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MACRO ECONOMIC REVIEW FOR 3Q2010 
 
Globally, further quantitative easing near the horizon… 
 
Over in the US, the recent FOMC on Sep 21st points to a dovish stand and possible QE2 as the Fed expressed 
continued caution over the strength of US recovery which is flagging after posting strong growth in 1Q10. 
Household spending remains constrained by high unemployment, modest income growth, lower housing wealth 
and tight credit. The fragile recovery increases pressure on the Obama administration and the Fed to energise 
the economic rebound. Besides retaining its pledge to hold interest rates at record low levels for an extended 
period, the Fed also reiterated that it would reinvest in Treasuries to maintain the size of its balance sheet and 
added that it is prepared to provide additional accommodation if it proves necessary. But whilst this may provide 
some short term support to financial markets, a more worthy question is whether ‘QE2’ will solve the economy’s 
fundamental problems. With the market expecting another quantitative easing, this would drive down real bond 
yields. The Fed Fund Futures suggest that the rate is likely to remain unchanged until 1Q2011. There remain 
only 2 more FOMC meetings for the year in early November and mid December which gives the Fed the 
flexibility to change if the economic data releases suggest other wise. Similarly, the ECB extended its 
emergency lending measures for banks into 2011, to help prop up the faltering economic activities in the region. 
It also increased its bond purchases programme on concern of the worsening scenario in Spain and Portugal, 
driving Eurozone’s sovereign yields higher. 
 
Regionally, further currency strengthening is a concern… 
 
At the end of the 3Q10, Brazil’s finance minister commented that an international currency war has broken out 
because of recent interventions by central banks in Japan, South Korea and Taiwan, in an effort to make their 
currencies cheaper while officials from countries ranging from Singapore to Colombia have issued warnings 
over the strength of their currencies. 
 
While the western world is struggling to cope, the emerging world remains very buoyant seemingly able to 
decouple from the West’s economic traumas. Having borrowed far too much in the 1990s most emerging 
nations have now learnt their lesson. For the quarter, there was a mixed bag of economic performance. In Asia 
Pacific, Singapore and Indonesian economies expanded at a faster pace in 2Q10. However, most other Asian 
countries economic activities slowed down, particularly industrial output and manufacturing in China and India. 
For Thailand, 2Q10 economic growth moderated less than expected, prompting the central bank to raise the 
policy rate for the second time in August. Taiwan’s central bank also hiked its policy rate at the end of 
September by 12.5 bps to 1.5% citing concerns over rising property prices.  
 
According to the latest UNCTAD World Investment Prospects Survey, emerging Asia continues to be the 
biggest beneficiary of global FDI flows and its importance as a destination for FDI flows is expected to increase. 
Six Asian countries – China, India, Vietnam, Indonesia, Thailand and Malaysia – are now ranked among the 15 
most attractive FDI destinations in the survey. 
 
Locally, slew of market friendly news… 
 
In August, Bank Negara Malaysia (“BNM”) liberalized its existing forex administration rules in 1) settlement of 
goods and services in Ringgit, 2) a resident is allowed to borrow any foreign currency and 3) caps on the 
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amount of hedging by a resident is abolished. Though the liberalization does not constitute Ringgit 
internalization, it is one step closer to scrapping its ban on the Ringgit trading offshore. The liberalization has 
been positive for the Ringgit and could potentially be positive for Malaysian financial assets in the longer term.  
 
The last MPC meeting for 3Q10 saw BNM left its overnight policy rate unchanged at 2.75%, consistent with 
consensus market opinion. In its statement, the central bank expressed concern over weaker-than-expected 
growth in the advanced economy and the likely knock-on effect on Malaysia. They pointed to strong domestic 
demand – supported by “favourable labour market conditions, positive consumer and business sentiments, low 
inflation and conducive credit conditions.” Inflation has picked up in the last few months on account of higher 
food and energy prices but BNM expects inflation will remain moderate into 2011. 
 
The latest consumer price index (“CPI”) showed further increase by 2.1% yoy in August for six straight months, 
reflecting largely the carry-over effects of subsidies cut in fuel-related products and sugar, which took effect on 
16 July. Core inflation, which excludes the price-volatile items of food and fuel moderated slightly to 1.0%. 
Rising inflation will linger for some time given the combined impact of firm consumer demand, the carry-over 
effects of subsidies reduction as well as ebbing base effect. Meanwhile, producer price index increased 5.6% in 
Aug due to higher domestic and imported intermediate costs. 
 
