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Global Overview: 
 

The entire world is awash in failures and bailouts. While backward looking activity data for 
January and December are disappointing in most countries; the forward looking corporate     
surveys such as the PMIs are suggesting a pick up over the past two months - leaving us with a 
question: Is the pick up in PMIs a sign to turn outrightly optimistic or is it suggesting to us that 
a cautious interpretation is warranted? ( Note: PMI surveys provide time series variables    rele-
vant to a number of important stages in the boom –bust cycle. See chart below on boom bust 
cycle and the variables in it.) Of course in a risk heightened world, the sobering message would 
be to read these surveys with caution.  This should come as no surprise to most of you, who are 
by now familiar with the rounds of bad news headlines emerging in the media, on a daily basis, 
along with the enormous challenges that governments and corporations are facing at the current 
time. 

 

Chart 1: Boom Bust Cycle and the key variables  
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So where do we go from here: Is Policy Activism the Best Defense against Deflation? 
Over the course of the 4Q08, risks to price stability have swung from the upside to the downside. Most of you would     
remember it was only eight months ago,  sometime in June 2008,  when  policy makers worried about embedded            
inflationary risk especially when crude oil prices broke above $140 per barrel level.  By late 4Q08 with unemployment 
and US dollar  marching higher while commodity prices plunged; the legitimate worry about deflation gained momentum 
among policy makers resulting in the current policy activism. Just consider how hard governments around the world are 
working to prop up credit markets knowing well that if the psychology of anxiety arising from deflationary fears gains   
traction, their  reflationary policies are doomed to fail.  Before we go any further let’s consider the working definitions of 
deflation and disinflation. 
 
Deflation: definition and mechanisms: 
Technical definition of deflation means a sustained decrease in general price levels  over time with core price levels   
showing year on year declines over the course of  two or three years yielding CPI numbers in the negative territory. (Note 
the difference between deflation and disinflation --Disinflation occurs when there is a reduction in the rate of  inflation or 
a temporary decrease in the general price level. The moment the rate of inflation falls into the negative territory and is 
expected to last then this is deflation.)  
 
Deflation often is associated with a prolonged and severe economic crisis. One pronounced side effect of deflation is     
increasing unemployment in an economy since the process often leads to a lower level of demand in the respective      
economy. So in a typical boom bust cycle this could occur when economic growth slows down and pricing pressures 
evaporate along with the contracting aggregate demand. 
 
In a deflationary spiral there are three mechanisms at work: 

 Expecting a sustained decrease in prices --Households would postpone purchases of durable goods thus       
contributing to slack in businesses which would cut back production and their demand for labour leading to an      
increase in unemployment and a decline in wages. This would inevitably feed back to households in the form of 
lower disposable income triggering rounds of lower spending and higher savings. 

 
 Following the crash of 1929, a second process was identified by American economist Irving Fisher who in 1933 

put forward his debt deflation theory. Deflation automatically increases the real cost of debt which is      
generally not indexed to price developments. This rise in cost of debt worsens the position of borrowers       
notably companies which can lead them to curb their investments and go bankrupt. Likewise a rise in household 
debts can lead to an increase in savings which accelerates further the decline in aggregate demand. Next the 
bleak outlook for companies would prompt banks to tighten their credit standards. When deflation is  
combined with a credit crunch we enter a debt deflation situation. There is much fear of this specter           
unfolding in the current environment with the collapse of the credit cycle. 

 
 Lastly and most significantly is the point that deflation can paralyse monetary transmission mechanism 

itself, especially, when monetary policy heads towards zero interest rates. Simply this means when prices levels 
are declining and if interest rates are zero then real interest rates start to rise; crippling further the indebted  
households and businesses. This would exacerbate growth slowdown further and push the economy into a        
recessionary spiral from which it would be difficult to recover. 

 



 

3 
 

 

Economics Review and Outlook 

                                                                                        
                                                                                                                                        

That being said, it is important to bear in mind that several months of negative inflation are not enough to produce 
deflation. For deflation to occur and we repeat - a continuous and self sustaining process of a decline in general 
price level needs to arise over a period of time. In this context, note that there are also powerful lines of defence in any 
economy that can prevent emergence of full fledged deflation. Among these would be nominal price and wage rigidities 
which have showed degrees of downside resistance in previous cyclical downturns. Evidence of this resistance in prices 
and wages were documented by researchers at Goldman Sachs.1 They also conclude that it would be premature to think 
that these observed nominal price and wage rigidity would hold up in the current bout of labor market weakness.  
 
More significantly, in this discussion and the research findings, is the role of  the policy activism which we tend to 
think is the strongest defence against deflation. Hardly a day goes by without us hearing something somewhere about a 
major policy announcement and sometimes there are several in one day. Announcements of expansionary policies is       
expected to transmit a psychological impact onto the waning inflationary expectations. To amplify: the best defense 
against deflationary expectations is to act deliberately in a way that fosters inflationary expectations. The last thing 
any policy makers wants is for the fears of deflation to take root – that is for price weakness to progress to a point of       
affecting price expectations.  
 
Next, what could go wrong in this reflationary process? Undeniably the final outcome depends very much on policy 
activism and credibility of policy makers- this process can take time and investors need to recognize the seismic 
shifts in markets and public policies before changing their expectations – this is crucial for inflation to return.  
 
Two possible events to watch out for other than the US economy sinking into deeper deflation… 
 

1) High Probability of this event occurring … 
The reflationary policies could take too long to generate the desired outcome. Every major downturn produces at 
least one major rally on the way down. If the rally lasts long enough, investors could forget what’s behind it. They 
could begin to think that the rally is a new bull market and that inflation really is under control...and there is no need to 
protect against it. They may feel that the rally is their only hope of getting their money back...and they may be loathe 
to give up on it. Then, when inflation finally does hit, they will be unprepared for it. 
 
Note under this scenario a critical aspect of inflation should be noted  and that is: The typical path of adjustment to a 
sustained fiscal expansion involves a transition period where inflation will be higher than growth rate of money and as 
a result real balances will decline and interest rates has to rise to establish equilibrium in the money market. The      
embedded inflationary pressures in sustained fiscal and monetary expansion which is being undertaken by central 
banks can yield either of the following outcomes: 

o Stagflation – is the term to explain an economic outcome where inflation rises with economic stagnation 
(For eg the period of 1973/74 and 1990/91 in US saw supply shocks  emerging in the form of OPEC’s oil 
embargo in 1970s and oil price hikes in 1990 and the result was  periods of stagflation when the US saw 
double digit inflation prints of between 12- 14%.)Supply shocks can also come from ecological disasters 
which can create a world wide shortage of food crops resulting in a sharp rise in food prices. Finally     
inappropriate macro economic policies can also cause both inflation and economic stagnation. 

