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• Overview: EM Asia’ s approach to inflation risks not
convincing to markets
Fundamentally, EM Asia will remain strong in 2011 in terms of  GDP growth,
BOP surplus, and fiscal accounts. But rising asset prices, plus food and
energy, raise the risk that the gradual increase in core inflation could
accelerate. Indeed, headline inflation has already risen by more than it did
in 2008. Nevertheless, EM Asia’s policymakers look determined to use a
multi-faceted approach to dealing with rising inflation risks, though traditional
tools of rate hikes and FX appreciation will be part of the strategy. As a
result, Asian markets will struggle, especially at the begining of the year,
until inflation worries stabilize.

• Rates & FX: Inflation versus inflows
Asian local markets will deliver low returns in 2011, as inflation and inflows
battle it out. Inflation worries will win out in the near term, as investors
will hesitate to go long duration in Asian bonds for now. But this will
change later in the year as inflation stabilizes. Broadly speaking, we start
the year with three themes: (1) Inflation is rising to the top of central
banks’ tolerance levels. Asian central banks will once again use a gradualist
combination of FX strength and rate hikes to combat rising prices. As in
2010, countries will not pay a heavy price for this gradualism, but it will
keep EM Asia trading returns on the low side; (2) Inflows into local markets
will continue, despite inflation and capital control measures. 2010 saw a
record $82bn of foreign inflows into local Asian bonds; we estimate 2011
will see foreign inflows of $61bn; (3) Those (like us originally) who expected
Asia to trim government borrowing this year will be mistaken. Total gross
Asian government bond supply will rise 5% to $591bn equivalent in 2011.
On Asia FX, we see USD/Asia grinding lower, but with “kickouts” that
reduce volatilityadjusted returns; our top outright picks are SGD, PHP,
and CNY.

• Sovereign credit: Look to the frontier and go for duration
Improving fundamentals should support further ratings upgrades in Asia.
China, Indonesia, the Philippines, and Sri Lanka are top of our list for
upgrade while Vietnam is the the most likely to be downgraded.  Despite
a constructive fundamental and technical outlook, EM Asia “core” credits
look rich. Indonesia and Philippines already trade in line with credits rated
several notches higher, but we note that their long ends have become
more reasonably priced recently. We do recommend higher-yielding EM
Asian sovereign credits such as Sri Lanka and potentially Vietnam. A
debut issue for Mongolia would be well received if priced close to other
high single B credits.
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Overview: EM Asia’s approach
to inflation risks not convincing
to markets

• Fundamentally, EM Asia will r emain strong in 2011 in
terms of  GDP growth, BOP surplus, and fiscal accounts

• But rising asset prices, plus food and energy, raise the
risk that the gradual increase in core inflation could
accelerate

• EM Asia’s policymakers look determined to use a multi-
faceted approach to dealing with rising inflation risks,
though traditional tools of rate hikes and FX appreciation
will be part of the strategy

• As a result, Asian markets will struggle, especially at the
begining of the year, until inflation worries stabilize

Across EM Asia, it’s all about inflation
As we enter 2011, the main macroeconomic concern for
Emerging Asia is inflation and its management by
policymakers. After all, it is worth noting that even though
headline inflation in Asia remains below the peak seen dur-
ing the 2008 inflation scare, it has already risen in this cycle
by more than it did three years ago.

The J.P. Morgan  view is markets will demand a stronger
policy tightening through the standard tools of interest rate
hikes and exchange rate appreciation than Asian
policymakers will be willing to deliver. Other actions by
governments and central banks to manage inflation and in-
flows will be denigrated as ineffective, unsustainable, or
both. As a result, fears of policy being “behind the curve”
and of a sharper tightening in the future will be an overhang
on Asian markets, at least at the start of the year.

Not in focus for now: Strong GDP growth,
fiscal account, and BoP
Economic growth enters this year with good momentum
and, by our forecast, Emerging Asia will grow 7.4% in 2011.
While it is true that regional growth will be lower by 1.5%-pt
compared to our estimate of 2010 GDP growth, this is due to
the base effects created by the much stronger-than-ex-
pected recovery last year. Indeed, in sequential terms, J.P.
Morgan forecasts close to an 8% growth pace for EM Asia
in the first half of this year, a significant acceleration from
the 6.2% pace in 2H10. Importantly, we expect EM Asia GDP
growth in 2011 to again be led by the regional heavy-
weights, China and India.
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Strong GDP growth is fueling strong tax revenue growth,
while fiscal stimulus packages deployed during the crisis
are being largely pared back. As a result, the large majority
of countries in Asia will see budget deficits shrink, with Ko-
rea this year rejoining Singapore as a surplus country.

Robust economic growth, powered largely by domestic de-
mand, will also drive further declines in Asia’s current ac-
count surplus. However, the move will again be gradual,
leaving the regional CA surplus, by our forecast, still high
at 2.8% of GDP, with China’s CA surplus expected to de-
cline to just below 4% of GDP. The key country in the re-
gion with a persistent CA deficit, India, will see that deficit
widen to just above 3% of GDP.

This combination of strong GDP growth, solid fiscal and
sovereign debt positions, and generally large CA surpluses,
is expected to attract continued capital inflows to EM Asia.
As a result, regional policymakers, who wrestled in 2010
with the challenge of liquidity management, will again face
similar problems this year.

Headline inflation rise could portend wor-
rying dynamic
It is with this macro background that inflation’s rise will be
the clear focus in 2011. Inflation of asset prices, in particular
real estate prices, has been a concern for quite some time.
More recently, goods price inflation has accelerated, driven
primarily by the food and energy prices that make up a are
relatively large portion of regional CPI baskets. But it would
be a mistake to dismiss the recent rise in headline inflation
in Asia as a temporary phenomenon, driven primarily by
non-core prices. While this is still true for the current data, it
is the future path of inflation and inflation expectations, that
is the concern. With EM Asia growth having recovered
quickly from the global crisis, core inflation has been drift-
ing higher. Again, the path of core inflation has to this point
been a gradual one. But with growth again expected to be
strong and asset prices still rising, the recent acceleration in
commodity prices has the potential to make the inflation
dynamic significantly worse, going forward.

Note that a sharp rise in inflation in 2011 for the region is
not our central scenario, but, even so, the J.P. Morgan infla-
tion forecast for EM Asia are those of regional policymakers
and the market consensus. So, in that sense, we believe,
there is scope for an upside inflation surprise this year. On
our forecast, regional inflation will average 4.8%yoy in 2011
(consensus 4.4%), up from 4.2% last year. The countries
where we believe the market is significantly underestimating
the path of inflation this year are India, Indonesia, and Thai-
land, but our forecasts are above consensus with very few
exceptions across the region.
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Emerging Asia 4.8 4.4 0.4 X

  ex China and India 4.1 3.6 0.5 X

China 4.3 4.3 0.0

Hong Kong 3.8 3.8 0.0

India 7.8 6.4 1.4 X

Indonesia 7.6 6.5 1.1 X

Korea 3.7 3.4 0.3 X

Malaysia 2.9 2.7 0.2 X

Philippines 3.6 4.2 -0.6

Singapore 3.6 2.9 0.7 X

Taiwan 2.1 1.7 0.4 X

Thailand 4.5 3.3 1.2 X
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Multi-faceted policy response unlikely to
satisfy markets
Our forecast of upside inflation surprises then turns the
discussion to policymakers’ reactions to the inflation threat
and our bottom line is that we believe markets will be frus-
trated and disappointed. In our view, Asian policymakers
will not hike policy rates or allow for sufficient currency ap-
preciation market, relative to the potential rise in inflation,
relying instead on a broader basket of policies. This hetero-
geneous policy approach is a long-established pattern in
Asia and we see no reason not to expect it to be repeated in
the cycle. Liquidity management through reserve require-
ment hikes and lending growth targets are being utilized.
Macroprudential policies will continue to be deployed in
Asia to address real estate prices and capital inflows. And,
their solid fiscal and sovereign debt positions give almost
all Asian government a significant degree of freedom to use
subsidies and price controls to shelter especially vulnerable
segments of the economy from higher prices, especially of
food and energy.

Rate hikes and broad FX appreciation, but
is it enough?
This is not to say that we do not anticipate policy rate hikes
and FX appreciation in EM Asia this year. Indeed, our fore-
cast calls for rate hikes across the region, with Thailand and
Korea already having done so, and India’s first hike for 2011
possibly being a 50bp move. We also anticipate Asian cur-
rency appreciation, with USD/CNY expected to reach 6.3 by
year-end. Broadly, we expect Asian currencies to appreciate
with our ADXY forecast calling for a 4% move, led by PHP
and SGD, with CNY in the middle of the pack. However, our
worry is that, amid their broader deployment of policy tools
to control inflationary pressure, these rate hikes and cur-
rency moves will be seen as insufficient, leaving markets
with a nagging feeling that Asian policymakers are behind
the curve.

 For Asia fixed income markets, many market participants
felt that policymakers were already behind the curve in 2010,
yet rate markets performed well last year. This was largely
because inflows into EM Asian government bond markets
trumped any nascent inflation concerns. In our forecast,
inflows into Asian government bond markets will continue
in 2011. However, we forecast that the pace of inflow will be
75% of last year’s (2010 inflows were $82 billion and we ex-
pect $62 billion this year). Meanwhile, EM Asian govern-
ment bond market supply (gross) is expected to rise 5% in
2011, and excluding China and India, supply will grow by
18% (note that for GBI-EM countries our estimate is for a
30% increase in supply). This combination of lower foreign
demand and higher supply, together with the market percep-
tion that policymakers are behind the curve on inflation, will
make for a difficult fixed income market in Asia, at least for
the early part of 2011, with no clear buy or sell theme.
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Thoughts on the contours of
Emerging Asia’s inflation

• EM Asian inflation has mainly been a supply side dynamic
- though with some exceptions

• Supply side prices will remain a key driver for inflation
in 2011

• Subsidies and price controls have restrained price
passthrough - though adjustments can come hard and fast

In the past decade, one of the broad oberservations about
the region has been the dominant role that supply side
prices, food and energy, have played in influencing the con-
tours of EM Asian inflation. This reflects to an extent the
large commodity weights in the regional CPI baskets and
also of the relatively benign behavior of unit labor costs
which have been broadly stable despite the swings in the
economic cycles, though there have been some exceptions.

While our forecast for food and fuel prices assumes only
gradual increases, risk is that these prices could move be-
yond expectation in 2011. If combined with relaxation of do-
mestic price controls, risk to inflation is to the upside.

Another factor that needs to be watched will be the behav-
ior of non-commodity goods price inflation. One significant
factor behind goods price disinflation has been the impact
of China’s growing role in global manufacturing, especially
following its accession to the WTO in 2001. Although this
disinflationary trend is expected to continue in 2011, the
recent wage increases in China and its passthrough into
exported goods prices will need to be monitored.

Some generalized observations
One of the striking aspects in EM Asia is the large influence
that supply-side prices have on inflation, with the trajectory
of headline inflation being well explained by food and fuel
prices (first chart and table). To a great extent, this owes to
the relatively large share of food and fuel in the CPI basket,
which averages around 40% of the total basket and therefore
tends to sway inflation readings (second table).

Another observation is that food and non-food prices can
mark somewhat different trajectories, with the recent upturn
in food prices juxtaposing with the moderation in non-food
prices suggesting that the inflation process, at least in the
short-term, is driven by factors that are idiosyncratic to
each sub-component (second chart). However, should the
rise in the food prices also be reflected in a sustained rise in
energy prices this could shift the inflation outlook and
could also add further fuel to food price inflation.
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1

%3m/3m, saar, sample data: 2002-10, monthly

Independent variable Lag Coefficient T-statistic

Constant 1.17 8.70

Food prices none 0.28 12.88

Energy prices none 0.12 16.70

R-squared 0.85
1. Dependent variable: headline CPI inflation, %3m/3m, saar, monthly data
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% share of CPI basket:

   

All Raw Processed Energy Total

EM Asia 30.8 15.8 14.7 7.7 38.5

China 33.2 na na 3.6 36.8

India1 26.9 15.4 11.5 14.2 41.2

EM Asia ex CN and IN 30.9 15.8 15.1 7.4 38.3

Philippines 46.6 30.6 16.0 7.0 53.5

Malaysia 31.4 16.2 15.2 15.9 47.3

Thailand 33.0 14.6 18.4 9.9 42.9

Indonesia 36.1 19.6 16.6 5.9 42.0

Hong Kong 32.1 10.6 21.5 3.9 36.0

Taiwan 26.1 13.0 13.1 6.9 33.0

Singapore 22.1 7.8 14.2 5.3 27.3

Korea 20.1 14.0 6.1 4.3 24.4

1. WPI

Food
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 The forecast policy tighening

measures but yet share some

, with China and India lead-

Food and non-food prices
When the subcomponents of regional headline inflation are
broken down into food and non-food components, the in-
fluence of commodity prices on both components is strik-
ing. This has been fairly consistent over the course of the
past decade, with peaks and troughs explained by the
swings in domestic energy prices (first chart).

Similarly, global food prices, proxied by the FAO food price
index, also heavily influence regional food prices, albeit with
various lags. One concern for regional food price inflation is
that the recent rise in global food prices has yet to be fully
reflected in domestic prices, which poses some upside risk
to regional food inflation in 1H11 (second chart). While the
rise in food prices in 2H10 was ostensibly the result of in-
clement weather, the risk is that another supply shock, es-
pecially combined with a persistent upturn in energy prices,
could add further pressure to regional inflation.

Watching latent inflationary pressures
Over the past decade, inflation has often been under-esti-
mated during periods of energy price shocks, as was the
case in 2005 and in 2008 (third chart). This trend appears to
be ocuring again as inflation prints had until recently been
below what would have been expected given recent food
and fuel price movements. This is important to note and it
could suggest one of two things. One possibility is that
modest unit labor costs have provided a cushion for con-
sumer prices, leading to a temporary offset to the recent
increase in input costs from global supply-side pressures.
Another possibility is that retailers have been slow to pass
any input price increases on to consumers, potentially due
to concern about the growth outlook. In the case, retailers
would instead be simply allowing profit margins to com-
press. The actual answer probably reflects a combination of
both of these trends, though regional differentiation likely
exists as to which factor is more important.

Existing data from the region shows that unit labor costs
around the region have moderated since the 2008 recession
and this softness in unit labor costs likely provides some
explanation for the modest increase in goods prices despite
the recent increase in commodity prices. This softening in
unit labor costs is observed widely around the region
though in the case of Singapore, they are beginning to turn
up (fourth chart). To the extent that unit labor costs adjust
modestly, this should continue to restrain price pass-
through, though this needs to be watched especially in the
context of countries where labor markets are tightening.

One measure of relative margin compression can be gleaned
via price pass-throughs at various levels of production.
Thailand provides an interesting case. The ratio of core CPI
to core PPI has been steadily declining since 2009, suggest
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ing that core inflation has not kept pace with the increase in
input costs (first chart). Part of this lag could reflect retailer
hesistancy to pass-on prices during the initial recovery in
2H09 or because of concern about the effect of the political
environment on domestic demand. But, with the outlook for
2011 now less uncertain, there is some risk that these latent
inflationary pressures could manifest, posing upside risk to
inflation outside of the usual supply side influences.

Another near-term variable that could capture latent infla-
tion will be the behavior of processed food prices relative to
raw food prices. Processed food prices have historically
been modest when compared to raw food prices and this
had held well through a good part of the decade except dur-
ing the combined shock of the rise in both energy and food
prices in 2H07 (second chart). To the degree that the rise in
raw food prices does not propagate into processed food
prices, this should provide some relief that the impact from
volatiles is not unanchoring inflation setting behavior.

Country nuances matter
Since 2002, CPI baskets have risen most in Indonesia and
India (third chart). The spikes in Indonesian inflation owe to
some degree to the periodic increases in subsidized energy
prices, which tends to propagate across into other subcom-
ponents of the CPI basket. This to some extent explains the
relatively large contribution from other components. In the
case of India, contributions to inflation look fairly evenly
balanced with food and energy contributing 52% to the
overall rise in inflation since 2002 while other prices have
accounted for 48%. Here too however, passthrough from
food and commodity price shocks have, at times, had sec-
ond-round price effects, thus explaining the large rise in
other prices. These types of dyanmics to a large extent
expalin why EM Asia ex China and India core and headline
inflation trajectories move together (fourth chart).

Although regional inflation is heavily influenced by com-
modity prices, there are some notable regional variations. In
the cases of Korea, Malaysia, and Singapore, other prices
outside of food and fuel have contributed more than 40% to
the total increase in inflation. For Korea and Singapore, this
partly reflects smaller food and energy weights in the CPI
basket while in Malaysia subsidies play an important role.

By contrast, more than 80% of inflation in China, Hong
Kong, the Philippines, Taiwan, and Thailand owes to in-
creases in food and energy prices. On the food front, China
stands out with 86% of the rise in inflation since 2002 origi-
nating from food while in Hong Kong the ratio is also high
at 73%. Of this group, food in the Philippines has the small-
est share, accounting for 54% of total inflation since 2002,
even though it has the largest percentage of food in the CPI
baseket at almost 50%.
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Asia Rates & FX: Inflation
versus inflows

• 2011 will deliver low returns to Asian local markets

• Inflows will continue, despite inflation and capital control
measures, though down from $82bn last year to $61bn

• Gross government bond supply will rise 5% to $591bn
equivalent

• We see USD/Asia grinding lower, but with “kickouts”
that reduce volatilityadjusted returns; our top outright
picks are SGD, PHP, and CNY

Please see details in our “2011 EM Asia
Macro Strategy,” published on January 9

Overview and themes
Asian local markets will deliver low returns in 2011, as infla-
tion and inflows battle it out. Inflation worries will win out in
the near term, as investors will hesitate to go long duration
in Asian bonds for now. But this will change later in the
year as inflation stabilizes. Broadly speaking, we start the
year with three themes:

Theme 1: Inflation is rising to the top of central banks’ toler-
ance levels. Asian central banks will once again use a
gradualist combination of FX strength and rate hikes to
combat rising prices. As in 2010, countries will not pay a
heavy price for this gradualism, but it will keep EM Asia
trading returns on the low side.

Theme 2: Inflows into local markets will continue, despite
inflation and capital control measures. 2010 saw a record
$82bn of foreign inflows into local Asian bonds; we esti-
mate 2011 will see foreign inflows of $61bn.

Theme 3: Those (like us originally) who expected Asia to
trim government borrowing this year will be mistaken. Total
gross Asian government bond supply will rise 5% to
$591bn equivalent in 2011.

Top trades
• Pay 1y INR OIS

India’s inflation problem is becoming acute, while the mar-
ket is not pricing in the risks. Thus we pay 1year INR OIS
targeting 7.50%. In our opinion, the RBI will hike more than
is currently priced in by the forwards. The latest WPI prints
have been worrying: they show RBI will miss its March in-

flation target by a wide margin, but what is worse is that
FY11 inflation will come out around 8%, well above consen-
sus forecasts. One can also make the case for paying from a
liquidity perspective, as our liquidity model is more nega-
tive than the market. We take as evidence the OIS curve
which indicates that the market thinks that OMOs and RBI
spending will soon push the system back into surplus. Our
model however says that RBI spending will not achieve this
effect, and that the liquidity will remain in a structural deficit
throughout the year, with an average call rate of 7% for
2011. We see two risks to paying 1-year OIS: street posi-
tioning and negative carry. On the positioning side, it is
true that the street has flatteners on, but OMO buybacks of
bonds and the RBI dynamic will keep these flatteners in
place. The trade’s negative carry is not ideal yet hardly pro-
hibitive by Indian OIS standards, and the RBI will soon re-
duce the negative carry when it kicks off its year with a
policy hike on January 25.

• Pay 1y CNY IRS

Asia’s other giant, China, is in a similar bind as India, as it
too will need to deliver a front loaded tightening cycle this
year. Tightening will occur through a mixture of higher
policy rates, tighter liquidity measures, and some FX appre-

JPMorgan Chase Bank
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Emerging Asia: Top Trades
Market Direction Instrument

Cash Bonds

Korea Sell 3y KTB Future

Korea Flattener 3s10s KTB

Korea Overweight Inflation Linker

Indonesia Underweight INDOGB

Malaysia Flattener 3s10s MGS

Philippines Overweight Global Peso bond

IRS / Swaption Vol

China Pay 1y1y IRS

Hong Kong Receive 2y IRS

India Pay 1y OIS

Malaysia Pay 3y IRS

Thailand Receive 1y1y IRS

Thailand Pay 5y5y IRS vs SGD 5y5y

Taiwan Steepener 2y 1s5s IRS

Korea Steepener 3m1s3s IRS

Korea Buy 3m3y or 3y10y Swaption STR

FX / FX Vol

Singapore Sell 6m USD/SGD NDF (50% weight)

Singapore Sell 6m EUR/SGD NDF (50% weight)

Philippines Sell 6m NDF

China Sell 6m NDF

China Buy 1x2 Put Spread

Taiwan Buy 1x2 Put Spread

India Buy 1x1 Put Spread

Malaysia Buy 1x1 Put Spread

Singapore Buy 1y EUR/SGD ATM FX STR
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ciation. Out of these three policy levers, the market is not
yet reflecting our forecast for liquidity tightening or the
pace of FX appreciation, though we do agree with market
consensus for the third lever: 75bp of rate hikes. To express
our view on tighter liquidity, we pay 1y1y swap on the ‘li-
quidity curve’ (the repo-IRS) and target 4.00%. Our key
view here is that the 7-day repo rate (the fixing of the swap)
will oscillate around the 3.20-3.50% area during the first
quarter, well above the forward curve. Liquidity at this stage
of China’s tightening cycle is very vulnerable, as the RRR
has already reached its record high of 18%. Another 50bp of
RRR hikes (JPM’s view), together with intense OMO with-
drawal will reduce the banking system’s excess reserves to
below the key CNY500bn level, a very tight liquidity situa-
tion that mainland banks are not accustomed to. We choose
to pay the 1y1y rather than spot because of the better carry-
ing cost of the forward start swap.