Export growth eased to 13.5%yoy in July, down from 17.2% in June but above market expectations. 
Electrical/electronics exports and chemical products rose at a slower pace of 8.7% and 13.1% respectively in 
July, as compared to 14.1% and 20.8% in June. Meanwhile, exports of crude petroleum products remained 
largely unchanged at 18.7% (18.4% in Jun) in the month. By destination, exports to the USA and China slowed 
to 1.7% and 12.6% in July, substantially lower than 7.2% and 28.0% reported in June. In contrast, shipments to 
Japan posted strong growth of 27.6% in July vs. 18.0% in June. With imports rising 18.1% in July vs. 30.1% in 
June, the trade surplus widened to MYR7.0bn from MYR6.0bn.  
 
At the end of the quarter, the Economic Transformation Program (“ETP”) was announced. The 133 “entry point 
projects” (EPPs), worth USD444bn in aggregate, includes amongst others a new subway network around the 
capital and constructing a 10 million ton oil storage hub in the southern state of Johor. Indicative of the 
government’s intention to shift away from being the main engine of investment, Pemandu – the government 
think-tank is expecting a mere 8% contribution from direct public coffers, complemented by the 32% from 
government linked companies. Private firms are expected to contribute the balance of 60% to this ambitious list 
of projects. 
 

FIXED INCOME MARKET REVIEW 
 
The US Treasuries ended the quarter with further bullish flattening. The 2year, 5 year, 10 year and 30 year 
closed the quarter lower by 18bps, 51bps, 42bps and 21 bps at 0.42%, 1.26%, 2.51% and 3.68% respectively. 
The 10-year Treasury yield has also broke the 2.50% level during the quarter, close to the levels last visited in 
end-2008 at the height of the Lehman crisis.  
 
Over at the Eurozone, the quarter started well for Western issuers as the release of the European banks’ stress 
tests helped spark off a late recovery in global credit markets. However, this was not lasting as pockets of the 
Eurozone nations still struggle to rebound from the financial crisis. Hence the quarter ended with further 
sovereign rating downgrade with the latest victim, Spain, saw its sovereign rating downgraded from AAA to Aa1 
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by Moody’s. The rating action follows similar moves earlier this year by Fitch and Standard & Poor's. Moody’s 
cited the sluggish Spanish growth outlook, in the face of proposed cut in the annual budget deficit from 11.1% 
of GDP in 2009 to 6% in 2010 and 3% in 2013. 
 
Risk appetite globally remains strong, indicated by the increasing flow of funds, mainly into higher-yielding asset 
classes. While macroeconomic data does not paint a rosier picture than before, the quest for yield continues to 
drive fund flows into these asset classes. Meanwhile Asian dollar bonds ended steady, as investors took 
advantage of sustained risk appetite for Asian assets, especially against the backdrop of ongoing credit jitters in 
Europe. Based on the widely followed Citigroup World Government Bond Index (“WGBI”), most of the Asian 
government bond indices delivered positive returns for the quarter with Singapore, Malaysia and Japan 
performing 1.70%, 1.10% and 1.05% respectively. Based on USD currency terms, Singapore remains top 
performer in the Asian region with 7.94% return vs. Japan and Malaysia at 7.09% and 6.84% respectively. 
However, on YTD total return based on USD terms, Malaysia outperformed the rest with 16.2% whilst Japan 
came in second with 15.14%. 
 
Meanwhile, the other Asian government bond indices not included in WGBI such as Indonesia, the Philippines 
and South Korea also delivered much better performances during the quarter registering 9.85%, 5.23% and 
4.36% respectively. In USD terms, South Korea was the outperformer with 11.84% total return for the quarter, 
followed by Indonesia with 11.58% and Philippines with 11.16%. However, Indonesia is still the best performer 
in USD terms on YTD with a return of 31.20%. 
 