 
 
 

Footnotes: 
————— 
 
1US Economics Analyst – Deflation? The Best Defense is a Good Offense, GS , Nov 26, 2008. 
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o Hyperinflationary forces with low growth (a working definition of hyperinflation is when a        
country’s annual inflation rate reaches 1000%.) Hyperinflations have been experienced by countries 
in Europe after World War 1 and Latin America between the World Wars and Israel in the 1980s. The 
1923 stabilization of the German mark is the most famous of all inflation stabilization programmes    
undertaken in the twentieth century. Hyperinflations are typically caused by extremely rapid growth in 
the supply of “paper” money. It occurs when the monetary and fiscal authorities of a nation regularly 
issue large quantities of money to pay for a large stream of government expenditures. In effect, the    
lessons learnt from history are that  hyperinflations result from massive deficit financing for some   
countries and for others it comes from a collapse of their exchange rate. The other point to remember is 
that most stabilization programmes comes with the cost of a recession. 

 
2) Very Low Probability of this event occurring … 
It could happen fast. Suppose a country like China were to panic and move out of the US Dollar by dumping their 
holdings of US Treasuries and Agency debt papers -the Dollar could collapse. Treasury bond yields could            
double...and triple...almost overnight. Gold could pass the $2,000 mark in a few trading sessions. This could all hap-
pen like  a lighting flash paralyzing investors who are waiting for a correction before they take action.  ( Note: 
Granted that there is a low probability of this happening but if one were to consider the US treasury movements in 
recent days  it would give us a brief insight into what panic can do.  All it took was Treasury Secretary Tim Geith-
ner to say that China may be manipulating its currency.  Traders got so spooked with that statement and thought that 
China as one of the biggest holder of US Treasuries may retaliate – either by selling or stop buying USTs – so they 
decided to sell ahead of the Chinese. It took some strong assurance from the President to soothe frayed nerves of 
traders.) 

 
In presenting these probabilities, we wish to highlight that one of the biggest challenge facing both policy makers and   
global investors is gauging the timing of an economic rebound in US correctly. For policy makers, if it misses the timing 
of the economic rebound then it runs a serious risk of inflation. For investors, especially asset allocators, the              
inflection point will be critical since every asset class will trade differently in a dollar debasement world that in a 
debt deflation strong dollar world. There is no way of knowing for sure when that inflection point is coming in the 
boom bust cycle since it will depend on the policy evolution from here but it worth understanding the embedded risk in 
reflationary      policies.  
 
Next, while reflationary policies are being announced daily a major debate on origin of the global credit and  
banking crisis is also gaining momentum… 
More and more people claim that the crisis partly reflects the fact that markets are characterized by irrationality and     
bubbles. Two prominent examples of this view are two recent books by George Soros and Robert J. Shiller. (See George 
Soros: "The New Paradigm for Financial Markets" and Robert J. Shiller: "The Subprime Solution"). Soros contends that 
financial markets are not rational as market players base their decisions on opinions instead of knowledge. This implies 
that financial markets may not converge towards equilibrium. Shiller argues that the US housing bubble ultimately grew 
so big as it did because we do not understand the psychology of speculative bubbles.  
 
Next, we have Xavier Vives, Professor of Economics and Finance at IESE Business School Barcelona, who argue that the 
current crisis can be explained as a rational response to misaligned incentives and imperfect information problems. He 
argues that the sophisticated loan packages known as collateralized debt obligations (CDOs) created by financial          
institutions in recent years were new and unknown products. Hence, information and experience to provide correct     
pricing have been scarce. Loan originators, loan servicers and rating agencies may have had misaligned incentives to 
monitor the performance and evaluate the true risk of subprime loans. In addition, banks which chose to securitize sub-
prime loans instead of keeping them on their balance sheets, were avoiding larger capital requirements. Keeping those 
loans on the books would have meant that a bank would have had to incur a large capital adequacy provision at a cost to 
itself.  
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Source: Bloomberg  

Last but not least, there is also a raging debate on global imbalances as the cause of the current crisis and the role of US 
as the solution provider to the current crisis. In essence, this debate centers on the role that the US has been forced to  
assume as the absorber of surpluses from many exporting countries (especially emerging economies of China, East Asian 
nations, and oil exporters within the OPEC bloc). The argument is that if one country (or a bloc of nations) runs a current 
account surplus, then some other country by definition, must be running a deficit. For instance countries such as China, 
Japan, South Korea, Taiwan, etc make it their policy to control exchange rates vs. the US dollar, and to drive their  
economies with export-driven growth, then by definition, the US as the biggest trading partner must be running a deficit. 
The lessons of the 1980/90s taught most emerging nations the dangers of running current account deficits.  They learned 
mostly through experience the brutal dangers of accepting capital from foreigners (Mexico in 1994, SE Asia in1997-98, 
Russia in 1998, Brazil in 1999, Argentina 2001-02).   So, as a result of learning these lessons the hard way, almost every 
emerging economy chose to build up `reserves´ of US dollars, and to run surpluses rather than deficits.2 See the chart 
2. 
 

Chart 2 

 

 

 

 

 

 

 

 

 

 

 

 
Footnotes: 
————— 
2Credit crisis…a symptom, not the cause of global imbalances by Brian Butler, Jan 19, 2009 RGE Monitor 
 
 

 

Source: Extracted from RGE Monitor 
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According to this global imbalances thesis, China and others have purposely decided to ´smoke but not inhale` from 
global finance.  They would do everything in their power to recycle the incoming dollars, and send them back outside of 
the country.  This process of dollar recycling guaranteed that the money earned from exports would be sent back out of 
the country as US treasury purchases. The more China exported, the more they were forced to purchase US treasuries to 
keep their undervalued currency undervalued, so that the machine could continue.  But, the more they exported capital, 
the more that global finance became flooded with cheap credit and easy money.  This should have fueled inflation, but 
cheap Chinese products and labor kept a lid  on consumer products and drove down labor costs around the globe.  In this 
new world, the central bankers in the US and Europe were also able to keep interest rates at all time lows without      
running the risk of inflation. The only problem was the string of asset bubbles that followed. And the only way out 
from this series of crises is for the underlying imbalances in global finance to be corrected.   
 

In order for this to happen, then countries like China (Japan, S Korea, Taiwan,etc) will need to stop targeting               
undervalued exchange rates by selling local currency and buying US dollars. In addition China (and others) will have to 
engineer a massive rebalancing of their economies towards domestic led growth if they are to adjust to a world in which 
US consumers must rebuild depleted savings.  The trillion dollar question: Will these countries voluntarily refrain 
from forex intervention and pursue the necessary structural adjustments given their version of mercantilist     
philosophies? 
 

For now, we do not think so and if this argument is indeed valid, then this perverse capital flow from trade surplus     
countries (developing countries) to trade deficit countries (developed countries) is likely to continue and bring to the fore 
other bubbles until we fix the underlying causes of these problems. In connection with this argument please see the two 
boxed articles extracted from Financial Times which brings some fresh insights into this debate. 
 

Conclusion: 
Going forward, it is important that policymakers, scholars and financial experts reach a consensus on the origin of the 
credit and banking crisis. This is because it will have significant implications for policy recommendations and global  
restructuring processes. 

