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“Anything can happen in the stock market and you ought to conduct your
affairs so that if the most extraordinary events happen, you're still
around to play the next day”, Warren Buffet.

It seems like everyone in the vicinity agrees with one of the greatest
investors of all times. The reflection of the idea behind this saying is
visible in the KSE-100 index's movement in the month of April where the
KSE-100, despite unstable political situation, unfavorable law and order
situations in the country, and the PM’s statement regarding likely option
of imposition of emergency in the country, managed to touch a new all-
time high level of 12,994.40 on intraday basis by the end of the month.
Even though KSE-100 fails to breach the 13,000 level on the intraday
basis in May, sentiments are still strong. The net foreign inflow till May
29, 2007 remained low at USD 5.11mn taking the cumulative figure to
USD 726.73mn YTD.

KSE-100 closed the month at 12,961.26 points level representing an
improvement of 591.56 points or 4.78% MoM. In the early half of the
month, a sharp decline of 432.33 points was witnessed, as reaction to
PM's remarks regarding the prevailing political situation of the country.
Market took no major negative impact of May 12, 2007 incidents. In the
later half of the month, a sharp recovery led the index to breach its all-
time high levels.

Small cap sectors remained the out performers during the month with
Woolen sector as the leading performer. Among top three out perform-
ers were Woolen, Tobacco, and Paper & Board with MoM appreciation
of 56.72%, 21.21% and 17.82%, respectively. Apart from Cement and
insurance sectors (MoM appreciation of 8.31% and 13.20% respec-
tively), no major sector managed to outperform the index. Commercial
Banks, Fertilizers, Oil & Gas Marketing and Distribution sectors showed
MoM appreciation of 4.39%, 4.12% and 2.76% respectively. Oil & Gas
E&P was one of the top five underperforming sectors with MoM appre-
ciation of 0.21% only. Some improvement was witnessed in volumes
with average daily traded volume of 225.74mn share as against
218.91mn shares last month, an improvement of 3.12%.

On the CFS front, the total investment remained near its cap of PKR
55bn and averaged at PKR 53.81bn for the month. The availability of
excess liquidity kept the weighted average rate under pressure with an
average of 11.73%, a 4bps decline from April.
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The Budget Rally!!!

Bulls are in full control and the market is expected to breach its intraday
all-time high level on closing basis in the ongoing budget rally. What
makes this rally so strong... Is there any reason to rejoice and take the
market to its new all-time highs... Will there be anything favorable for the

market in the upcoming budget... The likely answer of any investor
these days is ‘Yes'. Being the last budget before elections, it is expected
to be an investor friendly one. There are a number of measures ex-
pected to be announced in the budget that will be positive for the market.
These expectations include favorable changes in the tax structures for
listed corporate entities, shares trading, agri-based interest income, inter
company dividends etc. Infrastructure spending will likely be the other
main focus area where noticeable increase is expected.

Among the main beneficiaries of this budget will be Cement, Commercial
Banks, Insurance, Textiles and Auto sectors on the back of increased
infrastructure spending, announcement of new favorable policies and
plans and new incentives to cater export based businesses. Any favor-
able change in the corporate tax rate structure for the listed companies
will lead to new listing and increased depth in the market and will bode
favorably for market. Any change in tax structure of shares trading will
improve the trading volume. In a nut shell, the upcoming budget is likely
to have a positive impact on the market.
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In the regional markets, excluding Vietnam and Colombo’s markets, a
similar trend was observed. Sri lanka’s market recorded a 10.78% MoM
decline which can be attributed to the law and order situation in the
country. On the other hand, Vietnam’s VIINDEX increased by 17.06% on
the back of improving country’s economic conditions. The table below
shows the performance of regional indices in the month under review.

Bangkok SET50 523.40 491.97 6.39
Colombo CSEALL 2,508.30 2,811.29 -10.78
Hong kong HSI 2063447  20,318.98 1.55
India SNESEX  14,544.46  13,872.37 4.84
Jakarta JCI 2,084.32 1,999.17 4.26
Kuala Lampur KLCI 1,346.89 1,322.25 1.86
Pakistan KSE100  12,961.26  12,369.70 4.78
Singapore STI 3,511.13 3,361.29 4.46
Taiwan TW50 5,869.27 5,679.13 3.35
Vietnam VNINDEX 1,081.48 923.89 17.06

Source: Bloomberg, JS ABAMCO Research
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Pakistan's recently issued USD 750 mn 10 year sovereign dollar
bond was greeted with enthusiasm in international markets. It was
more than seven times oversubscribed, consequently resulting in
competitive pricing of 6.875%, compared to 7.125% coupon rate
offered on similar tenor bond last year.

