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Global Overview: 
 

The beginning of a recovery, or the end of a rally; what do the months ahead hold for us? With 
optimism in the US slowly evaporating as we enter the summer lull, it seems many   investors 
may have indeed “sold in May and gone away” ( we wrote about this in April AmObserver 
2009), hoping for clearer autumn skies. As we become accustomed to economic indices  
bouncing off extremely depressed levels in a technical reaction to inventory                  
over-adjustment, the concern remains how consumers across the globe with less money in their 
pockets can engineer a recovery in demand. 
 
According to CLSA Asia Pacific Market Report dated August 10th 2009, their recent            
marketing trip suggests that investors in the US and Hong Kong remain unconvinced by the 
recent rally; only in Singapore was the mood more upbeat. The major concern, is of course, the 
resilience of the US consumer, and to what extent retail spending  will absorb Asian  exports. 
The latest US unemployment numbers were, at least on the surface, better than  expected and 
could provide a boost to consumption if the improvement continues.  Nonetheless, negative 
equity on home loans and high levels of credit-card debt will make it difficult for US          
consumers to return to the expansive spending patterns of the past. Domestic demand, is    
therefore becoming more important for Asian economies, a subject that CLSA’s Amar Gill 
examines in his recently published report “Arousing Asia, July 2009.”  
 
Asia increasingly perceived as the best growth story… 
 

In this context, the CLSA special report describes the landscape for an Asian led global      
recovery by highlighting the various stimulus packages across Asia. Focusing on China’s role 
as an engine for Asian growth, given the size of its economy and the government’s strong   
fiscal position, the report explicitly spells out how Asia has to reinvent itself with a new model 
of growth. The Asian led recovery is expected to be positive for a range of sectors from      
consumer, property, autos, banks, transport, gaming, hotels and commodities, infrastructure 
and internet while the traditional western export oriented manufacturing activities will face 
stunted growth. 
 
The big economies of Asia -China, India and Indonesia have demonstrated impressive        
economic resilience so far. Over the medium term, India’s ongoing efforts to improve its    
infrastructural development to support industrialisation as well as the large infrastructure    
projects being put in place in South Korea -in the form of four river revitalization plan and 
Seoul Incheon canal project -are expected to support Asian growth trajectories. 
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So there is a demand story shaping up, mostly focusing on a fragile recovery of some sort in Emerging market and 
mostly centered on China’s emerging role as an engine of growth. The market is looking ahead. For instance, at the time 
of writing, South Korea reported numbers that showed signs of a recovery in that country. GDP grew by 2.3% QoQ in 
2Q09 after 0.1% QoQ in 1Q09. This was the fastest pace since 4Q03 and was way ahead of our expectations. On a YoY 
basis the pace of contraction moderated sharply from -4.2% in 1Q09 to -2.5%. Driving the improvement was a robust 
increase in exports, consumption re-accelerated with a rebound in investment spending. Exports were up 11.2% QoQ, 
after contracting in the previous three quarters. Industrial output fell less than expected, and trade volume surged to 
US60 billion. That was its best showing since last October. Also, South Korean companies have been reporting         
better-than-expected results. The biggest buyer of South Korean goods is China - reflecting China’s efforts to revive its 
domestic economy at a time when there is weak final demand from the West. 
 
In the latest IMF’Article IV Consultation with South Korea, dated August 7th 2009, it was reported that “The             
authorities responded with a timely and comprehensive set of financial market and macro-stabilization measures. The 
authorities set aside US$55 billion in foreign exchange reserves to provide swaps or loans to banks and trade-related 
businesses, effectively substituting for loans previously provided by foreign creditors. The Bank of Korea (BOK) cut  
interest rates by a cumulative 325 basis points between October and February and relaxed conditions for its repo     
operations. On the fiscal front, the authorities enacted a 2009 fiscal stimulus package equivalent to 3.6 percent of GDP 
and provided generous quasi-fiscal support for ailing small and medium-sized enterprises (SMEs), mostly in the form of 
credit guarantees. Finally, they set up a bank recapitalization fund and a toxic asset fund to shield the banking sector 
from the downturn and prevent major deleveraging…” 
 
Government intervention part and parcel of post Lehman world… 
Broadly speaking, Governments in Asia have, “walked their talk” through monetary policy changes, fiscal stimulus, and 
guarantee programs to shore up the banking industry. However, a great many challenges still remain and the crisis is still 
far from over. Still, it’s a confusing time because of all the stimulus money that governments around the world have been 
spending. The trick in liquidity-driven markets - guided more by abstracts such as investor psychology and risk-tolerance 
than hard numbers - is to navigate the transition of their driver from liquidity pumped by governments to economic and 
corporate recovery. During this period, uncertainty is bound to hold sway.  So while we concede that it’s hard to say 
what’s real recovery and what’s just an illusion created by a temporary spending binge, concerted global action remains 
critical.  
 
Expect public sector intervention by way of stimulus measures to continue... 
 “Extraordinary measures by governments around the world have helped save the global financial system from         
complete collapse, but the economic recession in the real sectors persists…” and “ To break the cycle, we need bold 
policy measures, including restoration of domestic lending and global capital flows…” said the  World Bank’s ( WB), 
Justin Lin chief economist and senior Vice President, Development Economics.  Markets went into a tailspin     
overnight after WB cut its global GDP growth forecast in June 2009 from -1.7% to -2.9% on the basis that global      
outlook remains “unusually uncertain”. The analysis from WB painted an unprecedented picture: “global output falling 
by 2.9 percent and world trade by nearly 10 percent; accompanied by plummeting private capital flows, likely to       
decline from $707 billion in 2008 to an anticipated $363 billion in 2009.” 
 