Local benchmark sovereign bonds on the mid to long tenures extended their gains on safe haven appeal amid 
lingering uncertainties over global economic growth, with MGS/GII attracting investors on the back of excess 
liquidity in the local banking system. During the early part of the quarter when BNM raised the overnight policy 
rate by another 25bps to 2.75% on July 8th, the sovereign yield curve flattened as short term yields spike to 
reflect this hike while the mid to longer end maturities saw further demand. At the end of the quarter, when BNM 
stop hiking rates, the local sovereign yield curve flattened further with benchmark 3year closing 2 bps higher to 
close at 3.15% while the 5 year, 7 year, 10 year and 20 year closing lower by 27bps, 25bps, 32bps and 
43bps.to end the quarter at 3.24%, 3.49%, 3.62% and 4.01%. 
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To-date, RM48.6 billion of the MGS/GII has been issued and there remain only 3 more auctions for the year 
with 3 and 7 year MGS and one last 10 year GII tender in November.  
 
Table 1: Sovereign bonds yields rose during the 3Q2010 
 

Stock 
Tenure 

(Year)

Tender 

Date

Issuance 

(RM mil)

Bid to 

Cover
Low Average High

GII 07/15 5 14/07/2010 3,000      3.077 3.454% 3.473% 3.490%

MGS 09/17 7 29/07/2010 3,500      2.418 3.720% 3.732% 3.740%

MGS 11/19 10 12/08/2010 3,100      3.305 3.817% 3.839% 3.845%

MGS 08/15 5 26/08/2010 3,000      1.917 3.259% 3.290% 3.304%

GII 09/13 3 29/09/2010 3,000      2.533 3.182% 3.199% 3.209%
 

 
As at end August, total foreign holdings of sovereign securities have also increased with majority of the 
purchases in MGS and BNM bills. Total holdings increased to RM63 billion as at end August from RM62 billion 
in July. 
 
As for the corporate bond segment, the reach for yield philosophy was ever present in the market as credit 
spreads continued to tightened for the mid to long tenures. Mirroring the sovereign yield curve, the AAA 
corporate bond yield curve flattened further as investors increase risk for higher yield pick-up. However, the 
movement in the AAA curve was not as much as the sovereign yield curves. Consequently, credit spread 
increased for the mid to long end while the 3 years saw a tightening. Based on Bond Pricing Agency data, the 
credit spread has increased by 5bps for the 5 year to 18 bps for the 20 year AAA corporate bond. Meanwhile, 
the 3 year credit spread has compressed another 10 bps due to the impact of the rate hike.  
 
In terms of new issuance according to BNM, for the quarter, a total of RM9.5 billion of corporate debt securities 
were issued with redemptions of RM7.2 billion. This brings net issuance of debt securities to just RM2.2 billion. 
Some of the new issuances, amongst others are Abu Dhabi Commercial Bank AAA was upsized to RM750.0 
million, Malaysia Airport AAA at RM1.0 billion, Cagamas AAA at RM1.0 billion, Berjaya Citi (Danajamin 
Guaranteed) AAA at RM105.0 million, Malaysia Debt Ventures (GG) at RM500.0 million, Hyundai Capital 
Services AA1 at RM660.0 million, Bernas AA3 at RM400.0 million and AmIslamic Bank AA3 at RM500.0 million. 
Most of the primary issuances were well received. As demand was strong, investors continue to buy actively in 
the secondary market, keeping the market well supported. 
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Rating Actions during the 3Q2010 
 

RAM MARC RAM MARC

July 0 1 1 2 0 2 0

August 0 1 1 3 1 4 0

September 3 9 12 1 0 0 0

TOTAL QTD 3 11 14 6 1 6 0

Month

Downgrade Upgrade

DefaultBy Rating Agency
Universe

By Rating Agency
Universe

 
 
There were a total of 14 downgrades and 6 upgrades during the quarter. Most notable was the water sector 
downgrades on 8 Sept. Both RAM and MARC downgraded the ratings for the Selangor water with MARC-rated 
papers largely downgraded between 1-3 notches, while RAM downgraded Splash by 7 notches. 
 
The downgrades were not unexpected, as the both rating agencies had already placed the Selangor water 
players on negative rating watch in June 2010, premised on concerns on poor collections from Syarikat Bekalan 
Air Selangor Sdn Bhd (SYABAS) as well as uncertainties regarding the state’s complicated water restructuring 
exercise. The difference in ratings between RAM and MARC reflect their differing views on the debt servicing 
ability of the water operators – in this instance, RAM has decided to take a more severe view than MARC. 
 
