4 0.8
DKK 4.76 472 466 481 4.97 -1.0 2.6 0.1 25
NOK 5.14 5.06 4.94 5.00 5.17 -1.9 -4.9 -4.6 -3.0
SEK 6.04 5.95 5.78 5.94 6.13 -1.6 -4.8 -2.8 -0.6
CAD 1.02 1.00 0.99 1.00 1.00 -1.8 -2.8 -1.9 2.1
AUD 0.95 0.96 0.98 0.95 0.90 15 4.4 2.4 -0.7
NzD 0.75 0.75 0.74 0.73 0.70 0.1 -0.2 -0.3 2.2
ZAR 7.68 7.85 7.85 8.10 8.40 1.4 -04 0.5 -0.4
BRL 161 162 162 1.67 1.70 -0.3 -1.8 -1.1 -3.9
MXN 10.31 10.30 10.35 10.55 10.70 -0.5 -09 -0.2 -1.4
CNY 6.86 6.90 6.79 6.63 6.43 1.0 0.4 -0.6 -1.0

Note: GBP, AUD and NZD are denominated in local currency rather than USD

Expected change in USD vs forwards, 3m
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Disclosure

This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank. Danske Bank is under super-
vision by the Danish Financial Supervisory Authority.

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high quality research based on re-
search objectivity and independence. These procedures are documented in the Danske Bank Research Policy. Employees within the Danske
Bank Research Departments have been instructed that any request that might impair the objectivity and independence of research shall be re-
ferred to Research Management and to the Compliance Officer. Research analysts are remunerated in part based on the over-all profitability
of Danske Bank, which includes investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate fi-
nance or dept capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals’ Ethical rules and the Rec-
ommendations of the Danish and Norwegian Securities Dealers Associations.

Financial models and/or methodology used in this report

Recommendations and opinions in this research are formed based on a combination of Danske Bank’s regression models using macroeco-
nomic fundamentals and financial variables as input and a general market assessment. \Various statistical methods are used to evaluate the
market. Standard option pricing models are used in respect with derivatives.

Risk warning

Major risks connected with recommendations or opinions in this report, including as sensitivity analysis of relevant assumptions, are stated
throughout the text.

Expected updates
FX Crossroads is updated every week.

Disclaimer

This publication has been prepared by Danske Bank for information purposes only. It is not an offer or solicitation of any offers to purchase or
sell any securities, currency or financial instrument. The evaluations, calculations, opinions and recommendations of the publication should not
replace the making of own opinions about whether to make any such transaction. Whilst reasonable care has been taken to ensure that its
contents are not untrue or misleading, no representation is made as to its accuracy or completeness and no liability is accepted for any loss
arising from reliance on it.

Danske Bank, its dffiliates or staff may perform business services, hold, establish, change or cease to hold positions in any securities, currency
or financial instrument mentioned in the publication. Additional and/or updated information is available from Danske Bank. This publication is
not intended for retail customers in the UK or any person in the US. Danske Bank is regulated by FSA for the conduct and investment business
in the UK and is a member of the London Stock Exchange.

Copyright © Danske Bank A/S. All rights reserved. This publication is protected by copyright and may not be reproduced in whole or in part
without permission.

This report has been prepared by the correspondent of Auerbach Grayson & Company Incorporated (“AGC”) named above on the date listed
above. we are distributing this report in the U.S. and any U.S. person receiving this report and wishing to effect transactions in any security dis-
cussed herein, should do so only with a representative of Auerbach Grayson & Company Incorporated. Additional information on recommen-
ded securities is available on request.

DANSKE BANK 9



	GBP set to weaken further over summer
	GBP: Bank of England preview
	GBP: Flow of funds – what’s going on?
	Global FX reserves: All eyes on the $-share 
	Trading Points