The last twelve months have seen extraordinary volatility in the global economy and the way forward has been driven by 
continued public sector stimulus. Whether Asia’s recovery is occurring on account of this overdose of stimulus is    
something best left to economic historians of the future to judge. For now, there are some preliminary recovery signs and 
until Asia develops its domestic demand component in a meaningful way and re-assert itself with a new internally     
propelled growth model, public sector intervention can be deemed as a necessary input. See charts from CLSA           
illustrating the quantum of stimulus spending undertaken in Asia so far. 
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Chart 1& 2 Stimulus spending in Asia 

Pace of Global Rebalancing … 
 

The next question we need to ask is how far has global rebalancing accelerated?  During the last G8 meeting the       
newswires made a big deal of the fact that Russian Finance Minister Kudrin said that the “fundamental indicators” of the 
USD are “fine” and that it is too early to speak of an alternative reserve currency. Seemingly sensible statements but does 
it answer our question of whether the US risks losing its status as a magnet of foreign direct and portfolio                    
investment. Not at all, so we decided to turn to the TIC data, especially, data on China’s purchases of USD-                 
denominated assets. 
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Chart 3: 12 month rolling sums of Chinese purchases of U.S. assets 

Source: Council on Foreign Relations 

The above chart illustrates the shifting trend in Chinese holdings – from long term assets to short term assets. So why is 
China opting for short-term US assets? Investing the most liquid assets would probably keep funds freer for other       
purchases, including the extension of dollar denominated loans to resource countries. In theory, with shorter maturities, 
China could allow these assets to expire and not re-purchase them. However, in an environment where Chinese growth is 
re-accelerating still driven by exports, 2Q09 is unlikely to be the last with hot money inflows. As a result, expect         
further US dollar purchases. No wonder Chinese officials were worried about USD holdings this quarter given how many 
US assets they have been buying.  
The trend above supports our in house view that shifts in capital flows are not likely to be radical in the          
short-term and what we need to watch is the  evolving structural trend. This would give us the indications of types of 
exit strategies adopted by holders of  USD-denominated  assets from the greenback.  
 
For many decades, the US was seen by global and domestic investors as offering an environment that was almost absent 
any political risk. Arbitrary changes in laws and regulations that undermined the value of capital were considered to be 
minimal and subject to an objective process within the legal system. But the actions taken by the Bush Administration 
and continued by the Obama Administration have radically changed these risks for investors both inside and outside US. 
Add to this mix of measures, would be the latest which is the Fed’s active participation in funding the US government’s 
profligate spending over the past year. We concede that the risks in investing in USD-denominated assets has risen     
considerably for the holders of these US assets. So while the holders of US assets may continue to give lip service to the 
need to develop strategies to exit from the almost-universal profligacy in fiscal matters, we expect these holders to work 
behind scenes to find alternatives to the USD-denominated assets. 
 
Some comments on the debate “Hyperinflation or Deflation”: 
Many people are convinced that the Fed’s current policy will significantly boost inflation, while others are equally      
convinced that deflation is unavoidable. The severe divergence in views represents the high degree of uncertainty that the 
market is currently operating under. On this debatable topic of whether the world is entering a hyperinflation or           
deflation, please see the charts below and the boxed article which has the survey findings. Broadly speaking, the key  
concern of investors who responded to this survey seems to be over the medium term, specifically, the mandates of    
Central Banks over the next 2 to 5 yrs. 
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The inflationary implications of the Fed’s management of its balance sheet: 
In this context, what we need to understand is that typically when consumers expect higher inflation they will spend their 
money as quickly as possible. Rising inflation expectations create an incentive for consumers to get rid of money, which 
they expect to decline in value, in exchange for goods and services.  This seems to be part of the conventional economic 
wisdom, adhered to by the Fed, which believes that if it can induce people to anticipate higher inflation, then consumers 
would prefer to spend money today before it becomes less valuable in the future.  
 

The Fed Chairman Bernanke implicitly endorsed the conventional theory when he stated not too long ago that, “the U.S. 
government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as 
many U.S. dollars as it wishes at essentially no cost. By increasing the number of U.S. dollars in circulation, or even by 
credibly threatening to do so, the U.S. government can also reduce the value of a dollar in terms of goods and services, 
which is equivalent to raising the prices in dollars of those goods and services.” This is the nirvana of  modern-day   
economics: get people to consume and somehow the economy should recover. 
 

By saying that the Fed can cause inflation by “credibly threatening” to increase “the number of U.S. dollars in            
circulation,” the Fed Chairman may infact be acknowledging the fact that demand for money can be undermined by the 
Central bank, thus leading to a situation where people can choose to get rid of their excess cash balances for the         
purposes of current consumption.  (As an aside:  Given the massive money-printing operation of the past nine months, is 
it any wonder that domestic and foreign investors especially the Chinese and Russians have taken Bernanke at his word 
to “credibly” threaten to debase of the real value of the dollar?) 
 
Most economists do accept the fact that consumers, expecting higher inflation in the future, will spend their money 
quickly. Certainly, the Fed Chairman Ben Bernanke views the world in that manner. 
 
Another standard argument used by the Fed to justify its massive money printing is the existence of  “excess capacity”. 
Under the  condition of “excess capacity”, producers of goods and services are supposedly willing to dump their         
production on the market. Basically it means that output gap would keep inflation muted.  But what is missing in this 
argument? 
 

A missing variable here is the behavior of owners of capital and producers of goods and services, who are not     
passive automatons?  If owners of capital and producers of goods and services also expect higher inflation, then is it 
possible that they may withhold their products from the marketplace in anticipation of higher prices in the future? If so, 
then they will idle their plants and resources in order to preserve their capital.  It makes sense to preserve one’s capital if 
inflation is expected to increase in the future.  
 
The key point  here is that rising inflation can undermines productive capacity, contrary, to what Chairman Bernanke 
wants us  to believe that they can devise grand plans to “stimulate” the economy without giving adequate thought to the 
people who are responsible for creating wealth; namely, the savers/investors and those who produce goods and services. 
The consumption of those goods and services is the easy part. The hard part is production, which requires careful thought 
and industrious effort, often over several years. 
 
Our concluding comments: 
Given the current mix of policies in Washington, most of us are having a hard time seeing how healthy and sustainable 
growth can be restored in the US or for that matter if the Fed has the political will to execute its exit strategies timely. Of 
course, following the  July FOMC, the Fed Chairman spelt out some “exit strategies”. As to whether these exit strategies 
will remain as theoretical musings of those, whose, credibility has already declined precipitiously or, otherwise, is yet, 
another moot point.  
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It is not the potential methods of exiting “quantitative easing” which is of concern to us but the political willingness 
to do so. With Bernanke’s term set for expiration in January, one big concern remains and that is, whether the legislative 
and executive branches of the US government, would use their power of oversight to influence Fed’s policy. Here, the  
direction matters. Failure to orchestrate a credible exit has immediate and medium term implications for not only 
general price stability but also for the position of the USD as a reserve currency which is tied to another question - 
sources of funding for the burgeoning US deficits –USD 1.8 trillion this year and USD 1.4 trillion next year. 