Event risks in the weeks and months ahead: 
• Spectre of of deflation gaining dominance– expect an increased reference of this word in the media. 
• Alt A and ARM mortgages scheduled for resets sometime this year through to summer of 2011 – will not be surprised 

to see another blowout in mortages 
• Waves of deleveraging continues and world markets continue to experience turmoil and uncertainty – expect volatility 

to be high; 
• Funding currencies such as Yen and USD  to enjoy bouts of strengths on account of  deleveraging and repatriation 

which we think will continue over 1H09 year; 
• As European financial crisis gains traction; the speed and ferocity of Asia’s economic downturn will shock most    

market observers; 
• Issues of fiscal sustainability and downgrading of sovereign debts comes to the fore; 
• Policy mistakes as policy makers battle with the duel dilemma of inflation  and slowing economy and disregarding the 

looming probability of deflation 
• Expect food shortages to be compounded further by frequent natural calamities which may aggravate inflationary  

pressures –will worsen current account deficits of importing countries 
• Expect further downward revisions in growth forecast for EM Asia and EM EMEA ( Europe, Middle East and Africa) 
• Rise of protectionist sentiments in US over the course of the year which will dampen trade and capital flows to EM 

Asia; 
• Geopolitical tensions to remain in Middle East with implications on price of oil 
• Expect to see a reshaping of the financial landscape over the months of 2009/2010 – expect to see seismic shifts in 

investment banking trends  and M& A activities. 
• Shrinking Hedge Fund Industry 
• Sovereign wealth funds – slower growth and more conservative asset allocation in 2009 
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Box Article 1:Choices made in 2009 will shape the globe’s destiny 
By Martin Wolf 
Published: January 6 2009 19:27 | Last updated: January 6 2009 19:27 

 
 
 

 

 

 
 
 
 

Welcome to 2009. This is a year in which the fate of the world economy will be determined, maybe for               
generations. Some entertain hopes that we can restore the globally unbalanced economic growth of the middle 
years of this decade. They are wrong. Our choice is only over what will replace it. It is between a better balanced 
world economy and disintegration. That choice cannot be postponed. It must be made this year. 
We are in the grip of the most significant global financial crisis for seven decades. As a result, the world has run out of 
creditworthy, large-scale, willing private borrowers. The alternative of relying on vast US fiscal deficits and expansion of 
central bank credit is a temporary – albeit necessary – expedient. But it will not deliver a durable return to growth.      
Fundamental changes are needed. 

Already it must be clear even to the most obtuse and complacent that this crisis matches the most serious to have affected 
advanced countries in the postwar era. In a recent update of a seminal paper, released a year ago, Carmen Reinhart of 
Maryland University and Kenneth Rogoff of Harvard spell out what this means.* They note the similarities among big 
financial crises in advanced and emerging countries and, by combining a number of severe cases, reach disturbing      
conclusions. 

Banking crises are protracted, they note, with output declining, on average, for two years. Asset market collapses are 
deep, with real house prices falling, again on average, by 35 per cent over six years and equity prices declining by 55 per 
cent over 3½ years. The rate of unemployment rises, on average, by 7 percentage points over four years, while output 
falls by 9 per cent.  

Not least, the real value of government debt jumps, on average, by 86 per cent (see chart). This is only in small part    
because of the cost of recapitalising banks. It is far more because of collapses in tax revenues. 

How far will the present crisis match the worst of the past? The continuing willingness of the world to finance at least the 
US – though not necessarily the smaller and more peripheral deficit countries, such as the UK – is a reason for optimism. 
It does allow the US government to mount a vast fiscal and monetary rescue programme.  
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Yet, as Profs Reinhart and Rogoff note in another paper, this is a global  
crisis, not a regional one (see chart).** It has reminded us that the US is 
still, for good or ill, the core of the world economy. In the big crises of    
recent decades, US demand has rescued the world. This was true during the 
1990s, after the Asian crisis, and again after the stock market crash of 2000. 
But who, apart from its government, will rescue the US? And on what scale 
must it act? 

This issue is addressed in another seminal paper, the latest in the series     
co-written by Wynne Godley and two others for the Levy Economics       
Institute of Bard College.*** The underlying argument is one with which 
readers of this column should, by now, be all too familiar. 

What makes rescue so difficult is the force that drove the crisis: the        
interplay between persistent external and internal imbalances in the US and 
the rest of the world. The US and a number of other chronic deficit       
countries have, at present, structurally deficient capacity to produce tradable 
goods and     services. The rest of the world or, more precisely, a limited 
number of big surplus countries – particularly China – have the opposite. So 
demand    consistently leaks from the deficit countries to surplus ones.  

In times of buoyant demand, this is no problem. In times of collapsing     
private spending, as now, it is a huge one. It means that US rescue efforts 
need to be big enough not only to raise demand for US output but also to 
raise demand for the surplus output of much of the rest of the world. This 
was a burden that crisis-hit Japan did not have to bear. 

What has happened to US private spending follows from the collapse in  
borrowing: between the third quarter of 2007 and the third quarter of 2008 
net lending to the US private sector fell by about 13 per cent of gross       
domestic product – by far the steepest fall in the history of the series (see 
chart). With borrowing out of the picture, private net saving – the difference 
between income and expenditure – is likely to remain positive for years, as 
households pay down debt, willingly or not. 

Given the persistent structural current account deficit, how large does the 
fiscal deficit need to be to balance the economy at something close to full 
employment? Assuming, for the moment, that the private sector runs a     
financial surplus of 6 per cent of GDP and the structural current account 
deficit is 4 per cent of GDP, the fiscal deficit must be 10 per cent of GDP, 
indefinitely.  
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And to get to this point the fiscal boost must be huge. A discretionary boost of $760bn (€570bn, £520bn) or 5.3 per cent 
of GDP is not enough. The authors argue that “even with the application of almost unbelievably large fiscal stimuli,    
output will not increase enough to prevent unemployment from continuing to rise through the next two years”. 

Now think what will happen if, after two or more years of monstrous fiscal deficits, the US is still mired in unemployment 
and slow growth. People will ask why the country is exporting so much of its demand to sustain jobs abroad. They will 
want their demand back. The last time this sort of thing happened – in the 1930s – the outcome was a devastating round of 
beggar-my-neighbour devaluations, plus protectionism. Can we be confident we can avoid such dangers? On the contrary, 
the danger is extreme. Once the integration of the world economy starts to reverse and unemployment soars, the demons 
of our past – above all, nationalism – will return. Achievements of decades may collapse almost overnight. 

