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Managi ng excess liquidity

YEAR 2003 HAS NOT BEEN AN AUSPI Cl QUS year for the greenback and we do not
foresee areversal in the downtrend of the dollar soon. The fundanental s
of the dollar remain unfavourable and the dollar could slide for the third
consecutive year

The US Federal Governnent deficit hit US$385 billionin the fiscal year
ended Septenber - 3.5%of nom nal GDP. The Congressi onal Budget Ofice
expects the deficit torise to US$480 billion in cal endar year 2004, with
a return to surplus budgeted for only 2012. The Bush governnment has
al ready squander ed t he surpl uses accunul at ed duri ng the previ ous
gover nment .

On a cunul ative four-quarter basis, the US current account deficit wll
reach US$541.7 billion in 3Q04. For 2003, the US current account deficit
is estimated to be equivalent to 5.0%of its noninal GDP, the hi ghest on
record

Technically, the US dollar has strong support at 100 yen. W do not
expect the dollar to weaken bel ow 100 yen. The dollar is trading at steep
di scounts relative to the noving averages and the gap tends to close. |t
has al so just conpl eted a "head and shoul der' pattern, and further
beari shness i s rather unlikely. W believe the previous congestion area
provi des a support at slightly above 100 yen.

THE DOLLAR IS NOT IN CRI SIS

International liquidity has not forsaken the greenback as a currency of
denomi nation. According to the Federal Reserve, total holding of US
financial assets by non-US residents rose US$394 billion in 2Q03, despite
the Iraq war and a |l acklustre Wall Street. This represents a 5.5%qQ-0-q
i ncrease, the highest percentage surge since 4Q08. (The nunbers for 3Q03
shoul d be out soon).

In any case, the US econony is not in such a bad shape. GDP growt h of
8. 3% (annual i sed) in 3Q03 was driven by final demand and not inventory
accumul ati on. Excluding inventory, GDP grew at the sane pace, 8.2%
Private consunption rose 6. 9%from3. 3%in 2Q03 whil e capital formation
rose 15.7% The af orenmenti oned notwi t hstandi ng, sentinent towards the
dollar is expected to stay weak t hroughout 1HO4 as the doll ar | oses

round.
’ RINGGA T PEG TO REMAI N STEADFAST

We do not expect the ringgit to be repegged, barring any nove by China
to reval ue the yuan. The authorities do not appear to be convinced t hat
exchange rate refl ects/influence trade, and vice-versa. In the words of
Tan Sri Dr Zeti Akhtar Azi z, Bank Negara Governor, changes i n t he exchange
rate do not reflect trade flows, but financial flows.

However, should China reval ue the yuan, Ml aysia may foll ow suit based
on earlier indications by former Prinme M nister Tun Dr Mahat hir Mohanad.
Two-way trade with China is expected to account for 7%of total trade this
year, up from®6.6%l ast year, in favour of China.

One way to gauge the fair value of the ringgit is by benchmarking it
agai nst novenents in regional currencies. This, however, depends on the
starting reference. Conpared wi th August 1998 (prior to the inposition of
capital controls), regional currencies (excluding yuan and HK$, which are
fixed) had, by Decenmber 2003, noved on a trade-wei ghted average of 4.9%

As the ringgit was tradi ng at RM4. 20 agai nst the dollar, the 4.9%gain
translates into a fair val ue of RW. 00. However, between Decenber 2003 and



Decenber 2002, regional currencies had noved by 2. 5% Therefore, if the
ringgit was tradi ng at RM3.80, the 2.5%gain woul d have transl ated to a
fair value of 3.71.

GROW NG EXCESS LI QUI DI TY: NOT A CAUSE FOR SLEEPLESS NI GHTS

Excess liquidity in the system defined as banking sector depositing
| ess statutory reserve wi th Bank Negara Mal aysi a, reached an esti nat ed
all-time high of RMB7 billion at end 2003, 62%hi gher than what it was at
t he begi nni ng of the year. W doubt the policynakers are overly perturbed
by the rise, caused mainly by net inflow of external funds into the
system The central bank shoul d be able to absorb the costs associ at ed
wi th the noppi ng-up operations.

BOND YI ELDS TO CONTI NUE TO BE | NFLUENCED BY | NTERNATI ONAL RATES

In the bond market, |iquidity has not been a main determ nant for |ocal
bond yi el ds, which continue to be influenced by international rates. Yield
to maturity of 10-year Mal aysi an Government Securities has been on an
uptrend this year, despite a surge inliquidity. W argued in the 4Q03
Qutl ook report, that the shape of the | ocal yield curve has nm m cked t hat
of the US since Sept 11. The sane was observed i n 4Q03.

Al t hough t he US Federal Reserve does not foresee interest rates goi ng up
for a "“considerabl e’ ampunt of tine, the narket consensus is that the
Federal Reserve Fund will be 0.5-1.0 percentage point higher by 4Q04.

G obally, rates are trendi ng up. The Reserve Bank of Australia and Bank of
Engl and have increased their benchmark rates by 25 basis point each. The
odds are heavily stacked in favour of a rate increnent.

LENDI NG RATES EXPECTED TO FOLLOW THE GLOBAL TREND

There is currently little pressure onlending rates to clinb. The system
is anash with liquidity, and the interest margin is healthy in view of
i mprovi ng asset quality. However, pressure onthe interventionrate to be
revi sed woul d be strong shoul d there be an aggressive rate hike in the US
and Europe. Recall that Bank Negara reduced the intervention rate by 50
basi s points each in May 2003 and Sept enber 2001; the forner as part of
t he stinmulus package, while the latter was nore in concert w th gl obal
response after Sept 11.

Loans to SMEs rose 9.0%in 2003, an indication demand for | oanabl e funds
is on the rise. Anove by Bank Negara to raise the intervention rate would
be a strong signal that the cost of credit will not stay depressed, and
this could prod reluctant borrowers into action, potentially triggeringa
virtuous cycl e of | oan demand.
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