Source: JPMorgan  

Charts from JPMorgan’s July 09  Inflation Expectations Survey  
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Fixed Income Outlook and Investment Strategy:  
 

For the month of July, the RAM Quantshop All MGS Index returned 0.64% as compared to -1.75% in June 2009. The 
short, medium and long MGS Indices returned 0.36%, 0.55% and 0.98% respectively during the month. 
 

Domestic Market Outlook: 
In consonance, with our expectation, Bank Negara Malaysia ( BNM ) left OPR unchanged at its recent MPC meeting on 
29th July 2009, on the back of rising expectation that global economic prospects are likely to improve over the coming 
months of 2H09. The early signs  from the stabilization measures in global financial systems was highlighted as a reason 
for the more upbeat note from BNM.  
 

Broadly speaking, BNM maintained its earlier assessment that interest rates were 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.  
 
Accordingly the latest inflation print signaled the beginning of a series of subdued headline CPI numbers given the  
significant output gap and soft labour market conditions. Technically this means that we are entering into a deflationary 
period. Barring any other significant commodity price shock, BNM, appears the least likely to turn hawkish in the region 
given the latest CPI readings; existing administrative controls over fuel prices and its pro growth stance. For these  
reasons, we maintain our view that interest rates are likely to remain at current levels over the rest of this year with  
limited risk for a hike. 
 

On the growth front, 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. Reassessing  
regional export trends implies no material change for Malaysia’s export growth which is still decelerating on yoy basis. 
Manufacturing activities is still sluggish exacerbated by supply side constraints and gives us little reason to expect any 
improvements in the near term to the official GDP forecasts.  
 

As for the reform announcements from the Prime Minister, we believe that investors are still digesting these statements - 
positive- moves - whose impact will only be felt in the medium to long term.  
 

In the interim, we continue to hold on our strategy of shifting allocation to PDS for higher running portfolio yields. Our 
strategy is on the back of the expectation that MGS will trade range-bound in the near term amid the supply concern. The 
strategy is further supported by the fact that the market is now at the end of a rate-cut cycle supported by the return of risk 
appetite environment; two factors that do not bode well for the MGS sector. Notwithstanding the above, the MGS sector 
might still attract interest in light of the ongoing certainties in the credit environment. 
 

For the PDS market, the economic recovery theme may yet prove beneficial, at least   momentarily, as investors are  
looking for some positive signs. For sustainability of theme, economic recovery has to gain traction before we see a shift 
in investors’ concerns from credit risk to interest rate risk. Our view remains that secondary market trading activity will 
pick up momentum with buying interest 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 and Strategy: 
The month of July was witnessed bearish steepening of the US Treasuries yield curve with the 10-year UST yield rising 
15bps to 3.63%, prompted by record issuance of government securities by the US Treasury and further reduction in risk 
aversion.  
 

During the month, the US Government sold a record USD 42 billion of two-year notes, its biggest offering since  
mid-1970s. This month’s record issuance came in addition to the USD 6 billion of new Treasury Inflation-Protected   
Securities (TIPS), USD39 billion in five-year notes and another USD28 billion of seven-year notes to be announced 
soon. Demand for the new two-year and five-year notes were weak. For the new two-year UST, bid-to-cover ratio was at 
2.75 times, worse than the previous auction's bid-to-cover of 3.19 times. For the new five-year UST, bid-to-cover ratio 
was only at 1.92 times compared to the previous auction's bid-to-cover of 2.37 times.  
 

July also saw the release of TIC data for May 2009 which showed that despite supra-national reserve currency  
rhetoric - given the reluctance for currency appreciation - there was little choice to buy dollars. China alone added $38 
billion in US short and long-term treasuries - a net increase of $26 billion in US short and long-term assets. The point to 
note is that they shunned the long-term assets. The major foreign buyers of US assets went back to the short-end of the 
curve, buying T-bills and adding other short term claims. Total purchases of T-bills by foreign official investors were 
$53.1 billion.  Infact this move could help explain why long-term US treasury yields rose in May. With concerns about 
the US fiscal position, worries expressed by major U.S. creditors about the dollar’s value, perhaps the move to the    
short-end of the curve is little surprise. It also suggests that the US government is again becoming more reliant on bills 
financing as it was towards the end of 2008. This may not be sustainable in the longer-term.  
 
The other key take away from May TIC data is that the perception of waning demand for Treasuries may exacerbate a 
jump in yields which would make it harder for the US to pull out of its deepest recession in at least half a century.  
 
A key question to answer in formulating our investment strategy going forward is: How robust must global growth  
recovery be in 2010 to keep pace with the optimistic valuations as priced in by equities and credit markets?  
 
The pace of recovery depends very much on both cyclical and structural developments unfolding on the global stage. 
Much depends on global rebalancing and robustness of recovery in Asia and G3. We concede that some high frequency 
data out of Emerging Asia are suggesting that the plunge in exports may have reached a trough but that alone is 
 insufficient to signal sustainability. Thus, moving forward, we would not be surprised if the UST market would  
remain volatile as market reacts to conflicting assessment of economics data and earnings reports.  
 
In the immediate term, we are more inclined towards a bearish steepening view on the longer end for the reasons  
below: 
 

• If the perception of waning demand from foreign institutional investors, especially, Central banks, gains  
momentum. See table below for the most recent data releases and if this decline becomes entrenched then it signals a 
much debated shift in foreign holdings. 

 
 Table 1: US Treasury International Capital (TIC) Flows data 

 
 
 
 
 
 
 
 
 

Source: US Treasury Department (Note that TIC data lags by 2 months) 

US Treasury International Capital (TIC) 
Flows data (USDbn) 

Feb Mac Apr May 

Net Purchase of Domestic US Securities by 
Foreigners 

20.8 59.5 34.3 7.9 
 

Net Purchase of US Treasury Securities by 
Foreign Central Banks in 2009  

-2.0 29.0 17.1 -21.8 
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Fixed Income Outlook & Investment Strategy  

• Excess liquidity in the global financial system emanating from ultra-loose monetary may continue to fuel  
 risk-appetite and the euphoria-driven rally in equities. As such, more funds are ‘tempted’ to switch out of lower 

yielding safe haven USTs into equities, corporate bonds and Emerging Market for returns on rising hopes that 
the world economy is stabilizing (similar to the situation seen in early 2000 when Fed Chairman Alan       
Greenspan cut interest rates to 1.0%).  According to EPFR, Emerging Market equity funds registered the best 
quarter in 2Q2009 since 1990s with inflows amounting to USD26.5bn in the second quarter. The inflows 
eclipsed the previous record of USD22.4bn in 4Q07 when investors bought Emerging Market equities on the 
belief they had decoupled and could grow independently of the industrialized world. 

