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      ‘ 
          Straight Talk From Your Fund Manager’ 

Jun 2009 
Global Overview: 
 

Is the crisis really over for US and the world? 
Risk aversion has returned to dominate the global market sentiment as investors continue to 
question hopes of a robust recovery in the global economy. The first week of July saw equities, 
emerging markets and commodities led by oil prices hitting a five week low extending their 
losses and boosting the yen and the US dollar. A few days earlier in July, the Financial Times 
reported that global downturn is appearing close to a bottom on account of the manufacturing 
data from around the world. Market bulls heralded that the darkest days are gone and that this 
is a lasting rebound, driven by a powerful stimulus for sure, and sustainable well into next 
year. Only nine short months ago, the region, and the world economy along with it, stood near 
the abyss. But, after peering into a dark hole, markets turned and started to rally.                 
Financial optimism, it seems had its source in improving macroeconomic data.  
 
Is it we ask? Let’s now consider a recent response on recovery from Warren Buffet, the Sage 
of Omaha: ”I get figures on 70-odd businesses, a lot of them daily. Everything that I see about 
the economy is that we've had no bounce. The financial system was really where the crisis was 
last September and October, and that's been surmounted and that's enormously important. But 
in terms of the economy coming back, it takes a while. There were a lot of  excesses to be 
wrung out and that process is still underway and it looks to me like it will be underway for 
quite a while. In the [Berkshire Hathaway] annual report, I said the economy would be in a 
shambles this year and probably well beyond. I'm afraid that's true... 
 
I had a cataract operation on my left eye about a month ago and I thought maybe now I'll be 
able to see green shoots. We're not seeing them. Whether  it's retailing, manufacturing,   
wherever. We have a big utility operation. Industrial demand is down like we've never seen it 
for a simple thing like electricity. So it hasn't happened yet. It will happen. I want to            
emphasize that. But it hasn't happened yet.” 
 
So there you have it…the recovery hasn’t happened yet, according to the Oracle of 
Omaha. But, he promises, “It will happen.” We too are absolutely convinced that the recovery 
has not happened yet…but that it will happen eventually. 
 
As we assess the green shoots claims we have this to say… 
What is becoming more apparent over the weeks and months is the fragility of global recovery 
and the fickle mindedness of investors? For all the better news, caution should still be the 
watchword, as we await signs of durability for any proclaimed upturn. As we wait for         
sustainable signs of life in manufacturing, other related data too needs to be watched since 
manufacturing ultimately depends on global consumer demand, especially, that of the         
developed world.  
 
 

     PP 158982/12/2009
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Why? The structural forces of global economy remained unchanged from the last few decades. A long term imbalance 
remains between the over spending US and the over producing China. China’s growth has been driven by exports and 
investments for two decades and the efficacy of that growth model, is now in question, especially, at a time when the key 
consumer nations are experiencing recessionary forces. China needs to revive its domestic consumption base and that is 
not likely to happen overnight. Without deluding ourselves further, we can say this for certain that this shift in Chinese 
growth model will become more evident over the coming years. The enforced shift in Chinese growth model will have 
severe negative implications for USTs over the long term but before that can happen we need to see the  following in 
China: 
 

• reduced external surpluses; 
• reduced need to accumulate foreign reserves and  
• greater willingness to revalue the Yuan. 

 
The financial crisis can be seen as a precursory move to a greater balance that implies lower growth in the initial phase 
for both sides. The deleveraging also continues in many economies and it is expected to run for several more quarters. 
Another structural change is the shifting of debt from private sector to the government sector which will lever up. These 
structural forces are likely to remain restrictive factors on global economy for a while. So in the cyclical arena things may 
appear to look better but not necessarily as good as it made out to be in media reports. 
 
For now Asia appears to be the beneficiary of the inventory restocking cycle and is likely to have the best production 
numbers as it has had the worst declines too. The pick up is likely to run through middle of next year before we enter into 
another phase which could result in further consolidation or herald a new round of  danger sometime mid 2010 as this 
may not be a conventional business cycle expansion. So it is an open question at this point where we would be next year. 
The reason is that so much economic and financial volatility has been created by huge fiscal deficits and 
expansionary monetary policies. Governments can support economic activities through fiscal deficits and what concerns 
us is the looming likelihood of hyperinflation on account of all  these stimulus in mid 2010.  
 
Some forward looking views on the recent rally… 
To illustrate we will begin with views extracted from a widely circulated  June 2009 report by CLSA’s Strategist Russel 
Napier entitled “How the rally ends”  The boxed article below summarizes key points of his discussion. This author  
expects by the end of 2010 to hear heralds singing the birth of big new bull market. But such talk would be dangerous as 
the rise in Treasury yields will still be in its infancy. In his view, inflation will have to rise to around 4.0% for the market 
rally to be capped. He is forecasting inflation to rise to this level sometime between the end of 2010 and early 2011 
which would also see the S&P declining to the 400 level. As for the link between bond yields and inflation let’s consider 
the table below which illustrates Napier’s analysis: 
 

Rising government bond yield levels capping equity rallies 
 
1968  six percent 
1973  six and half percent 
1987  eight and half percent 
2000  six and a half percent  
2007   five percent 

Source: CLSA 
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The table above shows roughly the levels at which rising bond yields have snuffed out equity rallies in the past. He    
explains the one outlier in 1987 as having risen on account of bond yields during a big bull market which began in 1981 
which contrasts with current period when government bond yields are rising from historically low levels. With this in 
mind his proposition for equity investors is to be wary when bond yields rise from current low levels into the  5.0- 6.5% 
range. 
 