• Buy 1x2 1M USD/CNY put spread

On CNY, a large market consensus agrees that there are a
few percentage points of value in selling USD/CNY for-
wards. We do not disagree at all. We compared the returns
of selling USD/CNY outright with a strategy of 1x2 USD/
CNY puts rolled on a monthly basis and found that the 1x2
strategy beat the outright strategy handily last year, both in
returns and in risk/returns. As we see 2011 roughly equal to
2010 for the renminbi (ie. an annualized 5% upside with
pauses to discourage “speculators”), we recommend start-
ing the year by buying 1x2 1M USD puts/CNY calls.

• Buy 6m SGD vs 50% EUR and 50% USD, and sell 6m
USD/PHP

There are very few USD/Asia pairs where we believe out-
right selling is an appropriate way to start the year, despite
our view for a 4-8% upside for Asian FX. If last year taught
us one thing it is that the “kickouts” that occur frequently
in USD/Asia deliver poor risk-adjusted returns, unless you
can time your entry points perfectly. This is why we stay
with only two core outright positions for now, long SGD
versus 50% EUR and 50% USD, and short USD/PHP, both
in the 6m forward space. A position in SGD allows us to
grab an “Asia-wide” appreciation story, as MAS has a
proven track record as a tightening leader in the region (and
there are non-zero odds of an April tightening). Thus an
outright SGD position makes sense even with spot USD/
SGD at the strong side of the band. Meanwhile, PHP is the
currency we fundamentally prefer the most. It is a bit of bad
luck that a dollar shortage onshore in the Philippines makes
the trade carry flat for now, rather than the normal state of
positive carry. In any case, we sufficiently like the macro
story to go short USD/PHP without this carry cushion.

• Buy 1y EUR/SGD straddle vs sell USD/SGD straddle

One reason for our reluctance to blindly sell all USD/Asia
outright is its correlation with EUR. If concerns over Europe
flare up again and is presumed to drive EUR depreciation,
correlations between EUR and Asian currencies can fall
while USD/Asian FX correlations rise. This is why for 2011,
we suggest buying a 1y EUR/SGD straddle versus selling a
USD/SGD straddle in vega neutral size. Note that in May
last year lower EUR-SGD FX correlations translated into
EUR/SGD FX vols outpeformance versus USD/SGD.

• Enter 1x1 put spreads in USD/MYR and USD/INR, and
1x2 put spreads in USD/CNY and USD/TWD

We recommend 1x1 put spreads in USD/MYR and USD/INR,
and 1x2 put spreads in USD/TWD. The common theme here
is that put spreads give us reasonable downside exposure
to what will likely be limited Asian appreciation in 2011,
while protecting our gains during inevitable risk-off periods
that we expect will be a theme again this year. We subsidize
our options by selling exposure to the extreme appreciation
scenario, because interventions and the lack of significant/
one-off CNY appreciation will limit appreciation for the
region’s currencies.

• Sell KTB futures; 3m forward 1/3s KR swap curve
steepener; 3/10s bond curve flattener

We see KTBs as overpriced and suggest selling KTB fu-
tures outright. Another bear trade, but with positive carry,
is a 3m forward 1/3s KRW swap steepener. We had success
with a 6m forward 1/5s steepener recommendation from early
November last year, and now we adjust the trade to take
advantage of the attractive slide and level of 3m 1/3s.

• Pay 3-year MYR swap

Besides Korea, another bond market that looks bearish to
us is Malaysia. To being with, there is hardly any BNM
tightening priced in the swap curve for 2011. This is wrong,
as we see two hikes in 1H to 3.25% (first hike in March).
Additionally, the large spike in supply for 2011 is local
spooking dealers. Not only is (net) MGS issuance going up
by 30%, but an increase in the number of "private place-
ments" for MGS makes us worry that dealers will have to
absorb a disproportionally large share of supply this year.
For now, we pay 3y swaps. If 2005 and 2009 are anything to
go by, the 3-year swap should trade above 4.00%. Note the
MYR swap rates moved much higher two instances that are
similar to today: in late 2005 BNM when started to raise
rates from 2.75% and in early 2009 when a large spike in
supply was announced.
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• Receive 1y1y THB swap; Pay 5y5y THB vs 5y5ySGD

In Thailand, we prefer to receive the front end in the form of
the 1y1y swap. Not only is policy normalization more than
adequately priced in to the THB curve, but the market is
also incorrectly expecting that the THB swap fixing (6m im-
plied FX forward interest rate or THBFIX) will converge
with the BoT rate. Another trade in Thailand is to pay 5y5y
THB swap versus receiving 5y5y SGD. This trade will do
especially well if inflation "gets out of the bag" in South
East Asia. Recall that in 2008, this swap spread was at
200bp, because MAS and BoT use different policy instru-
ments to combat inflation.

• Underweight INDOGB

Indonesian government bonds delivered a total return of
28%, mostly from rates (23%) and a bit from FX (5%). But
INDOGB will not come close to matching these returns in
2011. Still, the trade retains a certain charm on several fac-
tors. Issuance this year will be digestible. Even if supply is
up 25% to IDR 200tn, the government ended last year with a
large cash surplus, which will be used later in the year either
to bring supply down (if oil prices do not rise), or to finance
subsidies if oil spikes (rather than raise the INDOGB sup-
ply). We also think foreign investors will continue to buy
given high yields and lack of capital control measures (note
that we do not expect additional capital controls for
INDOGBs, but we do foresee SBI limitations.) Our concerns
are twofold. First, we expect three BI rate hikes, as well as
measures to tighten liquidity and it is unclear if that is
priced in. Second, foreign investors are fairly long the long
end of the INDOGB curve, even after position reduction in
4Q. We believe these investors will not add significantly to
duration, until BI clarifies its policy to deal with rising infla-
tion.

• Pay 2y forward 1/5s TWD swap curve

In Taiwan, we caution against paying outright because as
ever, the limited supply of TGBs can and will be absorbed
by the growth in AUM of the domestic real money manag-
ers. Having said this, Taiwan rates offer the best opportu-
nity in Asia if you believe that 2011 will see a large scale
reallocation from bonds into stocks. That is because the 5y
swap rate normally trades with a high (90%) correlation to
the stock market, though this correlation broke down last
year because of large foreign investment into 5y TGB’s and
the Fed’s QE2. That said, regulators have now "effectively"
forbidden FINI accounts from buying bonds this year, and
as we do not expect another round of QE in the US, the
strong bond-vs-stock correlation will return in 2011. Still, we
refrain from outright paying in Taiwan as the FRA curve
prices in more than our view of four 12.5 bp CBC hikes, and
because of the aforementioned domestic demand dynamic.
However we do see upside in the positive carry 2y forward
1/5s steepener in TWD swaps.

• Buy 3m3y or 3y10y KRW swaption vol

For Asian rate volatility and the KRW swaptions market in
particular, our view is that while long dated options implieds
are “cheap” in the sense that they are numerically lower
than all other major liquid swaption vol markets, the domi-
nance of structured product issuance and vol-dampening
hedging flows makes KRW vega a poor choice for hedging
global rate volatility risk. While we are not greatly optimistic
on the chance for KRW vol to fundamentally re-price
higher, we do see opportunity in buying gamma at de-
pressed prices and actively delta hedging to capture profits.
We recommend buying either 3m3y ATM Straddles and
hedging with 3y KTB futures, or 3y10y and delta hedging
each 30 bp move in the underlying with spot starting 10y
swaps.
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Asia sovereign credit: look to
the frontier and go for duration
Improving fundamentals to support ratings upgrades. Eco-
nomic fundamentals should improve in 2011. The region is
forecast to grow an above trend 7.4% and fx reserves will
climb higher amid current account surpluses and capital
inflows. Strong growth and smaller fiscal deficits will lead to
improved debt metrics. Inflation is the major macroeconomic
concern. From a country pespective, China, Indonesia, the
Philippines, and Sri Lanka are top of our list for upgrade
while Vietnam is the the most likely to be downgraded.

Political calendar to be busier in 2011. In 2010, the Philip-
pines and Sri Lanka held elections. In 2011, Vietnam kicked
off the year with its 11th National Party Congress where PM
Dung should be given a 2nd term. Malaysia, Singapore, and
Thailand are also likely to hold elections in 1H11. In each
case, current ruling parties should maintain power, with
only marginal changes to parliamentary composition likely.

Market technicals to remain constructive. In addition to
the positive fundamental story, market technicals in 2011
should stay constructive. This reflects our expectation for
strong demand for EM Asian assets as well as our forecast
for a decline in external debt issuance compared to 2010.

Despite constructive fundamental and technical outlooks,
EM Asia “core” credits look rich. We still like Indonesian
and Philippine fundamentals, and both countries have the
most liquid curves in the region. However, they are already
trading in line with credits rated several notches higher.
Thus, while we like the credits, both look rich on a relative
basis. We do note though that the long ends have become
more reasonably priced recently relative to other parts of
the curve. Thus, we would recommend bonds with maturity
dates in the 2030s if we were to add to these positions.

High-yielding EM Asia sovereign credits to outperform in
2011. Given rich valuation in Indonesia and the Philippines,
we recommend higher-yielding EM Asian sovereign credits
for fundamental and relative reasons. In Sri Lanka, we are
constructive on the economic outlook and find its relative
value reasonable. Vietnam’s fundamentals are much weaker,
but on a relative basis it looks attractive. Pakistan is by far
the cheapest credit in the region, but we remain concerned
about economic and political uncertainty. Finally, Mongolia
may come to market in 2011, which should be well-received
if priced close to other high single B credits.

EM Asia EMBIG spreads to slightly outperform. EM Asia
spreads are expected to narrow 35bp in 2011 to 140bp com-
pared to our forecast for 30bp of tightening in the EMBIG
overall (end of year target is 250bp).

Top recommendations
Indonesia: Stay neutral. Indonesia’s fundamental story is
still positive but inflation risk, rich valuation, and large sup-
ply leave us reluctant to be overweight. S&P will likely act
on its positive outlook and upgrade this year (as Moody’s
just did), leaving Indonesia just one notch below invest-
ment grade. We see most value in the 19s, 35s, 37s, and 38s.

Philippines: Stay neutral. A rock solid, structural current
account surplus, improving fiscal position, and better politi-
cal environment underpin the Philippines improved funda-
mentals but RoPs are alredy trading at rich valuations. An
upgrade by Moody’s (on positive outlook) is already priced
in. We see most value in the 31s, 32s, and 34s.

Sri Lanka: Stay overweight. New supply is not expected
until 3Q. We find both the 15s and 20s to be reasonably
valued, though not cheap, and thus we recommend buying
the ‘20s due to the 170bp pick up in yield.

Vietnam: Stay neutral. Worsening economic conditions,
two credit downgrades, and Vinashin’s default have hurt
the bonds. We would refrain from entering positions until
we see more assertive policy to stabilize the economy, per-
haps after Tet New Year. On a relative basis, Vietnam looks
attractive, particularly the 16s. Another option is to sell
Vietnam 5-year CDS versus Korea as the positive spread of
roughly 220bp is at its widest margin since end of 2008.

Pakistan: Stay neutral. Pakistan is the fourth cheapest
credit in the EMBIG. However, it trades wide for a reason,
and with the economic and political outlook still quite un-
predictable, we remain reluctant to recommend this credit.

Mongolia: We expect a maiden $500 million bond in 2011.
Mongolia is ramping up mineral production, which over time
will lead to large foreign exchange revenues. However, over
the next few years, sovereign issuance may be neeeded to
help finance fiscal deficits. If priced around other high
single B credits, this credit would look attractive.

EM Asia: US$ sovereign issuance forecasts

US$, mn 2009 2010 2011f

EM Asia 9750 9750 7250

of which sukuk: 0 1250 1000

of which global peso: 0 1000 1750

China 0 0 0

India 0 0 0

Indonesia 3000 2600 3500

Korea 3000 0

Malaysia 0 1250 1000

Pakistan 0 0 0

Philippines 3250 3900 2250

Sri Lanka 500 1000 500

Thailand 0 0 0

Vietnam 0 1000 0
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China
• Solid growth momentum in 2011, with benign external

outlook and sustained domestic demand strength

• 2011 CPI forecast at 4.3%oya, with rising food prices,
feedthrough of wage growth and energy price reforms

• Basket of policy tools to manage inflation: RRR hikes,
central bank OMO, credit controls, rate and CNY moves

• Maintenance of stable growth still a high policy priority
this year; authorities are not keen to over-tighten

The Chinese economy is set to show solid growth momen-
tum through 2011. A synchronized re-acceleration in global
economic growth should support China’s export sector. Do-
mestic consumption is likely to remain on a steady upward
trend, supported by an improving labor market and decent
wage growth. Meanwhile, although investment in real estate
and related sectors could start to cool, public investment
growth may pick up again given the central government’s
efforts to meet its economic housing target and as local gov-
ernments gear up to start new projects for the 12th-five year
plan. Indeed, while policymakers have shifted monetary
policy stance from “reasonably accommodative” to “pru-
dent” for 2011, they have retained the “proactive” fiscal
policy stance. This, coupled with the still accommodative
monetary environment, raises the risk of overheating early
this year. Overll, we expect China’s real GDP to rise at a solid
9.1% in 2011, with upside risk to our forecast.

On inflation, our forecast for 2011 average CPI inflation
stands at 4.3%oya, slightly higher than the government tar-
get of 4%, taking into account the rise in food prices, gradual
feed-through of the wage growth and the impact of potential
further resource and energy price liberalization. On macro
policy, we expect policymakers to continue with their incre-
mental and multi-front approach. We look for continued mon-
etary normalization in coming quarters, including two more
RRR hikes, three more interest rate hikes in 2011 (with the
next one in 1Q11), as well as further currency appreciation
(with year-end USD/CNY forecast at 6.3), as policy re-
sponses to inflation pressure and rebounding domestic de-
mand. These policy moves could be front-loaded in coming
months, as headline inflation figures remain high and eco-
nomic growth faces overheating risk early in the year.

With regard to the risks on growth-policy dynamics in 2011,
the bottom-line is we believe the government, while tracking
the path of gradual policy normalization and amid their ef-
forts to contain inflation, still places the maintenance of
stable economic growth as a high policy priority and hence is
unlikely  to over-tighten this year.
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   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 11.6 9.1 10.0 9.1 9.0

 Consumption* 2.6 4.4 4.6 4.7 4.6

 Investment* 6.5 8.6 5.0 4.8 4.2

 Net trade* 2.5 -3.9 0.4 -0.4 0.3

Consumer prices, %oya 3.5 -0.7 3.2 4.3 3.5

 % Dec/Dec 2.9 1.9 4.0 3.2 3.8

Government balance, % of GDP -0.6 -3.3 -2.1 -1.9 -1.8

Merchandise trade balance ($ bil.) 217.3 249.1 250.8 242.5 285.6

  Exports 995.2 1198.8 1558.5 1802.3 2086.6

  Imports 777.9 949.7 1307.7 1559.8 1801.0

Current account balance 258.1 306.9 300.1 297.0 333.3

  % of GDP 8.7 6.2 5.1 4.3 4.00 0 0 0 0

International reserves, ($ bil.) 1199.1 2416.0 2766.0 3066.0 3346.0

Total external debt, ($ bil.) 320.3 399.8 413.8 430.8 445.8

  Short term† 122.6 169.0 187.0 207.0 227.0

Total external debt, % of GDP 10 8 7 6 5

Total external debt, % of exports‡ 26 26 22 20 18

Interest payments, % of exports‡ 1 1 1 1 1

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.

Benign external demand outlook
On the external environment, the developed world is being
propelled by a shift in private sector behavior away from a
defensive posture. With incomes rising and confidence in
recovery building, there are good reasons for private spend-
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ing to lift from the post-crisis depressed levels. The growth
dynamic in emerging market economies is more mature and
represents an established feedback loop linking demand
growth to job creation and capital inflows—which further
bolsters confidence and a desire to expand. Overall, our glo-
bal team has recently revised up the 2011 global growth
forecast, which now stands at 3.6% on a 4Q/4Q basis, top-
ping the healthy gain recorded in 2010. As such, we expect
China’s export sector to show steady growth this year.

Resilient FAI growth this year.China’s fixed investment
growth had moderated since early last year, with total nomi-
nal FAI rising 24.9%oya, ytd by November, compared to
30.5%oya growth for full-year 2009. In real terms, the mod-
eration in FAI growth had been more notable: adjusted for
PPI, real FAI growth average at 19.7% oya through Novem-
ber, compared to the average 36.5%oya growth in 2009. The
moderation in FAI growth last year had been mostly con-
centrated in the public sector, while private FAI continued
to show sturdy growth.More recently, though, the slow-
down in headline FAI has stabilized.

Overall FAI growth should remain resilient in 2011, and we
expect it to rise at about a 20%-25%oya pace for a number
of reasons. First,  while we expect some further moderation
in private real estate investment growth in the near term
given the likely increase in supply and the government’s
curb on speculation/investment demand, public economic
housing investment is gathering momentum (economic
housing investment was only 3% of total housing invest-
ment in 2009, but the share could increase to 7%-10% in
2011). Second, the moderation in public investment earlier
last year has stabilized recently, and some new projects will
get under way early next year. Third, manufacturing FAI
should remain steady as global demand growth reacceler-
ates and as domestic demand remains strong.

Looking at the outlook over the next five years, we have
emphasized that public investment growth should remain
solid, given the continued urbanization process and associ-
ated infrastructure spending in western and inland regions
(see text box next page on 12th 5-year plan), as well as the
government’s emphasis on building up soft infrastructure.
Meanwhile, private investment growth, especially in the
manufacturing sector, could cool, given the overcapacity in
many industries and still sluggish global demand. Overall,
we anticipate headline FAI growth stabilizing at an average
15%-20% annual growth pace over the next five years.

Solid consumer spending trend. The solid expansion of the
economy through 2010 continued to support household
income growth and consumer spending, with retail sales
rising at an impressive 18.7%oya, ytd by November. Indeed,
China’s labor market has been steadily improving since
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2009 3Q10 Oct-10 Nov-10

%share %oya %oya %oya

Total 100.0 23.1 23.7 29.1

Primary industry 1.7 17.5 13.1 11.5

Textile and related 2.0 26.0 60.5 34.4

Machinery and electronic equipment 7.4 22.0 12.4 23.5

Metal and commodities 11.5 28.4 53.8 56.0

Transportation equipment 2.6 39.7 29.0 34.6

Electricity, gas, and water production 6.9 5.6 5.8 17.5

Housing 22.2 31.6 34.1 53.0

Transport infrastructure and construction 13.0 18.2 22.3 22.4

Water conservation, environment management 9.2 24.6 15.9 22.7

Healthcare, social security, education, culture 4.2 16.7 10.2 18.0

early 2009, along with the rebound of the overall economy.
Since 2H09, the recovery of the private sector, which em-
ploys more than two-thirds of Chinese workers, has contrib-
uted significantly to the strengthening of labor markets.
This is particularly true for export-related industries in
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12th 5-year plan, infrastructure spending
In the Chinese government’s 12th 5-year plan, which kicks
start this year, policymakers have targeted for the urbaniza-
tion rate to reach 60% in 2020 from 46.6% in 2009. This sug-
gests that the government will continue to focus on infra-
structure investment and construction in coming years, es-
pecially in western and inland areas. Despite market con-
cerns about China’s over-investment during the past de-
cades and falling marginal return to capital, China’s per
capita capital stock remains below that of developed econo-
mies. Although some manufacturing sectors are facing over-
capacity, there is significant room to increase infrastructure
investment in the western and inland regions. Indeed, while
the government has strengthened control over new infra-
structure projects since late 2009, reflecting concerns over
wasteful and inefficient spending on the large number of
projects approved and started in a short time period after
the Lehman crisis, policymakers have continued to focus on
inland/western development and, in early July, announced a
RMB682 billion investment plan for 23 major infrastructure
projects in the western areas.