Yet we have a golden opportunity to turn away from such a course. We know better now. The US has, in Barack Obama, 
a president with vast political capital. His administration is determined to do whatever it can. But the US is not strong 
enough to rescue the world economy on its own. It needs helpers, particularly in the surplus countries. The US and a few 
other advanced countries can no longer absorb the world’s surpluses of savings and goods. This crisis is the proof. The 
world has changed and so must policy. It must do so now. 

martin.wolf@ft.com 

Copyright The Financial Times Limited 2009 
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Box Article 2: Why Davos Man is waiting for Obama to save him 

By Martin Wolf 

Published: February 3 2009 19:08 | Last updated: February 3 2009 19:08 
 
 
 
 
 
 
 
 
 
 
 
 
 

A hyperpower’s place is in the wrong. This is particularly true when, as last week at the annual meeting of the 
World Economic Forum in Davos, the hyperpower in question is barely represented, at least at the official level. 
But, truth to tell, the critics of the US – led by prime ministers Wen Jiabao of China and Vladimir Putin of     
Russia – had an easy story of incompetence and malfeasance to tell.  

Yet, however easy it may be to blame the US for the current global economic woes, it is also to the US that the world 
looks for a solution. 

The general mood in Davos was one of gloom verging on despair. The gloom is justified, as the update of the World 
Economic Outlook from the International Monetary Fund makes plain. Global economic growth is now projected to fall 
to a mere ½ per cent this year, its lowest rate since the second world war. Output in high-income countries is expected to 
fall by 2 per cent, the first annual contraction since 1945. Industrial production and merchandise exports are in free fall, 
as consumers decide they do not need that new car or other goody right now (see charts).  

Given the rate at which they have been downgraded, reality could be far worse even than these forecasts. The global 
downward spiral of uncertainty, caution and cutbacks in lending and spending may continue. Alternatively, policy action 
may turn the ship around. But that action must be decisive. This is particularly true for the Obama administration, on 
which so much depends. It has a golden opportunity to reverse the spiral now. After that it becomes part of the problem. 
So far the evidence is discouraging. It should be far bolder. 

Not all news is dreadful. Spreads between expected official interest rates and those on inter-bank lending have fallen 
sharply; those between US Treasury bonds and risky assets are also easing, though they remain at very high levels. The 
decline in oil prices represents a huge shift in income from savers to spenders. Since today’s collapse in demand and   
output is the lagged result of past disruption, better news may lie ahead. 

Alas, such optimism must be kept in check. As the update of the IMF’s Global Financial Stability Report notes: 
“Worsening credit conditions ... have raised our estimate of the potential deterioration in US-originated credit assets ... 
from $1.4 trillion in the October 2008 GFSR to $2.2 trillion.” Losses are also spreading to many other asset classes and 
economies as the slump worsens. 
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Private credit growth is falling across most economies. Trade finance has been particularly affected, with dire results. 
The flow of private funds to emerging economies is collapsing: according to the Washington-based Institute for         
International Finance, net private flows are projected to be just $165bn in 2009, down from $466bn in 2008. Central and 
eastern Europe is particularly vulnerable.  

Protectionist pressures are rising rapidly, not only in finance, but in trade. On the former, Gordon Brown, UK prime    
minister, turned up in Davos as hypocrite-in-chief, bemoaning the rise of the financial protectionism his own government 
has been practising. On the latter, nothing can surpass the folly of the Buy America provision in the draft US stimulus 
package. This is an invitation to retaliation. For a country that must export its way out of its slump, this is mad. For one 
that made an open global economy the keystone of its foreign policy for two generations, it is vandalism. Is this the 
change we must believe in? 

Contrary to views expressed in some circles, notably in the US, depressions are neither good for us, nor unavoidable. 
What is needed is determined and globally co-ordinated action. The lead must come from the US: it remains the          
hyperpower; the economic system is one it promoted; and the crisis had much to do with mistakes its policymakers and 
private institutions made, even if aided and abetted by mistakes elsewhere. 

So what are the principles to be followed? I suggest the following: 

First, focus all attention on reversing the collapse in demand now, rather than on the global architecture. 

Second, employ overwhelming force. The time for “shock and awe” in economic policymaking is now.  

Third, make future normalisation of fiscal and monetary policies credible. 

Fourth, act in concert. Even the US cannot solve its problems alone. 

Fifth, avoid protectionism. 

Sixth, strengthen the ability of global institutions to help the weaker. 

So how are we doing against these standards? “Better than in the 1930s” is the best one can say. The world desperately 
needs Mr Obama to take a firmer grip at home and lead abroad. The plans he is now announcing give him a chance of 
doing the former. The April summit of the Group of 20 countries, in London, is his chance for achieving the latter. 

Unfortunately, what is coming out of the US is desperately discouraging. Instead of an overwhelming fiscal stimulus, 
what is emerging is too small, too wasteful and too ill-focused. Instead of decisive action to recapitalise banks, which 
must mean temporary public control of insolvent banks, the US may be returning to the immoral and ineffective policy 
of bailing out those who now hold the “toxic assets”. Instead of acting as a global leader, there is resort to protectionism 
and a “blame game”.  

This way lies a catastrophe. I expect little enlightenment from the rest of the globe: the European Central Bank is        
allowing the eurozone to collapse into deep recession; Japan is in meltdown; China has at least announced a big stimulus 
package, but it lacks a credible plan for needed structural reforms; and most other emerging countries can only try to stay 
afloat in these storm-tossed seas. Their accumulated foreign currency reserves of the 2000s will help. But the resources 
available to the IMF, even with their hoped-for doubling, are too small to give most emerging economies the confidence 
they need to risk keeping their spending up. 
Decisions taken in the next few months will shape the world for a generation. If we get through this crisis without        
collapse, we will have the time and the chance to construct a better and more stable global order. If we do not, that      
opportunity may not recur for decades.  

 

Economics Review and Outlook 

                                                                                        
                                                                                                                                        



 

12 
 

 

Economics Review and Outlook 

                                                                                        
                                                                                                                                        

We are living on the cusp of history. The priority is to reverse the downward spiral of despair through overwhelming 
and concerted action. That will only occur if the US now gives the leadership we need. Mr Obama may even find, as 
many presidents have found before him, that leading the world is easier and more rewarding than cajoling a recalcitrant      
Congress. This may not be the challenge he expected. But it is the challenge he confronts. History will judge his       
presidency on whether he dares to succeed.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

martin.wolf@ft.com 
Copyright The Financial Times Limited 2009 
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Composite Index Year-to-date performance (% change)
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Fixed Income Outlook and Investment Strategy:  
 

For the month of January, the RAM Quantshop All MGS Index returned 1.31% as compared to 2.55% in December 2008. 
The short, medium and long MGS Indices returned 0.96%, 1.23% and 1.68% respectively during the month. 
 

Domestic Bond Market Outlook:  
 

In our last publication, we pointed out that the emergence of weak data will provide BNM with the latitude to reduce policy 
rates and our expectation then was for a cut of 75bps in OPR by 1H09. Thus far our view has been spot on. The flow of 
macro economic data has been worse than expected and BNM cut OPR by 75 bps at the last MPC meeting on January 21st 
2009. The quantum of cut surprised the market which was expecting a cut of between 25 to 50bps. Going forward we are of 
the view that the trend of MGS will be very much dictated by the macroeconomic news flow both local and global. As such 
we will not rule out further cuts which can bring the OPR to 2.0% or even below 2% by end of 2Q09 – much depends on 
global and domestic data evolution from hereon wards. As the reverberations of the external demand shock is felt     
throughout the region over the coming weeks and months it would provide BNM with sufficient reason to frontload cuts. 
The easy monetary policy card should continue to play in favour of bond bulls as the scope exists for bond yields to go even 
lower over the year. Simultaneouly, if the global inflationary cycle yields to a deflationary cycle over the course of 2009 
then as a general rule any sustained outbreak of sustained deflation, i.e, falling prices spread over several years would      
favour government bonds and cash over equities, property and corporate bonds for investors. At this juncture, it is still too 
early to declare that deflationary forces has gained traction as much depends on the success or failure of US reflationary as 
well as our own policies. 
 