 
• Speculative funds building net short position in USTs: Another source of reference to gauge the risk appetite of 

traders is the CFTC Commitment of Traders’ Report. According to this Report, speculative funds have been 
reducing their net longs on UST Futures since the beginning of this year. In fact, on UST 10-year Futures  

 position, funds are now in net short position (please refer to Chart 1 below) 
 
Chart 1: Net Speculative Positions in UST 10-Year Futures 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Bloomberg, CFTC 
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Fixed Income Outlook & Investment Strategy  

• Further supplies of US Treasury securities: The US has raised USD1.02 trillion this year through Treasury  
 securities auctions. With an estimate of another USD2.9 trillion of debt through September 2010, one wonders if 

interests would remain strong going forward if yields are not high enough especially in a scenario where the US 
is running a  budget deficit above 10% of GDP and the US dollar is on a secular long term weakening bias. In 
fact, investors would require a higher risk premium when investing in US assets if the US dollar weakens. At the 
point of writing, the Commitment of Traders’ Report showed that speculative flows continue to increase net 
short USD position since April 2009 while adding to their net long yen position (please refer to Chart 2 below) 

 
 Chart 2: Net Speculative Positions in USD (white line) and JPY (red line) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

        
Source: Bloomberg, CFTC 
 
 

• Resurgence of inflation expectations. Recognition of future inflationary risk among global policy makers got 
Fed Chairman Bernanke to discuss at length on the instruments available to withdraw liquidity from the 

       financial system when such risk appear.  
 

Mindful of a preemptory flattening of the yield curve – events that challenges the dominant long term curve dynamic: 
 

• Weaker than expected economic data releases  
• USTs may still benefit from a resurgence of safe haven flows, especially if bad news such as potential  
 bankruptcies (the likes of CIT Group Inc. which was given a USD3 billion rescue loan) rekindle safety  
 concerns.  
• Fed may increase its buyback programme on the longer end of the UST curve if US mortgage rates rise  
 substantially. At the point of writing, the average 30-year US mortgage rate stood at 5.41%, down from the high 

of 5.75% witnessed in June 2009 but higher yields in longer dated USTs may result in mortagage rates rising, 
prompting the Fed to intervene. In July, the Fed continued its repurchase of government bonds  

 amounting to USD2.99 billion of securities maturing between February 2021 and February 2026. During the 
same month, the Fed also repurchased a net USD20.15 billion of Agency MBS, bringing the total purchase since 
the program began in January to USD702.1 billion. Further repurchases would pressure the UST yield curve to 
flatten.  
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Fixed Income Outlook & Investment Strategy  

Chart 3: Average 30-year US mortgage rate 

Source: Bloomberg, Bankrate.com 

Asian Bond Market Outlook: 
 
In July, the Asian dollar bonds market continued to rally, precipitated by the rally in equities market. Asian CDS spreads 
continued to tighten with the Asia ex-Japan Investment Grade (IG) CDS spread tightening by 66bps while the Asia      
ex-Japan High Yield (HY) CDS spread tightened by 176bps (please refer to Table 1). The rally in Asian bond 
market prompted new issuers, both Sovereign and Corporate to tap the market, including Korea Gas, Hong Kong  
Mortgage Corporation, Middle East’s Sovereign Ras al-Khaimah (one of the six emirates in UAE) and Korea          
Woori Bank.  
 
Asian credit spreads remained resilient, supported by continued buying from real  money accounts. Indonesia Sovereign 
gapped strongly as positive sentiment following the re-election of President Bambang Susilo. It seemed that the 
euphoria-driven market has ignored the terrorist risk in the aftermath of the bombing of the two hotels in Jakarta. 
So as long as the funding rate remains low, yields above 5% would be deemed as decent.   
 
In the near term, we will not rule out the possibility of further tightening in credit spreads for the following reasons: 

• Supply of new issues continues to be met by good demand. In the recent Korea Woori Bank 5-year senior 
 unsecured debt issuance (S&P rating:A), bid-to-cover ratio was a whooping 10 times. The soft launch of  
 Petronas’ 5-year USD sukuk and 10-year conventional USD bonds continued to garner very encouraging bids. 

Indonesia’s Perusahan Listrik Negara (PLN) is also poised to announce a new issue. Better-than-expected 
 demand would inevitably push spreads tighter. 
• The recent tightening of CDS spreads, if sustained, may be a leading indicator of a possible further tightening of 

credit spreads in the cash bond market. At the point of writing, sovereign Asian CDS spreads continued to    
decline with China, Malaysia and Thailand spreads tightening significantly below 100bps at 51bps, 67bps and 
68bps respectively. 

• Further infusion of liquidity in search of returns could continue to fuel a rally in emerging market equities, thus 
benefiting Asian credits. As of 3rd July, EPFR reported that Emerging Market bond funds registered their 12th 
consecutive week of inflows.  
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Fixed Income Outlook & Investment Strategy  

Nonetheless, we are cognizant of the risks of any unexpected “shocks” which could result in credit spreads widening 
again and these are as below: 
 

• The difficult current economic situation suggests recovery is still fragile and growth companies in export  
 dependent Asian economies that depend on the high yield sector are especially susceptible to shifts in risk  
 sentiment. Note these companies are usually relatively leveraged and are dependent on a benign macro  
 environment for profits.   
• Any other bad news flow from the banking sector –be it the US or Europe - could rekindle risk aversion  
 resulting in wider credit spreads,  
• Finally inflationary risks (though not a concern at this stage) if policy-makers failed to act sufficiently in  
 withdrawing the massive liquidity in the financial system emanating from the ultra-loose monetary policies.  