Meanwhile there were further downgrades in the Collaterised Loan Obligations (“CLO”) namely Prima Uno and 
CapOne Bhd. CapOne Berhad defaulted on all its bond tranches including the Super Senior AA+ tranche after 
only 10 out of 25 Obligors repaid their CLOs on maturity date. As more of the CLOs were downgraded and 
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defaulted, investors’ confidence in this type of fixed income product will be affected and future issuance may not 
see good response. 
 

FIXED INCOME OUTLOOK FOR 4Q2010 
 
Traditionally, the fourth quarter has always been generally less active with year end holiday looming in the 
horizon. However, the recent interest from offshore coming in for currency play may increase activities coupled 
with the usual year end window dressing activities. Offshore investors have been consistently purchasing 
government bills as well as MGS mainly for the currency play. As the case around the region, Asian nation 
currencies have been strengthening due to inflow of funds. This can be seen when recent comments from 
Korea deputy economic minister that the Korean Won is likely to strengthen for the rest of the year as well as in 
Taiwan, the central bank governor also raised his concerns about hot money inflow which impacted the 
currency. 
 
Additionally, further Fed easing is likely to reduce rather than increase the potential for further policy rate hikes 
by regional central banks. For the past 12 months, Asian central banks have raised rates by less than has been 
priced into forward curves since they have had less confidence in the durability of the global and regional 
economic recovery. The Fed indicating the need for additional policy easing is a factor that is likely to add to 
most Asian central banks cautious approach to monetary tightening. Our house view is that the Fed may further 
lower the policy rate from its current range in preparation for QE2. 
 
Domestically, with the fragile global recovery, persistent low rates in developed nations, further inflows of funds 
into the emerging markets as well as relative higher rates in the Asian nations, the domestic sovereign bond 
market may see further rally. Following three interest rate increases since Mar this year, BNM is opting for a 
cautious monetary approach given clearer signs of slowing global growth as well as the cooling off of Malaysia’s 
exports and industrial output in recent months. As such, we expect BNM to maintain the overnight policy rate at 
2.75% when the monetary policy committee meets on 12 Nov 2010. 
 
As for issuances in the sovereign bond market, there remain only 3 more auctions for the year with the MGS 
tenders concluding in October and GII in November. Assuming another RM9 billion issuance for all 3 auctions, 
this will bring the total issuance for the year to RM57.6 billion. With continued interest from the offshore players, 
yields may rally further as seen during the end 2008 to the beginning of 2009 when the 10 year MGS broke the 
3% level. 
 
In terms of credit outlook, as the economy rebounds from the global financial crisis, credit conditions should 
improve. Hence, there should be more upgrades versus downgrades for the domestic corporate sector. 
However, as witness in the water sector bonds, the regulatory risk premium has increased for the local 
corporate bond market as political risk come into play. As politicians tussle for control and votes by 
implementing policies that deems popular but may not be bond market friendly, this may hobble the corporate 
bond market as investors will price in a higher regulatory risk premium. The withholding tax issue that impacted 
the IPP bonds in 2008 is still fresh in investors’ memory. Consequently, credit spread may widen further for the 
sector with high exposure to government regulation such as IPPs and toll roads. 
 
On the potential supply in the corporate pipeline, we expect smallish issuances for the remaining of the year. 
This however does not ease the pressure in the corporate bond market as long as investors does not switch 
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asset allocation away from bond into the equity market. YTD issuance totaled at around RM25.8 billion. 
Coupled with YTD maturities of approximately RM20.8billion, net issuances are only RM4.9 billion. There is 
roughly another RM9 billion of maturities for the rest of the year. Unless the amount of new issuances 
increases, this will further aggravate the supply and demand dynamics in the corporate bond market and hence 
further credit compression for selective sectors. 
 

FIXED INCOME STRATEGY 4Q2010 
 
With the positive and negative dynamics in the bond market, we remain neutral but tactical bullish in the mid to 
long-end. Our stand is similar as last month where we are cautiously optimistic on the sovereign market as it is 
the result of currency play and employ a short trading strategy.  
 
However, we are near term positive on the corporate market due to demand and supply dynamics. We will 
continue to be highly invested in corporate bonds and will trade based on spread and valuation of the yield 
curve. Notwithstanding the above, we will keep a close watch on leading indicators such as inflation data which 
has been trending upwards, monitor the pace of fund flows into the market and potential slow down of growth in 
China in order to identify as early as possible the “Turning Point”. 