On the macro front, speeding up the urbanization process
and infrastructure spending in inland regions will help set
the foundation for China’s sustained and more balanced
growth in the future. Indeed, consumption in western and
inland regions has lagged behind that in the coastal areas,
where the urbanization process has been much faster. This
reflects in part the fact that the expansion of the industrial
sector during the past decades mostly occurred in the
coastal areas, and the income inequality between rural and
urban areas (disposable income in rural areas is only one-
third of that in urban areas).

In our view, urbanization is an important process of income
and wealth redistribution toward the household sector. The
buildup of the social security network in the rural area has
lagged significantly behind that in the urban area. For ex-
ample, the pension system was begun in urban areas in the
early 1990s, while it only started in rural areas as a pilot plan
in late 2009. By speeding up the urbanization process, rural
residents could immediately enjoy the social welfare ben-
efits that urban residents do already. Meanwhile, during the
urbanization process, former farmers will receive housing or
cash as compensation for their residential land, which
should increase their wealth notably. In addition, building
up the transportation network in the inland and western
regions should encourage factories to move inland, where
land and labor are still relatively cheap, and thereby create
jobs for the newly urbanized residents. The combination of
better social security, improving labor markets, and rising
wealth should provide a significant boost to consumption
in inland China.

Overall, in addition to structural reforms and the gradual
buildup of social security, urbanization and infrastructure
spending will likely remain a key focus in the 12th five-year
plan. As such, solid public investment and steadily
strengthening private consumption should ensure that the
economy expands at a solid 8% pace over the next five
years, despite soft global demand. This, together with the
government’s commitment to increase the supply of hous-
ing, suggests that commodity demand from China will re-
main solid in coming years. However, the government’s firm
resolve in energy conservation and a slower pace of private
investment growth, given the softer global demand and
abundant capacity in many manufacturing sectors, suggest
that the booming pace of China’s commodity demand
growth during the past decade is unlikely to be repeated.

An important near-term implication is that local govern-
ments will gear up to start new projects early this year. This,
together with the central government’s efforts to meet the
new 10 million unit housing target, solid private consump-
tion and investment demand, gradual fading of the inven-
tory drag, the government’s accommodative monetary
policy stance (with the central bank staying on the sidelines
and FX reserves rising US$15-20 billion a month), and the
economy already bottoming out after a mid-2010 soft patch,
could increase the risk of overheating early this year.
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coastal areas, as export orders have recovered solidly. Dur-
ing 2H10, as the impact of the various policy measures to
restrain the pace of credit expansion and tightening mea-
sures directed at the housing sector led to some steady
moderation in FAI growth, which could have slowed the
pace of improvement in the labor market and household in-
come somewhat. Looking ahead, the broadening growth
picture going into 2011 should support further steady im-
provement in household income.

In the medium-term, more evenly distributed income and
wealth in favor of households has been recognized as cru-
cial to boosting consumer spending under the
government’s 12th 5-year plan. Income distribution in China
has been heavily tilted toward the corporate and govern-
ment sectors in recent years. So, in an effort to change this,
the government has emphasized increasing the share of em-
ployment income in total national income, and the Ministry
of Labor has targeted doubling wage income in five years.

Medium-term uptrend household income.One way of effect-
ing the shift in income distribution toward households is a
gradual improvement in labor market conditions. Indeed,
this is supported by recent demographic trends, with grow-
ing recognition in China that the “Lewis turning point” in
the labor market (that is, the stage of economic development
at which the transfer of surplus labor from agriculture to
industry comes to an end) is gradually approaching, as total
labor supply growth slows. During this process, total em-
ployment income growth should catch up with, or more
likely surpass, nominal GDP growth, with a higher share of
GDP distributed to the household sector, which would be
an extremely positive development for rebalancing growth.

The government intends to focus on social infrastructure
spending and to restructure its spending mix in favor of
education, healthcare, social security, and pensions in com-
ing years. This would not only address rising concerns
about income inequality and hence social instability, but
importantly, should reduce some of the structural factors
behind China’s high household saving rate, especially with
regard to precautionary saving, and thus raise the average
household’s propensity to consume. The authorities have
also pledged to allocate more resources to increase the sup-
ply of low-cost housing for lower-income urban house-
holds. All these factors should support steady, solid me-
dium-term consumer demand growth.

CPI Inflation as the major policy concerns.China’s CPI in-
flation prints had surprised on the upside in recent months.
Looking at the CPI inflation picture since early last year, the
two major forces behind the rise in headline inflation have
been food prices most importantly, and the cost of resi-
dence. Recall that behind the two major inflation scares over
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the past decade had been spikes in grain prices (2004) and
pork prices (2007-08), which in turn reflected poor harvests
and the spread of pig diseases, respectively. While the re-
cent upside surprises in CPI inflation were again driven by
food prices, this time the major force has been vegetable
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prices, which jumped 21.1%oya in November. Vegetable
prices, which are generally volatile and sensitive to weather
conditions, have risen markedly in recent months on the
back of heavy rain and floods in parts of the country. The
earlier winter and the generally colder weather this year sug-
gest that vegetable prices may stay elevated in the near
term, but we expect them to stabilize somewhat going into
early next year. Meanwhile, prices for other major food
items, such as grain (up 14.7%oya in November) and pork
(up 12.9%oya), are expected to stay on a gradual, steady
uptrend. At the end of the day, if necessary, the central
government could resort to temporary price controls and
the release of government reserve stocks in an attempt to
manage near-term pressure on food prices.

Broader inflation worries beyond food. The rise since last
2009 in the residence component of the CPI has become an
increasing concern. In particular, the rental subcomponent
has been persistently increasing, up 6.6%oya in November
(from 2.9%oya in January), the fastest pace of increase in six
years. (Interestingly, the government’s tightening measures
on housing demand since early 2010 appear to have shifted
some potential homebuyers into the rental market in recent
months, further driving up rents.) The private housing sub-
component has also turned up steadily since early this year,
up 6.3%oya in November from 0.4%oya in January. On the
other hand, the pace of increase in prices of water, electric-
ity, and fuel—another major residence subcomponent—has
moderated in recent months (up 5.6%oya in November after
peaking at 7.2%oya in May), though the sustainability of
this moderating trend remains in question, especially given
higher global commodity prices and the prospects of further
liberalization of utility prices.

More broadly, various government departments, including
the PBoC and the Ministry of Commerce, have recently com-
mented that, with continued USD weakness, China may face
further imported inflation pressure. Indeed, the NBS manu-
facturing PMI input price component, which declined
through 2Q, bottomed out in July and has surged recently.
Along with this, the headline PPI, which had declined (in
%m/m sa terms) for three consecutive months through Au-
gust,  turned around to rise 1.7%m/m sa in November and
1.1% in October, pointing to further inflation pressure.

Basket of policy tools to manage inflation. Our forecast for
2011 CPI inflation stands at 4.3%oya, slightly higher than
the government target of 4%, taking into account rise in
food prices, gradual feed-through of the wage growth and
the impact of potential further resource and energy price
liberalization. For monetary policy, we expect a continuation
of the incremental and multi-front approach. On the macro
front, to the extent that excess liquidity and loan creation
further fuel inflation pressure (M2 and new loans exceeded

expectations in the past three months), policymakers have
been focusing on managing domestic liquidity through
tighter controls on capital inflows, RRR hikes, open market
operations and sterilization, and tightened credit supply,
especially to the real estate sector.
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We look for continued monetary normalization in coming
quarters, including two more RRR hikes and three more in-
terest rate hikes, as well as further CNY appreciation, as
policy responses to inflation pressure and rebounding do-
mestic demand. These policy moves could be front-loaded
in coming months, as headline CPI inflation remains el-
evated and the economy risks overheating early this year.

We believe one possible policy response to inflation pres-
sure could be the front-loading of CNY appreciation.  Our
forecast assumes 5% appreciation in the CNY/USD rate in
2011 in a gradual, linear fashion. However, such ppreciation
could be front-loaded into 1H11 if headline inflation figures
remain high. In an environment of rising global commodity
prices and import inflation pressure, the most effective way
to contain import inflation, in our view, is by allowing CNY
to appreciate. Indeed, empirical studies have shown that
every 1% appreciation of the NEER could lower headline
CPI inflation by around 0.1%-0.12%-pt in one year.

After the official inflation target for 2011 was revised up to
4% from 3% in 2009, the 2011 M2 growth target has been
reportedly set at 16%oya, around the upper range of earlier
market expectations. Overall, such policy development rein-
forces our view that the  Chinese government, while track-
ing the path of gradual policy normalization and attempting
to contain inflation with a multifaceted approach, still places
a high policy priority on maintaining stable economic
growth and hence is not keen to over-tighten.

Top Trades
We are bearish on Chinese rates because of increasing in-
flation, PBoC tightening, worsening liquidity, and bond
supply pressures. We expect a modest bear flattening of the
curve led by a moderate rise in PBoC yields. In CNY rate
derivatives, we recommend paying 1y1y swap to express a
bearish view on duration, and for tighter liquidity in particu-
lar, while limiting the negative carry relative to a paid posi-
tion in spot 1y. Though we expect the curve to bearishly
flatten, we do not recommend a curve trade because the de-
gree of flattening will be modest and insufficient to offset
negative carry and slide.

In CNY FX, we expect front-loaded CNY appreciation as just
one more inflation management tool for the authorities to
use. We recommend selling 6m Forward NDF, and imple-
menting a rolling 1m 1x2 Put Spread strategy that gains ex-
posure to downside moves while protecting against losses
during inevitable risk-off events, or whenever Chinese au-
thorities decide to punish “speculators” from time to time.

On CNH, we expect this market will continue to trade with
relative independence to onshore markets, and with a

greater USD discount. As such, we would treat spot con-
vergence between CNH and CNY as a better opportunity to
short CNH. CNH bonds can also continue to trade rich to
onshore yields, as foreign investors view this nascent mar-
ket as a CNY appreciation vehicle and are less yield sensi-
tive than onshore investors.
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Hong Kong
• Hong Kong’s growth momentum will continue with a solid

pace, benefiting from better external outlook

• Domestic demand, both consumption and investment, will
grow further; labor market continues to improve

• Inflation pressure builds up as commodity prices rise
further and rentals gradually feed through on CPI

Hong Kong’s GDP expanded for the sixth consecutive quar-
ter, rising 2.8%q/q, saar in 3Q on top of a solid gain of
5.7%q/q, saar in 2Q10. Domestic consumption, both private
and public, continued to provide strong support to the
overall growth outlook. In addition, net service exports
picked up notably in 3Q after contracting in the previous
quarter. Going forward, we expect growth momentum to con-
tinue, supported by a better external outlook in early 2011.
Not only does growth momentum look solid in the US and
Europe, mainland China’s growth picked up steadily with
expectations that domestic demand will expand solidly in
the coming quarters.  On the domestic front, improving em-
ployment conditions as well as a buoyant property market
will continue contributing to private consumption and in-
vestment.  Taking all of this together, our Hong Kong real
GDP forecast stands at 4.1%oya for 2011.

Solid recovery in trade sector.Total export of goods were
flat in 3Q after a 17.9%q/q, saar growth in the prior quarter,
which was indeed consistent with the moderation in the
trade sector. Exports of services improved significantly from
the previous quarter, rising by 9.5%q/q, saar in 3Q after
contracting in 2Q, thanks to strong inflows in tourrism as
well as transportation services corresponding to the re-
bound in trade flows. We expect Hong Kong’s trade sector
to benefit from the pickup in external demand. Meanwhile,
tourism inflows are expected to remain strong particularly
after mainland China’s further relaxation on the individual
travelers scheme effective on December 15, together with
the growing demand on RMB business, will provide favor-
able conditions in service export sector throughout 2011.

Domestic demand to improve further .On the domestic
front, private consumption continued to pick up and posted
a growth by 7.0%q/q, saar in 3Q following a solid growth of
5.7%q/q, saar in 2Q, driven by the improving labor market
and positive wealth effects. Besides tourism-related mer-
chandise, the pickup in durable goods sales confirmed the
rebound in local consumer spending. Look ahead, we expect
the labor market will continue to improve steadily, raising
labor income to support private consumption. Public invest-
ment projects will maintain a solid pace given the implemen-
tations on various multi-year public infrastructure projects.

Inflation pressure builds up.Hong Kong’s headline CPI in-
flation surged to 2.9%oya in November, food and housing
CPIs rose further by 0.5%m/m, sa and 0.6%m/m, sa, respec-
tively. Looking ahead, considering food and housing each
accounts 27% and 29% of the CPI bascket, the headline in-
flation is likely to tick up further given rising commodity
import prices and private housing rentals. As a major food
source of Hong Kong, Mainland China’s food CPI surged
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   Average

2004-08 2009 2010 2011f 2012f

Real GDP, % change 6.2 -2.8 6.6 4.1 4.8

 Consumption* 3.0 0.0 4.1 3.1 3.5

 Investment* 0.9 0.8 1.7 1.3 1.0

 Net trade* 2.3 -3.6 0.8 -0.4 0.3

Consumer prices, %oya 1.8 0.5 2.4 3.8 3.3

 % Dec/Dec 2.0 1.3 2.9 3.8 3.0

Producer prices, %oya† 2.8 -1.7 1.0 1.5 1.0

Government balance, % of GDP 2.9 0.8 -1.5 -0.7 -0.4

Merchandise trade balance ($ bil.) -14.8 -26.9 -39.3 -55.5 -80.4

  Exports 315.7 321.8 394.6 422.5 460.8

  Imports (CIF basis) 330.5 348.7 433.9 478.0 541.2

Goods and services balance† 22.7 18.4 17.4 14.7 10.3

  % of GDP 11.9 8.7 7.7 6.2 4.10 0 0 0 0

International reserves, ($ bil.) 143.3 255.8 295.8 330.8 360.8

* Contribution to growth of GDP.
† Export prices of domestically produced goods.

† Includes estimate of net interest receipts not counted in government definition.
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to 11.7% in November, which certainly adds pressure to the
inflation outlook. On the domestic side, the pace of private
rentals has gone up notably since late 2009, and the lagged
effects between rentals and housing CPI will start to feed
through and contribute to the CPI outlook throughout 2011.
Putting these factors together, we see  CPI inflation at
3.8%oya for 2011  and 3.3%oya for 2012.

Asset price risks on the upside The Hong Kong govern-
ment has released various measures to cool down the hous-
ing market ever since early 2010, including raising stamp
duty for luxury properties, imposing stricter limits on debt
service ratios,and  increasing the land supply. However,
property price still increased by an average of 24.6%oya,
ytd by November with transaction volume rose 23.6%oya,
ytd correspondingly. The surprise announcement of heavy
Special Stamp Duty (SSD) on November 19 will put charges
on investors flipping the property within 24 months, and is
expected to drive away the short-term speculations. How-
ever, given the abundant liquidity and a prolonged low-rate
environment with still tight supply condition, housing
prices will risk on the upside for the foreseeable future.

The surge in property prices has spillover effects on the
private rentals, with the impact starting to feed through and
expected to drive up headline CPI further in the throughout
the year. As an extremely open economy with little flexibility
in terms of monetary policy, Hong Kong could confront
sustained pressure on the inflation front given prospect of
no action from the Fed for the foreseeable future.

Top Trades
Recent stories regarding an end to or change in the HKD
peg are, in our opinion, just that- stories. While a rational
argument for such a move does exist (long term zero-rates in
USD versus China-led local asset price bubble), the costs to
such a move are simply too great at present, and we don’t
see any signs that the HK populace would press leaders for
such a change. As such, we are biased to fade any re-emer-
gence of such talk, though current levels do not appear suf-
ficiently out of line to justify a trade. In rates, we recom-
mend receiving 2y HKD swaps for better carry, a better al-
ternative than USD 2y because an early Chinese New Year
in 2011 will keep IPO activity and by extension HIBOR lev-
els capped in the short term. Looking farther out, HKD for-
wards and by extension HIBORs will drop in the case of re-
newed HKD de-peg speculation (again, we recommend to
fade such a move but do not rule out the chance for it to re-
emerge.) Finally, HIBORs would lag any risk-off spike in
USD LIBORs, adding further to HKD’s attraction as a safe
carry currency.
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India

• GDP growth to stay above potential as the private
investment cycle is expected to pick up

• Inflation increasingly driven  by demand pressures and is
likely to r emain high  and sticky through 2011

• RBI could raise policy rates by 125-150 bps but unlikely to
get ahead of the curve in 2011

• Expect choppy rupee appreciation of 4-5% as capital
inflows keep BoP in surplus despite a widening CAD

Growth to stay above potential, with pick-up in the private
investment .GDP growth has accelerated sharply to 8.9 %oya
in the first half of the current fiscal, but has been driven pri-
marily by an extension of the fiscal stimulus into FY11. Given
the planned path of fiscal consolidation, government spend-
ing will need to inevitably wane in FY12. A strong and sus-
tained pick in the private investment cycle (outside of infra-
structure) is therefore a critical prerequisite to sustaining the
current momentum.

With export growth picking up, non-infrastructure bank
credit beginning to rise, and binding capacity constraints in
key sectors, the private investment cycle should turnaround
soon. This, along with a relatively healthier global economy
should keep GDP growth close to 9%. The downside risk to
growth, however, arises from the regulatory and political
overhang of recent spate of corruption scandals further de-
laying the investment cycle well into the next fiscal year and
a sharp rise in lending rates if inflation is not controlled suffi-
ciently early.

Inflation  likely to remain sticky and high .Inflation is ex-
pected to remain stubbornly high in the 8% range for most of
2011 once the fleeting base effects wear off in 1Q11. Both
food and non-food inflation are bring driven more by demand
pressures than supply shocks. Fast-rising rural incomes over
the last few years has resulted in changed consumptions pat-
terns and higher demand for certain classes of food. Since
supply has been slow to respond, food inflation remains
stubbornly high.

Double digit IP growth for much of 2010 against minimal ca-
pacity addition has stretched capacities, pushing up core
inflation. High food inflation also runs the risk of spilling into
wage inflation, as evidenced by NREGA wages recently be-
ing indexed to inflation. All these factors, in conjunction with
elevated global commodity prices are expected to keep infla-
tion sticky, peaking in Q3 before abating modestly as new
capacity expectedly starts to come online towards  end-2011.

India: economic indicators

fiscal years beginning Apr 1
   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 8.7 7.4 8.5 8.8 8.4

 Consumption* 6.1 4.1 4.9 4.6 3.9

 Investment* 3.8 2.7 5.1 6.0 5.0

 Net trade* -1.3 0.6 -1.6 -1.8 -0.5

Consumer prices, %oya 5.7 10.9 10.4 9.1 7.9

 % Dec/Dec 6.2 15.0 9.5 9.0 8.1

Wholesale prices, %oya 6.1 2.1 8.8 7.8 7.0

Government balance, % of GDP -4.9 -6.8 -5.2 -5.5 -4.8

Merchandise trade balance ($ bil.) -72.1 -117.3 -132.8 -168.6 -180.9

  Exports 134.5 182.2 222.4 273.2 335.3

  Imports 206.6 299.5 355.2 441.8 516.2

Current account balance -14.2 -37.6 -46.0 -59.3 -64.8

  % of GDP -1.4 -2.9 -2.9 -3.1 -2.7

International reserves, ($ bil.) 203.4 279.6 307.1 320.1 330.1

Total external debt, ($ bil.) 179.1 262.4 296.9 323.9 340.4

  Short term† 31.3 54.0 63.0 79.0 89.0

Total external debt, % of GDP 17 19 17 16 14

Total external debt, % of exports‡ 68 71 70 65 58

Interest payments, % of exports‡ 6 6 7 5 6

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.
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RBI to raise rates 125-150 bps in 2011.With the current
inflation trajectory significantly higher than the RBI’s fore-
cast (5.5 % oya by March 2011), growth remaining strong,
and interest rates barely in positive territory, monetary
tightening is expected to resume as early as in the January
25 monetary policy review, where we expect a 25-50bps rate
hike. However, even with another 100-125bps rate increase
through the year, we expect inflation will stay high, as the
quantum of monetary tightening required to reduce inflation
will likely not be undertaken on fears that the collateral dam-
age on growth could be unacceptably large.

Short rates pressured by tight interbank liquidity, bear
flattening the yield curve. Given current inflationary trends,
the RBI has expressed its desire to keep banking system
liquidity in deficit, so that the repo rate remains the opera-
tive policy rate. In addition, an unanticipated pick up in
credit growth, continued strong demand for currency, and a
potentially ambitious disinvestment program by the govern-
ment could further strain liquidity. The combination of tight
liquidity and multiple policy rate hikes is likely to keep short
rates high causing the yield curve to bear flatten as the rise
in the long end will likely be limited (see below).