 
Investment Strategy:  
 
Global 
 
Taking a balance view between risk and returns, we maintain our defensive strategy as follows: 

• Capitalize on market volatility to actively manage the portfolio to enhance returns 
• Increase investment into bonds with sound credit profile – assess risk/reward dynamics  
• Maintain overall short duration to defend against the risk of possible spikes in credit spreads and yields 
• Favour bonds issued with implicit or explicit government guarantee 
• Capitalize on bonds whose credit have reached intrinsic fair valuation 

 
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 
 

While we are more positive about the global economy going forward, it is one thing for the recession to end and another 
for economic activity to return to par. The risk is more likely that expectations are moving ahead of reality. If end         
demand does not materialize, a period of stalemate is envisaged. The key then is to monitor end demand sales versus    
inventory to determine the continuation of the market uptrend (Chart 1). The good news is that retail sales/inventory    
appears to be picking up and would probably lead to improving wholesale numbers as well. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 

Chart 1: US sales to inventory ratio (Source: Bloomberg) 
 
For FY2010, while we highlight chances of a forecasting miss is high, the outlook is improving and would be better than 
in FY2009. The second up-leg in equities is intact (our base case) but it will not be smooth going forward as markets have 
rebounded 40% plus (70% for Hang Seng Index from its low). With gradually improving economic growth (government 
stimulus) and the prospect of low interest rates for awhile longer, equity markets will continue to perform although with 
occasional setbacks. Risk still remains as there are headwinds and potential pitfalls that could derail the recovery process. 
 
Liquidity 
In view of the above, the strategy must be one of selective purchases on pull-backs to add value and rotational plays     
instead of a long-term buy and hold strategy. While the primary driver has been liquidity, we believe that it will be 
shifting to earnings delivery and that is where disappointments can surface. Referring to Charts 2 and 3, while      
foreign inflows have been strong since March 2009, they are well within positive 2 standard deviations above mean.    
Fundamentally, we are comfortable on Asia ex Japan and commodities but further market rallies will result in              
overbought conditions and a corrective phase will set in awaiting further macro data on end demand sales. 
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Chart 2: Asia Pacific ex Japan aggregate foreign fund flows (Source: EPFR) 
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Chart 3: Malaysia aggregate foreign fund flows (Source: EPFR) 

Macro data 
With unemployment rate in US at a high level and rising debt levels, how will it be possible for consumer spending to 
recover? We have to bear in mind that capacity utilization has already adjusted downwards and non-financial             
corporates are not doing too badly judging from their results, they are still profitable. Any recovery going forward is 
starting from a low base and it is worth noting that; 
 

• US consumers have already retrenched massively and personal consumption expenditure has already fallen of 
the cliff. The sharper the adjustment, the quicker a new equilibrium can be reached (Chart 4). 

 
• US savings rate is already at post war average and would probably enter a steady state soon. This implies that 

the previous drag from rising savings rate is over and things can only get better moving forward (Chart 4). 
 



 

19 
 

 

Equity Outlook & Investment Strategy 

                                                                                        
                                                                                                                                        

Chart 4: US Consumers have already retrenched massively (Source: BCA) 

For China, rising money supply (Chart 5) implies rising real estate prices and renewed housing construction boosting 
domestic sentiments. It also implies rising imports which is good news for the rest of the world. Therefore, the strategy 
is to buy on weakness and to execute rotational trades as we believe that the global recovery will arrive earlier and 
stronger led by broad based China recovery and lesser US consumer drag from a rising savings rate. 
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Chart 6: China Money Supply (Source: BCA) 

Valuation 
Markets will probably overshoot due to abundant and rising liquidity (Chart 7). However, a further rise to 1,200 would 
tilt the risk return dynamics to the downside unless earnings accelerate beyond 13.8% consensus expectation for 
FY2010.  
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We are a little concern that the PE re-rating phase is largely over (Chart 8 and 9) and moving forward, further market  
upside is primarily dependent on earnings execution. Liquidity can only carry the markets perhaps another few months 
and we need to see earnings delivery for the uptrend to continue. 
 
The base case is our belief in earnings delivery for FY2010 and improving recovery beyond FY2011. For the near term, 
while we are cautious strategically, there is still opportunity to trade on a tactical rally from a liquidity perspective. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 8: MSCI Asia ex Japan PER (Source: IBES) 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 9: Malaysia PER (Source: IBES) 

6.0

8.0

10.0

12.0

14.0

16.0

18.0

20.0

22.0

P
E
R
 (x
)

MSCI AC Asia ex-Japan PE Chart

Current 12M F/W PER (x) : 13.8 Current  Average : 13.2
+1SD -1SD
+2SD -2SD
+3SD -3SD

MSCI AC Asia ex-
Japan Index: 
413.07

PER: 13.8

8.0

10.0

12.0

14.0

16.0

18.0

20.0

22.0

24.0

P
E
R
 (x
)

Malaysia PE Chart

Current 12M F/W PER (x) : 15.1 Current Average : 14.1
+1SD -1SD
+2SD -2SD
+3SD -3SD

FBMKLCI Index: 
1141.63

PER: 15.1



 

22 
 

 

Bond Market Review and Updates 

                                                                                        
                                                                                                                                       
                                                                                        
                                                                                                                                        

 

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 31st July 09, AmBond returned 8.37% while AmBon Islam returned 9.76%. 
   
B.         PORTFOLIO REVIEW 
  
Our duration is now around 4.46 years for AmBond and 4.88 years for AmBon Islam. The percentage weighting in  
single-A rating for AmBond and AmBon Islam was marginally changed to 28.58% (previously 28.26%) and 24.35% 
(previously 24.49%) respectively.  AmBond holds 15.86% and 53.91% in AAA and AA rated papers respectively where 
as AmBon Islam holds about 17.54% and 45.04% in AAA and AA rated papers respectively. As at 31st July 2009, the 
funds’ cash holding levels stood at 0.70% and 13.07% respectively. 

 
C.        MARKET UPDATES  
 
Domestic Updates 
 

Malaysia’s exports fell for an eighth straight month as shipments of electronics and commodities plunged amid the global 
recession. Overseas shipments dropped 29.7% in May from a year earlier to RM42.95 billion (USD12.2 billion) after  
declining 26.3% the previous month. The median estimate in a Bloomberg News survey of 15 economists had been for a 
29.2% fall. The export decline was exacerbated by a drop in commodity prices from last year’s record levels,  hurting a 
nation that’s the world’s second-biggest producer of palm oil. Malaysia’s imports dropped 27.8% in May  
to RM32.9 billion, leaving a trade surplus of RM10.02 billion.  
 