In the near term, we expect MGS yields to trade sideways with risk skewed towards further decline in yield, at least for the 
1Q09. With MGS yields trading at multi year low, investors who are currently long in MGS are expected to gradually     
reduce their exposure and shift to lower rated instruments on the expectation that these segments will follow the movement 
of MGS. The catalyst that could trigger this is the possible increase in Government Securities supply due to the               
government’s second fiscal stimulus plan to pump prime the economy.    
 

Secondary market trading activity for the PDS market is expected to slowly pick-up momentum with buying interest    
shifting onto the high grade papers segment. On primary issuance side, we expect a slow return of issuers to the market in 
tandem with the improved but still cautious market player sentiment. We expect market players to be more inclined to   
participate in the primary market given the more attractively priced issuance vis-à-vis the secondary offering levels.  
 

US Bond Market Outlook:  
 

In January, the US Treasury market posted huge losses stemming from the following factors: 
• The tussle in the Treasury market originates from the ongoing stream of poor economic data, against the introduction 

of President Obama’s fiscal package.  
• Adding to the weakness was the Fed’s failure to establish a timetable in its ongoing purchase of long-term government 

and agency debt papers, dampening sentiment.  
 

On the economic front, the US economy contracted 3.8% q/q in 4Q08 (-0.5% q/q in 3Q08), making it a 1.3% growth in the 
past year. Consumer spending fell 3.5% in 4Q08 and the weakness in consumption has spread into business investment. 
The ISM manufacturing index was 35.6 in January against 32.9 reading in December. Meanwhile, CPI retreated to 0.6% 
annual rate in 4Q, from 2.4% in 3Q08. Aside, during the Jan29 FOMC meeting, the Committee kept the Fed Funds Rate at 
0~25bps, as widely anticipated by the market. The Committee reiterated that the rate would remain low for some time and 
gave a bleak assessment on the economic backdrop. 
 

WSJ reported that in a bid to revamp the financial bailout, US government officials have discussed spending another 
USD1~2 trillion to help restore banks to health. It was reported that the Obama administration could announce its plans 
within the next few days but has not yet determined the final shape of its new proposal. Some of the ways include pumping 
money into banks, or buying common shares in the banks, or creating a “bad bank” or “aggregator bank” to absorb troubled 
assets purchased from banks. While this measure will help banks clear bad books from banks. While it is vital for the bad 
assets to be removed from the bank’s balance sheet and to allow the banks to recapitalize, what is more important is for the 
banks to increase lending. However, lending standards have tightened and the transmission of bank lending will remain    
ineffective.  
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The Treasury Department had announced a preliminary amount of USD493billion as net funding need for 1Q09,        
implying USD234billion net issuance. Additionally, the 2Q estimates of USD165billion (2Q: USD 13 billion) does not 
include any stimulus borrowing that has not yet occur. On the demand aspect, international demand for long-term US 
financial assets fell as foreign investors sold Treasury. NY Times reported that 4Q08 outflows from China may have been 
as high as USD240billion.   
 
The above factors have driven UST yield curve upwards, heading for bearish steepening over January. The 2/10 year 
spread widened to end the month at 189bps after experiencing the lows of 124bps as observed in late December. At the 
end of the month, UST 2-year rose to 0.95% (+13bps m/m) while UST10 year gave back the gains to end the month at 
2.84 (+63bps m/m). 
 
Chart 1: 2 vs 10 yr UST spread 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

      
  

Source: Bloomberg 
 
Over the coming weeks, all eyes would watch closely on the developments on the details of the government’s issue in its 
quarterly debt refunding. A program of more than USD800 billion in spending and tax cuts now goes before the Senate. 
There is increasing threat that Treasury supply to finance its ballooning fiscal deficit, the amount of which will          
overwhelm the market. Additionally, Treasury is running out of slots in the calendar to put in new supply, and is consid-
ering of   putting new quarterly 7-year note cycle, starting as early as April 09.  
 
Asian Bond Market Outlook: 
 

The Asian dollar bonds market was seen stabilizing at current levels. Spreads tightened marginally as investors awaited 
the Obama administration for the stimulus package to the tune of USD820billion. However, any gains were limited to the 
continuous barrage of waning US and regional macro data, rating downgrade actions and poorer corporate earnings.  
 

Along the primary market segment, Korea Development Bank (KDB) (A/Aa3) issued USD2 billion worth of 5-year 
bonds. Pricing came in at 620bps above mid-swap. Subsequently, the Export-Import Bank of Korea (KEXIM) (A/Aa3) 
managed to tap the market with USD2 billion 5-year bond at a spread of 625bps over mid-swap. Any indication of       
investor’s demand would encourage banks and corporates to tap the market for refinancing activities. Korean banks face 
funding requirement to the tune of USD10 billion for FY2009. Successful issuances thus far (albeit at a significantly 
higher pricing than previous years) have prompted the Indonesian government to eye the market for as much as            
USD4billion in debt.  
 
Asian ITRAXX IG Series 10 ended relatively unchanged with both the IG at 345 bps (Dec‘08: 350bps) and the HY series 
at 1256bps (Dec’08: 1240bps).  
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Chart 4: Itraxx Asia ex-Japan CDS Spreads: Both High Yield and High Grade peaked during the month on risk  
aversion 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 Source: Bloomberg 
 
Investment Strategy:  
 
Global 
 
We continue to advocate underweight in cash bonds until there is clearer visibility that the global economy is on its way 
to recovery. Earnings disappointment will lead to widening of credit spreads. Additionally, a bigger concern is on the  
supply aspect;  government to finance fiscal stimulus packages, and financial institutions for recapitalization exercise as 
well as corporates with working capital and refinancing needs. 

 
We will, however, continue to be nimble and capitalize on opportunities to reinvest our cash in short term fixed income 
instruments for yield enhancement while minimizing price risk to the portfolio. For the global portfolios, we will our 
strategies as follows: 
 

• maintain short duration relative to the benchmark  
 

• continue to favor corporate credits with good core fundamentals and liquidity. 
 

For the local Ringgit portfolios, our investment strategy will be premised on an accommodative interest rates environment 
for 1H09. In addition, inflationary pressures shall subside and risks to growth shall heighten and consequently any future 
direction of the OPR shall be very much data-dependent.  
 
As such, we are propagating the following strategies: 
 

• Overweight Corporate vs Sovereign Bonds in lieu of low yielding for sovereign papers. 
 