Government to target ambitious FY12 fiscal consolidation,
but unlikely to achieve it The Central Government is likely
to better its fiscal deficit target of 5.5 % of GDP for FY11,
but primarily because of higher-than-expected nominal GDP
growth (on account of higher-than-expected inflation) and
the fact that budgetary support for oil subsidies this fiscal
will be delayed until next fiscal. Net of asset sales, however,
the effective fiscal consolidation in FY11 has been minimal,
resulting in an effective continuation of the stimulus into
this year.

The government is expected to announce a fiscal deficit
target of 4.8% of GDP for FY12 but achieving this entails an
unprecedented consolidation of 2%ppts of GDP. With the
implementation of the goods and services tax (GST) deferred
until FY13 at least, all of the required consolidation would
need to occur through expenditure compression. With sub-
sidies expected to increase (especially if the Food Security
Act is implemented) and allocations for key social sector
programs likely to rise, achieving the required expenditure
compression appears very ambitious.

Risk to yields firmly on upside, but limited through OMOs
and higher foreign access. Even if the government were to
meet the 4.8% of GDP defici target, gross borrowing would
be around Rs4.5 trillion, the same as in FY11. But with a po-
tentially sharp rise in credit off take once the capex cycle as
in 2010 and imposition of capital controls look remote at
present. We play this move through a rolling strategy of 1m
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gets underway, the continued large borrowing by the gov-
ernment would exert upward pressure on bond yields. How-
ever, the rise in yields would be contained through more
OMOs by the RBI and through another increase in FII limits
for government securities. In addition, the RBI could raise
the bank’s statutory liquidity ratio (SLR)—the proportion of
deposits banks have to hold in government bonds—to 25%
(recently reduced to 24%).

CA expected to print close to 3% of GDP, but KA  to keep
the BoP in surplus. The deficit could widen further in FY12
if the private capex cycle were to turn up strongly thereby
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driving up capital goods imports. However, the BoP is still
likely to remain in surplus. Corporates are expected to fi-
nance a significant fraction of their investment-related im-
ports through external commercial borrowings (ECBs). A
strong pipeline of IPOs and FPOs should induce more capi-
tal flows as would the rising interest rate differential with
developed markets and a modestly appreciating currency.

The rupee is expected to appreciate 4-5%, but the path
could be volatile. With the RBI expected to continue its
policy of minimal appreciation in the FX market and the BoP
expected to be in surplus, the rupee is likely to appreciate 4-
5 % over the year. However, given that the current account
deficit will likely widen, intermittent increases in global risk
aversion will accentuate fears that capital inflows may be
insufficient exerting episodic depreciating pressures.

Top trades
We expect higher Indian yields on account of higher infla-
tion, RBI rate hikes, and tighter liquidity. The impact of
monetary tightening will be greatest at the short end of the
curve, while liquidity remains in deficit mode despite OMO
buybacks. Long end rates will be better supported however,
due to a lack of supply in the first three months of the year,
with 7 and 10y remaining relatively firm on buybacks and
more FII interest at the margin. As such, we look to pay 1y
OIS while owning 7y bonds. In FX, we expect INR to appre-
ciate 4-5 % over the course of the year, as sustained capital
flows including the pipeline of prospective IPOs and FPOs
more than offset the widening current account deficit. Im-
portantly, the RBI’s intervention is likely to remain limited
as in 2010 and imposition of capital controls look remote at
present. We play this move through a rolling strategy of 1m
1x1 Put spreads, aiming to take advantage of INR’s ten-
dency for high realized volatility and carry from shorting
forwards.
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Indonesia: forecast reduction in MOGAS and ADO volume
Mn Kiloliters

1H11 2H11 2012-2013

Jakarta/West Java 0.5                -                 -                          

Java/Bali -                  4.0               -                          

Sumatra/Kalimantan/Sulawesi -                  -                 10.1                      

Cumulative total 0.5                4.5               14.6                      
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Indonesia: economic indicators

   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 5.7 4.5 6.0 5.4 6.7

 Consumption* 2.9 4.1 3.9 3.8 3.9

 Investment* 2.5 -0.7 2.2 2.9 3.4

 Net trade* 0.4 1.2 -0.1 -1.4 -0.6

Consumer prices, %oya 9.1 4.8 5.1 7.6 6.0

 % Dec/Dec 9.3 2.8 7.0 7.1 6.0

WPI - manufacturing, %oya 15.0 2.8 5.0 10.0 7.0

Government balance, % of GDP -0.7 -1.6 -1.3 -1.6 -1.8

Merchandise trade balance ($ bil.) 9668 9425 9010 9200 9300

  Exports 24.6 35.1 35.0 33.7 29.1

  Imports 103.8 119.5 150.1 178.4 202.2

Current account balance 79.2 84.3 115.1 144.7 173.1

  % of GDP 4.6 10.5 6.0 4.5 1.31 2 1 1 0

International reserves, ($ bil.) 42.6 63.6 88.6 98.6 106.6

Total external debt, ($ bil.) 140.1 165.1 168.6 167.1 165.6

  Short term† 24.9 41.9 44.9 47.9 50.9

Total external debt, % of GDP 37 30 24 22 19

Total external debt, % of exports‡ 112 113 97 83 73

Interest payments, % of exports‡ 5 3 4 3 3

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.

Indonesia

• Growth to remain underpinned by domestic demand -
inflationary pressures building

• BI to tighten eclectically - with rate hikes likely in 2Q11

• 2011 expected to be more challenging for rates and FX

Growth to remain solid in 1H11as inflationary pressures
build.  Domestic demand was solid in 2010 driven by con-
sumption and investment from commodity-related income
effects. This trend is expected to persist in 1H11 though an
increase in the cost of subsidized energy during 2Q11 could
slow domestic demand, especially if it is accompanied by a
renewed round of food price increases, reflecting poor farm
output on the heels of a weak planting season in 4Q10.

Liberalization of energy prices to be understated by CPI
readings. The government will begin a phased withdrawal of
petroleum subsidies for private cars (excluding public trans-
port vehicles and motorcycles) in 2Q11 in West Java and
Jakarta (table). The program will then be implemented in the
rest of Java and Bali in 2H11. Over the course of 2011, the
subsidy reduction is expected to reduce consumption of sub-
sidized fuel 4.5 mn kiloliters (kl) against a total forecast de-
mand of 38.6 mn kl in 2011 before the plan was announced.

The direct inflation impact is expected to be 0.2-0.3% pts to
inflation in 1H11 with the initial implementation and would
add another 0.4-0.5%pts in 2H11 following implementation to
the rest of Java and Bali. This would lift inflation to around
7.6% in 2011. At peak, inflation is likelyto rise 8.0-8.5%oya.
Moreover, the inflation impact needs to be watched, espe-
cially in view of the impact on other indirect costs which will
include logistic costs, given the prevalence of private trans-
port for goods. The J.P. Morgan forecast assumes some
passthrough of the initial price hikes into final prices.

The phased adjustment will have a more modest impact on
overall inflation but it could have large effects by region
given the close to a 100% adjustment in energy prices. This
pattern would be similar to the shock in 3Q05 when there was
a large increase in prices. The initial roll out will affect Java
first, which contributes 55-60% of total GDP. Part of this large
contribution reflects its position as the business and manu-
facturing centre of Indonesia, which is not fully reflected in
its relative usage of subsidized energy. There is the non ma-
terial risk that demand conditions will be negatively affected
and this raises the risk that growth in Java could be marked
down by around 0.5-1%pts, which would reduce overall GDP
growth by 0.25-0.5% pts. Mechanistically, this would slow
2011 GDP growth to around 5.0-5.25% from 5.5% currently.
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Indonesia: 2010 and 2011 gross financing needs and sources

IDR tn

2010e
1 2011f Change

1. Deficit 95.1 115.7 20.6

2. Total debt maturing issues 70.5 66.4 -4.2

3. Total maturing external loans 53.1 48.1 -5.0

4. Two-step loans 16.8 12.0 -4.8

5. Financing required (1+2+3+4) 235.5 242.1 6.6

6. Non-debt sources 4.4 -6.8 -11.2

7. Sources of debt 231.1 248.9 17.9

  Project and program loans 68.5 57.1 -11.4

  Securities (net) 92.0 125.5 33.5

  Gross issuance 162.5 191.8 29.3

  Maturing 70.5 66.4 -4.2

8. Financing sources (6+7) 235.5 242.1 6.6

1. Revised based on 1H10 budget actuals
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Indonesia: deficit elasticity and oil price impact for 2011 budget

80 90 100 110 120

Fiscal deficit, IDR tn 115.7 148.1 180.5 212.9 245.3

US$ terms 12.2 15.6 19.0 22.4 25.8

% of GDP 1.8 2.4 2.9 3.4 3.9

Oil price assumption (US$/bbl) 80.0

Official deficit forecast, IDR tn 115.7

Elasticity interpolated from 2010 budget revisions (IDR tn/US$/bbl) 2.65

Elasticity based on MoF stress test (IDR tn/US$/bbl)3 3.24
1. Using MoF elasticity.

2. Indonesian crude price, approximated using WTI.

3. Sourced from Nota Keuangan RAPBN 2011

Oil price (US$/bbl, ICP2)

Bank Indonesia to continue to tighten eclectically with
rates hikes expected to begin in 2Q11 amd persist through
2H11. With inflation expected to pickup and real rates turn-
ing negative, the BI rate is expected to turn up in 2Q11 and
to reach 7.25% by 3Q11 and possibly to 7.5% by 4Q11 if
inflationary pressures persist. The mark-up in the BI rate
forecast reflects the view that latent price pressures will
manifest in 2H11 with the energy price liberalization seen as
an opportunity by retailers to raise prices.

However, in addition to raising rates, BI is expected to use
other tools to manage liquidity in an effort to contain infla-
tionary pressures. As had already been announced in late
2010, two measures are to be implemented in 1Q11. These
measures have the same broad objective - to reduce bank-
ing system liquidity. The measures are - 1. A hike in the for-
eign currency reserve requirements of the local banks to 3%
from 1% - which will effectively absorb around US$0.78 bn
of foreign currency liquidity. 2. The second measure relates
to the tightening of vostro accounts - The Vostro account
(non-resident demand deposit in rupiah) is one component
of short-term foreign loans of the bank, though the total
current quantum of these funds in the banking system is
not available. Currently, Bank Indonesia is conducting an
assessment to normalize the regulation of limitation of daily
position of bank’s short-term foreign debt which was abol-
ished in October 2008 (during financial market turmoil)
through Bank Indonesia Regulation No.  10/20/PBI/2008.

Fiscal position looks healthy - but watching energy prices.
One feature of 2010 fiscal financing is the large involvement
of foreign investors, who through the end of November had
purchased 90% of total net supply; in levels terms, this is
the strongest level ever. Like in 2009, 2H10 expenditure is
likely to undershoot. This could leave a cash surplus
carryover of  IDR40-50 trillion. This should provide a posi-
tive start for 2011 in a year in which net issuance is expected
to rise IDR125.5 trillion (table). As in previous years, a good
part of financing is expected to be front-loaded in 1H11.

In 2011 Indonesia could also see a further diversification in the
already-diverse issuance channels available to the Debt Man-
agement Office (DMO) , with longer-dated retail bonds and
possibly local private placements expected to debut. Indeed, in
years of weak foreign demand, such as 2008 and 2009, DMO
has tapped these alternate pockets of demand (chart). The
main risk to the fiscal balances would be a sharp increase in
global energy prices; this could again lift the deficit and put at
risk the inflation forecast for 2011 (second table).

Top Trades
After being overweight INDOGB for all of 2010, we now rec-
ommend an underweight. Even though supply will stay
manageable due to the carryover of IDR 68tril cash from last

JPMorgan Chase Bank
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Bert Gochet (852) 2800 8325
bert.j.gochet@jpmorgan.com

year’s issuance and severe capital controls are unlikely, we
turn negative on INDOGBs in expectation that high inflation
prints and concern that the BI is behind the curve will out-
weigh the foreign inflows story in 1H 2011. With money
market yields well below the BI rate, 5y bond yields only
marginally above it, and foreigners still quite long even after
the 4Q 2010 position unwinds, we are concerned that Indo
term rates are headed higher in the short term. This said,
investors looking to bargain hunt should not be too greedy:
the scale of the selloff will not reach that of previous peri-
ods because secular factors offer long-term positive sup-
port for this market. In FX, we expect continued inflows and
policy will support a slow grind of IDR appreciation.
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Korea

• Real GDP poised for a mild reacceleration to settle at an
above-trend growth by 2Q11

• Producers’ inventory adjustment likely to be short-lived as
final demand improves

• Headline inflation has peaked, with price pressures to
rotate from cost-push to demand-pull factors

• Gradual pace of BoK tightening to continue while fiscal
policy turning slightly supportive

• Bond and swap curves to flatten in 1H11; KRW
appreciation will be modest amid regulatory headwinds

Korea’s real GDP is expected to rise 4.2%y/y in 2011,down
from the 6.1% performance in 2010. Importantly, our forecast
implies a reacceleration of growth momentum, on a sequential
basis, given that much of last year’s growth was oncentrated
in 1H10. Final demand has started to improve already, but
producers’ inventory cycle will work as a near-term drag,
keeping the near-term output activity underperforming de-
mand-side conditions. The gradual pace of policy rate nor-
malization will continue, while the removal of fiscal stimulus
is expected to pause after significant adjustment in 2010.

Meanwhile, Korea’s external position will be less impressive
in 2011. Despite continued strength in non-vessel exports,
imports will rise further, notably in value terms that will be
sensitive to global commodity prices. Also, not all of this
trade surplus will translate into actual USD supply in on-
shore FX markets, with exporters’ hedging backlogs still out-
weighing new flows. The service account deficit would
widen only modestly, as the prospective rise in outbound
travels partially offset by overseas construction. Finally, for-
eign investors are expected to remain as net buyers of Korea
equities and bonds throughout 2011, but prompting further
regulatory move against capital inflows. We maintain the
view that KRW appreciation in 2011 would stay modest
through volatility.

Non-vessel exports to stay relatively firm.Korea’s customs
exports are estimated to have risen 29%y/y in 2010, a sharp
turnaround from the 13% plunge in 2009. Some of this gain
still owes to the favorable base effect and continued support
from vessel exports, of which orders had been placed long
before the global financial crisis.

Going forward, we expect Korean exports to stay firm if we
are correct in forecasting that the world economy would ac-
celerate to settle at an above-trend growth by 2Q11. To be
sure, the KRW is likely to strengthen further in 2011, but in
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trade-weighted terms, the prospective appreciation would
be only modest, not  enough to deplete currency competi-
tiveness anytime soon. Yet, there are several things that will
make the 2011 export outcome less impressive than in 2010;

Korea: customs exports by product
% of total exports

2000 2008 2009 2010.1-10

Electronics 40.0 31.3 34.7 34.5

Mobile communication 4.6 8.5 8.5 5.8

Semiconductors 15.1 7.8 8.5 11.1

Vehicles 7.7 8.3 7.0 7.5

Passenger cars 6.9 7.4 6.2 6.7

Vessels 4.9 10.2 12.4 10.9

Chemical products 9.1 10.9 10.9 11.0

Petrochemical products 5.6 7.6 7.6 7.7

Common machinery 4.9 8.8 7.4 7.6

Oil products 5.3 8.9 6.3 6.6

Steel products 4.6 7.1 6.3 6.1

Total (US$ bn) 172.3 422.0 363.5 381.9

South Korea: economic indicators

   Average

2004-08 2009 2010 2011f 2012f

Real GDP, % change 4.2 0.2 6.1 4.2 4.5

 Consumption* 2.3 0.8 2.7 2.7 2.9

 Investment* 0.9 -3.7 4.0 1.7 2.2

 Net trade* 1.1 3.1 -0.6 -0.2 -0.7

Consumer prices, %oya 3.2 2.8 3.0 3.7 3.4

 % Dec/Dec 3.1 2.8 3.5 3.4 3.5

Producer prices, %oya 3.8 -0.2 3.8 3.9 4.9

Government balance, % of GDP 1.5 -1.7 -0.5 0.5 1.0

Merchandise trade balance ($ bil.) 29.3 37.9 38.2 21.0 13.2

  Exports 342.1 358.2 452.6 522.5 609.0

  Imports 312.9 320.3 414.4 501.4 595.7

Current account balance 18.0 32.8 28.4 17.3 11.9

  % of GDP 2.0 3.9 2.8 1.5 1.0

International reserves, ($ bil.) 222.3 270.1 302.1 327.1 335.1

Total external debt, ($ bil.) 276.3 383.9 411.9 418.9 403.9

  Short term† 109.2 148.9 152.9 154.9 153.9

Total external debt, % of GDP 28 46 40 37 33

Total external debt, % of exports‡ 61 85 72 65 56

Interest payments, % of exports‡ 3.3 2.4 2.1 1.7 1.5

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.
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• Base effect: Much of the export growth in 2010 was attrib-
uted to the low base in previous year. On a seasonally
adjusted basis, exports rather weakened throughout 1H10
to reflect global demand slowdown during the period,
starting to recover only from late 3Q10. We expect exports
to firm up eventually further on a seasonally adjusted ba-
sis, but unfavorable base effect will make the 2011 annual
export gain slower than 2010 outcome.

• Delivery schedule of vessel exports: Vessel exports
steadily moved up even during the global financial crisis
period, with the delivery made in 2~3 year lag from order
placement. However, the contribution of vessel exports
would eventually come down, with backlog orders having
already peaked in late 2008 and delivery schedule starting
to trend down from 2H10 (first chart).

• Statistical distortion: The Bank of Korea recently intro-
duced a new manual for the Balance of Payment Statistics
(BPM6), shifting the accounting method of vessel exports
from a delivery basis to a cash flow basis (second chart).
However, customs trade will keep using a delivery basis,
counting a vessel shipment as exports only when the ship
leaves Korean ports. Thus, customs trade outcomes (re-
leased the first day of the following month) and BoP (re-
leased about 3 weeks after the customs report) are sup-
posed to diverge further in 2011. Based on backlog orders
and the estimated delivery schedule, the shipbuilding
sector’s contribution to Korean exports should decline
more rapidly in BoP than in the customs trade report.

Structural factors still in favor of business equipment in-
vestment. After surging strongly throughout 1H10, busi-
ness equipment investment weakened in recent months. In
our view, however, this still looks a temporary interruption
than a trend shift, with both cyclical and structural factors
aligned in  favor of capex spending ahead. Among all, we
note that corporate Korea’s spending had remained conser-
vative even before the global financial crisis, potentially
raising the need for replacing old investment. Accordingly,
manufacturing capacity utilization rate stayed at the levels
consistent with further expansion of business investment,
while various estimates, such as accumulated depreciation
costs and vintage of business equipment investment, sug-
gest that companies’ replacement demand should stay high
in 2011, albeit less so than in last year. To be sure, machin-
ery orders took a breather in recent months, but business
surveys still delivered upbeat message, with the investment
plan index steadily staying above the neutral reading of 100
since mid-2009, also resuming its upward move in October

Household purchasing power to improve, but with higher
debt servicing burden. Private consumption stayed firm in
2010, with household income condition as well as wealth
effect turning positive. We expect those cyclical factors will

keep staying supportive of consumption outlook. The sea-
sonally adjusted jobless rate itself would come down only
modestly from here, with private sector’s employment gain
partially offset by gradual scale-down of public sector’s
hiring program. However, the quality of new jobs is ex-
pected to improve in 2011, with public sector’s job opening
mostly occurring in terms of daily and temporary works,
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while private sector’s jobs more skewed to regular works.
Wage growth would also accelerate further in 2011, with
collective wage negotiation often bench-marking previous
year’s nominal GDP and/or public sector’s wage. Note that
the nominal GDP in 2010 likely rose more than 8.0%y/y,
while the 2011 official budget already includes about 5.1%
rise for the wage expenses.

That said, structural drags will linger. Korea’s household
leveraging cycle has been barely interrupted, with house-
hold credit steadily moving higher over the past two years.

We maintain the view that Korean household indebtedness
is not sufficiently elevated to threaten the health of the
overall financial sector anytime soon, mainly due to the rela-
tively low levels of loan-to-value (LTV) ratio and debt-to-
income (DTI) ratio. However, we still note that about 95% of
household sector loans are paying floating interest rates,
thus vulnerable to the central bank’s policy rate normaliza-
tion (bottom chart). The prospective rise in debt-servicing
burden would be even faster if we are correct in judging that
Korean households are still in the process of shifting their
loan structures from bullet loans (that pay interest only until
maturity) to longer-term mortgage loans (that have to pay
installment as well).

Near-term drag: high-level of producers’ inventories. In-
dustrial production fell 4.2%m/m sa in October, making the
third monthly drop at an accelerated pace. October weak-
ness itself looks inflated by temporary factors, including a
lunar holiday-related statistical distortion, to be followed by
some technical payback in November. However, output
growth is expected to keep underperforming demand-side
conditions for now, with the relatively high level of produc-
ers’ inventories to restrain production activity in the very
near term.

