OVERSEAS UNION BANK LTD

22 September 1987

Mr Roderick Yong
Seecretary-General

"The ASEAN Secretariat
70A Jalan Sisingamagaraja
Jakarta

Indonesia

Dear Mr Yong

ASEAN CULTURAL FUND

We are pleased to enclose herewith 15 copies of the following,
as requested by yourselves :

(i) Valuation of the Portfolio as at 31 August 1987 and performance
| valuation. :
(ii) A brief note on the Investment Strategy, together with a report on
- the developments in the major financial markets during the period
from June 1987 to August 1987 and the short term outlook.

(i)  Audited accounts for the year ended 31 May 1987.
Please let me know if you require further information.

Yours faithfully

LOH HOON SUN TOH THIAN SER
GENERAL MANAGER  CHIEF MANAGER
TREASURY & INVESTMENT BANKING

INVESTMENT BANKING

(Head Oifice} OUB Centre, 1 Raffles Place, Singapore 0104. Tel: 56338686 Cables “OVERSUNION" Singapore
Telex: RS 24475 Facsimile: 5332293 Cable Codes Used - Peterson International 3rd & 4th £ditions.
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Ipvestment Strategy

During the next quarter, we expect interest rates to eontinue to rlse in
the US, but remainstable-.in- Japan and ‘West. Germany. . Inflation,.though

rising slightly, is likely to remain under control. Although the US: Dollar’
may remain stable against the Yen and Deutschemark, the upside potentlal '

of the US Dollar however remains limited by its sluggish economic

to prevail in the Japanese and West German bond markets

During the last quarter, bond holdings especially the lower coupon, medium
maturity issues in the Euro-Yen and Eurc-Deutschemark sectors were
lightened. The sales proceeds were converted into US Dollars and placed
on short term deposits to capitalise on the higher yields. A Fuji Bank US
Dollar denomination FRCD with a six-month coupon refix was purchased.
Over the next quarter, we look to lighten further the bond holdings,
Where feasible, switches will be made into higher coupon and short maturity

issues, otherwise, the sales proceeds will be placed on deposut. ~The US -

Dollar .assets will be kept within the 50% to 55% range,

The list of securities transacted are given on page 15.

SmatmE s W T ki paT e

PEAR

. fundamentals and . the _huge.. trade. and  budget. . defieits.. . Agamst athig. .. . ..
backdrop, . the US.:bond.market .may:; weaken further, :whilst: eautlon 4s - hkely.;;-, 4

i e
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ASEAN L FUND

REPORT ON DEVELOPMENTS IN THE MAJOR FINANCIAL MARKETS
‘DURING .THE PERIOD. JUNE 1987 TO AUGUST. 1987 AND THE SHORT
TERM QOUTLOOK

o o o e o i T P . e S e e e e e e S B S S s B S S Sk S Bt B, Skl B B B, ks

Durmg' the perlod under rewew, both the 0ff1clal Dlscount Rate and

" the Prime 'Lending Rate remained unchanged at 5-1/2% ‘and’ 8-1/496"

respectively. Short term interest rates eased 50 basis points in

.June/July only to rise again in August. The interest rate trend was
-influenced by several factors. -In early June, short term interest rates

eased - on speculatlon that ‘the FOMC may soon unwind -the earlier

- tighténing :.as: the . US :Dollar, . began to:;recover . and. coneern -over

iiiflation was lessening. ~Tn- addltlon, monetary growth rates remained
at the lower end of the 5-1/2% - 8-1/2%" ‘target range, and the pace
of economic growth was almost unchanged. As a result, in' July, the
interest .differential ..between .. US.. -and...Japan
points . 't0..:290". basis; pomts : wever,:;in. A‘ugust;\as the U

begain to ease and there was no ‘policy change at the FOMC M etmg' |
-towards an easier policy, short-term interest rates rose again, with the

three-month deposit rate rising to its previous high of 7-1/4%.

Interest rates appear to have bottomed and the longer term trend is
towards firmer US interest rates. In the near term, the Fed's
monetary poliey is likely to be closely wateched as Mr Alan__Greenspan
takes over, The economic growth of 2.6% (annualised) in the 2nd
quarter does not justify further easing. Inflationary fears are likely as

unemployment:; breached the.;6.0% : level, and-industrial- -production:-grew

by 2%. Any sharp rise in interest rates, however, is likely- to hurt
economie growth. Also, rises are expected to be limited without any
increase in the Official Discount Rate, ' The Fed may eventually be
pressured in the near term to raise the Official Discount Rate in an
effort to stem further sharp falls of the US Dollar, and to fight
inflation which has been edging up and is expected to hit 5.5% by the'
end of the year.