Basically the essence of this report is that it is far too early in the business/ reflation/ inflation  cycle to worry now about 
an inflationary shock and that equities are major beneficiaries in the period between deflation and inflation - the period of 
rising inflation. This analysis suggests that investors could be in for a surprise as higher and higher bond yields may not 
prevent a rise in the price of equities. 

Global  
Macro Strategy By Russel Napier  
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On support for USTs the CLSA strategist has this to say… 
In his analysis, Russel Napier also addresses the much debated issue of foreign central bank support for USTs in the  
interim period. He highlights that the decline in foreign ownership of USTs in recent months was driven by the boom in 
issuance and not by liquidation of USTs by foreigners. Infact all of last year and early 2009, Treasuries as an asset class 
did well compared to other types of bonds such as mortgage backed securities and municipals. With Washington    
pumping out USD 2 Trillion in net new Treasury offerings this year, fear is growing of the vast oversupply that can send 
prices plummeting and yields soaring. Compounding that is the Federal Reserves’ ongoing buying of Treasuries and US 
agency debt in a bid to contain interest rates. This of course has stoked inflationary fears among market    watchers as 
well as private/public sector investors with some calling for an end to the 28 year USD bond rally. As  highlighted above, 
thanks to a sizable but diminishing number of large buyers, in the form of sovereign bidders, the  demand dynamics for 
US treasury auctions remains for now relatively stable.  
 

What does this mean for USD? As long as foreign central banks are compelled to hold USTs to depress the value 
of domestic currencies relative to USD; the Dollar Standard remains and we see little prospect for a marked    
depreciation in the USD from current levels, particularly, versus Asian currencies. With global demand being so 
weak, policy makers in China and other externally or commodity driven economies are unlikely to opt for a stronger  
currency despite all the rhetorics from China and Russia recently - a point we have highlighted in our May AmObserver 
2009 issue. (See page 16 of Investment Strategy on page 16 under Fixed Income Outlook and Strategy for details).  
 

From the foregoing analysis we can infer continued support for USTs and USD from policy makers in Asia and other 
emerging economies like Russia and Middle Eastern states - this recycling of dollar flows into USTs may continue for a 
while, at least until, Asia and other emerging economies succeed in decoupling their economies from US economic    
cycles. In the interim, expect these US dollar denominated assets holders to work behind the scenes to find alternatives to 
the USD aimed at diversifying their currency reserves into other currencies and tangible assets.  
 

Other views… 
Next consider the boxed article below entitled “Hyperinflation or  Deflation”  which gives us another refreshing insight 
on the raging debate. The author carefully walks a fine balance between the two camps before stating that neither      
hyperinflation or deflation is likely and concludes by saying that the world economy will be facing high inflation over the 
medium to long term and how investors have to be prepared for another deflationary scare in the near term.  
 

 Finally we have Marc Faber who has this to say on the current investment environment: 
“What is peculiar to the current investment environment is that liquidity is supposed to come from not just one or two 
sources, but from everywhere! From OPEC surpluses, from the US Fed and other central banks, from the Asian current 
account surpluses ( excess savings), from the Yen and Swiss Franc carry trade, from the large size of money market 
funds and bank deposits, from rising asset prices, leverage and tidal wave of private equity funds and from artificially 
low interest rates. It’s no wonder that given such beliefs, asset markets are all flying to the moon.”  
 

He then goes on to concede that the current “asset inflation” may be far from over and that the end game in the current 
price increases is far from predictable but based on his experience of the previous four investment booms - namely,    
Precious Metals Boom ( 1970/80); Japanese asset boom( 1980/90); Emerging Market Boom( 1990/1998); High Tech 
Boom ( 1990/2000) - it is likely that the significant diverging trends in the relative performance of asset classes 
(underperformance of US assets) will persist for far longer than is now expected. 
 

Concluding thought… 
If so, going forward for us, the Trillion dollar question would be on exit strategy and the timing of exit strategy by key 
monetary authorities.  In this connection the question we ask will be “Whether authorities/policy makers will have 
the mettle to tighten when needed or will they be constrainted by politics from tightening appropriately?” The jury 
is out and clearly, in the interim, we can expect oscillations in risk aversion which means continued volatility in asset 
classes. 
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Hyperinflation or Deflation?  
by Puru Saxena 
Hong Kong, China 
 
At present, the investment community is divided as to whether the world  
economy faces hyperinflation or deflation. Some observers are convinced  
that the central banks' printing press will take the world towards  
hyperinflation whereas others believe that the ongoing contraction in  
American private-sector debt will result in outright deflation. So, what will  
the future bring? 
  
It is my contention that we will get neither hyperinflation nor deflation.  
  
What is more likely is that over the coming months, we will get another  
deflationary scare. Any sell-off in the markets later this year will be met by  
an even larger stimulus from the policymakers and this will ultimately result  
in high inflation.  
  
So, I maintain my view that due to the unprecedented policy responses  
around the globe, the world's economy will face high inflation over the  
medium to long-term. And the general price level will double over the  
coming decade.  
  
In the near-term however, we will probably get another period when the  
market will (once again) become concerned about the prospects of a lengthy  
economic contraction. It is conceivable that the 'green shoots' hype  
currently doing the rounds will soon be replaced by more economic  
worries as a second wave of foreclosures hits America later this year.  
So, it is possible that before year-end, we will witness large corrections in  
stocks and commodities. Conversely, we are likely to see big rallies in U.S.  
government bonds, U.S. Dollar and Japanese Yen.  
  