• Active switching to actively participate in new issuance. 
 

• Duration to switch back to neutral relative benchmark duration especially for MGS. 
 

• Prefer high grade Corporate Bonds and those with potential credit upgrades. 
 

• Capitalize on volatility and enhance returns by trading 
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Equity Outlook 
 

While there is a lot of bad news floating around, we believe that the average investor is well aware of this and expect more 
to come. Who does not know that US will have the worst recession post the Great Depression coupled with a synchronized 
global slowdown in Europe and Japan? The key theme for 2009 will be the on going battle between poor economic and 
reporting numbers versus aggressive monetary policy easing, large fiscal stimulus packages and even share buy back 
schemes by Central Banks (either directly or through moral suasion). This will create a volatile trading band until we will 
either see a decent rebound as markets realize that the worst is over or a further decline as massive fiscal stimulus is       
insufficient to bolster consumer confidence and hence a recovery. 
 
The key problem is US which absorbs 20% plus of all global demand (especially from China). While we wait for further 
details from President Obama on how to deal with the banking crisis, toxic assets are still in the US banking books and 
thus choking off credit availability. Coupled with increasing US savings rate, China has lost her key customer and has no 
one to sell her products to. Similarly, emerging Asia has lost its key customer as China runs a trade deficit with most of 
her Asian neighbors. Hence it is no surprise that the Chinese and Taiwanese governments are trying to enhance its        
domestic market by giving vouchers to their citizens. However, weak growth and global uncertainties are likely to ensure 
that markets are range bound and capped at technical resistance levels until 3Q 09. 
 
As in any downturns, the recession needs to complete its work of cleaning up the excesses and rebuilding a base for       
recovery. This process is probably only mid-way at best. While we resist the temptation to be too bearish at current levels, 
valuations alone would be insufficient to make a meaningful recovery. We need some stabilization of fundamentals or the 
absence of bad news before some sort of bull recovery commences. 
 
A look at the past 4 cycles from a price to book value proposition suggest a 50% probability of a bear market rally (Chart 
1) before a market bottom post July09 (we argued this in the previous write-up). However, while the chance of the market 
going below its Oct 08 low exists, the probability is against it for a few reasons; 

 
• Fund flows suggest that risk appetite has improved. 
• MSCI Asia ex Japan has discounted an 18% earnings decline for FY2009, over and above the existing              

consensudowngrade of -5%. 
• Reasonable odds for policy makers to achieve close to 8% growth in China. 

 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

  
Chart 1: MSCI Asia ex Japan Price/Book value (Source: Citigroup) 
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Fund Flows into Asia Pacific ex Japan 
 
Inflows into the region started in December 08 and outflows have been rather muted despite the horrendous macro news 
in January 09. Moreover, we notice that telcos have dropped from the largest overweight to the fourth biggest overweight 
over the 4th quarter 08 while real estate has moved from underweight to neutral.  
 
This suggests that risk appetite has risen and investors are moving from an overly defensive stance into beta positioning 
(Table 1). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Table 1: Funds flow into the region (Source: Emerging Portfolio.Com) 
 

Market Valuation 
 

MSCI Asia ex Japan 
 

Looking at the Asia ex Japan market as a whole, the current consensus forward PE valuation is 10.9x versus the 3 years 
moving average of 13.1x (Chart 3). Earnings would have to decline by 18% to bring the forward valuation back to the 
mean. This suggests that the market has not discounted anything worse than a 23% fall and recessionary earnings decline 
of 20 to 30% is common. An entry level of 242 for the MSCI Asia ex Japan index would equate to a 25% earnings      
decline expectation. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 3: MSCI Asia ex Japan PER(Source: IBES) 

US$ mn 1/28/2009 Past 4-weeks
China 43.2 366.9
HK 0.2 -5.4
India -1.9 38.1
Indonesia 1 0.7
S Korea 3.1 46.7
Malaysia -1.1 3
Philippines 0 -0.3
Spore -4 7.1
Taiwan -0.2 -24
Thailand 1.4 2.4
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Malaysia 
 
For Malaysia, the current consensus forward PER is 12x versus the 3 years moving average of 14.1x (Chart 4). Basically, 
the market has discounted a 15% decline to bring the forward valuation back to its mean. This is over and above the 10% 
consensus earnings decline for 2009. 
 
Taking a look at historical data, if we exclude the Asian financial crisis of 1997/1999, the worst earnings fall would be 
22% during the recessionary period of 2001/2002 (Chart 5). It would appear that investors’ expectation is rather low and 
has been priced in. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 4: Malaysia PER (Source: IBES) 
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Chart 5: Historical earnings, Malaysia (Source: Bloomberg) 
 
China – A ray of hope 
 
First of all, the overall debt burden amongst households is not excessive. Consumer loans account for 12% of GDP while 
households account for 70% of all deposits, underscoring an extremely conservative domestic balance sheet. Moreover, 
NPLs are manageable while loans-to-deposit ratio is only 65% versus 100% in mid-1990s (Chart 5). As China’s banking 
system is in relatively decent shape, the transmission mechanism of monetary policy is functioning normally and banks 
are in a position to translate monetary easing into lowering borrowing costs. In fact money supply, M2 has re-accelerated 
(Chart 6). 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 6: China Banks L/D ratio (Source: BCA) 
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Chart 7: M2 Money Supply (Source: Bloomberg) 
 
Secondly, China Investment Corp (CIC), China’s sovereign wealth fund and the National Social Security Fund (NSSF), 
China’s main pension fund manages USD273 bn in assets. Due to the severe downturn in the A-share market in 2008, the    
central government began using moral suasion to CIC and NSSF to buy shares in the open market as long term investors. This 
has helped to stabilize the market through selective purchases when value emerges and China has taken the lead resulting in 
regional markets rebounding since Oct 2008. 
 
Thirdly, policy stimuli in China of 8% plus of GDP are more aggressive and timely compared to 5.4% in US, 4% in Australia, 
1.4% in Japan, 1.7% in Germany and 1 to 2% plus in the Asean region. There are early tentative signs that it is starting to 
work as; 

 
• Steel and coal prices have recovered. 
• Bank lending has accelerated from sub to high teens 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

Chart 8: Coal prices (Source: Bloomberg) 
 
While we are cautious on the market and nervous about the macro news, we believe we are close to the bottom, albeit it might 
remain there for awhile. We are aware that it is impossible for Asia to recover by itself without US, EU and Japan recovering. 
Our base case is still a global recession in 2009, sub-par growth in 2010 and better growth in 2011. As we argue in the first 
paragraph, the bad news is well known and hence we believe that markets will stay within a tight narrow but tradable band for 
the coming months. We would accumulate on market weakness. 
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A.        AmBond and AmBon Islam EXPECTED RETURN 
                           

For the year 2009, we target to deliver a 5% return for AmBond and AmBon Islam. For corporations, this    
expected return which is tax-exempted will translate into an imputed gross return (we assume a 26% corporate 
tax rate on interest income earned by companies) of about 6.76% which outstrips long-term fixed deposit rates. 
For the 1 year rolling return as of 31stJanuary 2009, AmBond returned -5.07% while AmBon Islam returned 
5.45%. 

