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Global Recap... 
Treasuries was strong in most part of 1Q2010 until the passage of the healthcare legislations 
which may have been the main trigger for a sharp sell-off in the Treasuries market 
consequently.  Weak auctions in March 2010 compounded the Treasuries sell-offs as 
investors are increasingly concerned over sovereign risk in the U.S. from a long-term 
perspective where the U.S. won’t eventually get the budget deficit problems under control.  
Already, debt to GDP ratio in the country is high relative to other AA-rated countries.  For the 
period under review, the U.S. Treasuries prices managed to close higher with rates lowering 
by 11, 14 and 1 basis points on the 2-, 5- and 10-year curves respectively as the strong gains 
in January and February 2010 are able to offset the losses in March 2010.  Primarily, gains in 
the first two months of the year was driven by efforts of the Fed to maintain rates low for an 
extended period of time as well as risk aversions arising from the debt debacle in Greece that 
could potentially spell troubles for the other EU members notably Portugal, Spain and Italy 
which are much bigger than Greece in terms of GDP share.   
 
A few interesting developments were witnessed during the quarter.  First, the Fed hiked the 
discount rate by 25 basis points to 0.75% which spurred the market initially as it was 
interpreted by the market that the Fed would hike the policy rate earlier than expected.  The 
market calmed down subsequently after learning that rate hike was not in the card yet.  
Another interesting development was the negative 10-year swap spread (ie 10-year swap rate 
is lower than the 10-year Treasury rate) being witnessed following the passage of the 
healthcare bills.  This reflects concerns over a large amount of Treasuries supply needed to 
fund the healthcare bill in the future.    
 
On the local front… 
A total of RM19.0 billion worth of government bonds have been issued during 1Q2010 with 
demand during tenders have so far been reasonably good with most tenders achieving bid-to-
cover ratios of at least 2.0 times.  The MGS curves flattened in 1Q2010 spurred by strong 
demand by local investors in the long end of the curve and higher short end rates on the back 
of an OPR hike.  Overall, MGS yields closed mixed with 3-year up 2 basis points while 5- and 
10-year down 5 and 9 basis points respectively.  A good volume was churned at RM124.0 
billion in 1Q2010 against RM86.0 billion in 4Q2009, up 44.0%.  Perhaps, a combination of a 
large surplus liquidity, anticipations of better fiscal position, lower supply and low inflationary 
environment also helped hold the MGS market strong.  In addition, the Ringgit speculations 
helped spurred interests from buying BNM bills to buying short to medium term of the MGS 
curves both on- and off-benchmarks. 
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Fig 1: Yield curves of MGS benchmarks in 1Q2010 

 
 
On local corporate bond market, most of the trades were mainly on the familiar AAA and AA 
rated corporate names such as Sime Darby, Cagamas, Rantau, Prasarana, Danga, Maybank 
subdebt, Digi, Binariang, Malakoff, and YTL Power.  Despite decent volume of RM19.0 billion, 
corporate yield curves remained largely unchanged for the quarter save for short end of the 
AAA segment. 
 
In terms of credit rating review, Lafarge Cement rating was upgraded 2 notches from A1 to 
AA2 in the quarter. A few issuers’ outlook was revised to Stable, namely Tenaga, Perwaja 
Steel, Aliran Ihsan Resources, Berjaya Land, Kapar Energy Venture, Gulf Investment 
Corporation, Kinsteel and Alliance Bank. Other rating actions were Kesturi to developing 
outlook and Olympia Industries to negative Rating watch includes Toyota Malaysia, Tanjung 
Langsat Port and Magna Segmen.  Meanwhile, rating downgrades were more than rating 
upgrades during the quarter – Malaysian Marine Merchant (from A- to BB- to C), Dutaland 
(from BB- to B), Kwantas SPV (from A+ to A-), Matang Highway (from AA- to A) and Nam Fatt 
Corp (from BBB+ to C).  Aldwich Bhd whose rating was previously suspended has been 
downgraded to default.      
 
There were only few new issuances, largely concentrating on debts issued by financial 
institutions and on higher rating category.  Bank Pembangunan issued RM2.5 billion 
(Government Guaranteed), CIMB Group Holdings RM500.0 million (AA3), AmBank RM500.0 
million (AA3) and Gamuda RM320.0 million (AA3). 
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Fig 2: Yield curves of AAA-rated corporate bonds in 1Q2010 

 
 
 
Fig 3: Yield curves of AA1-rated corporate bonds in 1Q2010 
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MACRO ECONOMIC REVIEW FOR 1Q 2010 
 
The U.S. economic conditions are improving at a faster pace lately in March with leading 
indicators (such as increasing capital expenditure and investments, temporary worker hiring, 
high productivity, longer average weekly work hours, as well as strong rebound of corporate 
profits) pointing to sustain cyclical recovery in the next few quarters.  This would eventually 
lead to corporate hiring permanent workers and thus a better employment picture ahead.  
Meanwhile, emerging markets economy including Asia have recovered stronger than G10 
countries mainly driven by inventory rebound, exports and private consumptions. This would 
highly prompt the central bank in emerging markets normalizing their respective policy rate 
ahead of developed countries.  While India and China are growing fast, output gap in those 
countries are closing faster and inflation expectations have changed due to rising food prices.   
 