This near-term vulnerability in the markets is the reason why I have recently  
liquidated my 'long' positions in resources and emerging markets and  
gained a heavy exposure to long dated U.S. Treasuries. In my view, a  
defensive investment stance is prudent at this juncture, as it will protect our  
capital and allow profit from the expected contraction. Once the pullback in  
the markets is complete, I will liquidate my positions in U.S. Treasuries and  
re-invest our capital in our preferred holdings in energy, materials, mining  
and emerging Asia.   
 
Look. In the business of investing, the tape never lies and it is worth  
remembering that Wall Street is littered with the graves of those who got  
married to one particular outcome and then held on to their ill-conceived  
notions. At this point, when private-sector debt contraction in America is  
locking horns with central bank inflation, I prefer to have an open mind.  
Therefore, I am maintaining a defensive near-term investment position. If  
the market corrects over the following weeks, I will be in a position to profit  
from such a decline. On the other hand, if the major indices simply  
consolidate here and break above the recovery highs recorded last month,  
then I will have no hesitation in changing my defensive investment position.  
Put simply, I am currently watching and waiting patiently for the market to reveal 
its hand. 
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Coming back to the subject of this essay, the reason that I don't foresee                                                       
immediate hyperinflation is because the velocity of money is currently weak.                                                 
In other words, at least for the moment, the private sector in America  
isn't participating in Mr. Bernanke's inflation agenda. Despite the fact that                                                   
Mr. Bernanke has injected a massive amount of reserves in the banking  
sector, this money is currently sitting as excess reserves within the American                                           
banking system. The fact that this money isn't being lent out rules out immediate                                    
hyperinflation. However, once the American economy stabilizes and the velocity                                           
of money picks up, these excess reserves will trigger a massive inflationary wave. 
 
As far as deflation is concerned, I am of the view that the policy responses  
and our fiat-money system will ensure that the purchasing power of  
cash will continue to diminish over the medium to long-term. In fact, I  
am willing to bet that cash will probably be the worst performing 'asset'  
over the coming decade. Remember, in today's monetary system, central  
banks and governments the world over are free to create money out of thin  
air and this will prevent outright deflation in the global economy.  
  
It is worth noting that in the past six months alone, China's commercial  
bank credit has expanded by a whopping US$1 trillion! Figure 1 highlights  
the surge in Chinese bank lending. Furthermore, credit is also expanding  
frantically in other Asian nations. So, contrary to the West, monetary policy  
is still alive and well in the developing nations and this factor also rules out  
outright deflation in the global economy.  
  

Figure 1: Explosion in China's bank credit  
 

 
 
 
 
 
 
 
 
 
 
 
 
 

 
Source: Bank of China  
  
In my opinion, rather than hyperinflation or outright deflation, we will  
witness elevated inflation after the American economy has stabilized. In the  
interim however, investors should be prepared for another deflationary scare  
and the associated market panic.  
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Fixed Income Outlook and Investment Strategy:  
 

For the month of June, the RAM Quantshop All MGS Index returned -1.75% as compared to -0.81% in May 2009. The 
short, medium and long MGS Indices returned 0.06%, -3.79% and -0.46% respectively during the month. 
 
Domestic Bond Market Outlook:  
As it stands Bank Negara Malaysia (BNM) left OPR unchanged at its last policy meeting on the back of rising             
expectation that global economic prospects are likely to improve over the coming months of 2H09. Furthermore, BNM 
indicated that interest rates are already at historical lows and frontloading of interest rate cuts as well as policy initiatives 
should be sufficient to provide support to domestic demand. Policy focus seems to be on ensuring adequate flow of credit 
to all segments of the economy. As such, we think that interest rates are likely to remain at current levels over the rest of 
this year with limited risk for a hike.  
 
In consonance with our expectation the latest inflation print is signaling the beginning of a series of subdued headline CPI 
numbers given the significant output gap and soft labour market conditions. Barring any other significant commodity price 
shock BNM appears the least likely to turn hawkish in the region given its administrative controls over fuel prices and its 
pro growth stance.  
 
On growth recovery prospects; we continue to think that the global economic cycle has to run its course even if the latest 
global numbers suggest that recessionary pressures may be somewhat easing as policy measures gain traction. We        
concede that the aggressive monetary and fiscal policies across Asia, specifically in China, have been lending some     
momentum to the region. Whether this would be sufficient to pull the region out a deep recession remains a moot point at 
this point in time. The much needed structural changes in Asia’s investment and consumption dynamics is not likely to 
happen overnight but will play out over the coming months and years.  
 
On the domestic front, we are expecting the negative growth in industrial production and exports to continue - in line with 
regional economies. We remain skeptical that the contraction in the economy will narrow over the 2H09 given the       
lingering downside risks to global economic growth. Nevertheless, the recent announcement by the Prime Minister of  
liberalization measures on services and banking sector is expected to stand in our good stead - a very positive              
move - whose impact will only be felt in the medium to long term in terms of enhancing Malaysia as an investment      
destination. 
 
In the interim, we retain our view that the MGS market will continue trading in a tight range, with upward bias in yield 
movement. Although headline inflation prints are  expected to remain benign over a temporary period,  market players 
have started to price in the possible return of inflationary pressures given the recent upward trend in commodity (oil) 
prices. On top of this inflation concerns, the still lingering over-supply concern from MGS and government guaranteed 
papers are expected to exert pressure on the MGS yield curve - basically to trend higher. That being said, the current wide 
spread for MGS yields versus the cash rate shall render the MGS more attractive to certain investors, hence  limiting the 
sell-off pressure. All in all, the lack of impetus for MGS yields to trend lower, coupled with the persistent supply concerns 
is expected to leave the MGS yield curve elevated and its movement volatile in the immediate near    future.  
 