The US Dollar, after weakening to US$/DM1.81 and US$/Yenld3d in
early June on news of Fed Chairman Voleckers' resignation, recovered
on news of a narrowing of the April trade deficit to US$13.3 billion
from US$13.6 billion in March, The US Dollar was also supported by
some positive indieators on the US economy as unemployment fell to a
low of 6%. Tension in the Gulf, the increase in the crude oil price
raising the transaction demand for US Dollars and burdening the
eurrent accounts of Japan and W Germany, foreign purchases of dollars
to invest in bonds and stocks, widening interest differentials between
US and Japan and technieal support bolstered -the *US:Dollar: further to

US$/DM1.86 and US$/Yenl50. In mid-July, the US ‘Dollar suffered a

minor setback on release of a wider than expected US$14.4 billion
trade deficit in May., It continued its uptrend to US$/DM1.90 and
US$/Yenl50 till early August. However, the US Dollar fell sharply

.narrowed:, from..360;:basis,
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thereafter, undermined by a larger-than-expected US$15.71 billion trade
deficit in June. The huge June trade deficit was largely due to a
5.8% increase in imports and a moderate 1.7% rise in exports., The US
Dollar ended the quarter at US$/DM1.81 and US$/Yenldl,

In the near term, economic and political developments are likely to
influence the US Dollar, which as a result, is likely to trade within a
narrow range. On the one hand, economic fundamentals of the slow
progress in the decline of the US trade and budget deficits continue to
weigh on the US Dollar. This is likely to be reinforced upon the
release of a wider than expected trade deficit in July and also when
Congress reconvenes after a summer recess, On the other hand, in
volume terms, the US trade deficit has been improving in the first half
of 1987 with exports rising 11% over the same period last year .whilst .
imports were only 8.2% l'ligher. Japan's trade surplus is expected to
continue to show a decline while Germany continues to show a large
surplus. These factors, combined with the expected support from
Central banks under the Louvre Accord, higher US interest rates, and
the forthcoming IMF and G-7 Meetings, should provide near term
support for the US Dollar. Asg such, the US Dollar should remain
fairly stable in the near term. ,

In dJune and July, the US bond market was firmer with yields on the
30-year US Treasury declining to less than 8.5%. The rally was
prompted by the firmer US Dollar, slightly reduced monthly trade
defieit in April, lower inflation expectations, declining oil . and
commodity prices, and some foreign interest. In mid July however,
- when oil prices recovered to over US$22 per barrel, fears of inflation
resurfaced. This was despite inereases of only +0.4% for the June
CPl, and +0.2% for the PPI, capacity utilisation at 79.7% and money
supply at the lower end of the target. Short term interest rates
firmed and, with the weaker US Dollar, bond prices fell, Sentiment
was further dampened by the delays in extending the treasury debt
ceiling, causing the bill and 2-year note auctions to be postponed. The
temporary one week extension released some US$40 billion of postponed
bills and notes, and the August Quarterly Refunding released supply
when demand was sluggish and in August, bond yields on the 30- year
US Treasuries were driven to 9.18%. Euro Dollar bonds likewise fell
with yields in the 5-to 7-year maturity hitting 8.5% and 9.0%
respectively. '

Based on the outlook for higher interest rates and stable to slightly
weaker US Dollar, the US bond market can be expected to weaken
further. The prospect of higher interest rates is not only to support
the US Dollar, but also to fight the possible threat of inflation.
However, a pick-up rather than a sharp rise in inflation is expected
based on the firm oil prices and domestically, as unemployment falls to
6.0%, wage pressures may build up. In the event that the inflation
outlook may worsen, Fed Chairman Greenspan may resort to hard-line
tactics by raising the Official Discount Rate. The bond market may
be jolted further resulting in higher bond yields in the short term.
The widening interest differentials may hopefully stabilise exchange
rates and attract capital inflow, thus preventing yields on 30-year US
Treasuries to exceed 10%. : ,

13
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THE WEST GERMAN MARKET

During the period under review, the key interest rates, the Official Discount
Rate and the Prime Lending Rate remained at 3% and 5% respectively,
whilst ‘money market rates were generally firmer. In June, as the
Bundesbank held its repo rate at 3.5%, the short term interest rates
remained steady. However, in July/August, with the strengthening of almost
7% of the US Dollar against the Deutschemark, inflation rebounding to 0.8%
in July and above target monetary growth, the prospects of further
monetary easing were dim, Instead, the outcome was the replacement of
the 3.5% minimum rate repo operation, with a fixed rate repo at 3.6%. The
degree of tightening can be considered to be quite minimal, reflecting the
cautious stance of the Bundesbank. Koehler, a Bundesbank board member
reinforced this view by remarking that the scope for further interest rate
rises was limited as long as the underlying rate of inflation remained
between 1.5% to 2.0% and that, because of the rapidly changing trends in
the Dollar, the. Bundesbank would have to remain flexible in its interest rate
policy. This, and the continued sluggish growth of the economy, did not
prevent speculative rises in money market rates. The three-month interbank
Euro-DM rate ended at 4%, some 25 ba31s points hlgher over that of the
previous quarter.