On domestic economic data, Malaysia officially emerged from recessions since 2008 with 
GDP growing at 4.5% yoy in 4Q09 (2Q09 was -3.9% yoy and 3Q09 was -1.2% yoy), which is 
higher than market consensus of 3.2%.  The stronger than expected print was contributed by 
higher consumer spending and private investment as well as government spending.  On 
inflation, CPI was manageable at 1.3% yoy in January 2010 against consensus 1.5%.   
 
On interest rate developments, Bank Negara Malaysia’s (“BNM”) statement in January 2010 
surprised the market hinting rate normalization is around the corner following stronger than 
expected economic data.  Economists changed their view to call for an OPR hike in the March 
Committee meeting.  Indeed, BNM delivered a rate hike by 25 basis points bringing the policy 
rate to 2.25%.  In the release of 2009 annual report by BNM, GDP forecast was revised 
upwards to between 4.45% and 5.50% while target GDP is 4.70%.  Meanwhile, inflation 
forecast would be modest at an average of 2.0 – 2.5% for 2010 even taking into account the 
possible adjustments to administered prices and subsidy restructuring. 
 
Other market developments during the quarter include delays of petrol subsidy removal and 
implementation of GST with no further timeline provided by the government.  In end March, 
new economic model was announced partly meant to attract foreign direct investments but 
the plans lack of details.  Meanwhile, both the government and the Governor hinted the 
country’s intention to tap global markets for funding purposes in line with the objective to 
become world’s global Islamic player.       
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FIXED INCOME OUTLOOK FOR 2Q 2010 
 
Domestically, the economy is closely tracking other countries’ economic performance, and 
momentum is steady if not stronger.  With the economy performing ahead and GDP forecast 
revised upwards recently by BNM, we recognize that the policy rate increase points to the 
upside despite low inflationary environment.  We have earlier factored in 50 basis points for 
the year. 
 
With risks of more rate hikes ahead, what does it mean for the bond market locally?  The 
market to a large extent has priced in 1 more hike in the policy rate this year at 25 basis 
points.  If more than 1 hike is delivered subsequently, the 3-year MGS curve will be 
vulnerable, while the 10-year MGS can hold steady anchored by lower MGS supply, ample 
liquidity in the system, better fiscal adjustments ahead and low inflationary environment.  
There is a good chance that the MGS curve can stay flattened going into 2Q2010. 
 
On corporate bonds, we have in the last quarter expected more supply from the AAA-rated 
segment as Danajamin Nasional Berhad (“Danajamin”) ramps up their guarantees for 
corporate issuers and as PAAB restructures the country’s water concessions.  The process 
has been long drawn since then and hence we do not expect heavy issuances coming from 
these two issuers in the next quarter.  This should support AAA-rated credit spreads 
compression for now as the economy improves further and corporate supply eases.  Going 
down the credit curves, supply and demand dynamics in AA rated bonds are more aligned.  
As for A rated corporate, bond supply will remain low relative to AAA and AA segments while 
investors demand for A rated bonds is very selective.  However, A rated credit spreads 
remain very wide at more than 470 basis points for the 5-year tenor (see figure 6).  Hence, A 
rated bonds could provide a lot of good buffers in a rising interest rate environment while risk 
reward is more attractive.  Figures below provide credit spreads of AAA, AA1 and A1 rated 
corporate bonds for 10-year tenor for illustration purposes. 
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Fig 4: 10-year credit spreads of AAA-rated corporate bonds at 123 basis points 

 
 

 
 
 
Fig 5: 10-year credit spreads of AA1-rated corporate bonds at more than 168 basis points 
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Fig 6: 10-year credit spreads of A1-rated corporate bonds at more than 470 basis points 

 
 
FIXED INCOME STRATEGY 2Q 2010 
 
The bond market has generally priced in another 25 basis points hike by the end of 2010, in 
line with our expectations.  We do recognize interest rate risk points to the upside for this year 
should the cyclical recovery prove to be stronger or beat BNM GDP target.  But the policy rate 
rise for the upcoming MPC meeting in May has already priced the hike and we expect the 
quantum should be within market expectations of 25 basis points.  Overall, our general 
strategies for 2Q2010 are slightly revised as follows:- 
 
1. Position for neutral portfolio duration; 

2. Maintain overweight on corporate bonds versus MGS for better yield pick up; 

3. Maintain or increase exposure in MGS on the back of better fiscal positions, lower 
supply, strengthening of the Ringgit, ample liquidity and low inflationary environment; 

4. Move down the credit curves to AA and A rated bonds as relative valuations are 
cheaper and better supply and demand dynamics; and 

5. Maintain bond allocation at around 95% to maximize portfolio’s returns. 

 