For the PDS market, our view remains that secondary market trading activity will  pick-up momentum with buying      
interest initially in the high grade segment of the market, before risk taking activity spills over to the lower-rated          
segment of the corporate bond market. On primary issuance side, more issuers will return to the market as investors’ risk 
appetite improves amidst the improving sentiment about economy performances. The primary market, however, is       
expected to be flush with good quality papers, especially issuances from government-related companies as well as      
companies tapping the Financial Guarantee Institution (FGI) guarantee facility.  
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Fixed Income Outlook & Investment Strategy  

US Bond Market Outlook:  
 

The month of June witnessed bullish flattening of the US Treasuries yield curve with the 10-year UST yield declining by 
14bps to 3.54%, precipitated by safe haven flows /emanating from the recent pullback in equities. This was evident, the 
heavy auction calendar totaling USD191bn (inclusive of TIPS issuances) failed to discourage bidders from subscribing to 
government guaranteed treasuries securities. Support for US Treasuries was notable among foreign Central Banks, which 
together with other indirect bidders constituted 43.8% of the $35billion in 3-year auction. Note the most up to date data 
from TIC continue to show support for USTs and any decline in foreign percentage ownership has been driven by the 
boom in issuance and not from liquidation of USTs by foreigners. This component of demand is likely to offer      
counter-veiling pressure on rising UST yields over the medium term. When global demand is fragile we cannot envisage 
key foreign central banks wanting to opt for a very strong currency in the near term which means that their short to     
medium term appetite for USTs is likely to remain. 
 
Moving forward, we are of the opinion that UST yields is likely to trade within a range of 3.40-3.60% with a bias on the 
upside for the following reasons: 
 

• Supply appears unrelenting for the current fiscal year (expectations in circa of USD3 trillion) against the Fed’s 
buyback programme of merely USD300bn.  

• The possibility of a near term shift towards riskier assets from safe haven treasuries emanating from a           
resurgence of euphoria on expectations of “green shoots of recovery”.  

• Possibility of reduction in demand for US Treasuries with the new IMF bond issuance amounting to USD 70 
billion.  

 
A decisive break above the 3.60% level is possible due to a built up of speculation of a tightening of monetary policy on 
account of the higher crude oil prices over the medium term could result in yields spiking up to 3.80% levels. Earlier last 
month the disappointment that the Fed left their purchase programs unchanged- given that there was build up of          
expectations that the Fed would leave the total size unchanged, but the mix would change, i.e. more UST and less MBS 
and Agencies – so the lack of any changes to treasury and mortgage purchase programs proved a strong positive for  
mortgages versus treasuries. This was evident from the average 30-year fixed US home mortgage rate which declined 
from 5.56% on June, 24th  (date of Fed’s FOMC Meeting) to 5.32% at the time of writing (July, 8th). 
 

Average 30-year  Fixed US Home mortgage rate 

Source: Bankrate.com 
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Fixed Income Outlook & Investment Strategy  

Next the Fed policy statement of how it “continues to anticipate that economic conditions are likely to warrant             
exceptionally low levels of the federal funds rate for an extended period” may end up being supportive of the front end. 
The other comment that can be deemed as not bullish for the long end is the statement on inflation. The Fed did continue 
to say “inflation will remain subdued for some time”, but removed their previous hint of deflation concern.  As such    
post-FOMC the market was then hit hard with heavy selling from trading accounts across the curve, players dumping UST 
vs MBS.  
 

The supply/demand dynamics over the coming weeks suggest range bound trading on account of Fed’s  continued       
commitment to low policy rates. Any better-than- expected economic releases could also see bearish shifts in the UST 
yield curve. Stronger than expected economic data has the potential to fuel euphoria and we can expect a bearish        
steepening of the yield curve. At the same time, the Fed, being mindful that any sharp increases in the longer end of the 
UST yield curve could jeopardize its effort to keep mortgage rates low,  may be tempted to increase its buybacks of USTs, 
especially in the longer end of the curve. Now such a scenario could then lead to a bearish flattening of the UST yield 
curve. That being said, if economic data releases comes out much weaker than expected then  the UST curve may  bullish 
flatten on long end performance.  
 

Asian Bond Market Outlook: 
 

In June, the Asian dollar bonds market continued to trend higher despite sentiments turning cautious during the middle of 
the month. The consolidation seen in Asian credit market in mid June occurred as investors rotated out of low risk/low 
return money market funds into global high yield and EM bond funds. According to fund flow tracking group EPFR for 
the week ended 17 June, US money market funds saw record outflows totaling US 55bn bringing YTD outflows from 
these low yielding assets to around  US 150bn and that riskier EM equity funds and whole range of bond funds were   
beneficiaries of these outflows over the same period - signaling increased investor appetite. Whether this is  part of a base 
building process from where bonds can continue to make further gains in coming months remains a moot point for now.. 
 

Another notable movement during the month was the positive market reaction towards USD bonds issued by the Chinese 
property sector. Not too far back, concerns of possible default in this sector soared caused high-yielding property names to 
tumble below US50. However, the recent stimulus measures announced by the Chinese government resulted in a          
remarkable turnaround in the sector with names such as Agile maturing in 2013 being quoted at US80. Improved capital 
market conditions also led to easier access to funding for property developers while the recent bond buyback provided 
technical support to this sector. 
 