The international reserves of Bank Negara Malaysia amounted to RM321.7 billion (equivalent to USD91.2 billion) as at 
15 July 2009. The reserves position is sufficient to finance 8.8 months of retained imports and is 3.8 times the short-term 
external debt. 
 
Malaysia’s industrial production fell the least in six months in May. Production at factories, utilities and mines dropped 
11.1% from a year earlier, after declining a revised 11.7% the previous month.  
 
Malaysia’s consumer prices fell for the first time in more than 22 years in June as a shrinking economy hurt demand for 
goods and services and commodity costs eased from last year’s records. Consumer prices dropped to a negative 1.4% 
from 2.4% yoy in May – broadly in line with consensus. The sharpest drop was in transport costs reflecting lingering  
effects in cumulative 33% cut in petrol prices late last year. Technical deflation was seen in clothing and footwear and 
communication. Four other categories saw a moderation in yoy inflation figures - food& beverages/ furnishing and  
household/education and restaurants/hotels. In other sectors inflation was reported as stable.  
 
On the currency front, the Ringgit depreciated against the USD to end the month at USD/MYR3.5185 from the USD/ 
MYR3.5135 recorded at the end of June. 
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On policy reforms, further progress was demonstrated with the  PM Najib showing  willingness to make changes  
to some longstanding economic policies established by previous administrations. Reform announcements of capital  
markets included abolishing the 30% bumiputera (or Malay ownership) quota requirement for stock market listing,  
repealing FIC guidelines (without replacement of new guidelines) on equity stake acquisition, mergers and acquisitions 
(of non-strategic sectors), increasing the foreign ownership limit on unit trust companies and brokerages, removing the 
requirement of Foreign Investment Committee approval property transaction (except those that will dilute Bumiputera 
interest). In addition, measures are also announced to attract and retain talent which is essential for economic success. 
The population is still growing, so Malaysia does not face the same challenge as Singapore of an ageing workforce  
although Malaysia’s ‘brain drain’ could lead to a severe shortage of skilled manpower in the future to further develop its 
industries such as the financial services sector. 
 
MGS Market   
 
Malaysian Government Securities (MGS) yields across all sector of the curve closed lower for the month of July despite 
the reopening of the 10-year MGS and the new issue of 5-year Government Investment Issue (GII). The government’s 
total debt issuance for 2009 so far has increased to MYR58.0 billion compared to MYR30.0 billion in the same period 
last year, an increase of about 93%. Based on the MGS/GII auction calendar, there will be another eight public auctions 
and one private placement in store for 2009, of which eight are centred on 2- to 5-year tenured notes.  
 
During the month, some buying interest was seen at the long end of the curve after a government report showed the   
Consumer Price Index (CPI) deflating for the first time in more than 22 years.The low inflation environment has spurred 
speculation that the central bank will continue to maintain its benchmark interest rate at a record low level. At the end of 
the month, compared to the previous month closing levels, the MGS yield curve flattened for the month of July with the 
benchmark yields closing at 2.88%, (June: 2.96%), 3.688% (June 3.82%) and 4.271% (June: 4.34%) for the 3, 5 and 10 
years MGS respectively.  
 
The month of July witnessed the RM4.0 billion 10-year MGS reopening and RM4.5 billion 5 year new GII issue 
auctions. For the 10-year reopening, demand was lower with a bid-to-cover ratio of 1.669 times, which was lowerer than 
the 1.884 times cover in the similar auction in May 09. Notwithstanding, the reopening generated a lower average yield of 
4.294% compared with the 4.378% yield in the previous auction. For the 5-year new GII issue, the reception was  
considered decent with a bid-to-cover of 1.807 times with an average yield of 3.909% (high of 3.94% and low of 3.86%). 
 
We continue to adhere to the strategy of actively trading within the MGS sector due to its better liquidity vis-à-vis the 
corporate bond sector. MGS to trade range-bound  in the near term due to attractive absolute yield amid lingering 
concerns over the credit environment.  Expect volatility in yield curve movements to continue over the remainder of 
2009.    

 
Corporate Bonds Market 
 

The PDS market continued its upward momentum for the month of July. Investors seem to be gradually shifting their 
allocation to PDS for higher portfolio running yields. For the week ended 31-Jul-09, PDS yields improved in the “AA” 
and “AAA” segment, in which yields contracted by a range from -1.6 to-5.2bps for both rating segments. During the 
month some of the PDS that were actively traded were Rantau Abang and Puncak Niaga bonds. 
 
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. 
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IV International Updates  
 

(1)United States 
 
Despite the hurdles facing the global economy, risk appetite has made a comeback, supported by a spate of positive    
corporate earnings, as well as optimism on sights of “green shoots”. This has resulted in the strong performance in both 
the equity market and corporate bonds segment. Resultantly, US Treasuries experienced slight sell-off during the month, 
with yields increasing modestly across the term structure. 
 

Table 1: Data on US Treasuries, USD Investment Grade and High Yield Bonds and CDS Spreads 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

Latest economic data releases: 
 

• Personal income and consumer spending rose 1.4% and 0.3% respectively. 
• The Fed’s Biege Book reported that the pace of decline in the economy has moderated, based on observations 

through July 20. The report indicates that most of its 12 regional banks detected a slower pace of economic   
decline, albeit mentioning that economic activity will continue to be weak. 

• The US index of leading economic indicators rose 0.7% in June, beating market’s expectations of +0.5%, and 
this represents the third straight monthly gain.  

• Moderately positive signals from the home sales and prices: Case-Shiller house price index rose 0.5% mom in 
May, the first increase after 34 straight months of decline. While this does not mean that house prices have 
found a bottom, it is an encouraging development as the pace of declined has finally slowed. Meanwhile, new 
home sales continued to rise in June, which increased 11.0% mom. 