According to monthly data reports, producers’ inventories
edged down in October, but after rising strongly for 15
months since July 2009 (first chart). Inventory accumulation
looks most aggressive in the high-tech sector, with its in-
ventory ratio to shipments up sharply from 99.7 in May 2009
to 156 in October 2010. Within high-tech, semiconductors’
inventory looks notably burdensome, with both inventory
levels and their ratio to shipments approaching to the pre-
Lehman  peak (second chart). Given that semiconductors
(including electronic components) comprise about 12% of
industrial production, inventory-led production adjustment
clearly clouds future growth outlook unless high-tech de-
mand strengthens significantly from here.

One comfort is that the inventory drags do not look so seri-
ous outside of manufacturers. Indeed, according to the
quarterly GDP reports, overall inventories retreated back in
3Q10, after a small gain in 2Q10 (third chart). In the absence

of further details, we estimate inventory condition remained
tight in retail and intermediate goods. By industry, agricul-
tural sector likely liquidated inventories in 3Q10, with unfa-
vorable weather conditions hitting the supply of key farm
products, and thus pushing their prices quite significantly.
The shipbuilding sector also appears to have reduced in-
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ventories, with vessels under construction often counted as
intermediate good inventories until the final delivery.

Removal of fiscal stimulus to decelerate Korea’s fiscal po-
sition made significant adjustment in 2010, with its deficit
down to W2.0  trillion (0.2% of GDP) from W17.6 trillion
(1.7% of GDP) in 2009. While the official budget plan aims at
further improvement of fiscal position in 2011, the pace of
exit from fiscal stimulus is expected to pause next year for
several reasons.

Fiscal impulse to turn less negative in 2011 According to
the official budget plan for 2011, the consolidated fiscal bal-
ance is expected to move back into surplus next year. Ex-
cluding the contribution from four social security funds, the
fiscal balance would stay in deficit, but still on a smaller
scale than over the past two years. Also, much of 2011 im-
provement would come from better tax revenues, with the
government expecting tax revenues to rise 10.0% next year
vs 3.6% in 2010. If using the new estimate for 2010 tax out-
come, which has so far outperformed the target, tax rev-
enues should rise a relatively modest 7.3% in 2011, about
the same pace as consensus forecasts of nominal GDP.

Meanwhile, fiscal expenditures are planned to rebound in
2011, after declining modestly in 2010. Still, spending focus
should shift in favor of social safety net and defense, and
away from infrastructure spending. General expenses are
likely to rise, too,  largely due to the 5.1% rise in public sec-
tor wages, after having been frozen for the past two years

Given that many of the prospective gains in 2011 fiscal rev-
enues and spending look related to cyclical swings, we esti-
mate cyclically adjusted budget balance to see the underly-
ing fiscal impact on the business cycle. After removing the
key cyclical components, contribution from social security
funds and interest expenses, the estimated fiscal impulse of
the official 2011 budget plan remains in negative territory,
but should be a smaller drag than in 2010 (top chart).

Discretion for off-budget activities to continue.It remains
uncertain how the government will operate off-budget ac-
tivities next year. Over the past two years, the government
has encouraged public companies to boost spending to pro-
vide support for the upturn in business investment, while at
the same time providing guarantees for small- and medium-
sized enterprise (SME) borrowing. This off-budget activity
was well-reflected in the BoK’s funds flow data, which
showed public sector debt, including explicit guarantees,
rising faster than the government debt in 2009 (second
chart). Guarantees for SMEs have already been unwinding
since the middle of this year, and the trend is likely to con-
tinue in 2011 with the ending of state guarantees and/or
transfers of realized losses to the budget. However, public
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Korea: central government budget revenue and expenditures

KRW tn unless otherwise noted; budget basis unless otherwise noted

2009 2010 2011

Revenues 279.8 290.8 314.4

Taxes 164.5 170.5 187.6

Expenditures 301.8 292.8 309.1

Interest expenses1 16.6 17.4 19.4

Consolidated balance -17.6 -2.0 5.3

(% of GDP) (-1.7) (-0.2) (+0.4)

Excluding interest expenses -1.0 15.4 24.7

Excluding social security funds -43.2 -30.1 -25.3

Excluding both -26.6 -12.7 -5.9

1. J.P.Morgan estimate; 2009 balance is on closing basis. Actual fiscal outcome outperformed 

the plan by W4.4 tn
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Bond issuance: reading between the lines

The government proposed issuing KRW82.4 trillion of Trea-
sury bonds in 2011, up from KRW77.7 trillion in 2010, which
implies that the net issuance would rise from KRW29.2 tril-
lion in 2010 to KRW36.0 trillion next year, even though the
budget deficit itself is expected to decrease (table). We find
it interesting that the rise in net issuance comes from an
increase for the special account, while bond financing for
the general account would decline from KRW23.3 trillion in
2010 to KRW21.0 trillion in 2011. In the absence of further
details, we note that much of the bond issuance for special
account funding traditionally has been for FX stabilization
funds, in an effort to slow the pace of KRW strengthening.
Nevertheless, the government’s initial proposals for 2011
bond issuance suggest that overall fiscal activity will turn
modestly supportive in 2011, potentially cushioning the
economy from continued global uncertainty.

Monetary policy outlook and key risks.The BoK withdrew
most of its unconventional measures last year, starting to
take policy rate adjustment from July 2010. However, the
BoK’s tightening has been very gradual to have only two
25bp hikes, just as the J.P.Morgan had long expected. In
2011, the BoK is forecasted to continue with its gradual
pace of policy rate normalization. Our central view is that
the BoK will deliver four 25bp hikes in 2011, guiding the
base rate to 3.5% by the end of this year. However, this
forecast still conditions on;

• Global growth environment;Our house view is that global
growth will reaccelerate to stay above trend, while, in the
very near-term, the European sovereign and banking
stress could interrupt growth  via financial market volatil-
ity. To be sure, Korea’s direct exposure to peripheral Eu-
rope is limited, but we note that about half of the Korean
local markets’ USD funding is made via European banks.

• Commodity prices; J.P.Morgan’s energy research group
forecasts that WTI would rise to $100/bbl by 4Q11, up
from the 2010 average of $85/bbl. According to a rule-of-
thumb calculation, about a 10% rise in global oil prices
raises the  headline CPI by 0.14% while trimming 0.18% of
GDP and US$ 2.0 billion of current account surplus. The
BoK’s reaction to the global oil price move has not been
symmetric, but appears to have focused on inflationary
impact more in a global expansion phase.

• Inflation details; Consumer prices are expected to rise by
3.7%y/y in 2011, up from 2.9% in 2010. On a month-on-
month basis, consumer price inflation likely passed the
peak in October to decelerate modestly for now. Yet, the
source of price pressures would eventually rotate from
cost-push to demand-pull factors. Housing prices will
also matter; based on housing construction orders that

plunged sharply in 2008 to stay weak since then, supply
conditions are expected to turn relatively tight in 2011 to
work in favor of medium-term housing prices. According
to the National Statistic Office (NSO), Korea’s housing
penetration ratio (the number of houses per 100 house
holds, including single family homes) stayed at 101.2%,
with Seoul area’s ratio only at 93.1%. If housing price up-
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Annual issuance of Korea Treasury bonds (KTBs)

KRW tn, calendar year

2007 2008 2009 2010e 2011f

Gross issuance 48.3 52.1 85.0 77.7 82.4

   Rollover 27.7 39.5 43.4 45.6 46.4

   Net issuance 20.6 12.6 41.6 29.2 36.0

     General account n.a n.a. 35.5 23.3 21.0

     Others n.a. n.a. 6.1 5.9 15.0

* Details of 2010 and 2011 are based on National Assembly approved numbers
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turn is strong enough to outpace the overall CPI, the BoK
will probably continue its rate hike action in 2H11 (top
chart, next page).

• Geopolitical risks; North Korea has made increasingly
high-level of provocations since early this year, sinking
South Korea’s warship in March, revealing a uranium en-
richment facility, and finally firing on a South Korean is-
land close to a western maritime border in November to
kill two soldiers and two civilians. As usual, financial mar-
kets showed knee-jerk reactions only, each time restoring
stability quite soon. However, we note that the recent
artillery attack by the North was the first time that it had
fired on civilian targets, possibly having a greater impact
on local Korean sentiment to risk a firmer response from
the South, and thus keeping two Korea’s tensions at a
fever pitch for a longer period of time than in the past,
amid rising concern over political stability of the North.

• Policy makers’ focus on KRW; History suggests that
higher policy rate had limited impact on the KRW. How-
ever, the correlation between the two appears to have
been moving higher in recent years, with foreigners’ own-
ership in local bond markets (KTBs and MSBs only) up
from 1.0% in 2005 to 16.4% in 2010, making it one of the
key reasons of the non-BoK officials’ crusade for slowing
the BoK’s policy rate normalization, in favor of KRW
weakness. We expect such a policy priority will continue
in 2011, but still at the cost of potentially more aggressive
rate hike action in the longer-term, as a simple regression
model still describes that about 10% of depreciation of a
trade-weighted KRW pushes consumer prices by 1.0%

Top Trades
The yield curve is likely rise, as BoK hikes take their toll on
the fairly flat front end, while we expect supply to see a no-
table increase in 1Q. In addition, regulatory measures
should also work against the shorted dated bonds. This
move will be counterbalanced by relatively better buying in
the 10y sector from domestic real money accounts, while
foreign inflows should continue to invest in the Korean
market, albeit at a moderated pace. Given our outlook for
pressure on the short end and support for the long end, we
recommend selling 3y KTB futures outright or as the short
leg of 3s10s bond curve Flattener. We recommend a long
positions in the rather illiquid KTBi for buy-and-hold inves-
tors, as this is the only currently available inflation linked
bond in EM Asia, while BEI levels are attractive versus our
2011 CPI forecast of 3.7%.

In rate derivatives, we position with a 3m forward starting
1s3s swap curve Steepener. Even though a BoK rate nor-
malization view would intuitively call for a short-end flat-

 

40

50

60

70

80

90

100

US$ bn, as of 2Q10, only accounting for BIS reporting banks

Foreign claims to Korea

US Europe ex. UK UK Others

tener, we prefer the swap steepener in this case because 1)
the KRW FRA curve already prices in four or more rate
hikes in 2011 and 2) the forward starting steepener offers
excellent 3m positive roll-down and is already near its two-
year low. In swaption volatility, we prefer buying cheap
gamma while relatively minimizing vega exposure with 3m3y
or 3y10y “gamma efficient” structures, and extracting profits
through frequent delta hedging.

In outright FX we expect KRW to appreciate a net 2% for
the year, but given the currency’s tendency for volatility,
we prefer not to take a position until the expected risk/return
profile improves.
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Malaysia: economic indicators

   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 5.8 -1.7 6.8 4.2 4.4

 Consumption* 5.2 0.8 2.7 3.2 2.9

 Investment* 1.1 -3.1 5.9 1.2 0.6

 Net trade* -0.4 0.6 -1.8 -0.1 1.0

Consumer prices, %oya 3.1 0.6 1.7 2.9 3.0

 % Dec/Dec 3.1 1.1 1.7 3.0 3.0

Producer prices, %oya 5.8 -7.3 6.0 5.0 5.0

Government balance, % of GDP -4.0 -7.1 -5.6 -5.2 -4.5

Merchandise trade balance ($ bil.) 37.4 40.2 43.0 40.1 38.8

  Exports 160.9 157.2 179.4 199.7 218.0

  Imports 123.5 117.0 136.3 159.5 179.2

Current account balance 25.9 31.7 34.9 32.9 33.5

  % of GDP 15.6 16.5 15.7 13.3 11.1

International reserves, ($ bil.) 82.4 96.2 106.2 109.9 122.4

Total external debt, ($ bil.) 61.2 69.0 65.5 57.5 67.5

  Short term† 20.2 29.9 31.4 31.4 31.4

Total external debt, % of GDP 35.7 36.8 30.3 24.9 20.7

Total external debt, % of exports‡ 30.6 35.6 29.7 24.5 22.7

Interest payments, % of exports‡ 1.6 2.8 3.1 2.2 1.8

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.

Malaysia

• Main focus in 1H11 will be the outcome of general
elections - which are expected to be called soon

•  A  positive outcome could catalyze sentiment and demand

• External demand in 1H11 looks solid on coat-tails of G-3

• Further subsidy rationalization to add to inflationary
pressures, leading to further policy hikes

The main near-term focus in Malaysia will be upcoming
general elections. The election is expected to be called in
1H11. The outcome of the election could lead to further re-
forms, both on the fiscal side and in terms of economic liber-
alization - enunciated through the 1Malaysia policy. If the
current government manages to win back some of the states
lost from the 2008 elections, this would provide a positive
mandate for the current government and also strengthen
Prime Minister Najib’s political position to pursue economic
reform. The expectation is that the outcome will be positive
for the incumbent administration laying the ground for our
2011 forecasts for Malaysia.

G-3 tailwind to lift 1H11 growth. Following the softness in
2H10, 1H11 is setting up for a lift in growth, reflecting the
upturn in the G-3 (first chart). This should lift external de-
mand in 1H11. The follow through in 2H11 will depend on
the outcome of elections. A positive outcome could provide
a near-term fillip to domestic demand that could add to
growth. A positive outcome would also suggest further
price liberalization to Malaysia’s subsidy scheme.

Watching inflationary passthrough in 2011. Consumer
price inflation has been contained despite rising input costs
as reflected in the PPI. One sign of this compression of retail
margins can be seen in the declining index of CPI to PPI,
which suggests that input price increases have not been
matched by increases in consumer prices (second chart).
This raises the risk that latent inflationary pressures could
manifest in 2011, especially if sentiment takes a turn up.

A positive election outcome suggests that this subsisdy
rationalization will continue into 2011, which combined
with further increases in other input prices, suggests the
producer prices will continue to rise. This forecast frames
the view that consumer price inflation will head higher in
2011, especially in 2H11 if domestic sentiment firms follow-
ing the election results. This provides for inflation to head
to  3.5-3.75%oya by 3Q11 from less than 2% currently.

BNM to continue normalizing policy in 2011.  Given the
expectation of a further climb in inflation in 2011 amidst a

positive growth backdrop, the monetary authorities are ex-
pected to continue with policy normalization. We now ex-
pect the OPR to be 3.25% by 2Q11 with an initial rate hike
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MYR bn

2005 2006 2007 2008 2009 2010e 2011f Change
2

1. Revenue (a+b) 106 124 140 160 159 162 166 4

a. Tax 81 87 95 113 107 107 116 8

b. Non-tax 26 37 45 47 52 55 50 -5

- Investments 15 25 32 32 37 39 33 -6

- Others 11 12 12 15 15 16 17 2

2. Expenditure (a+b-c) 125 143 161 195 206 206 211 6

a. Current 98 108 123 153 157 152 163 11

- Interest 12 12 13 13 13 16 19 3

- Subsidies 13 10 10 35 20 25 24 -1

- Transfers 20 26 32 26 42 28 33 5

b. Development 31 36 41 43 50 54 49 -5

c. Loan recovery 3 1 3 1 1 1 1 0

3. Deficit (1-2) 19 19 21 36 47 43 45 2

Primary deficit 7 7 8 23 34 28 27 -1

Net financing (1+2) 19 19 21 36 47 43 45 2

1. Change in assets1 10 4 -1 0 -3 3 n/a n/a

2. Change in debt 10 15 21 35 50 40 46 5

- Domestic 13 18 26 36 57 37 51 15

- Foreign -3 -3 -4 0 -6 4 -5 -9

1. + = drawdown

coming at the March MPC meeting. This policy hike will
bring monetary conditions close to 2006 levels but will still
remain accommodative relative to the economic cycle.

Modest fiscal consolidation in 2011. The 2011 fiscal plan
assumes a deficit of 5.4% of GDP from 5.6% of GDP in 2010.
The thrust of the budget appears to be one of consolidation
following the crisis of 2008-09. On the revenue side, there is a
notable decline in the revenues to 19.8% of GDP in 2011 from
20.9% in 2010 (table). This owes mainly to the lower contribu-
tion from investment income, which is forecast to fall to
RM33 billion in 2011 from RM39.5 billion in 2010.

There has been a move to broaden the tax base via the in-
troduction of a Goods and Services Tax (GST), but this has
been postponed indefinitely. The GST’s introduction would
have lowered the government’s dependence on non-tax in-
come. The need to widen the tax base could take on greater
urgency in the event that investment income declines over
the medium term. Also, the relative subsidy cost is expected
to decline into 2011, to 2.8% of GDP from 3.2% in 2010. Part
of this reflects ongoing efforts to rationalize the subsidy
scheme following a slight increase of energy and sugar
prices in July. Also, development expenditure is expected to
contract by 1.1% of GDP to 5.9% of GDP from 7% in 2010.

Larger net issuance despite consolidation
Despite the narrower budget deficit, total net issuance is ex-
pected to increase 40% to MYR51.1 billion against MYR36.5
billion in 2010. This would translate into gross issuance of
RM96.6 billion, up from MYR60.5 billion in 2010. It is not clear
what the reason is for the significant expansion in net issu-
ance—especially given the fiscal consolidation. While a
US$1.75 billion bond is expected to mature in July 2011 and
be refinanced via local issuance, this would not fully account
for the increase in net issuance. This marks a large increase
relative to previous years and the increase in net domestic
issuance may reflect a deliberate shift on the part of the fis-
cal authorities to tap into strong foreign inflows.

Top Trades
On balance, we prefer shorting duration and paying rates in
Malaysia, because too little rate tightening is priced in and
net bond supply is set to rise a dramatic 30% in 2011.As
such, we prefer to position with a general underweight in
MGS with a bias towards curve steepening through a 3s10s
bond curve Steepener. In rate derivatives, w recommend
paying 3y MYR swaps, because past instances of rate hikes
and supply increases have often acted as catalysts for
higher, steeper swap curves in Malaysia. In FX, we believe
the days of “USD/MYR Free fall” are over, and believe
greater BNM intervention in the future will slow MYR’s

gains versus regional peers. We prefer to use a rolling strat-
egy of short-dated 1x1 USD/MYR Put Spreads struck ATM
and 2% OTM to gain exposure to periods of appreciation
while limiting losses during risk-off events in the somewhat
crowded consensus MYR trade.

JPMorgan Chase Bank
Sin Beng Ong (65) 6882-1623
sinbeng.ong@jpmorgan.com
Bert Gochet (852) 2800 8325
bert.j.gochet@jpmorgan.com
Jason Mortimer (852) 2800 8329
jjason.j.mortimer@jpmorgan.com
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Philippines: economic indicators

   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 5.5 0.9 7.0 4.5 5.2

 Consumption* 4.4 3.7 3.9 3.2 3.5

 Investment* -1.6 1.9 -0.9 1.6 3.6

 Net trade* 2.7 -4.7 4.0 -0.3 -1.9

Consumer prices, %oya 6.4 3.2 3.8 3.6 3.6

 % Dec/Dec 6.3 4.3 3.0 2.7 4.6

Wholesale prices, %oya 7.1 -1.4 4.5 4.0 4.5

Government balance, % of GDP -1.8 -3.9 -3.5 -3.3 -3.0

Merchandise trade balance ($ bil.) -8.2 -8.9 -6.3 -6.0 -6.0

  Exports 44.7 32.2 45.5 55.0 63.1

  Imports 52.9 41.1 51.9 60.9 69.1

Current account balance 4.1 7.0 12.2 14.2 15.6

  % of GDP 3.3 4.3 6.5 6.4 5.9

International reserves, ($ bil.) 22.5 37.9 56.9 71.9 83.9

Total external debt, ($ bil.) 61.1 62.0 76.9 77.6 80.6

  Short term† 7.6 6.0 10.7 9.7 9.7

Total external debt, % of GDP 50 38 37 35 30

Total external debt, % of exports‡ 89 97 85 81 74

Interest payments, % of exports‡ 4 3 3 3 3

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.
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Philippines

• Remittance and BPO exports remain strong GDP and
BoP supports, and limit downside to Philippine assets

• BSP on hold thru 1H due to contained inflation outlook;
food and administrative price changes are the main risks

• Fiscal consolidation is underway, but more progress on
revenue mobilization is needed  on immigration

The economy should grow at a trend-like pace in 2011. Pri-
vate consumption and exports will drive growth while in-
vestment plays a more modest role. Remittances and BPO
service exports will remain foundations of the current ac-
count surplus and will support PHP and USD sovereign
debt. The inflation outlook does not as appear threatening
as elsewhere in the region, keeping BSP on hold through
midyear. Global commodity prices and changes to adminis-
trative prices are the key inflation risks. The Aquino admin-
istration has made progress on spending restraint but rev-
enue mobilization is still needed for fiscal consolidation.

Aquino’s victory and initial policy achievements have
boosted confidence. The mood in Manila has changed dra-
matically since Aquino’s victory. His level of popularity is
high, with 80% of Filipinos trusting him according to Pulse
Asia. He has appointed several well-respected technocrats
to his cabinet and he is pursuing tax evaders. His cabinet
has had some early success, mostly related to the global
PHP issuance and liability restructuring. However, more
tangible results related to reducing corruption, improving
the investment climate, and alleviating poverty will be re-
quired to keep credibility high in 2011.