   
  B.        PORTFOLIO REVIEW 
  

Our duration is now around 4.92 years for AmBond and 5.55 years for AmBon Islam. The percentage     
weighting in single-A rating for AmBond and AmBon Islam was marginally changed to 25.88% (previously 
26.18%) and 24.14% (previously 24.31%) respectively.  AmBond holds 1.67% and 45.51% in AAA and AA 
rated papers respectively where as AmBon Islam holds about 37.71% and 31.79% in AAA and AA rated    
papers respectively. As at 31st January 2009, the funds’ cash holding levels stood at 5.68% and 6.37%         
respectively. 

 
C.      MARKET UPDATES  
 

Domestic Updates 
 

Malaysia’s exports fell the most in almost seven years in November as recession in its biggest markets eroded 
demand for electronics goods and commodities. Overseas sales dropped 4.9% from a year earlier after slipping 
2.6% in October. The global economic slump is hurting orders at the Malaysian factories of companies such as 
Dell Inc. and Intel Corp., forcing some to shut plants and cut jobs. On a separate note, the international reserve 
of Bank Negara Malaysia amounted to RM317.2billion (equivalent to USD91.5 billion) as at January 15, 2009. 
The reserves position is sufficient to finance 7.3 months of retained imports and is 3.3 times the short-term     
external debt.  
 
Malaysia’s industrial production fell the most in four years in November as a global recession and weakening    
business confidence eroded demand for goods. Production at factories, utilities and mines dropped 7.7% from a 
year earlier after a revised 2.9% decline in October. Weak exports numbers have given some confirmation that the 
production side of the Malaysian economy will continue to be subdued in the next couple of months. 
 
Malaysia’s inflation slowed to a seven-month low in December, paving the way for the central bank to cut interest 
rates a second time in two months. Consumer prices rose 4.4% from a year earlier (consensus forecast of 5.0%  
increase), after a 5.7% gain in November. Inflationary pressure is easing as commodity prices fall from              
unprecedented levels since middle of this year. Separately, in its 1st Monetary Policy Meeting in 2009, Malaysia’s 
central bank cut its benchmark interest rate by the most in more than a decade, exceeding economists’              
expectations, as the deepening global recession saps demand for the nation’s exports. Bank Negara Malaysia     
lowered its overnight policy rate by 75 basis points to 2.5%, and reduced the amount of money lenders need to set 
aside as  reserves for a second straight meeting from 3.5% to 2.0%. The size of the reduction was larger than all 
predictions in a Bloomberg News survey of 19 economists. 
 
On the currency front, the Ringgit continued its weakening trend against the USD to end the month at USD/
MYR3.6077 from the USD/ MYR3.4525 recorded at the end of December. 
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MGS Market   
 
Overall, the MGS market in the month of January continued its strong performance with yields trending lower     
consequent to the more than expected OPR cut of 75 basis points vis-à-vis market’s expectation of between 25-50 
basis points. The weak economic data flow further support the performance of the MGS market as investors hold 
back any switching out of MGS and continue holding government securities.    
 
At the month end, the yields closed at 2.562%, (December: 2.86%), 2.785% (December: 2.96%) and 3.105% 
(December: 3.18%) for the 3, 5 and 10 years MGS respectively. Compared to the previous month closing levels, the 
MGS yield curve bullish steepened with the yields declined by 29, 17 and 7 basis points respectively for the 3, 5 and 
10 year MGS. The month of January also witnessed the re-opening of the 5-year MGS. The 5 year re-opening saw a 
bid-to-cover ratio of 1.46 times with an average yield of 2.643%.   
 
We will maintain our strategy to actively trade within the MGS sector due to its better liquidity vis-à-vis the     
corporate sector. We have already started taking profit on the MGS holdings as we feel the MGS levels have 
trended to our fair levels.   

 
Corporate Bonds Market 
 
Activities along the PDS market continued to remain lackluster with concentration mainly on the Government    
Guaranteed (GG) and higher rating papers being traded. We however observed that investors have started to show 
slight interest on selective names from the AAA segment. We are hopeful that this trend will gradually move to the 
AA segment. The underlying reason for this we believe is the already very low yield of the MGS segment causing 
investors to search for yield pick-up from the lower rated segments. In addition, the shift may be due to investors 
were seen positioning themselves in the AAA papers on the back of the expectation that the yields of the AAA      
papers will decline in line with the MGS and the GG papers.       
 
With the strong performance of the MGS market, corporate bond yields offer better return in the long-run       
vis-à-vis MGS given the wider credit spread. However, we will monitor closely the spread between MGS vis-a-vis 
Corporates to capitalize on any spread movements. 
 
International Updates  
 
(1)  United States 
 
The Obama Administration kicked off with an economic stimulus package amounting to USD819 billion approved 
by the Congress which include approximately USD300 billion in tax cuts. Obama, who took office January 20, 
warned of a deeper and more prolonged recession without government action. Economic data remained weak with 
no signs of a recovery. Advance retail sales declined for the 6th consecutive month in December, marking the long-
est sequence of decline since 1992 as US consumers’ cutback on spending. The worsening economic growth out-
look resulted in business inventories registering its largest contraction since November 2001 as sales tumbled to a 
record low. The bleak outlook is confirmed by the Fed’s December Beige Book report which showed that overall 
economic activity continued to weaken across a wide range of industries. 
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In the past year, the Fed lent out more than USD1 trillion in its efforts to stabilize the financial and credit markets 
with a large proportion being utilized to buy mortgage-related securities and loans in the rescues of Bear Stearns 
Cos. and American International Group Inc., as well as other debt shunned by investors. Currently, the               
government's recent aid packages for Bank of America Corp. and Citigroup led to the Fed playing the additional 
role of a guarantor for portfolios of approximately USD400 billion in troubled assets that were dragging down 
those banks. Those assets include residential and commercial-mortgage loans, mortgage securities, corporate      
leveraged loans and credit-derivative positions. Over the past year, the Fed has assumed or committed to take on 
some USD2 trillion in assets from financial institutions and companies including Bear Stearsn, AIG, Citigroup and 
Bank of America. 

 
The Fed's lending could swell by another USD1 trillion or more in 2009 as its liquidity programmes are tapped 
further by borrowers and further purchases of bonds issued by Fannie Mae and Freddie Mac, as well as securities 
backed by student loans, auto loans, credit-card receivables and small-business loans. The result would be a Fed 
balance sheet at least three times its size 18 months ago, when most of the Fed's assets were Treasury securities. 
While the Fed has never registered any loss before, its record may not mean much today. 
 