-Despite the rebound of the German economy in the 2nd -quarter, evidenced
by the preliminary estimate of 1% - 1.5% rise in real GNP, without any
additional stimulus fortheoming from the government, the overall outlook of
the economy remains sluggish. This is because exports, while rising 3% in
real terms in the 2nd quarter, is still below the level a year ago, and the
strength of the Deutschmark will continue to impact negatively on exports.
Unemployment remained high at 8.3%. Monetary poliey is likely to remain
relatively tight due to the expected uptick in inflation later in the year,
continued fears of high money supply growth and the uncertainty over the
outlook of oil prices, Fiscal policy is also not expansionary and there will
be tax reductions only in 1988, This is due in part to the anticipated rise
in government deficit from DM42.5 billion in 1986 to DMS53 billion in 1987,
Against this backdrop, interest rates are likely to remain falrly stable in the
near term,

During the period under rewew, the US$/DM exchange rate was highly
volatile, In June/August, the Deutschemark weakened against the US Dollar
on improved US Dollar sentiment, widening US-German interest rate
differentials, the market's fear of renewed central bank intervention and a
sluggish economy., From DM1.80/US$, the Deutschemark declined to a low
of DM1,9025/US$ before rising sharply on release of the US June trade
deficit which widened to US$15.71 billion. The Deutschemark ended the
period at DM1,81/USS$.

In the near term, the Deutschemark is expected to stabilise on a slightly
firmer undertone. Although the growth of the US economy is expected to
be weak, the fundamentals of the German economy are also weakening.
While exports rose 3% in real terms in the 2nd quarter, further marked
appre01at10n in the currency will impaet negatively on exports. This may
result in weaker growth as domestic demand may not be strong enough to
offset the decline in external demand. Also, fiscal stimulus from the
government is limited by its growing deficit, This may result in upward
pressure on the Deutschemark, The Bundesbank has been shifting its
priority towards stabilising exchange rates from money supply growth
targetting. With the expected continued co-ordination of the Central Banks,
some currency stability may be expected in the near term.
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During the last quarter, the bond market declined sharply in volatile trading,
affected by both external and internal factors., In June and dJuly, the
weakness of the Deutschmark and lacklustre performance of the US bonds,
impacted negatively on the German bond market. Also, inflation conecerns
resurfaced as oil prices rose above US$22 per barrel, and domestic monetary
growth was above target. Yields on the key 10-year BundesRepublic bonds
rose 80 basis points from 5.70% to a high of 6.5% in early August as the
yield curve steepened., Euro-Deutschemark bonds performed likewise and
yields in the 5- to 7-year maturity rose 40-60 basis points to yield 5.4% and
5.86% respectively. In mid August, upon the release of the US trade
deficit figures, the Deutschemark appreciated sharply. The sudden
appreciation of the currency and the fall in oil prices to below US$20 per
barrel, gave an initial boost to bond prices. However, the currency-backed
rally in bonds lost momentum as the market became nervous over the
sustainability of the strength of the Deutschemark. Yields on the 10-year
Bundesrepublic and Euro-DM 5- to 7-year bonds ended the quarfer at 6.38%
and 5.50% - 5.70% respectively, a slight improvement from the highs.

In the near term, no change in the Bundesbank's monetary policy is
expected. This is because GNP growth may be slightly stronger next year
reflecting the tax-induced stimulus to private consumption. Although the
present inflation .outlook is favourable, there is cautiousness over the oil
price as OPEC meets in September. Thus, the Bundesbank may be even
more unwilling to change its interest rate structure. This and the
expectation that the federal deficit is likely to increase next year will
impact negatively on the bond market., With the expectations of currency
stability as the Central Banks continue their efforts to stabilise exchange
rates, and the rise in US bond yields, the German bond market can be
expected to remain weak., As such, high coupon short dated bonds will be
focussed upon as the yield curve steepens.
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NESE M ET