Going forward, we do have some reservations on the extent of further rallies within the Asian bond market for the        
following reasons: 
 

• The pace of global recovery continues to be fragile as exports out of the Asian region remains weak. We do not 
expect exports to stage a marked improvement in the near to medium term as the key consuming economies (US 
and Euro region) are still undergoing a deep downturn. The increase in savings rate and tighter lending           
standards especially in the US does not bode well for US consumption spending and by extension,  has negative 
implications for externally driven Asian economies.   

• Despite the strong performance of the Asian credit market over the past few months, we expect default rates to be 
on an upward trend. Additionally, there may be more restructuring of bonds, in addition to those in June such as 
Gajah Tunggal and SinoForest - expect this theme of high yield issuers coming up with exchange offers to      
continue. 

• In the Middle East, the Saad & Algosaibi saga continues to dominate the headlines - there has been much    
speculation and limited disclosure about the actual level and type of exposure that the various banks in the      
region have to the 2 groups. In the UAE, the pressure on the Dubai from Nakeel situation is clearly building - the 
latest in a series of negative headlines surrounding the credit was the downgrade of DP World Ltd (Middle East’s 
biggest port operator) and Jebel Ali Free Zone (a government-owned industrial park) and the Dubai Multi     
Commodities Centre Authority (a tax-free business park), all controlled by Dubai’s government, on fears that the 
emirate may not have sufficient funds to repay their debt – the lack of refinancing availability suggest that the 
default rate could be higher than previously expected, which is not supportive of credit spreads.   
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Fixed Income Outlook & Investment Strategy  

Investment Strategy:  
 

Global 
 

Noting the above risk factors, our strategy is to remain defensive. We remain mindful of the evolving rating agencies’ 
methodology to capture the higher risks associated with junior capital securities and the ability of governments to        
support their banks.  This is one of the reasons why we would not advocate extending credit and duration risk as any   
reversal in market sentiment could result a sharp deterioration within the high yield/junk bonds sector. 
 

As such, we maintain our defensive strategy as follows: 
• maintain short duration to defend against the possibility of spikes in credit spreads and yields 
• favour bonds issued with implicit or explicit government guarantee 
• take opportunity to realize gains on bonds whose credit have reached intrinsic fair valuation 
• continue to favor corporate credits with good core fundamentals and liquidity in sectors such as utilities, oil and 

gas and plantations. 
 

Local 
 

We maintain our investment strategies which are as follows:- 
 

• To overweight corporate vis-à-vis sovereign bonds, riding on the anticipated spread tightening trend. 
• To actively participate in new issuances via switching from existing holdings in order to take advantage of the 

higher yield. 
• To maintain neutral portfolio duration compared to benchmark especially for all MGS portfolios. 
• To concentrate on high grade liquid corporate bonds and those with potential credit upgrades. 
• To capitalize on volatility and enhance returns by trading. 
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Equity Outlook 
 

After such a steep rise, we ask ourselves whether the rally has run ahead of its fundamentals. Valuations for Asia ex     
Japan have priced in 2010 growth, implying firm demand recovery but macro data still points to limited visibility. In fact, 
it appears that latest US re-stocking data suggests that end demand recovery is far from certain (Chart 1). This does not 
bode well for Asian manufacturers in the immediate term. However, liquidity conditions are still strong and we are of the 
view that markets will remain directionless till clearer economic data surfaces. At 1.7x Price/Book (P/B), the market is 
pricing in a significant improvement in demand but the longer it takes for tangible signs to come through, the bigger the 
disappointment will be (Chart 2). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 1: US manufacturing inventory to sales ratio (Source: CEIC) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 2: MSCI Asia ex Japan P/B (Source: Bloomberg) 
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Assuming consensus expectations are correct, valuations are neutral and as such we do not believe there are forward  
pricing issues but the key near term risk is overbought market conditions (Chart 3 & 4). 
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There are two key risks that we foresee going forward; 
 

• Rising US Bond Yields 
• Rising Oil Prices 

 
The medium risk is driven by rising US bond yields that might derail the recovery restricting private sector borrowing cost 
(Chart 5). However, the probability of this over the next 12 months is small as the US authorities will repurchase US    
Treasuries and we believe that China and other creditors will not wish to see another bout of stress in US. Our base case is 
a gradual US dollar weakness with bouts of volatility but not a full blown US dollar crisis. 
 

Chart 5: 10 Years US Treasuries (Source: Bloomberg) 

Rising bond yields effectively implies the need for earnings yields to mover higher or conversely a lower forward PER. PE 
ratios are currently no longer cheap and the only way would be for higher earnings. Asia ex Japan is already pricing in a 
30.7% growth for 2010 implying that a lot of goodies have been priced in and earnings delivery cannot disappoint. Rising 
bond yields will hurt equity and we need to monitor plus being nimble. The only way for bond yields and equity prices to 
move up together would be decent global recovery with better than consensus earnings growth. Given the  current         
economic fragility, at what point would we be cautious? Our best guess is when US 10 years Treasury exceed 4.25 to 
4.5% implying an era before 2007. This is more intuitive than economic as there will certainly be other variables at play 
such as debt/GDP, inflationary expectation etc. Over the medium term, with improving macro and consumer   confidence, 
bond yields will go higher but what we are cautioning in the immediate term is rapid yield back-ups before the recovery 
becomes more established. 
 