  Latest 
1 MONTH 

AGO Change 
  30-Jul-09 30-Jun-09 (in %) 
US Treasuries (%)      
UST 2 years 1.18 1.09 0.09 
UST 5 years 2.66 2.52 0.13 
UST 10 years 3.63 3.48 0.15 
       
USD Investment Grade BBB 
(S&P/Moody's/Fitch), %      
BBB 2 years 4.67 4.83 -0.16 
BBB 5 years 6.27 6.44 -0.17 
BBB 10 years 7.34 7.50 -0.16 
       
USD High Yield BB 
(S&P/Moody's/Fitch), %      
BB 2 years 7.02 7.40 -0.38 
BB 5 years 8.55 8.92 -0.37 
BB 10 years 9.58 9.91 -0.33 
       
CDS (in bps spread)      
Asia ex-Japan Investment Grade (IG) 130.198 196.5 -66.30 
Asia ex-Japan High Yield (HY) 592.450 768.4 -175.95 
       
        
Source: Bloomberg 
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On corporate earnings front, market players have a lot to cheer about.  Bloomberg data shows that of the 225 S&P 500 
companies which released earnings this month, 74% of the corporates have released “positive surprises” (especially on 
the electronics and financials sector), 10% were in line with expectations, while 14% were below estimates (mainly in the 
health insurance, telecommunications and retail sectors). 
 

There was also relief in the market when a key small business lender, CIT, managed to avoid a bankruptcy. CIT secured 
USD3bn funding from bondholder and gained approval to restructure its debt. Was seen as an encouraging signal       
suggesting easing of credit conditions in the private sector, without any intervention from the government.   
 

Bernanke, in his testimony on Monetary Policy Report to Congress, delivered a rather cautious statement. Bernanke   
reiterated that in light of the substantial economic slack and limited inflation pressures, monetary policy remains focused 
on fostering economic recovery, making clear that the economy remains too weak to start tightening monetary policy; 
hence interest rates will remain low. Meanwhile, Bernanke argued that policy measures could be withdrawn in a timely 
manner as needed, avoiding the risk that policy stimulus could lead to a future rise in inflation. 
 

(ii)  Euro Zone 
 

Outlook in the Euro zone also registered an improvement as consumer sentiment and business climate improved. The 
economic confidence reading increased to 76.0 in July from 73.2 in June, beating expectations. Sentiments in the        
consumer, services and industrial sectors have all picked up despite being in the negative region still. Industrial           
production in the Eurozone grew 0.5% in May, reversing the decline of 1.4% in April.  
 

Meanwhile, U.K. bank lending to companies continued to fall in May; but at a slower pace as indicated by a report from 
Bank of England. In terms of lending trends, net loans disbursed to UK business segment declined by £3.4 billion from a 
decline of £6 billion in the previous month. However, in annual terms, lending edged up modestly, by 0.1% in May, after 
a 1.1% growth in April. The central bank further cautioned that funds raised by businesses from banks and capital mar-
kets remained weak.  
   

(iii)  Asia 
 

In Asia, industrial production growth continued to be on a rise, after charting steep decline in Q4 2008 and Q1 2009. The 
recovery in electronics production has been particularly outstanding. From a trough observed in Jan 2009 at -73.6% q/q, 
electronics production soared 187% in May -supports US corporate earnings report, particularly Intel and IBM. Some see 
this as a rebound in the global technology sector and  how it would bode well for Asia IT’s exporters, such as South   
Korea, Taiwan and Singapore. 
 

Asset prices are on a recovery, with equity markets trending up since March. Emerging market equity/bond funds have 
been beneficiaries of large inflows in the weeks of July. The latest fund flow numbers from Mcquarie Fund Flow 
Tracker, for the week ending 29 July, show inflows as large as at any time this year, with Asia ex Japan and global 
emerging markets seeing a weekly net inflow of US$1,565m and US$906m respectively.  
 

Meanwhile, the rebuilding of FX reserves has continued over the past month. As an example, South Korea’s FX Reserves 
increased 18% YTD from Dec’08 to USD237.5bn. Meanwhile, Taiwan’s FX Reserves increased 10% YTD to USD321.1 
bn. Similar progress was seen in Thailand, which reached USD122.4bn (+11.3% YTD). The recent increase in           
commodities prices is providing support to current accounts in economies such as Indonesia. Latest data shows that    
Indonesia’s Current Account balance registered a surplus of USD1.7bn, from a deficit of USD0.7bn as of Dec08.  
 

In terms of monetary policy, Asian central banks are closely watching the evolution of monetary policy trends in US  
before initiating their own measures. Specifically, South Korean officials have reiterated that it is still early for            
implementation of exit strategies but indicated that the central bank is in favour of mopping liquidity from the system. 
Elsewhere in China, the PBOC Deputy Governor highlighted that the central bank would “emphasize the use of market 
tools instead of supply controls to guide the appropriate growth in money supply and lending.” 
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Growth Updates: 
China’s economic growth rebounded strongly in 2Q09 at 7.9% on account of government stimulus and credit growth. 
In 2Q09, positive results from production and investment offset the drag from international trade. The growth in credit 
expansion led to an acceleration in fixed asset investment particularly government related projects and infrastructure 
spending, which grew 34% yoy in H1 2009 following an increase of 50% in infrastructure spending. Similarly, Singapore 
reported a strong economic rebound in 2Q09, with growth at 20.4% qoq, driven by a recovery in the manufacturing sector 
especially in the fields of biomedical and electronics.  
 
The same positive growth trend in 2Q09 was also observed in South Korea, where GDP expanded 2.3% q/q as compared 
to 0.1% in the previous quarter, driven by increase in private consumption (+3.3% q/q) and exports of goods (+14.7% 
qoq), led by increased exports of electrical equipment, petroleum and chemical products. Korean factory output rose 
5.7% m/m in June, compared to 1.5% in May. Additionally, Korea’s leading index rose 6% y/y in June, posting the   
highest reading since January 2008. Machinery order soared 7.8% y/y in June after a 16.1% decline in May. Similarly, 
construction orders expanded 17.9% t/t after a 18.5% y/y contraction in the previous month.  
 

Ratings updates:  
Elsewhere, Moody’s upgraded Philippines’ long term foreign and local currency sovereign debt ratings to Ba3, citing the 
government’s ability to finance its budget deficit. Indeed, domestic liquidity remains flush and the possibility of  further 
tapping the international capital market should allow the government to fill its funding gap. The prospect of an economic 
recovery should help boost the government’s revenue. 
 