During the last quarter, the Official Discount Rate remained at 2-1/2%. On
the other hand, the Prime Lending Rate was raised by 4.9% to 5.2%, and
money market rates rose likewise. This was despite PM Nakasone's
statement at the Venice Summit that interest rates would be reduced
further. The Bank of Japan, continued to resist a further reduction in the
Official Discount Rate. However, when call money rates edged up from
3.1% to 3.3%, the BOJ injected funds into the banking system, These
higher interest rates were the product of the Dollar's continued appreciation
since early June, reviving fears of inflation as oil prices rose above US$20
per barrel and money supply grew over 10%, indications that the economy
was bottoming out as the first quarter GNP grew by 3.7% and unemployment
fell to 2,7% in July from 3.19% in May. The BOJ meintained its steady and
rather accommodative monetary policy, thus resulting in only slightly higher
interest rates. The three months' Euro-Yen interest rates edged up some 10
to 15 basis points, ending the quarter at 4.03%.

Against the backdrop of an improving economy and stable exchange rates,
interest rates in the short term can be expected to remain firm. While the
BOJ has continued to stress its accommodative monetary poliey, with its
objectives of stabilising the Yen, expanding domestic demand, changing the
structure of Japan's export-dependent industry and thereby reducing its large
current account surplus, the central bank also reaffirmed that it was
prepared to counteract any undesirable consequences that may arise from its
accommodative monetary stance. However, there appears to be no
immediate threat of inflation which is forecast to be 0.1% in 1987, rising to
an average of 1,0% in 1988. Externally, a sharp rise in oil and other
commodity prices is not expected, whilst internally, the BOJ is limiting the
scope for lower interest rates to control asset price inflation and monetary
growth, Thus, interest rates in the near term are likely to remain steady.

From dJune to early August, the Japanese Yen weakened from Yenl40/US$ to
Yenl153/US$. The currency's weakness can be attributed to a variety of
factors, i.e. official discouragement of speculation against the US Dollar,
central bank support, Gulf tension resulting in higher oil prices, Japanese
purchases of US securities, and signs of a narrowing of the trade surplus
with the US. Japan's trade surplus continued to show signs of narrowing as
its surplus fell from US$7.57 billion in April to US$6.41 billion in May and
US$5.51 billion in June. Whilst its surplus with the EEC grew slightly, its
surplus with the US shrank to US$4.01 billion from US$4.43 billion in May.
In early August, the Yen appreciated sharply, triggered by the unexpectedly
large US dJune trade deficit which also showed Japan posting the biggest

‘bilateral trade surplus. As such, the Yen ended the quarter at Yeni41/US$.

The US$/Yen exchange rate is expected to remain stable in the short term.
Besides central bank intervention, the Japanese Yen may face less upward
pressure as its trade surplus continues to narrow. In addition, the Japanese
economy appears fo have bottomed out and if economiec data released
further support this, fears of US pressure on Japan's economic policies and
the upward pressue on the Yen may be eased, This, and the widening
interest rate differentials between US and Japan may continue to provide
some support for the US Dollar, thus preventing a sharp decline in the near
term,

During the last quarter, the Japanese bond market fell sharply in volatile
trading, In June, the weakening of the Yen resulted in the market turning
bearish. This was further supported by a strong first quarter GNP growth
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of 1.2%, a narrowing of the trade surplus, fears of inflation, as money
supply rose to over 10% and oil prices rose to over US$20 per barrel,
release of the supplementary budget where Yenl.36 trillion will be financed
by the issue of government bonds and a change in the bond settlement to
reduce speculative trading. There was also a shift in the Bank of Japan's
monetary poliey from accommodative to a more neutral policy. As such, the
bond market weakened considerably, and yields on the No 89 JGB rose from
the low of 2,5% in May to over 5% in early August, despite intervention by
the Bank of Japan to support the side issues. Yields on Euro-Yen issues
likewise fell over 100 basis points, resulting in the 5~ to T-year maturities
yields rising to 5.35% and 5.80% respectively., The sharp appreciation of
the Yen against the US Dollar in early August helped the bond market to
rebound and yields on the No 89 JGB fell to 4.30% and 5- to T-year Euro-
Yen to below 5% by the end of the quarter.

In the near term, the Japanese bond market is expected to remain bearish
although some short term technical rebound has not been ruled out. As US
and Japanese interest rates appear to have bottomed in the case of the US
it is to support the Dollar and contain inflation, whilst for Japan it is due
to the expected economy recovery the impact on the bond market will
remain ‘negative. A cautious mood is likely to prevail after the recent
sharp declines resulting in heavy losses for some companies and also as the
September year end approaches.




- 23 -

& Eurc-Interest Rates (3-Months)
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