The second risk would be rising oil prices which would dampen consumer spending leading to growth disappointment and 
a resulting market retreat. Oil price levels do not really mean much to the economy but rather it is the rate of change that 
has huge market and economic implications. Chart 6 shows three periods where oil price inflation exceeds 80%. In all 
three instances, the sudden oil price surge contributed to an economic recession. 
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Chart 6: Oil Prices (Source: BCA) 

The next leg in the market will depend on whether improving consumer confidence will be accompanied by increasing 
consumer spending; otherwise a directionless trading scenario is expected. However, at this juncture, we believe the  
market correction is healthy given the speed of rise and we see no fundamental triggers for excessive correction. We  
believe the worst will be over from a macro angle but economic stabilization does not necessarily imply a smooth    
market ride going forward. 
 
Strategy wise, timing the market to accumulate on weakness after such a steep rally runs the risk of missing the return 
to the recovery trade which is our base case assumption. We are of the view that it might be better to take a longer          
perspective to accumulate in line with the reduced macro global uncertainty. 
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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 30th June 09, AmBond returned 6.87% while AmBon Islam returned 7.85%. 
   

B.       PORTFOLIO REVIEW 
  

Our duration is now around 4.64 years for AmBond and 5.62 years for AmBon Islam. The percentage weighting  
in single-A rating for AmBond and AmBon Islam was marginally changed to 28.26% (previously 28.19%) and 
24.49% (previously 24.32%) respectively.  AmBond holds 11.57% and 57.80% in AAA and AA rated papers    
respectively where as AmBon Islam holds about 35.71% and 31.57% in AAA and AA rated papers respectively.  
As at 30th June 2009, the funds’ cash holding levels stood at 1.40% and 8.22% respectively. 
 

C.       MARKET UPDATES  
 

Domestic Updates 
 
Malaysia’s exports continued its declining trend for the seventh month in April 09 with a decline of 26.3% YoY, 
after a revised 15.7% decline in the pervious month. The fall is even higher than the median estimate of 15      
economists at 21.8%. Malaysia’s imports dropped 22.4% in April to RM33.8 billion, leaving a trade surplus of 
RM7.36 billion.  
 

The international reserves of Bank Negara Malaysia amounted to RM318.4 billion (equivalent to USD87.1        
billion) as at 15 June 2009. The reserves position is sufficient to finance 8.4 months of retained imports and is 3.8 
times the short-term external debt. 
 

Malaysia’s industrial production fell for an eighth month in April as exports plunged. Production at factories,    
utilities and mines dropped 11.4% from a year earlier, after a revised 12.7% decline the previous month. 
 

Inflation eased further to 2.4% yoy in May from 3.0% in April, slightly higher than the consensus expectation of 
2.2%. The reading was a 16-month low after the economy contracted for the first time since 2001 and commodity 
costs eased. The price of oil and other commodities have fallen from record levels last year as the worst economic 
slump since the Great Depression sapped demand. Food prices, however,  rose 5.2% while cost of transportation, 
communication and clothing prices also dropped. 
 

On the currency front, the Ringgit depreciated against the USD to close at USD/MYR3.5135 for the period ending 
June against USD/ MYR3.4885 recorded in the previous month of May. 

 
MGS Market   

 
On the MGS front, compared to the previous month closing levels, the MGS yield curve showed a bearish                
flattening for the month of June with the yields of the 3 years MGS increasing by 14 basis points. At the month end, 
the yields closed at 2.96%, (May: 2.82%), 3.82% (May: 3.56%) and 4.34% (May: 4.27%) for the 3, 5 and 10 years 
MGS respectively.  

 

Bond Market Review and Updates 
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The month of June witnessed the RM4.0 billion 3-year MGS reopening and RM4.5 billion 5 year new GII issue          
auctions. For the 3 year reopening, demand was decent with a bid-to-cover ratio of 2.01 times, which was higher than the 
1.50 times cover in the similar auction in March 09. However, the reopening generated a higher average yield of 2.946% 
compared with the 2.849% yield in the previous auction. For the 5-year new GII issue, the reception was  considered poor 
with a bid-to-cover of only 1.48 times with an average yield of 3.902% (high of 3.935% and low of 3.85%). 
 
We continue to propagate the strategy to actively trade within the MGS sector due to its better liquidity vis-à-vis the 
corporate bond sector. For now, the OPR will not be the driving factor for the market as it is expected to remain     
unchanged at 2.0% at least for the short to medium term. As such, the main driving force will be the increased MGS 
supply for the MGS market. With such a backdrop, we believe the yield curve movement will remain volatile for the 
remainder of 2009.   

 
Corporate Bonds Market 
 

Trading in the corporate bonds market continued to pick up momentum, reflecting the improving risk appetite from    
investors. In particular, volume done on the AA segment registered the highest volume since the beginning of the year as 
market players continued looking for yield pick-up in the slightly more risky rating segment compared to the AAA     
segment. During the month, we saw a few issuers tapping the market funding, key among these issuers are Premium 
Commerce Berhad, YTL Corporation Berhad as well as Hana Bank. 
 
Despite the recent price correction in the MGS market, corporate bond yields still offer better return in the long-run 
vis-à-vis MGS given the still wide credit spread. However, we will monitor closely the spread between MGS vis-a-vis 
Corporates to capitalize on any spread movements. 
 
IV International Updates  
 
(1)United States 
 
The month of June witnessed some signs of renewed risk aversion as investors reduced exposure to equities in favour of 
safer US Treasury (UST) securities. This resulted in a pullback in US equities with the S&P500 declining by 2.5% and a 
corresponding gain in USTs with the 10-year yields falling 15bps to 3.54% at the end of the month. Perhaps reality has 
caught up with the recent euphoria following World Bank’s report indicating that the global recession this year would be 
deeper than its initial forecast in March. The Bank also warned that a flight of capital from developing nations would  
undermine the poor and the unemployed. 
 
