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US Bond Market Snapshot

After fund injections from the Fed over the last several days, the
US money market seems to be normalizing. Short-term Libors
are falling back toward more normal levels.  Still, the front end of
the Treasury curve (from 1-month to 2-year tenors) continues to
benefit from heavy flight to quality buying (Chart 1).

Three month Treasury bill yields fell another 20bps basis points
last night to 3.86% and are now down 68bps from Friday and
108bps over the past ten days. This ten day drop equals the 108bps
drop following the 9/11 attack (then, 3M T-bill bill yields fell from
3.26% on September 10 to 2.19% on September 19). Flight to
quality, accentuated by a sell-off in commercial papers, has taken
2Y Treasury yields to  4.18% currently (Chart 2).

Liquidity in the CP market is becoming tighter as companies are
forced to tap other sources of financing. Fed data show that the
decline in outstanding CPs over the last several days has surpassed
the decline following the 9/11 attacks.

Two-year UST yields at 4.18% might look low but  this is consistent
with 3M Eurodollar future implied yields of 4.5% by Mar08 (Chart
3).  In short, both markets are pricing in 75-100bps of Fed easing
over the next eight months, which is not wildly out of line with
DBS’ forecast for 50bps of cuts on that time horizon.  Market
expectations for Fed easing are significnatly more aggressive than
they were six weeks ago (when no hikes were priced in by end-06)
and on 4Dec06 and 21 Mar07, when ED3 implied yields were at
4.83% and 4.76% (Chart 4).

So far, the Fed has stayed its course, with official rhetoric asserting
that there has been little evidence of fallout on the real economy
and, presumably therefore, little justification for rate cuts that
the market is pricing in. But market sentiment can damage fundamentals
which means the Fed may have to act as markets currently expect.
In the meantime, judging from yesterday’s rate movements, the
market is taking little comfort in the Fed’s patience. Investors are
likely to remain nervous in the near-term as the Fed  remains on
hold.

For the Treasury market that means a trend reversal in the near-
term is unlikely. Expectations for Fed easing are likely to remain
fairly aggressive, which should allow Treasuries to retain recent
gains. The 2Y/10Y curve in Treasuries, which has steepened into
the bond rally, is likely to remain steep as short-dated Treasuries
remain well-supported and investors stay away from duration.

In fact, the rally at the front end could continue were the Fed to
cuts rates. Two-year UST yields sit 130bps below 3m Libor, still less
than the 150bps spread seen in Oct-98 and Jan-01(Chart 5).
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Chart 3: 2Y UST Yield vs ED3  Implied Yield
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A continuation of the rally would probably steepen the 2Y/10Y curve by another 10-15bps, which would take the 10Y
yield to about 4.40% from 4.64% currently and the 2Y yield to 3.8% (Chart 6).

We maintain our forecast of 50bps Fed easing before year end, followed by steady rates in 2008, but risks have
increased of late that the Fed lowers its policy rate by more than 50bps before all is said and done.
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Disclaimer:
The information herein is published by DBS Bank Ltd (the “Company”).  It is based on information obtained from sources believed to be
reliable, but the Company does not make any representation or warranty, express or implied, as to its accuracy, completeness, timeliness or
correctness for any particular purpose.  Opinions expressed are subject to change without notice.  Any recommendation contained herein
does not have regard to the specific investment objectives, financial situation and the particular needs of any specific addressee.  The
information herein is published for the information of addressees only and is not to be taken in substitution for the exercise of judgement
by addressees, who should obtain separate legal or financial advice.  The Company, or any of its related companies or any individuals
connected with the group accepts no liability for any direct, special, indirect, consequential, incidental damages or any other loss or
damages of any kind arising from any use of the information herein (including any error, omission or misstatement herein, negligent or
otherwise) or further communication thereof, even if the Company or any other person has been advised of the possibility thereof.  The
information herein is not to be construed as an offer or a solicitation of an offer to buy or sell any securities, futures, options or other
financial instruments or to provide any investment advice or services.  The Company and its associates, their directors, officers and/or
employees may have positions or other interests in, and may effect transactions in securities mentioned herein and may also perform or
seek to perform broking, investment banking and other banking or financial services for these companies. The information herein is not
intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be contrary to
law or regulation.
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