Of course, because these bonds are benchmarked on US Treasury
yields, the spread demanded over and above the Treasury rate is a
more accurate barometer of Pakistan's risk premium. The ten year
US Treasury yield was 4.73% at the time of last years bond issuance
in March 06, resulting in a sovereign spread of 240 basis points. This
time around, the 10 year US Treasury note was trading at 4.89% at
the time of Pakistan’s bond issuance, indicating that the sovereign
spread had declined to 198 basis points.

Many international banks, however, use LIBOR as a benchmark rate.
Using the six month LIBOR as the benchmark rate, we determined
that the sovereign spread on Pakistan’s ten year international bond
reduced substantially from 199 basis points in March 06 to 150 basis
points in May 07. The magnitude of the decline in spreads, whilst
using either the US Treasury note or LIBOR as a benchmark, is
similar.

This is a sign of confidence by the international investing community
in Pakistan's economic prospects. It is also a function of the im-
provement in Pakistan’s foreign currency rating outlook from “stable”
to “positive” by Standard & Poor’s, and an improvement in sovereign
ratings by both Moody and S&P. That this “vote of confidence”
comes at a time that the country is gripped by a political crisis is all
the more reassuring; it reflects an underlying belief on the part of the
international investing community that Pakistan's economic pros-
pects are not wholly linked to its uncertain political fortunes.

Of course, some of the competitive pricing and spread compression
is a result of global excess liquidity chasing emerging market bonds.
Yield spread between emerging market bonds and US Treasury
notes, an important measure of risk aversion, had declined to a
record low of 160 basis points on the benchmark JP Morgan Emerg-
ing Markets Bond Index JP Morgan EMBI) on May 10, 2007, and
have stayed in a tight band since. In comparison, the spread differ-
ential on the JP Morgan EMBI at the time of Pakistan’s dollar bond
issue in 2006 was 179 basis points. Thus, the compression in
spreads of emerging market bonds accounts for some, but not all of
reduction in Pakistan’s dollar spread this year.

Truth be told, “Brand Pakistan’s” image has been steadily improving
in the international financial community. The risk premium attached
to the country, as is evident by the compression in dollar bond
spreads has declined, and this is important for other asset classes in
the country, including equities and FDI.

As Figure 1 highlights, all three sovereign bonds issued in 04 and 06
are currently trading at a premium in the secondary market, despite
the recent political turmoil. This in itself was indicative that spreads
would be even tighter this year. Interestingly, the highest premium is
currently being attached to the thirty year dollar bond issued in 2006.
Before this issuance, few suspected that there would even be
enough competitive demand for a thirty year Pakistani bond. That it
trade at a handsome premium indicates how economic perceptions
about Pakistan have been rapidly improving over the past year.
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From the point of view of the issuer, in this case the GoP, the dollar
bond represents a cheaper source of funding than PIBs at the mo-
ment; the spread differential between the yield on the 10 year dollar
bond and the 10 year PIB currently stands at 325 basis points, con-
sidering that the cut-off yield on the 10 year PIB in the last auction
held was 10.13%. However, the international bonds entail two risks
which PIBs do not pose; foreign exchange and interest rate risk.

Essentially, using a combination of a currency and interest rate
swap, a dollar denominated floating rate debt can be converted into
a fixed rate rupee denominated debt, similar to PIBs. Currency
swaps can hedge against the exchange rate risk of both coupons
and principal payments. Interest rate swaps can be used to convert
the floating rate into a fixed rate of interest.

The interest rate swap is not always a cost-effective solution, how-
ever, as it entails riding the US yield curve. In 2004, the GoP used an
interest rate swap to convert their fixed Eurobond coupon payment of
6.75% to a floater that paid six month LIBOR plus 323 basis points.
Back in 2004, LIBOR was abnormally low due to a loose global
monetary environment, and the swap was “in the money.” For the
last couple of years, however, LIBOR has increased (currently stand-
ing at 5.38%), and the 2004 Eurobond coupon payment amounts to
8.61%, yielding a negative carry of 186 basis points.

Whether it is cheaper for the GoP to borrow from international debt
markets as compared to the domestic bond market depends on how
much the swaps cost them. If the cost is less than 325 basis points,
foreign debt is cheaper, and vice-versa. Of course, there is more to
this equation than pure number crunching. Development of the
domestic bond market is a desirable end in itself, and so is, many
argue, is the development of an international yield curve.

For local corporates with an international reputation, however, there
has never been a better time to “shop abroad” for cheaper funding.
Mobilink has gone that way already, with considerable success.
What makes borrowing from abroad an even more economical op-
tion for corporates than it is for the GoP is that the company specific
risk premium has to be paid by companies borrowing locally as well,
whereas GoP debt is considered domestically to be risk-free. And as
we saw in the case of Mobilink, some of the company specific pre-
mium is captured in the sovereign spread as well. Thus, we feel that
the logic of borrowing from abroad for big corporates in Pakistan has
never been so compelling, and companies in need of capital such as
Engro may pursue this option in the future.
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