The World Bank projected a contraction of the global economy by 2.9% from its previous forecast of a -1.7%. Growth in 
2010 is projected at a lethargic 2.0%compared to earlier estimates of 2.3%. In fact, the Bank is more pessimistic than its 
sister organization, the International Monetary Fund (IMF) which forecasted a global contraction of only 1.3 % this year 
and growth of 2.4 % in 2010. 
 
Underpinning such bleak outlook was pessimism over the prospects of growth in US, Euro-region and Japan, in which 
their collective decline would adversely affect global trade. The World Bank slashed its forecast for the US, the world’s 
biggest economy, this year to a contraction of 3.0% following an earlier prediction of -2.4%. Japan’s GDP is also        
expected to shrink by 6.8% while the Euro region would contract by 4.5%. The impact of such drastic slowdown in    
developed nations would result a tumbling of global trade by 9.7%, thus hurting developing countries which rely         
extensive on exports as the main engine of growth. After peaking at USD1.2 trillion in 2007, inflows into developing 
world this year are projected to fall to USD363 billion 
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Prospects of a subdued recovery in the second half of 2009 prompted US President Barack Obama  to warn of a 10% US 
unemployment even as the “engines” of an economic recovery have begun to turn.  
 

Meanwhile, confidence among US consumers slipped unexpectedly in June, reflecting a weak labor market and rising 
energy costs. The Conference Board’s sentiment index decreased to 49.3 from a revised 54.8 in May, following a record 
low of 25.3 in February. 
 

Overall, confidence on the US economy remained low, gauging from the outcomes of the following statistics reported by 
the Conference Board: 
 

• Measure of present conditions decreased to 24.8 from 29.7 the prior month.  
• Gauge of expectations for the next six months fell to 65.5 from 71.5. 
• Share of consumers who indicated more jobs will be available in the next six months fell to 17.4% from 19.3%.  
• The proportion of respondents who indicated that they expect their incomes to rise over the next six months  

decreased to 9.8% from 10.8%. 
 
The US jobless rate of 10% and the recent rise in fuel prices would continue to keep third-quarter consumer spending 
muted. 
 
On the corporate front, American International Group Inc. (AIG), the insurer bailed out by the US Government, warned 
that declines in valuation of credit-default swaps sold to European banks could impart “material adverse effect” on the 
company’s results. The New York-based insurer indicated that the risk of losses on the derivatives may last “longer than 
anticipated.” The firm had USD192.6 billion in swaps. 
 
(ii)  Euro Zone 
 
UK’s economy contracted by 2.4% in Q4 2008, worse than the previous measurement of -1.9%. This was the biggest 
contraction since 1958 as the recession choked industries from construction to services. For the whole year, GDP       
declined 4.9%, the weakest on record. The contraction prompted Bank of England Governor, Mervyn King, to issue a  
warning that UK’s recovery from recession may turn out to be “a long, hard slog.” While business surveys indicated that 
the economic slump might be easing, unemployment could continue to increase and net mortgage lending slowed to the 
weakest pace since records began in 1993. 
    
(iii)  Asia 
 
South Korea took further pre-emptive measures to support its banking system with its Central Bank extending the      
nation’s currency swap facility with the US Federal Reserve for an additional three months to stabilize the local currency 
market. The Bank of Korea signed a USD30 billion, six-month swap agreement with the U.S. Fed on October 30, 2008, 
in the heat of global financial turmoil to help bolster the Korean won. The accord was later extended for six months. 
South Korea is currently using USD10 billion from the facility that provides US dollar loans to local banks. The latest 
extension is aimed at securing emergency credit that can be tapped at any time in case problems arise. 
 
In addition, at least six commercial lenders in Korea will collaborate to launch a “Bad Bank” in September, which would 
allow them to remove toxic assets from their balance sheets. The envisioned entity is likely to have an initial capital of 
between KRW1.5 -2.0 trillion, which will be pooled from participating banks. The six lenders currently onboard for the 
bad bank plan are Kookmin, Woori, Shinhan, Hana, Industrial Bank of Korea and Nonghyup (or the National             
Agricultural Cooperative Federation). Korea Exchange Bank is said to be mulling over joining them. The “Bad Bank” is 
expected to start purchasing distressed loans from banks in September.  
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Despite weaker equities market, the Asian USD bond market continued to outperform during the month of June with the 
JP Morgan Asia Credit Composite Index gaining 1.6% (please refer to Chart 1 below), precipitated by the continued  
tightening of CDS spreads.  The Itraxx High Yield Asia ex-Japan (HY) CDS spreads narrowed to 762.50bps from 
766.07bps as investors, in search of returns, showed interest in high yield credits. The Itraxx Investment Grade Asia       
ex-Japan (IG) CDS spreads, nonetheless, widened marginally to 119.92bps from118.82 amidst profit-taking activities as 
high grade credits rallied at a swift pace over the previous 3 months. 
 
The epicenter of cautious outlook seem to have shifted to Middle East following the recent downgrade of four Dubai  
credits by rating agency, S&P.  S&P downgraded DP World Ltd. (Middle East’s biggest port operator), Jebel Ali Free 
Zone (a government-owned industrial park) and the Dubai Multi Commodities Centre Authority (a tax-free business park), 
all controlled by Dubai’s government as the emirate struggles to convince investors it has sufficient funds to repay their 
debt. S&P noted that the credit re-appraisal resulted from increased uncertainties regarding the government’s willingness 
to provide cash support to state-owned firms in meeting their debt obligations. Dubai and its government owned          
companies borrowed USD80 billion to finance its transformation into a regional financial and tourist hub. The recent 
global credit crisis has left companies struggling to attract investors to refinance the USD10 billion of bonds and          
syndicated loans due in the remainder of the year. 
 