Current account finding support in every corner. At a fore-
cast $20 billion in 2011, or 10% of GDP, remittances will re-
main the foundation of the current account surplus (fore-
cast to stay around 6.5% of GDP). However, business pro-
cessing outsourcing (BPO) service exports are growing rap-
idly and are an increasingly important support. In 2010, BPO
exports are estimated at $9 billion and in 2011, half as large
as remittancs (the Philippines just overtook India as the
largest voice-only service provider and was named top BPO
destination by IBM). It is hard to spot weakness in the Phil-
ippines current account. The merchandise trade deficit has
historically been the weak link, but strong exports and soft
imports in recent years have helped to narrow the gap. The
trade deficit in 2011 is expected to be about only one-third
of its average size over the last decade.

Inflation to stay within BSP’s target range, keeping rates
on hold through midyear. BSP is one of the few central

banks in EM Asia that has yet to hike rates since exiting the
We expect inflation to slow to around 2.5% in 2Q before
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rising again. This trajectory leaves our 2011 inflation fore-
cast of 3.1% well within BSP’s 3% to 5% target. The key
risks to our forecast are global commodity prices, and possi-
bility of hikes in subsidized rice and transportation costs.

The fiscal position has modestly improved under Aquino.
Aquino inherited a fiscal situation in disarray from Arroyo
last July. In the first six months of the year the deficit had
already reached two-thirds of its full-year target and had to
be revised higher to 325 billion from 293 billion. However,
since taking office, the Aquino administration has run five
straight primary budget surpluses and the 2H10 deficit was
only half of that from 1H. With only December data out-
standing, the deficit looks to be about 3.5% of GDP, below
our previous forecast of 3.8% and the 3.9% deficit in 2009.

Revenue mobilization still needed for sustained and signifi-
cant consolidation. While the government has had early
success narrowing the budget deficit, most of the improve-
ment has come from spending restraint rather than revenue
mobilization. At roughly 15% of GDP, revenue collection in
the Philippines is weak. The government is placing empha-
sis on mobilizing revenues and improving collection effi-
ciency, but this will take time and may only be marginally
effective. In the meantime, the government plans to increase
targeted spending on infrastructure and social services,
which is badly needed. The ability to increase spending and
remain committed to medium term fiscal consolidation (tar-
get is 2% of GDP deficit by 2013) will in large part depend
on revenue mobilization. We are modestly optimistic and we
expect the deficit to shrink to 3.3% of GDP this year. If the
government can achieve 2% of GDP deficits from 2013, gov-
ernment debt will decline to 47% of GDP by 2015 from 55%.

Capital controls unlikely as BSP relies on traditional tools
and outflow liberalization to manage currency pressure.
Given the current account’s dominance of the BoP relative
to the capital account (US$14 billion compared to $3 billion
forecast in 2010) and BSP success in the past in sterilizing
excess liquidity through its Special Deposit Accounts, we
do not expect capital controls. The government recently
raised limits on outward investment and eased restrictions
on fx conversion to relieve pressure on PHP. Officials have
also squeezed positions in the market at times by not rolling
over forward contracts but this is meant to only slow the
pace of PHP appreciation rather than prevent it

Top Trades
In the Philippines we recommend an overweight in the 10y
Global Peso bond and subsequent global peso issues, as
these bonds tend to trade as alpha-generating “risk-on”
products that perform if PHP and Asian currencies
strengthen. We believe this dynamic compensates for the

richness of the offshore bonds to onshore rates. In FX, we
hold PHP as a core overweight position as balance of
payments, dominated by the current account, is strong and
improving while the BSP shows less long-term aversion to
PHP appreciation than other more export-led economies
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Singapore: economic indicators

   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 7.1 -1.3 14.7 5.0 5.6

 Consumption* 1.6 1.0 3.1 2.8 2.8

 Investment* 4.9 -4.6 3.7 1.9 2.0

 Net trade* 0.5 2.3 8.0 0.3 0.8

Consumer prices, %oya 2.3 0.6 2.8 3.6 2.7

 % Dec/Dec 2.5 -0.5 4.5 2.9 2.4

Producer prices, %oya 5.5 -13.9 3.0 3.0 3.0

Government balance, % of GDP 8.0 -1.0 2.5 2.5 2.5

Merchandise trade balance ($ bil.) 37.5 24.4 42.9 45.3 45.6

  Exports 270.7 269.8 340.3 396.7 455.2

  Imports 233.2 245.4 297.4 351.3 409.7

Current account balance 30.0 20.9 40.5 43.8 47.0

  % of GDP 19.9 11.5 17.7 16.2 15.4

International reserves, ($ bil.) 140.4 187.5 219.5 247.5 272.5

* Contribution to growth of GDP.

Singapore

• Growth to slow after record breaking year; inflation to
start high but to moderate, CPI risks still to the upside

• SGD NEER policy on hold, at least in April; “monetar y
policy plus” to remain strategy to address asset prices

•  Elections likely in 1H11, with no notable growth effect but
inflation could be exacerbated depending on immigration

Singapore’s economy grew a record breaking pace in 2010
as global demand rebounded from the recession and be-
cause of the opening of two integrated resorts and Univer-
sal Studios Theme Park. In 2011, growth will slow toward
tremd but operating capacity and production levels remain
high. Inflation has risen and it should stay high in 1Q before
moderating. Tight labor market conditions and risks from
global commodity prices are the major risks to this view, as
is the potential for immigration policy to become less flexible
due to political pressures. Otherwise, we do not expect elec-
tions to have any notable economic effect, and the MAS
will likely keep its current pace of appreciation, which is al-
ready steep by historical comparison, unchanged. Property
and other asset prices will be addressed by administrative
measures, which will likely continue to be used in 2011.

After a rollercoaster ride in recent years, growth should
be closer to trend in 2011. Due to Singapore’s small size
and extreme openness the last few years have been extreme.
After contracting 1.3% in 2009 the economy expanded by an
estimated record 14.7% in 2010. In 2011, we forecast 5.0%
growth, while acknowledging some upside risk. In 2010,
manufacturing punched above its weight, contributing more
to growth than services, which are about three times as
large. But with the inventory rebuilding cycle and the manu-
facturing rebound behind us, manufacturing growth is ex-
pected to slow notably and services will become the driver
in 2011. This shift has already begun to occur. Credit
growth to manufacturing businesses was about flat in Octo-
ber, while credit to the service sector was up 13.4%oya
(overall credit growth to businesses was 10.1%oya).

Inflation to start high but to moderate, perhaps not as much
though as MAS anticipates. Inflation rose over the course
of 2010 but it was fairly steady between 3.1% and 3.8%oya
in the July to November period. We expect inflation to rise
above 4% in 1Q10 (possibly in the December print) and it
could go as high as 4.5%. However, by 2Q over-year-ago
inflation should start to rollover and moderate gradually
into year end. Our forecasts show inflation ending the year
at around 3%oya but the MAS currently projects a more
pronounced slowdown to around 2%. Such a slowdown

leaves little room for higher global commodity prices, and it
assumes that monetary tightening via the SGD NEER off-
sets price pressures from tight labor market conditions.
Both of these factors remain notable risks to the inflation
outlook, as does potentially more restrictive immigration
policy in an election year.

Despite inflation risks, base case scenario is that MAS
maintains current slope and center point of NEER band.  In
2010 the MAS tightened monetary policy considerably. In
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April, the MAS moved the centerpoint higher while also
shifting to modest and gradual appreciation slope from
neutral. In October, the MAS surprised the market steep-
ening the pace of appreciation and widening the band,
which was related to concern about financial market vola-
tility. While inflation is high and risks are to the upside,
MAS policy is already tight by historical standards. Thus,
unless we get upside surprises in inflation prints early in
the year, we doubt the MAS will tighten further. It is im-
portant to remember that with the band already on an up-
ward path, monetary policy will continue to tighten over
the year even if the MAS keeps its policy unchanged . We
place 60% chance of no change in April with 30% change
of an one-off recentering and 10% chance of easing.

“Monetary policy plus” to remain key strategy for ad-
dressing financial market and asset price concerns.
While inflation is forecast to moderate, asset prices, par-
ticularly property prices, remain a concern. In particular,
HDB prices have continued to rise despite administrative
measures taken in recent years to cool the sector. The
MAS has been clear that it will continue to use the ex-
change rate band to address the traditional growth and
inflation trade-off and it will use other measures, in con-
junction with other government agencies, to address other
financial market or asset price concerns. The ability to use
administrative and regulatory measures in addition to ex-
change rate policy defines the “plus” part of the “mon-
etary policy plus” strategy.

Elections unlikely to be important economic event, though
inflation could be marginally affected. The government
must call for elections in 2011. The most widely held view
in the market is that the government will announce elec-
tions after its budget speech in February. Elections are ex-
pected to be held in May, five years to the month after the
last one but the exact timing is unknown. We do not expect
any major surprises in this election and the People’s Ac-
tion Party (PAP) will likely be reelected with a large major-
ity (albeit perhaps slightly smaller than its current 97% ma-
jority). The election should not have any major effect on
growth. The only economic area where it could have an
effect is on inflation, if political pressures were to provoke
the government to clamp down on new foreign workers
and limit immigration. This could tighten labor market con-
ditions further, and be inflationary. For the time being, we
expect the government to be rhetorically opposed to
immigation but we doubt they will actually clamp down
tightly on on immigration.

Top Trades
The SGD is our top EM Asia FX overweight trade in 2011.
We find the currency attractive is an easy way to gain ex-
posure to a wide-basket of Asian currency appreciation,

while avoiding the risks of capital controls and idiosyncratic
volatility evident in other Asia currencies. Furthermore, the
MAS has shown a willingness to lead the region in tighten-
ing policy, and there is a non-zero chance of further tighten-
ing in the next bi-annual meeting in February. Tactically we
prefer a 50/50 weighting of USD/SGD and EUR/SGD as this
basket shows superior risk/reward to outright shorts to the
individual rates. Incidentally, we find that EUR/SGD FX vol
makes a cheaper hedge in case of further Euro crisis con-
cerns, as this vol tends to trade cheaply due to normally
high correlation EUR-SGD correlation, but richens aggres-
sively during periods of endogenous EUR stress such as
occurred during the Greek crisis of May 2010. We recom-
mend financing the long EUR/SGD option with a short USD/
SGD trade in vega-netural size.

JPMorgan Chase Bank
Matt Hildebrandt (65) 6882-2253
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Sri Lanka

• GDP growth expected to remain strong as Sri Lanka
benefits from increased resource utlization, post conflict

• Inflation gains momentum in 2H2010 and remains the
key risk in 2011

• CBSL unexpectedly cut rates in  January  but will likely
have to reverse course in 2011

•  FX appreciation likely to be limited as the BoP surplus
expected to shrink and the CBSL continues to actively
intervene in the FX market.

GDP growth in both 2010 and 2011 is expected to post close
to 8% oya as the economy is currently reaping a significant
peace dividend. Growth is expected to be balanced with ag-
riculture, industry and services all currently experiencing
renewed momentum. Agriculture, forestry and fisheries are
benefiting from significantly-increased resource utilization
post-conflict as one-third of the island’s land resources and
two-thirds of its coastline, which was sub-optimally used
during the conflict, are now being put to more productive
use. Industrial growth is benefiting from the government’s
significant push towards reconstruction and public infra-
structure and should get a further fillip as real interest rates
have fallen in recent months.. Meanwhile, services growth
is being driven by the hospitality industry as tourism has
surged after the end of the conflict.

Inflation remains the key risk in 2011. After falling
sharply through mid-year, inflation has begun to rise again
and the November CPI print of 7% was the highest in almost
two years. Inflation could surprise further on the upside in
2011 if global commodity prices continue to stay elevated,
the banking system continues to remain in significant sur-
plus liquidity (an upshot of the continued intervention in
the FX market by the Central Bank of Sri Lanka (CBSL)) and
the projected pick-up in private investment causes growth
to stay above potential before the new capacity comes
online. Currently, food inflation has risen from about 3% in
mid-2010 to 10% by year-end, and could increase further in
the near term as recent floods have resulted in a significant
fraction of the crop being lost. Core inflation continues to
remain sticky around the 5-6%  range and could be pres-
sured upwards before the new capacity comes online

The CBSL’s January rate-cut was a surprise and could be
reversed in 2H2011. With inflation rates close to two-year
highs, growth strong, and a sharp pick-up in commercial
credit in recent months, the CBSL’s rate cut in January was
highly unexpected. With inflation poised to gain momentum

JPMorgan Chase Bank
Sajjid Chinoy (91-22) 6157-3386
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Average

2003-07 2008 2009 2010f 2011f

Real GDP, % change 6.4 6.0 3.5 7.8 8.0

Consumer prices %oya 11.5 22.6 3.5 5.9 7.5

Government balance, % GDP -7.1 -7.0 -9.8 -8.0 -7.0

Exchange rate, units/$, eop 106 113 114 111 108

Merchandise trade balance ($ bil.) -2.7 -6.0 -3.1 -5.7 -7.0

Exports 6.4 8.1 7.1 8.0 8.8

Imports 9.0 14.1 10.2 13.7 15.8

Current account ($ bil) -0.9 -3.9 -0.2 -2.0 -3.0

International reserves, eop ($ bil) 3.1 1.8 4.9 6.6 7.6

Total external debt, eop ($bil) 16.5 17.8 20.9 24.0 25.5

Total external debt, % of GDP 51.0 44.9 49.6 49.9 48.8
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over 2011 (see above), the CBSL may well have to reverse
course and potentially increase policy rates in 2H2011.

Strong growth expected to ensure that targeted fiscal con-
solidation is achieved in 2011. With the 2010 fiscal deficit
expected to print at 8% of GDP, as targeted, authorities used
the 2011 budget to initiate the process of wide-ranging
structural tax reforms, and have targeted a further reduction
in the fiscal deficit to 6.8% of GDP. Tax rates have been ra-
tionalized across the board with corporate and personal
rates reduced and the VAT regime consolidated into one
rate. However, measures to broaden the base fell slightly
short of expectations as the VAT is still to be extended to
wholesale and retail and enough loopholes exist for tax holi-
days across multiple sectors to continue. Despite this, how-
ever, buoyant growth in 2011 should help facilitate achiev-
ing the targeted reduction in this year’s fiscal deficit and
slippage, if any, is expected to be small.

FX appreciation likely to remain muted in 2011. Even as
capital flows resumed in 2010, the Sri Lankan Rupee appreci-
ated very modestly, primarily on account of the sustained
intervention in the FX market by the CBSL. With this ap-
proach expected to extend into 2011, the current account
deficit expected to widen on account of a pick-up in invest-
ment, and the BoP surplus expected to shrink, the rupee is
again expected to appreciate very modestly (3-4 %) in 2011.

.
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Taiwan
• Taiwan’s export sector to benefit from the acceleration in

the global recovery in 2011

• Domestic demand expansion broadens out, with benefits
from ECFA carrying through industry and services

• CPI inflation to pick up steadily, central bank continues to
normalise monetary policy with steady rate hikes

• Benign global growth outlook and ECFA-related structrual
factors point to persistent, solid BoP surpluses

The Taiwan economy went through some rather volatile
growth pattern in 2010, with the growth momentum slowing
sharply from 17.3% q/q, saar in 1Q to a sluggish pace of 1.9%
q/q, saar and 0.1% in 2Q and 3Q respectively, which in turn
reflected the moderation in the global manufacturing cycle
and the inventory correciton cycle in mainland China
through midyear. Nonetheless, Taiwan’s recent macro data,
including IP, merchandise exports, and the labor market re-
port, largely confirmed the solid, broad-based acceleration in
the economy’s momentum during 4Q, especially in the export
and manufacturing sectors. we have thus revised up the esti-
mates for Taiwan’s 4Q10 GDP growth to 6.8%q/q saar, a no-
table recovery from the subdued growth pace in the previous
two quarters. The 2010 full-year GDP growth estimate now
stands at 10.4%oya.

Looking ahead, regarding the external environment, our glo-
bal team has been highlighting the acceleration in the global
recovery. US consumer spending has lifted smartly in 4Q10
along with solid demand across the emerging market econo-
mies. Overall, solid momentum in global retail sales and busi-
ness spending is expected to persist through 2011. As the
impact of the Economic Cooperation Framework Agreement
(ECFA) between mainland China and Taiwan begins to be
felt this month with lower cross-strait import duties, and
given the expected solid growth momentum in the Chinese
economy, cross-strait trade activity should receive a notable
boost this year. As such, the positive external demand out-
look should support solid expansion in Taiwan’s export sec-
tor and industrial activity growth this year.

We continue to look for a broadening base of domestic de-
mand growth in Taiwan, with the benefits from ECFA carry-
ing across manufacturing and service industries. With
steadily falling unemployment and improving consumer con-
fidence, consumer expenditure has been recovering at a solid
pace, as shown in the recent marked gain in retail sales and
new car sales. Imports of capital equipment suggest that the
trend in private investment growth is also strong. Indeed,
while the pace of fixed investment growth in 2011 will likely
ease, given the high base last year, the overall tone of do-
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   Average

2004-08 2009 2010 2011f 2012f

Real GDP, % change 4.6 -1.9 10.4 5.0 5.3

 Consumption* 1.0 1.1 2.4 2.3 2.4

 Investment* 0.4 -4.2 5.4 0.3 0.7

 Net trade* 3.2 1.2 2.6 2.4 2.2

Consumer prices, %oya 2.0 -0.9 1.0 2.1 2.3

 % Dec/Dec 1.8 -0.2 1.3 2.6 2.8

Producer prices, %oya 5.0 -8.7 4.8 4.0 4.2

Government balance, % of GDP -0.9 -3.6 -1.5 -1.3 -1.2

Merchandise trade balance ($ bil.) 22.0 30.6 24.9 25.5 23.9

  Exports 221.2 203.4 260.4 288.2 327.7

  Imports 199.2 172.8 235.4 262.7 303.8

Current account balance 25.3 42.9 34.8 36.5 35.6

  % of GDP 6.7 11.4 7.7 7.3 6.1

International reserves, ($ bil.) 266.4 349.9 386.9 423.9 455.9

Total external debt, ($ bil.) 85.9 79.1 89.7 91.8 93.9

  Short term† 75.3 70.0 79.3 80.5 81.8

Total external debt, % of GDP 22 22 19 18 16

Total external debt, % of exports‡ 31 33 26 26 23

Interest payments, % of exports‡ 1 0 1 1 1

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.

mestic investment remains positive. Taiwan corporates are
making investment plans to take advantage of new/ex-
panded business opportunities on cross-strait activity in
various industries along with the signing of ECFA, which
should continue to boost domestic fixed investment this
year. Combining these factors, we have revised up Taiwan’s
2011 real GDP growth forecast to 5.0%oya (previous fore-
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cast at 4.0%). The forecast for 2012 real GDP growth remains
at 5.3%oya.

Export trend up on tech, China demand. Taiwan’s latest
trade reports confirmed that the sequential trend in the ex-
port sector had turned up solidly, with December exports up
34.4% 3m/3m, saar by December, consistent with the latest
positive signal on the global manufacturing sector and
overall external demand by end last year. In particular, over-
all tech exports gained notably at 4.9% m/m, sa in December,
adding to the jump at 6.1% m/m in November, with the se-
quential trend rising at 38.0% 3m/3m, saar. In addition, ship-
ment to China/Hong Kong rose notably for the third con-
secutive month, rising 4.5% m/m, sa in December, adding to
the jump at 8.6% m/m in November, with the sequential
trend rising at 56.0% 3m3m, saar.

Looking ahead,  the constructive external demand environ-
ment (for instance, US equipment investment is expected to
expand at a solid 10-15% q/q, saar pace through the coming
quarter) points to a positive outlook for Taiwan’s export
sector. Besides, as the impact of the Economic Cooperation
Framework Agreement (ECFA) begins to be felt this month
with lower import duties, and given the expected solid
growth momentum in the Chinese economy, cross-strait
trade activity should receive a notable boost this year.