Precipitated by the rally in the equities market, credit spreads continued to tighten. The Itraxx Investment Grade Asia   
ex-Japan (IG) CDS spreads tightened in 66 bps m/m to 130bps while Itraxx High Yield Asia ex-Japan (HY) CDS spreads 
traded to 592bps (from 768 bps in June). Meanwhile, JP Morgan Asia Credit Composite Index gained 2.1%  
m/m prompted by recent optimistic economic data and strong liquidity inflows which supported new issuances. 
 
Chart 1:  JP Morgan Asia Credit Composite Index Total Return 
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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: 
 

• Unexpected worsening of economic data out of the US/ Euro region 
• 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 banks in US/ Euro region 
• 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. 
• Geopolitical tensions in the Middle East 
• Buyback schedule by the Feds 
• Pipeline issuances on the US Treasury 
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Box Article 1:  The Fed’s exit strategy (by Ben Bernanke) 
The depth and breadth of the global recession has required a highly accommodative monetary policy. Since the onset of 
the financial crisis nearly two years ago, the Federal Reserve has reduced the interest-rate target for overnight lending 
between banks (the federal-funds rate) nearly to zero. We have also greatly expanded the size of the Fed’s balance sheet 
through purchases of longer-term securities and through targeted lending programs aimed at restarting the flow of credit.  

My colleagues and I believe that accommodative policies will likely be warranted for an extended period. At some point, 
however, as economic recovery takes hold, we will need to tighten monetary policy to prevent the emergence of an     
inflation problem down the road. The Federal Open Market Committee, which is responsible for setting U.S. monetary 
policy, has devoted considerable time to issues relating to an exit strategy. We are confident we have the  necessary tools 
to withdraw policy accommodation, when that becomes appropriate, in a smooth and timely manner. 

The exit strategy is closely tied to the management of the Federal Reserve balance sheet. When the Fed makes loans or 
acquires securities, the funds enter the banking system and ultimately appear in the reserve accounts held at the Fed by 
banks and other depository institutions. But as the economy recovers, banks should find more opportunities to lend out 
their reserves. That would produce faster growth in broad money (for example, M1 or M2) and easier credit conditions, 
which could ultimately result in inflationary pressures-unless we adopt countervailing policy measures. When the time 
comes to tighten monetary policy, we must either eliminate these large reserve balances or, if they remain, neutralize any 
potential undesired effects on the economy. 

To some extent, reserves held by banks at the Fed will contract automatically, as improving financial conditions lead to 
reduced use of our short-term lending facilities, and ultimately to their wind down. Indeed, short-term credit extended by 
the Fed to financial institutions and other market participants has already fallen to less than $600 billion as of              
mid-July from about $1.5 trillion at the end of 2008. However, reserves likely would remain quite high for several years 
unless additional policies are undertaken. 

Even if our balance sheet stays large for a while, we have two broad means of tightening monetary policy at the          
appropriate time: paying interest on reserve balances and taking various actions that reduce the stock of reserves. We 
could use either of these approaches alone; however, to ensure effectiveness, we likely would use both in combination. 

Under more normal financial conditions, the willingness of banks to engage in the simple arbitrage noted above will tend 
to limit the gap between the federal-funds rate and the rate the Fed pays on reserves. If that gap persists, the  problem can 
be addressed by supplementing payment of interest on reserves with steps to reduce reserves and drain excess liquidity 
from markets-the second means of tightening monetary policy. Here are four options for doing this. 
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First, the Federal Reserve could drain bank reserves and reduce the excess liquidity at other institutions by arranging 
large-scale reverse repurchase agreements with financial market participants, including banks, government-sponsored 
enterprises and other institutions. Reverse repurchase agreements involve the sale by the Fed of securities from its     
portfolio with an agreement to buy the securities back at a slightly higher price at a later date.  

Second, the Treasury could sell bills and deposit the proceeds with the Federal Reserve. When purchasers pay for the 
securities, the Treasury’s account at the Federal Reserve rises and reserve balances decline. Third, using the authority 
Congress gave us to pay interest on banks’ balances at the Fed, we can offer term deposits to banks-analogous to the 
certificates of deposit that banks offer their customers. Bank funds held in term deposits at the Fed would not be       
available for the federal funds market. Fourth, if necessary, the Fed could reduce reserves by selling a portion of its  
holdings of long-term securities into the open market.  

Overall, the Federal Reserve has many effective tools to tighten monetary policy when the economic outlook requires us 
to do so. As my colleagues and I have stated, however, economic conditions are not likely to warrant tighter monetary 
policy for an extended period. We will calibrate the timing and pace of any future tightening, together with the mix of 
tools to best foster our dual objectives of maximum employment and price stability. 
 
Source: The Wall Street Journal 
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Box Article 2:  Asia leads global trade recovery? 

Asia is leading a recovery in global trade, but world trade volumes are still expected to shrink 10% this year, the World 
Trade Organisation (WTO) said. The WTO’s forecast for 2009 world trade, issued in a press release yesterday,         
confirmed comments by its director-general Pascal Lamy to Reuters in an interview in June, a revision from a previous 
forecast of a 9% contraction. The WTO said, however, the contraction appeared to be slowing. 
“Our figures showed that Asian countries may be leading a recovery in global trade,” Lamy told a news conference in 
Singapore, where he was attending a two-day Asia Pacific Economic Cooperation (Apec) trade meeting. 

Trade officials at the meeting offered cautious optimism over their export outlooks, with China, leading hopes for a  
tentative global recovery, saying the decline in its exports could ease in the second half of the year. 

Lamy said it was too early to see if measures to boost trade financing were working, after a freeze in credit markets last 
year dried up funding for trading firms. 

“Has it worked? A bit too soon to say,” Lamy said, referring to measures taken by the WTO and financial institutions to 
lift financing for exporters. 

World exports of merchandise goods grew 15% in nominal terms in 2008 to US$15.78 trillion, the WTO said in its latest 
World Trade Report yesterday. 

The WTO report noted that trade rose 2% in real or volume terms last year after rising 6% in 2007. 

Germany retained its position as the world’s leading merchandise exporter last year, with exports of US$1.47 trillion, 
slightly larger than China’s US$1.43 trillion. 

But WTO chief economist Patrick Low told Reuters that the recovery in global exports was still fragile and a weak 
European performance meant China was expected to overtake Germany as the biggest merchandise exporter this year. 

  

Source: Reuters 

 