In addition, the Middle East region was also spooked by fears of a default of the SAAD Group after Saudi Arabia's     
Central Bank (SAMA) ordered the country's banks to freeze the accounts of Maan Al-Sanea (Chairman of SAAD Group). 
SAMA did not give any official reasons for its action and neither did SAAD Group. The action by SAMA was believed to 
be due to the fact that the International Banking Corp. based in Bahrain had defaulted on some of its loans. Maan           
Al-Sanea also manages the International Banking Corp. This is in conflict with the statement by SAAD Group which  
indicated that Maan Al-Sanea does not manage the unit. 
 
Chart 1:  JP Morgan Asia Credit Composite Index Total Return 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Bloomberg 
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Chart 2: Credit Default Swap (CDS) Spreads Tightened: Investment Grade 
(ITXAGS11) and High Yield (ITXAYS11)  

Source: Bloomberg 

V.   Upcoming Events that could affect Bond Prices: 
 

• Potential war maneuvers between North Korea and US-led forces in South Korea 
• Resurgence of inflation emanating from quantitative easing measures by the Fed and other major central banks.  
• A reversal of oil prices (from current lows). 
• Further fallout in US housing market. 
• Unexpected liquidity crisis among the investment banks in US 
• More write-downs from major banks stemming from holdings of credit exposures, particularly to consumer 

credit. 
• Resurgence of inflation, triggered by energy and fuel prices. 
• Surprise moves by FOMC. 
• Failure of banks/ insurers to meet capital adequacy. 
• Possible downgrade of the bigger monoline insurers/ US Federal Housing Agencies such as Fannie/Freddie  
• Geopolitical tensions in the Middle East 
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Box Article 1:  Asia Junk Bond Returns beat Stocks, US, Europe Debt 
 
High-yield Asian corporate bonds are the best performing company debt this year, returning 50% on average, as the       
region’s economies show signs of recovering fastest from the worst global recession since World War II. The gains      
compare with 28% in the US and 37% in Europe, according to Merrill Lynch & Co. indexes.  
 
The returns on the junk bonds of companies including Vedanta Resources Plc, India’s largest copper producer, and     
Hebei, China-based Xinao Gas Holdings Ltd., also exceeded 91 % of the world’s major stock indexes. 
“Asia economies were sounder than their counterparts in the rest of the world when the Lehman financial panic struck,” 
said Tim Condon, ING Groep NV’s Singapore-based head of Asia research. “A lot of value was exposed in the Lehman 
sell-off and investors have been quick to pick up on that.” 
 
The extra yield investors demand to buy speculative-grade Asian bonds instead of government debt narrowed by half after 
jumping to a record 24.93 percentage points in December as the failure of Lehman Brothers Holdings Inc. in    September 
led investors to avoid all but the safest government securities. Junk bonds are rated below BBB- by Standard & Poor’s 
and Baa3 by Moody’s Investors Service. 
 
According to International Monetary Fund (IMF), developing Asian economies, led by China and India, will expand 4.8% 
this year while the U.S. contracts by 2.8 % and euro area by 4.2 %,  
 
Asia’s local-currency corporate bond market outside Japan is worth about USD959 billion, according to the 
Manila-based Asian Development Bank (ADB).  
 
US companies raised USD754 billion from bonds this year, 22 % more than the same period of 2008, while Asia-Pacific 
sales rose 66% to the equivalent of USD386 billion, Bloomberg data showed. 
   
According to S&P, Asia’s default rate ended 2008 at 4.17%, compared with 3.47% globally and 4.02 % in the US. Asian 
investment-grade bond investors earned about a third more than the 9% return in the US and 5.9% in Europe this year. 
More than USD135 billion of speculative-grade Asian bonds are due to mature by the end of 2011. 
 
Source: Bloomberg 
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Box Article 2:   US Dollar to Rise Most Since 1981, Best Predictor Says 
 

Strategists who came closest to predicting the US dollar’s value against the euro so far this year see it strengthening as 
much as 17% in the second half as the US recovers from the recession faster than Europe. 
 
CIBC World Markets Plc, Deutsche Bank AG, Bank of America Corp. and Wells Fargo & Co. estimate the U.S. currency 
will rise more than 4% by Dec. 31 after May ended with its sharpest three-month fall since 2002.  
 
“I’m reasonably bullish on the dollar,” said Henrik Gullberg, a currency strategist in London at Frankfurt-based Deutsche 
Bank, which Euromoney Institutional Investor Plc ranks as the world’s biggest foreign-exchange trader. “If you look at the 
data over the past few weeks, it has been consistent with the situation where the U.S. is a quarter or two ahead” of the 
 16-country euro region in rebounding, he said. 
  
At the start of the year, after 2008 closed with the euro worth $1.3971, Deutsche Bank said it would weaken to $1.40 by 
June 30, just shy of where it was two trading days before the quarter’s end. Now the bank predicts a 17.1% gain to $1.20 
per euro by year’s end, which would be the greenback’s best two-quarter performance against the euro or a basket of    
predecessor currencies since 1981. 
 
Pro-dollar predictions reflect signs that the US economy is emerging from the worst turmoil since World War II. The     
Federal Reserve, on June 24, indicated that “the pace of economic contraction is slowing.” The Organization for Economic 
Cooperation and Development (OECD) last week urged the European Central Bank (ECB) to cut interest rates further to 
speed the recovery there. 
 
Source: Bloomberg 