Most analysts expect the Fed to recoup its money on its short-term lending programmes, as most of the collateral 
are of relatively high quality. Nonetheless, the Fed bears significant risk on USD75 billion in longer-term loans 
used to purchase troubled assets previously owned by or linked to Bear Stearns and AIG. The Fed would be       
exposed to losses on the assets of Citigroup and Bank of America only after the banks themselves and other        
government entities have absorbed tens of billions in losses. If that happens, the central bank's exposure to risk 
could   balloon. The Fed has committed to lend more than USD200 billion to Citigroup and approximately USD90 
billion to Bank of America. 

 
(2) Euro Zone 
 

Our view that the ‘epicentre’ of economic woes has now spread to the Euroregion is materializing. The region’s 
November industrial production declined 7.7% following a fall of 5.7% in October, marking the biggest decline in 
18 years as production of intermediate goods, durable consumer goods and capital goods declined sharply amidst 
sagging demand. S&P also cut its credit ratings on Greece’s sovereign debt to A- from A while Barclays Ltd (UK) 
announced a further 2100 job cuts. 

 
German banking giant, Deutsche Bank AG, warned that heavy trading losses would force it to take a EUR4.8    
billion (USD6.3 billion) loss in the fourth quarter, reflecting how badly the world's biggest banks fared in the weeks 
following the demise of investment bank Lehman Brothers. The profit warning from Deutsche Bank, which helped 
trigger a sharp drop in bank stocks throughout Europe, suggests the market turmoil of the fourth quarter took a   
bigger toll on banks than previously thought.  
 

(ii) Asian Bond Market 
 
The Asian region is not spared from the global uncertainties, as the International Monetary Fund (IMF) cut its   
forecasts for Asia's 2009 economic growth on the back of "major downturn" in the global economy. The IMF     
expects Asian gross domestic product to grow an average 2.7% this year, with emerging Asia growing 5.5% driven 
by resilient growth in China and India. IMF, however, indicated that the region could bounce back quickly if   
countries take the right policy steps and average Asian growth could bounce back to 5% in 2010 as many Asian 
economies have room to increase fiscal and monetary stimulus. The IMF's forecast China to grow 6.7% this year 
but hinges on policy changes, especially in shifting the focus of growth to domestic demand and away from        
exports. 
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Further signs of weakness appeared with Japanese machine tool orders tumbling 71.9% (Nov: -62.1%), reflecting a large 
cutback in capital spending plans by businesses over the next few months. The Bank of Japan announced it will buy one 
JPY1 trillion (USD11.12 billion) of stocks held by local banks to stabilize the country's financial sector as major banks 
have reported deep losses on their equity holdings, threatening to undercut their ability to lend. The effort revives a move 
made by the Bank of Japan several years ago to fend off a banking crisis. This time, Japan's economy is sinking deep into 
recession as exporters hit hard by the global economic downturn lay off workers and slash production. The Japanese    
government has announced that Japan officially reeled into recession in November 2008. 
 
On monetary policy front, Bank of Thailand (BOT) cut its benchmark interest rates by 75bps to 2% in a bid to bolster 
growth for the economy while Indonesia’s Central Bank also slashed interest rates by 50bps to 8.25%. 
 
Despite the external headwinds, Asian bonds closed the month stronger with the JP Morgan Asia Credit Composite Index 
gaining 1.3% on optimism that Obama’s fiscal stimulus programme will support the economy. 
 
Nonetheless, the CDS market is not optimistic with both the Investment Grade and High Yield spreads remaining at high 
levels in January (please see Chart 2 below). 
 
Chart 1:  JP Morgan Asia Credit Composite Index Total Return 
 

Source: Bloomberg 
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Chart 2: Credit Default Swap (CDS) Spreads: Investment Grade (ITXAGS10) and High Yield (ITXAYS10) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Source: Bloomberg                
 
V. Upcoming Events that could affect Bond Prices: 

 
• Potential instability in China especially where unemployment rate is rising 
• Political uncertainties 
• A renewed spike in high oil prices 
• Resurgence of inflation, triggered by energy and fuel prices 
• Further fallout in US housing market. 
• More write-downs from major banks stemming from holdings of credit exposures, particularly to consumer 

credit. 
• Geopolitical tensions in the Middle East 
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Box Article 3:  China's Slowdown Sends Out Aftershocks 
 

Three of Asia's powerhouse economies, China, Japan and South Korea, are stalling amidst falling demand for their 
goods from the U.S. and Euroregion. In addition, there are little signs of hope for an increase in Chinese   consumption 
that would help keep the global economy afloat. 

China's slowdown is starting to pummel neighbors who had profited in recent years from its demand for their            
machinery and components. The Chinese government's efforts to stimulate consumption are coming up short in the face 
of increasingly cautious consumers and a legacy of policies that encouraged corporate investment over individual 
spending. Short-term indicators from China are not encouraging. Measures of consumer confidence have been falling 
since August, housing sales have declined every month since April and car sales have dropped in four of the past five 
months. Growth in rural and urban incomes slowed in 2008, which some economists expect will  translate into slower 
consumption this year. 
The economic crisis has slashed China's growth nearly in half within a single year: Gross domestic product in the fourth 
quarter of 2008 expanded just 6.8% from a year earlier, and 9% for the full year, the government said  Thursday. That 
follows annual growth of 13% in 2007, which means it’s bad news for trading partners.  

• Japan: The Bank of Japan expects prices to fall and the economy to contract for the next two years. The BOJ 
sees GDP shrinking by 1.8% in the fiscal year ending March 31 and by 2% in the following year.  Japan's    
exports to China had held up well until recently but shipments started shrinking in October and the decline has 
been accelerating. In December, Japan shipped 750 billion yen ($8.39 billion) of goods to China, down 36% 
from a year earlier. 
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• South Korea's economy is also braking harder than expected just weeks ago. The central bank indicated that 
GDP shrank 5.6% in the fourth quarter. In December, South Korea's exports to China, its biggest customer, 
fell 35% from the previous year, part of a 17.9% drop in total exports. 

Economists expect Chinese authorities to continue to cut interest rates to try to shore up the economy. Yet nearly two 
percentage points of cuts in deposit rates since October have not imparted much impact on spending; rates have been so 
low for so long that cutting them doesn't make much of a difference to most households. 

China's thrifty consumers are instead socking away cash at an accelerating rate. Savings deposits in Chinese banks at 
the end of December were up 26% from a year earlier, well up from the 5.8% gain in December 2007. 

Low deposit rates were part of a longer-term policy to favor corporate investment by also keeping lending costs low. 
That may be one reason the government's announcement of a four trillion yuan (USD585 billion) stimulus program in 
November focused on infrastructure projects, which can get investment moving into the economy fairly quickly. 

In recent weeks, new policies have shown a greater focus on shoring up consumption. Ahead of the holiday for       
Chinese New Year next week, the government said it would give one-time cash payments to the poorest households. 
Subsidies range from 90 to 180 yuan (USD13 to USD26), a significant sum for some recipients, and will aid 74       
million people. 
The high savings and low debt of Chinese households at least mean they are in a good financial position, unlike the 
U.S. Whether policy makers can unlock that potential is a big question for China and its neighbors. 
 
 
Source: Wall Street Journal 
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