Broadening domestic demand growth.A prominent feature
of Taiwan’s macro picture in recent years has been rela-
tively weak domestic demand, especially during the 2003-07
global economic boom, underscored by a persistent decline
in the share of fixed capital formation in total GDP, in sharp
contrast to the trend seen in many other Asian economies
(bottom right chart, previosu page). With the prospect now
of deeper and closer cross-strait economic integration uner
ECFA, not only in trade activity, but also in service sectors
and investment flows, the foundation has been laid for a
broader-based, sustained expansion in Taiwan’s economy,
and expect a promising medium-term rise in domestic invest-
ment as well as consumer demand. Indeed, it is worth noting
that overall domestic demand, including private consump-
tion and fixed capital formation, contributed more to overall

 

-5

0

5

10

%-pt contribution to headline GDP oya growth

Taiwan: contribution to GDP growth

2004 2005 2006 2007 2008 2009 2010

Private 

consumption

Net exports

Fixed 

investment

 

-10

0

10

20

30

-100

-50

0

50

100

150

%3m/3m, saar, both scales 

China IP and Taiwan's exports to China/ Hong Kong

2005 2006 2007 2008 2009 2010

China IP

Taiwan exports 

to China/HK

 

-75

-50

-25

0

25

50

75

100

125

-30

-20

-10

0

10

20

30

40

%3m/3m, saar, both scales

Taiwan tech exports and US new tech orders

2005 2006 2007 2008 2009 2010

US new orders for 

computers and 

electronics products
Taiwan tech 

exports

 

4

6

8

10

12

0.5

1.0

1.5

2.0

2.5

3.0

US$ bn, both scales, sa

Taiwan: exports by destination

2008 2009 2010

China/ HK

US

Europe

Japan

 

10

15

20

25

30

35

40

45

% of GDP

Gross fixed capital formation as share of GDP

96 98 00 02 04 06 08 10

Taiwan

Singapore
Korea

GDP growth than net exports during the past four quarters
(bottom left chart, previous page), a phenomenon which
had not been seen in the past five years.

Though the ECFA was only signed in June last year, closer
cross-strait economic links, in addition to the global eco-
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nomic recovery, have provided a notable boost to Taiwan’s
labor market, supporting a broader-based expansion in the
overall economy in recent quarters. For example, employ-
ment in service sectors began to turn up early in this eco-
nomic recovery (top left chart), registering solid monthly
gains since May 2009, led by rising employment in accom-
modation and eating and drinking outlets. This upturn has
been supported by the marked expansion in the tourism in-
dustry—boosted by the opening to mainland tourists since
2H08, with tourists from mainland China the largest single
group to Taiwan since November 2009 (top right chart). Not
surprisingly, despite the lingering uncertainty in the global
economy last year, Taiwan households’ confidence in over-
all economic outlook and employment opportunities has
persistently stayed elevated (third chart).

Inflation to turn up steadily in 2011.Taiwan’s CPI inflation
has been largely well-behaved last year, averaging at
1.1%oya for the three months ending December. Indeed,
Taiwan’s CPI inflation trend has been rather modest com-
pared against most other economies in the region. In par-
ticular, despite the steady recovery in domestic demand last
year, domestic demand-led inflation pressure has been still
well-contained. Nonetheless, there is widening concern that
rising international commodity prices, including agricultural
products as well as other major commodity items, could be-
gin to show up as imported inflation pressure in Taiwan.
Indeed, the seasonally-adjusted trends in both the WPI and
import price index have moved up steadily in recent months,
to be up 10.9% 3m/3m, saar and 15.6% 3m/3m, saar respec-
tively by December, suggesting that pipeline inflation pres-
sure has turned up moderately. In addition, asset inflation
and associated risks on general financial market stability
continue to be amongst the key concerns for the Taiwan
central bank.

Looking forward, headline CPI inflation rate is expected to
trend up gradually this year, with the DGGAS forecast look-
ing for CPI inflation to average at 1.85%oya for the full year
(J.P.Morgan forecast at 2.1%oya). As such, the central bank
would likely continue to normalize monetary conditions,
raising policy rates at a modest, steady pace going ahead,

preventing real interest rates from falling notably into nega-
tive zone. Overall, we expect the central bank to raise policy
rates at a steady 12.5bp pace through the four quarterly
meetings this year.
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Persisting positive BoP fundamentals. On the external ac-
count, while the benign global growth outlook in the coming
quarters would be supportive of Taiwan’s current account,
it is worth highlighting some interesting adjustment in the
BoP financial accounts. In particular, there has been a sus-
tained upturn in the “other investment” item under the BoP
financial account (last chart), which has been boosted by
the improving medium-term outlook for the Taiwan economy
along with closer cross-strait economic links, hence increas-
ing attractiveness of domestic assets. On FDI, there also
seems to be growing enthusiasm from foreign corporates,
including US, European and Japanese ones, to increase di-
rect investment in Taiwan, taking advantage of the stabiliz-
ing cross-strait political atmosphere and intensifying cross-
strait economic links under ECFA. Thus, looking ahead,
Taiwan’s current account as well as its capital and financial
account will likely continue to register solid surpluses in
coming quarters, supported by the solid global growth out-
look and with the positive structural forces along with
closer cross-strait economic links. These positive BoP un-
dercurrents should provide solid fundamental support for
the TWD in coming quarter.

In addition, the sustained current account surplus and net
capital inflow, and the associated impact on domestic liquid-
ity and especially asset markets, would continue to be im-
portant considerations for the central bank’s policy rate
decision, even as the DM central banks continue to hold
policy rates at historical lows for an extended period of time.
Indeed, concerns over the rise in property prices and the
Taiwan central bank’s fears about the general boost of
negative real rates to domestic asset prices have been an
important factor behind the central bank’s decision to raise
policy rates steadily from June last year, even as Taiwan’s
recent CPI inflation trend has indeed been rather modest
compared to other Asian economies.

Top Trades
While our fundamental outlook is for higher rates in Taiwan
led by CBC tightening and a general rebalancing from fixed
income into equities, outright paid positions in both the
short and long end look problematic. In the short end, the
TWD 90 day CD FRA curve already prices in considerably
more policy tightening than our (and the market consensus)
expects from the four likely CBC rate hikes in 2011, while
any potential gains would have to overcome negative carry
and roll-down. Fundamentally, we expect the long end can
also rise as the 5y rates for example tend to trade with a high
(~90% correlation) to the equity market and this relationship
is likely to re-establish itself in 2011. That said, the strongly
growing AUM of Taiwan real money investors will continue
to put downward pressure on these long end rates, thus
taking the edge off any rise in rates. Thus, we prefer to pay
the 2y forward 1s5s swap curve Steepener for its positive

carry and low Z-score. For FX, we believe that - despite
TWD’s 2H 2010 surge versus peers- the currency remains a
laggard and will not continue to lead Asian appreciation.
We recommend a rolling 1m 1x2 Put Spread strategy using
ATM and 2% OTM strikes given our expectation for fur-
ther, capped appreciation during 2011.
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Thailand: economic indicators

   Average

2004-08 2009 2010f 2011f 2012f

Real GDP, % change 4.7 -2.3 7.9 5.0 4.8

 Consumption* 2.3 0.1 1.9 1.8 2.2

 Investment* 1.6 -5.8 4.7 0.9 2.1

 Net trade* 0.8 3.4 1.4 2.2 0.5

Consumer prices, %oya 3.9 -0.8 3.3 4.5 3.7

 % Dec/Dec 3.2 3.5 3.0 4.1 4.0

Wholesale prices, %oya 7.7 -3.8 9.4 10.0 6.0

Government balance, % of GDP -0.8 -3.9 -2.5 -3.0 -2.5

Merchandise trade balance ($ bil.) 0.6 19.6 11.3 9.0 8.1

  Exports 131.5 150.8 178.8 197.2 219.4

  Imports 130.9 131.2 167.5 188.1 211.3

Current account balance 1.7 20.5 12.1 9.0 7.8

  % of GDP 0.8 7.7 3.7 2.4 1.8

International reserves, ($ bil.) 71.8 135.5 166.5 181.5 194.0

Total external debt, ($ bil.) 67.7 75.3 89.3 85.9 82.5

  Short term† 27.9 33.1 43.4 44.9 46.4

Total external debt, % of GDP 30.8 28.6 25.4 23.2 19.2

Total external debt, % of exports‡ 39.5 40.1 37.3 36.2 31.5

Interest payments, % of exports‡ 1.1 1.2 1.1 1.0 0.9

* Contribution to growth of GDP.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.

Thailand

• External demand picking up, while elections in 1H11 will
set tone for domestic demand in 2011

• Inflationary pressures building, with some passthrough
expected during the year

•  Bank of Thailand to continue normalizing rates - with
policy rates to reach 2.50% by 2Q11 with some upside
risk

One of the striking observations in 2010 has been the resil-
ience of the Thai economy to the series of political distur-
bances in early 2010. This resilience should serve the
economy well in 2011. There are two tailwinds that should
help bolster domestic demand. The first being the strength
of the agricultural sector which should remain firm, which
assumes a recovery following the floods in early 4Q10. The
second factor reflects the potential reallocation of invest-
ment capital into the country, stemming from the persistent
strengthening of the JPY and also continued domestic in-
vestment following a couple years of relatively modest in-
vestment outlays. These two dynamics should help offset
any cyclical down drafts from the global economy in 2011.

Priming for  elections in early 2011.  Prime Minister Abhisit
confirmed the government’s plans to hold an early election
as opposed to staying out the rest of its term, which expires
at the end of 2011. In line with this, the government has also
affirmed its support for recommendations on constitutional
amendments proposed by a charter review panel. With the
charter amendments likely to precede an election, timing for
an early election could be sometime in 2Q11. Overall, while
political scandals and coalition in-fighting have made
regular headlines, the base case remains that the current
uneasy equilibrium will hold through the next election. In
this regard, the PM’s latest commitment to hold an early
election is reassuring, as the call for early Parliament
dissolution in order for the government to gain a popular
mandate was one of the Red Shirts’ primary rallying cries.

Watching inflation into 2011. Thai inflation tends to be
sensitive to global commodity prices and is a factor that
needs to be watched, especially in the absence of subsidy
programs, unlike Indonesia and Malaysia. The recent rise in
food prices, along with the recent global surge in commod-
ity prices, pose the risk that inflation could drift higher than
expected into 1H11. We had previously assumed that food
prices would remain soft, effectively following the forecast
trajectory for the energy complex but this food has tracked
on a different trajectory in 4Q10 (first chart). Indeed, recent
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developments, both domestically and globally, are putting
this to the test.

In turn, the forecast now assumes that inflation in Thailand
could see a turn higher and will likely remain between 2.5%
and 3.0%oya in 1H11 against a previous forecast of inflation
printing below 2% during that period (second chart previ-
ous page). Part of this forecast assumes reflects the view
that input prices have been rising steadily even as final
price increases have remained relatively modest, effectively
leading to steady margin compression since 2009 (first
chart). The net impact of an improvement in domestic confi-
dence and a further upturn in commodity prices could see
retailers increase final prices and could be reflected in a rise
in the consumer price index in 2011.

BoT forecast to continue normalizing into 1H11. Given the
BoT’s inflation-targeting framework and the correlations
between headline and core inflation, this inflation forecast
suggests that the BoT rate hike cycle could move higher.
The forecast now assumes a rate pause at 2.5% in 2Q11, up
from 2.0% previously, with upside risk especially if com-
modity prices remain on a persistent uptrend.

Expect a shift in BoT’s sterilization operations.  With the
balance of payments expected to remain positive through
1H11, the BoT’s FX intervention is forecast to remain in
place. What has changed on the margin in the past year is
the BoT’s choice of sterilization operations, with a recent
bias to sterilize via issuance of BoT bonds rather than
through FX forwards (second chart). It is not clear why this
is the case, but it seems that the relative cost differential
between FX forwards and the BoT rate has moved in favor
of bonds. With the BoT expected to continue hiking, the
cost of sterilization via bonds should likewise move higher,
and this could ostensibly shift the sterilization operations of
the BoT in coming months (third chart). How this manifests
itself will have implications for the Thai baht fixing rate,
which influences the shape of the swaps curve. To the de-
gree that sterilization through FX forwards rises, this could
lead to an upward bias in the Thai fixings, reflecting the drift
up in FX forward rates.

Top Trades
Thailand rates already price in imminent rate hikes and bond
supply will be similar to last year’s levels: as such we are
generally constructive on duration in this market. In other
words, Thai bonds will yield coupon-like returns as yields
remain supported without outright rallying and FX apprecia-
tion provides an extra kicker. In swaps we prefer to receive
1y1y based on our policy and FX outlook, and on doubts
that the notorious THB 6m fixing will ‘normalize’ with the

policy rate any time soon. As a cross-market inflation trade,
we like paying 5y5y THB swaps versus receiving SGD 5y5y:
the spread tends to widen considerably when inflation takes
off, given the very different methods of inflation-fighting
between the BoT and MAS. In FX, we are constructive on
THB because political and capital control fear now seem
somewhat overblown, while risk/reward to shorting USD/
THB is consistently attractive versus regional peers.
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Vietnam

• Policy to focus on stability as Vinashin’s default, macro
volatility , and political transition exacerbate uncertainty

•  Inconsistent economic management to persist; monetary
tightening, devaluation, and strong growth likely in 2011

•  Despite near term challenges and potential downgrade in
2011, long term economic strength still in tact, for now

Macroeconomic conditions have deteriorated: inflation has
surged and the trade deficit widened. Capital flight has put
downward pressure on the exchange rate and fx reserves.
Vinashin’s financial trouble, and broader concern about
sovereign contingent liabilities, along with political transi-
tion underway, has added uncertainty. Risk of additional
downgrade in 2011 is high. As a result, economic stabiliza-
tion will be the policy focus in 1H11. Monetary tightening
has already begun, and further tightening is expected. Nev-
ertheless, the government will not completely sacrifice
growth. GDP will remain high, periodic dong devluation will
continue, economic management will be inconsistent at
times. Despite the near term challenges, the country’s long
term economic strengths remain in tact. However, better
economic management and policy consistency will be
needed to maintain competitiveness over the medium term.

After improving through the first three quarters of 2010
macroeconomic conditions have deteriorated. Most nota-
bly, inflation has risen aggressively. From 8.2%oya in Au-
gust inflation hit 11.---% in December, and price pressures
typically build into Tet New Year. We do expect price pres-
sures to ease by 2Q on the back of tighter monetary policy
and administrative measures, but inflation will likely remain
high into 2H11. In addition to the rise in inflation, monthly
trade deficits have widened. In conjunction, these develop-
ments have led to capital flight, which has placed downward
pressure on offshore and blackmarket exchange rates and fx
reserves (last published in September). While the govern-
ment has stressed that it will not devalue ahead of Tet New
Year, the offshore exchange rate continues to trade at
VND20500 per USD compared to the official rate of 19,500.

Vinashin’s financial trouble has added uncertainty to the
macroeconomic environment and directly contributed to
Vietnam’s recent downgrade. Vinashin’s inability to pay
the first of ten semi-annual debt repayments last December
was an important factor cited in Moody’s decision to down-
grade Vietnam. The government has stated that it will not
support Vinashin, but it has already provided indirect aid by
deferring the company’s next tax deadline until the end of

Vietnam: economic indicators

Average

2002-06 2009 2010f 2011f 2012f

Real GDP, % change 7.8 5.3 6.8 7.2 7.0

 Consumption* 5.5 3.0 6.1 6.0 6.0

 Fixed investment* 3.6 0.6 2.0 1.4 3.0

 Net trade* -1.3 1.7 -1.3 -0.2 -2.0

Consumer prices, %oya 6.0 6.7 9.2 11.3 9.3

 % Dec/Dec 6.4 6.5 11.8 8.6 8.7

Producer prices, %oya 4.1 -8.0 4.0 4.0 4.0

Government balance, % of GDP -3.8 -8.5 -5.0 -5.5 -5.5

Merchandise trade balance ($ bil.) -2.5 -12.9 -12.4 -13.4 -16.0

  Exports 27.1 57.0 71.7 87.5 105.1

  Imports 29.7 69.9 84.1 100.9 121.1

Current account balance -1.0 -11.0 -9.9 -10.8 -13.1

  % of GDP -2.3 -11.8 -9.9 -9.6 -10.7

International reserves, ($ bil.) 8.0 16.4 13.9 14.4 15.9

Total external debt, ($ bil.) 16.1 27.9 30.0 32.5 36.0

  Short term† 0.2 0.4 0.5 0.5 0.5

Total external debt, % of GDP 34.8 30.1 30.0 28.7 29.2

Total external debt, % of exports‡ 65.3 40.5 47.8 41.5 37.9

Interest payments, % of exports‡ 4.8 7.5 6.7 6.3 5.2

* Contribution to growth of GDP, investment includes statistical error.

† Debt with original maturity of less than one year.

‡ Exports of goods, services, and net transfers.
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2011. More importantly, given the lack of transparency in
Vietnam, it is unclear whether Vinashin is an isolated inci-
dent or “the tip of the iceberg.” The extent of potential con-
tingent liabilities materializing on the government’s balance
sheet from state-owned enterprises inability to repay debt is
unknown and a concern. Moody’s kept Vietnam’s negative
outlook. Further ratings action is possible, though greater
near term risk is that S&P follows suit with a downgrade.

Policy consistency is a positive but only initial step toward
economic stability. PM Dung’s second five-year term was
confirmed at the National Party Congress. His return bodes
well for policy consistency, however, whether or not he will
have the ability to pursue more market friendly and prudent
macroeconomic policies is not yet known.

First task of the new government will be macroeconomic
stability.  With a young population and low standard of liv-
ing the government understandably maintains a policy bias
toward strong growth. However, this bias, at times, comes
at the expense of economic stability. Given the inflation and
BoP concerns, we expect the government to tighten mon-
etary conditions more aggressively after Tet New Year. This
will likely result in 200bp of policy rate tightening, adding to
last November’s 100bp hike, as well as allowing for higher
commercial bank lending rates and potentially slower credit
growth. Other administrative measures cannot be ruled out.
As is often the case in Vietnam, policy direction may not be
completely consistent. The government will continue to aim
for strong growth, even if the current 7-7.5% target is low-
ered slightly, and another 5% VND devaluation to 20,500
per USD by end of 2011 is expected.

Vietnam’s long term strengths remain in tact but better
economic management is required to maintain competitive-
ness. Over the long term, Vietnam will benefit from several
structural strengths such as favorable demographics, low
wages, political stability, and a beneficial geographic loca-
tion. Vietnam remains a top destination for low-cost manu-
facturing activities and continued strong FDI and remit-
tance inflows should continue to support domestic demand.
We forecast GDP growth of 7.0% in 2011, and the economy
should continue to expand at about that rate over the me-
dium term. Despite these strengths, Vietnam needs better
policy management. Policy inconsistency, lack of transpar-
ency, poor investment climate, corruption, and inefficient
SOE investment are obvious areas of concern. Perhaps the
most direct and immediate threat in recent years is the ero-
sion in competetiveness. Vietnam must do a better job re-
straining inflation and wage growth, which along with rising
productivity, will lead to lower unit labor costs over time. In
recent years, high inflation has led to real exchange rate ap-
preciation despite repeated nominal devaluation and unit
labor costs have risen significantly after years of stability.
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Emerging Asia: Current taxes, and possible future taxes, on foreign investment in Asian local fixed income markets

Previous situation Recent measures Possible future measures

China

Closed capital account. Bond investment 

only possible through.QFI, but 

discouraged by authorities.

None None

India

Limits on foreign institutional investor 

(FII) holdings of government and 

corporate bonds. Limit of $5bn on 

government bonds, and $15bn on 

corporates.

In September, SEBI announced increases in 

the FII limits; stock of FII holdings of 

government bonds increased by $5bn (with 

restrictions on residual maturity) and $5bn for 

corporates (with restrictions on sector and 

maturity).

Perhaps some currency intervention, but no 

action specifically against bonds. On the 

contrary, FII limits on holdings of government 

securities could be increased further in 2011.

Indonesia

Interest and income tax at 20%, but 

majority of inv estors use tax treaties to 

reduce these tax es to between zero and 

10%.

1-month minimum holding period for 

foreigners inv esting in SBI's (central bank 

bills)

Further restrictions on SBIs; Tax increases 

are unlikely given the need for parliamentary 

approval.

Korea
Witholding tax was made exempt on 

MSB and KTB since May 2009

1. Cap on banks' FX forward positions 

(announced in Jun10 / effective as of Oct10) 

2. Resumption of WHT on foreigners 

investment in MSBs and KTBs (proposed in 

Nov11 / effective as of Jan11) 3. Government 

proposal of bank levy on non-deposit FX 

liabilities (announced in Dec)

Further lowering of cap on banks' FX fwd 

positions.

Malaysia No taxes None None

Philippines
Income tax of 20% on interest income 

and capital gains.
None None

Singapore Open capital account. No taxes None None

Sri Lanka

Strict limits on size of foreign inv esment 

in T-bonds and T-at 10% of total 

outstanding. Inv estment in corporate 

bonds not permitted.

None

Easing capital controls. Possibly permitting 

foreigners in corporate bonds up to a certain 

ceiling.

Taiwan

Time deposits are not allowed for 

foreigners. FINI account required for 

foreign inv estment; frequent inspections 

of custodian banks

1) Verbally discourage fixed income 

investment by FINI accounts, propose 

mandatory use of USD for foreigners equity 

margin accounts 2) Restrict offshore funds to 

investing no more than 30% of their portfolios 

into domestic government bonds and money 

market products (Nov 2010)

Governor Perng Fai-nan said Nov. 29 that the 

central bank wants to halve so-called hot 

money flows to Taiwan to NT$150 billion 

($5.03 billion), but no decision had yet been 

made on whether to levy a fee on deposits by 

foreigners at banks.

Thailand
Foreigners exempt from WH tax for gov 

ernment bonds

15% WHT was reintroduced two weeks ago- 

to equalize with current tax regime for 

domestic holders.

Potential introduction of across-the-board tax 

on all fixed income inflows, with potential 

restrictions on minimum holding period.
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Asia: Central bank meeting schedule and JPM forecasts

JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC 2011

China

forecasts (+25 bp in 1Q) (+25 bp in 2Q) (+25 bp in 3Q) 75

Hong Kong 25/26 15 26/27 21/22 9 20 5 13

forecasts (on hold throughout) na

India
1 25

forecasts (+50 bp in 1Q) (+25 bp in 2Q) (+25 bp in 3Q) (+25 bp in 4Q) 125

Indonesia 5 4 4 5 4 6 5 4 8 5 3 5

forecasts (+25 bp in 2Q) (+25 bp in 3Q) (+25 bp in 4Q) 75

Korea 13 11 10 12 13 10 14 11 8 13 11 8

forecasts BoK hiked 25 bp (+25 bp in 2Q) (+25 bp in 3Q) (+25 bp in 4Q) 100

Malaysia 27 11 5 7 8 11

forecasts (+25 bp in 1Q) (+25 bp in 2Q) 50

Philippines 10 24 5 16 28 8 20 1

forecasts (+25 bp in 4Q) 25

Taiwan end of month end of month end of month end of month

forecasts (+12.5 bp) (+12.5 bp) (+12.5 bp) (+12.5 bp) 50

Thailand 12 9 20 1 13 24 19 30

forecasts BoT hiked 25 bp (+25 bp in 2Q) 50

1.RBI meets 8 times in a year (earlier starting month of every quarter). The new 4 meetings are mid- quarter reviews and are held roughly between two quarterly meetings.

Quartelry reviews held in June, Sep, Decemebr and March
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EM Asia: 2011 rates forecasts

Spot Mar-11 Jun-11 Dec-11

1-year working capital 5.81 6.06 6.31 6.56

7-day repo 2.80 3.20 3.30 3.50

10-year UST 4.13 4.10 4.20 4.10

Discount window base 0.50 0.50 0.50 0.50

3-month HIBOR 0.25 0.25 0.40 0.40

10-year EF bond 2.80 2.50 2.80 2.80

Repo rate 6.25 6.75 7.00 7.50

3-month bill 7.00 7.50 7.75 8.00

10-year govt. 8.00 8.00 8.25 8.50

BI rate 6.50 6.50 7.00 7.25

3-month bill 5.00 6.25 7.00 7.00

10-year govt. 7.60 8.50 8.50 8.50

Base rate 2.75 2.75 3.00 3.50

3-month CD fixing 2.80 3.05 3.30 3.30

10-year KTB 4.71 5.00 5.00 5.00

Overnight policy rate 2.75 3.00 3.25 3.25

3-month KLIBOR 2.98 3.25 3.50 3.50

10-year govt. 4.00 4.50 4.50 4.50

Reverse repo rate 4.00 4.00 4.00 4.25

3-month bill 0.77 3.75 4.00 4.25

10-year govt. 6.22 6.50 6.50 6.50

3-month SOR 0.27 0.20 0.20 0.25

10-year govt. 2.70 3.00 3.00 3.00

Discount rate 1.63 1.75 1.88 2.13

3-month CP 0.64 0.70 0.76 0.88

10-year govt. 1.50 1.70 1.70 1.70

1-day repo rate 2.25 2.25 2.50 2.50

3-month THBFIX 1.40 1.75 2.00 2.00

10-year govt. 3.75 4.25 4.25 4.25

Source: JP Morgan

Korea

Thailand

China

Malaysia

Philippines

Singapore

Taiwan

Hong Kong

India

Indonesia

EM Asia: exchange rates

Local currency / USD

Latest Mar-11 Jun-11 Sep-11 Dec-11 % change
1

PHP 43.66 42.75 42.25 41.75 40.75 4.51

SGD 1.29 1.27 1.24 1.23 1.21 6.61

INR 44.73 44.00 43.50 43.00 42.50 5.25

THB 30.03 29.50 29.25 28.75 28.60 5.00

CNY 6.60 6.50 6.40 6.35 6.30 4.82

MYR 3.06 3.03 3.00 2.96 2.93 4.51

TWD 29.10 28.90 28.75 28.25 28.00 3.93

IDR 8978 8800 8700 8700 8750 2.61

KRW 1122 1180 1140 1090 1110 1.08

HKD 7.77 7.75 7.76 7.76 7.76 0.13

1. Percent appreciation, from latest to Dec 11
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Regional Economic Outlook in Summary
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2010 2011 2012 1Q10 2Q10 3Q10 4Q10 1Q11 2Q11 3Q11 4Q11 1Q12

Real GDP, %-ch over 1 quarter, saar

Japan 4.3 1.5 1.8 6.8 3.0 4.5 -1.5 1.0 2.0 2.5 2.0 1.8

Australia 2.7 3.3 4.2 2.7 4.6 0.8 2.5 2.5 5.2 4.0 4.9 4.1

New Zealand 1.4 2.0 3.2 2.2 0.5 -0.6 0.7 2.0 2.6 5.2 4.8 1.1

Emerging Asia 8.9 7.4 7.5 10.9 7.0 6.2 6.6 7.9 7.8 8.5 7.4 7.0

ex China and India 7.5 4.6 5.1 12.0 6.0 0.6 4.5 5.8 5.0 5.0 5.5 5.0

China 10.0 9.1 9.0 10.5 7.2 8.1 9.5 9.5 9.1 9.3 9.3 9.1

Hong Kong 6.6 4.1 4.8 8.7 5.7 2.8 3.5 4.2 4.3 4.7 5.0 5.2

Taiwan 10.4 5.0 5.3 17.3 1.9 0.1 6.8 5.7 5.5 5.6 6.0 5.5

Korea 6.1 4.2 4.5 8.8 5.8 3.0 2.0 5.5 4.0 4.5 5.5 4.0

India 8.5 8.8 8.4 9.2 8.5 13.4 2.5 8.0 10.0 14.0 6.0 5.0

Indonesia 6.0 5.4 6.7 2.8 7.5 4.7 7.0 5.3 5.2 4.5 5.0 7.0

Malaysia 6.8 4.2 4.4 5.9 3.9 -1.3 5.0 5.5 5.3 5.0 4.5 5.5

Philippines 7.0 4.5 5.2 15.5 5.6 -1.9 4.1 5.7 5.7 5.7 5.7 4.9

Singapore 14.7 5.0 5.6 45.6 27.3 -18.7 6.6 8.7 7.8 7.0 6.6 4.9

Thailand 7.9 5.0 4.8 15.1 -2.3 -0.9 5.0 7.5 6.0 5.5 5.5 4.5

Consumer prices, %oya, average

Japan -0.9 -0.1 -0.2 -1.2 -0.9 -0.8 -0.5 -0.4 0.0 0.1 -0.2 -0.2

Australia 3.0 3.8 3.4 2.9 3.1 2.8 3.2 3.6 4.0 4.0 3.8 3.5

New Zealand 2.0 4.6 3.3 2.0 1.7 1.5 2.8 3.7 4.9 5.0 4.7 4.1

Emerging Asia 4.2 5.0 4.2 4.3 4.5 4.4 4.8 4.8 5.1 5.3 4.3 4.0

ex China and India 3.0 4.1 3.6 2.6 2.8 3.1 3.4 3.6 4.1 4.2 4.0 3.4

China 3.2 4.3 3.5 2.2 2.9 3.5 4.6 4.5 4.7 4.6 3.1 3.1

Hong Kong 2.4 3.8 3.3 1.9 2.6 2.3 2.5 1.6 2.2 2.2 2.4 3.2

Taiwan 1.0 2.1 2.3 1.3 1.1 0.4 1.1 0.9 1.8 2.8 2.9 2.1

Korea 3.0 3.7 3.4 2.7 2.6 2.9 3.6 3.9 3.8 3.8 3.4 3.1

India 10.4 9.1 7.9 15.3 13.7 10.3 9.2 8.5 8.8 10.1 9.0 8.3

Indonesia 5.1 7.6 6.0 3.7 4.4 6.2 6.3 7.3 8.2 7.4 7.6 5.5

Malaysia 1.7 2.9 3.0 1.3 1.6 1.9 1.9 1.9 2.7 3.7 3.1 3.0

Philippines 3.8 3.6 3.6 4.3 4.2 3.8 2.9 3.1 3.9 4.1 3.4 2.9

Singapore 2.8 3.6 2.7 0.9 3.1 3.4 4.0 4.2 3.6 3.3 3.2 2.7

Thailand 3.3 4.5 3.7 3.7 3.2 3.3 2.9 3.3 4.8 5.4 4.6 4.5

2010 2011 2012 1Q10 2Q10 3Q10 4Q10 Current 1Q11 2Q11 3Q11 4Q11

Official interest rates, % p.a., end-period

United States Federal funds rate 0.13 0.13 0.13 0.13 0.125 0.125 0.125 0.125 0.125 0.125 0.125 0.125

Japan Overnight call rate 0.05 0.05 0.05 0.10 0.10 0.10 0.05 0.05 0.05 0.05 0.05 0.05

Australia Cash rate 4.75 5.50 6.25 4.00 4.50 4.50 4.75 4.75 4.75 5.00 5.25 5.50

New Zealand Cash rate 3.00 3.75 4.25 2.50 2.75 3.00 3.00 3.00 3.00 3.25 3.50 3.75

China 1-year working capital 5.81 6.56 7.06 5.31 5.31 5.31 5.81 5.81 6.06 6.31 6.56 6.56

Hong Kong Discount window base 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50

Taiwan Official discount rate 1.625 2.125 2.625 1.250 1.375 1.500 1.625 1.625 1.750 1.875 2.000 2.125

Korea Base rate 2.50 3.50 3.75 2.00 2.00 2.25 2.50 2.75 2.75 3.00 3.25 3.50

India Repo rate 6.25 7.50 8.00 5.00 5.25 6.00 6.25 6.25 6.75 7.00 7.25 7.50

Indonesia BI rate 6.50 7.25 7.25 6.50 6.50 6.50 6.50 6.50 6.50 7.00 7.25 7.25

Malaysia Overnight policy rate 2.75 3.25 3.25 2.25 2.50 2.75 2.75 2.75 3.00 3.25 3.25 3.25

Philippines Reverse repo rate 4.00 4.25 4.50 4.00 4.00 4.00 4.00 4.00 4.00 4.00 4.00 4.25

Thailand 1-day repo rate 2.00 2.50 2.50 1.25 1.25 1.75 2.00 2.25 2.25 2.50 2.50 2.50

Exchange rates, end-period

Japan USD/JPY 84 81 na 93.4 88.5 83.6 81.1 82.8 81.0 80.0 79.0 78.0

Australia AUD/USD 0.96 1.02 na 0.92 0.85 0.96 1.02 1.00 1.00 1.01 1.03 1.04

New Zealand NZD/USD 0.73 0.78 na 0.71 0.69 0.73 0.78 0.77 0.77 0.78 0.79 0.80

China USD/CNY 6.69 6.59 na 6.83 6.78 6.69 6.59 6.60 6.50 6.40 6.35 6.30

Hong Kong USD/HKD 7.76 7.77 na 7.76 7.79 7.76 7.77 7.77 7.75 7.76 7.76 7.76

Taiwan USD/TWD 31.2 29.2 na 31.74 32.28 31.20 29.17 28.98 28.90 28.75 28.25 28.00

Korea USD/KRW 1140 1122 na 1131 1210 1140 1122 1112 1180 1140 1090 1110

India USD/INR 44.6 44.7 na 44.97 46.44 44.57 44.71 45.04 44.00 43.50 43.00 42.50

Indonesia USD/IDR 8925 9010 na 9090 9060 8925 9010 9050 8800 8700 8700 8750

Malaysia USD/MYR 3.09 3.08 na 3.27 3.26 3.09 3.08 3.05 3.03 3.00 2.96 2.93

Philippines USD/PHP 43.90 43.65 na 45.63 46.31 43.90 43.65 44.13 42.75 42.25 41.75 40.75

Singapore USD/SGD 1.32 1.28 na 1.40 1.40 1.32 1.28 1.28 1.27 1.24 1.23 1.21

Thailand USD/THB 30.33 30.04 na 32.38 32.42 30.33 30.04 30.39 29.50 29.25 28.75 28.60



Asia 2011 Outlook
January 19, 2011

Emerging Markets Asia Research

Issuance calendar

JPMorgan Chase Bank
Bert Gochet (852) 2800-8325
bert.j.gochet@jpmorgan.com
Jason Mortimer (852) 2800 8329
jason.j.mortimer@jpmorgan.com

China: 2011 government bond issuance schedule (offical)

CNY billion

Auction Month Tenor Auction Month Tenor

12-Jan 1y 6-Jul 7y

19-Jan 10y 13-Jul 1y

26-Jan 7y 20-Jul 10y

16-Feb 5y 3-Aug 5y

2-Mar 7y 17-Aug 10y

9-Mar 3y 24-Aug 7y

16-Mar 10y 7-Sep 3y

23-Mar 1y 14-Sep 1y

13-Apr 5y 21-Sep 10y

20-Apr 3y 12-Oct 7y

4-May 1y 19-Oct 5y

11-May 7y 16-Nov 10y

18-May 10y 23-Nov 7y

1-Jun 5y 7-Dec 3y

8-Jun 3y 14-Dec 10y

15-Jun 10y

India: FY2010 government bond issuance schedule

 (announced)

INR billion

Auction Date Tenor Notional

7-Jan-11 5y-9y 40

7-Jan-11 10y-14y 40

7-Jan-11 15y-19y 30

14-Jan-11 5y-9y 40

14-Jan-11 10y-14y 40

14-Jan-11 20y+ 30

21-Jan-11 5y-9y 40

21-Jan-11 10y-14y 40

21-Jan-11 15y-19y 30

4-Feb-11 5y-9y 30

4-Feb-11 10y-14y 40

4-Feb-11 20y+ 30

11-Feb-11 5y-9y 30

11-Feb-11 10y-14y 40

11-Feb-11 15y-19y 30

Korea: 2011 government bond issuance schedule

 (officially announced)

KRW trillion

Auction Date Tenor Auction Date Tenor Auction Date Tenor

3-Jan 3y 2-May 3y 5-Sep 3y

10-Jan 5y 9-May 5y 12-Sep 5y

17-Jan 10y 16-May 10y 19-Sep 10y

17-Jan Linker 16-May Linker 19-Sep Linker

24-Jan 20y 23-May 20y 26-Sep 20y

7-Feb 3y 6-Jun 3y 3-Oct 3y

14-Feb 5y 13-Jun 5y 10-Oct 5y

21-Feb 10y 20-Jun 10y 17-Oct 10y

21-Feb Linker 20-Jun Linker 17-Oct Linker

28-Feb 20y 27-Jun 20y 24-Oct 20y

7-Mar 3y 4-Jul 3y 7-Nov 3y

14-Mar 5y 11-Jul 5y 14-Nov 5y

21-Mar 10y 18-Jul 10y 21-Nov 10y

21-Mar Linker 18-Jul Linker 21-Nov Linker

28-Mar 20y 25-Jul 20y 28-Nov 20y

4-Apr 3y 1-Aug 3y 5-Dec 3y

11-Apr 5y 8-Aug 5y 12-Dec 5y

18-Apr 10y 15-Aug 10y 19-Dec 10y

18-Apr Linker 15-Aug Linker 19-Dec Linker

25-Apr 20y 22-Aug 20y 26-Dec 20y

Taiwan: 2011 government bond issuance schedule

(anounced and JPM forecast)

TWD billion

Auction Date Tenor Notional

10-Jan 20y 35

9-Feb 2y 40

17-Feb 30y 30

14-Mar 10y 40

11-Apr 5y

11-Apr 20y

11-May 30y

11-Jun 10y

11-Jul 5y

11-Aug 20y

11-Aug 30y

11-Sep 10y

11-Oct 5y

11-Nov 20y

11-Nov 30y

11-Dec 10y
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Indonesia: 2011 government bond issuance schedule

Month Date Type of Securities Tenor Month Date Type of Securities Tenor

January 18 Regular Bond, SPN 1, 10, 20 yr July 5 Regular Bond, SPN 1, 10,15 yr

25 Regular Bond, SPN 1, 10, 15 yr 12 Shariah 5, 10, 15 yr

February 8 Regular Bond, SPN 1, 5, 15 yr 19 Regular Bond, SPN 1, 5, 20 yr

22 Regular Bond, SPN 1, 10, 20 yr August 2 Shariah 5, 10, 15 yr

March 1 IFR 5, 10, 15 yr 9 Regular Bond, SPN 1, 15, 20 yr

8 Regular Bond, SPN 1, 10, 15 yr 16 Regular Bond, SPN 1, 10, 20 yr 

15 IFR 5, 10, 15 yr 23 Shariah 5, 10, 15 yr

22 Regular Bond, SPN 1, 5, 20 yr September 13 Regular Bond, SPN 1, 5, 15 yr

Total 1Q Issuance Target 38.5 tril IDR 20 Shariah 5, 10, 15 yr

April 5 Regular Bond, SPN 1, 10, 20 yr 27 Regular Bond, SPN 1, 5, 20 yr

12 Shariah 5, 10, 15 yr October 4 ON, SPN 1, 10, 20 yr

19 Regular Bond, SPN 1, 5, 15 yr 11 Shariah 5, 10, 15 yr

26 Shariah 5, 10, 15 yr 18 Regular Bond, SPN 1, 10, 15 yr

May 3 Regular Bond, SPN 1, 15, 20 yr November 8 Regular Bond, SPN 1, 15, 20 yr

10 IFR 5, 10, 15 yr 22 Regular Bond, SPN 1, 5, 15 yr

24 Regular Bond, SPN 1, 5, 10 yr December 22 Regular Bond, SPN 1, 10, 20 yr 

31 Shariah 5, 10, 15 yr

June 7 Regular Bond, SPN 1, 15, 20 yr

14 Shariah 5, 10, 15 yr

21 Regular Bond, SPN 1, 10, 20 yr

28 Shariah 5, 10, 15 yr

Malaysia: FY2011 government bond issuance schedule 

MYR billion

Auction Date Tenor Notional Issue Auction Date Tenor Notional Issue

Jan-11 10y 3.5 Jul 21s Jul-11 5y Sep 16s

Jan-11 10y 3.0 Jul 21s Jul-11 10y Apr 21s

Feb-11 3y Aug 14s Jul-11 10y Apr 21s

Feb-11 7y Aug 18s Aug-11 15y Apr 26s

Feb-11 7y Aug 18s Aug-11 15y Apr 26s

Mar-11 5y Sep 16s Sep-11 5y Nov 16s

Mar-11 3y Sep 14s Sep-11 7y Sep 18s

Apr-11 15y Apr 26s Sep-11 7y Sep 18s

Apr-11 15y Apr 26s Oct-11 3y Aug 14s

Apr-11 10y Apr 21s Oct-11 10y Jul 21s

Apr-11 10y Apr 21s Nov-11 7y Aug 18s

May-11 7y Sep 17s Nov-11 5y Sep 16s

May-11 5y Nov 16s Dec-11 3y Sep 14s

Jun-11 10y Jul 21s

Jun-11 20y Jun 31s

Jun-11 20y Jun 31s
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Thailand: 2011 bond government issuance schedule

THB billion

Auction Date Tenor Notional Issue

12-Jan 15y 6.0 LB25DA

19-Jan 7y 10.0 LB17OA

19-Jan 4y FRB 8.0 LB14NA

26-Jan 10y 7.0 LB21DA

2-Feb 20y 6.0 LB316A

9-Feb 5y 10.0 LB15DA

16-Feb 30y 5.0 LB416A

23-Feb 15y 8.0 LB25DA

2-Mar 50y 3.5 LB616A

2-Mar 10y 7.0 LB21DA

16-Mar 20y 6.0 LB316A

16-Mar 4y FRB 8.0 LB14NA

30-Mar 7y 10.0 LB17OA

27-Apr 15y 8.0 LB25DA

15-Jun 15y 8.0 LB25DA

17-Aug 15y 7.0 LB25DA

Singapore: 2011 government bond issuance schedule

SGD billion

Auction Date Tenor Notional Issue

3-Jan-11 7y 1.1 NX09100W

1-Feb-11 2y N508100V

1-Mar-11 20y NZ10100F

1-Apr-11 5y N511100W

3-May-11 1y BY11100X

1-Jun-11 10y NX11100X

1-Jul-11 2y NX03100Z

1-Sep-11 15y NY09100H

3-Oct-11 2y N509100N

1-Nov-11 1y BY11101W
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