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Focus: "RMB outlook is clouded by European sovereign debt cri-

sis”
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China could face two major issues at home arising from the
eurozone sovereign debt crisis: renewed export pressure due

to a plummeting EURO and dampened market and economic
sentiment due to the deteriorating global financial market.
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Given the external uncertainties from the European debt cri-
sis and domestic policy tightening, China is expected to take a
prudent approach in dealing with its currency reform to avoid
“policy overlap”.
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The RMB revaluation may have been delayed in the near fu-

ture, yet the inter-medium outlook of the RMB reform is ex-
pected to be intact.
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Biweekly overview: Markets remained very volatile during the
period. Treasuries advanced further after a strong month of May,
and the dollar index continued to rally. In Asian credit market,
new issuance was largely quiet and Chinese property names saw
particularly high pressure in the secondary market.
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Biweekly Overview:

Rates

Treasuries finished the two-week period higher
on another stretch of market volatility. The
$113bn auctions of notes in the 1°" week only
saw modest demand, while many investors
opted to lighten up holdings of long Treasuries
after a strong performance in the recent
weeks. The rally in stock market in the middle
of the week also dampened investor’s interest
in the new government notes. However a
downgrade of Spain’s sovereign credit ratings
by Fitch in a slow Friday ahead of U.S. long
weekend pushed Treasury prices higher. During
the 2" week, a bout of upbeat economic data
in the early days boosted risk sentiment. Risky
assets rallied, while Treasuries lost ground.
However, Friday’s negative surprises from NFP
data and fiscal deficit news of Hungary stirred
up a new wave of market panic, sending
Treasuries sharply higher. At the closing of the
period, the 10-year yield closed out lower by
4bps to 3.204%, while the old 2-year yield by
7bps to 0.701%. Elsewhere, Bank of Canada
increased its benchmark lending rate by 25bps.
It is the 1°" increase by a Group-7 nation since
the market collapse of 2008.

EX

Euro hit a fresh 4-year low of 1.1924 against
dollar during the period before and settled
down at 1.1968. The Dollar Index jumped 3.3%
to 88.233. Renminbi revaluation turned out not
a focus in the recent annual China—US Strategic
and Economic Dialogue in Beijing. RMB/USD
spot rate was little changed at 6.8288, while
the 1-year forward (NDF) eased from 6.7350 to
6.7950.

Credits

Credit market also had another choppy ride
during the past two weeks. The iTraxx ex-Japan
Asia ended 1bp wider at about 145bps for the
period.

In the cash market, Asian offshore new issu-
ance was largely quiet, with one sovereign is-
suer tapping the market. In the secondary
market, HG papers outperformed CDS with
much tightened spreads. Chinese property
names were very volatile. Agile 17 and Country
Garden 17 traded down to about 90/91 level.

In China/HK CB market, many names that have
suffered the greatest declines had a decent
rebound. SIM 0% 2015 gained 7.5pts, helped by
its surging stock price that continued to push
the bond parity much above 100.
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Focus: RMB outlook is clouded by European
sovereign debt crisis
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Just a couple of months ago, an imminent up-
ward adjustment of RMB exchange rate by the
Chinese government looked like a sure bet.
Now things have changed, thanks to the wors-
ened market reactions to the European sover-
eign debt crisis as the global financial market
underwent some sharp corrections lately. For
those who had thought this European debt
debacle was only a problem for Europeans to
deal with, they have unfortunately found a re-
ality check again on the rapid evolvement of
this regional crisis into a global situation. We’ll
discuss how China’s FX policy appears to be
also at the receiving end of this “butterfly ef-
fect”.

A plummeting EURO on debt crisis

Since last November, the 16-nation currency
EURO has dropped over 20% to below $1.20
versus the U.S. dollar from as high as $1.51. For
the USD-pegged Chinese currency RMB, its ex-
change rate for EURO has consequently
strengthened sharply along the way (see Fig.1).
As a matter of fact, RMB has reached its
strongest level against EURO in 8 years by hit-
ting the high of RMB8.1720.

The plummeting EURO creates a dilemma for
RMB. As it has been pegged to USD and there-
fore enjoyed a valuation edge, it now has ap-
preciated significantly against a basket of
trade-weighted currencies, weakening its edge
in global trades. On one hand such changes
should weaken the U.S. claim that RMB was
artificially undervalued, a claim enjoying cer-
tain sympathy from some European and
emerging economies, yet on the other hand
this unplanned RMB strengthening raises con-
cerns for China’s export industry. Neverthe-
less, China would see the heavy external pres-
sure for RMB’s revaluation to be quieted down
for now for good. In the NDF market, the 1-year
RMB/USD forward dropped from a 6.6070 high
in Apr to the current low of 6.7950 (see Fig.2).

China’s domestic considerations

As Chinese government had made clear all
along that its RMB policy would be adjusted
based solely on China’s domestic market and
economic conditions and will resist external
pressures. The recent significant moves in the
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global financial market due to the European
sovereign debt crisis have changed the external
environment of China’s economic conditions,
forcing a market rethinking of the RMB’s di-
rection in the near future.

China potentially faces two major issues at
home arising from the eurozone debt crisis:
renewed export pressure due to the plummet-
ing EURO and damped domestic market and
economic sentiment due to a deteriorated
global financial market.

In the export front, a falling EURO simply puts
Chinese exports in a less competitive position.
The eurozone is China’s second largest export
market, which accounted for $174bn in 2009 or
14.5% of China’s total global export (after the
18.4% share of the U.S. market). The irony is,
because RMB is pegged to USD, a weakening
EURO does little to help RMB to gain any edge
in the U.S. market, which means an export slack
to the eurozone would be hard to find a re-
placement from the U.S. market. There is a
good chance that Chinese exporters would face
both a declining volume and falling margin.

In the capital markets front, a renewed turmoil
in the global financial market due to the
European debt crisis has driven a new round of
flight-to-safety. That slows capital-raising ac-
tivities, squeezes credit supplies and ultimately
could damage the global economic growth that
is still on the mend. Volumes of IPO in both the
HK and China markets have already slowed
down dramatically, and new bond issuance in
HK from Mainland China companies has been
essentially halted.

More specifically for the Chinese economy,
renewed external volatilities in the financial
market could bring China back to the experi-
ence of 2008-2009 when China’s growth fell
dramatically along with the rest of the world. It
was simply because that investors and con-
sumers’ sentiment sees no boundaries despite
national economies do have borders. Heavy
losses in the Chinese domestic equity market
can be attributed to both the cooling measures
the Chinese government has introduced re-
cently and the global risky asset sell-off. Again,
these capital market contractions could hurt
corporate operations and the overall economy
of China.
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The RMB outlook

The outlook of RMB has become much clouded.
Although external calls from China’s major
trading partners as one of the signs of pressure
for RMB to revaluate, two other market factors
are important considerations the government
applies in assessing the need of such currency
moves: (1) a continuing recovery of the export
sector and rewidening of trade surplus; and (2)
a rising pressure of domestic inflation.

At the current economic state, both factors, in
our view, seem to be not a pressing issue for
Chinese policy makers. After a dramatically
fall-off during the global financial crisis,
China’s foreign export and import have indeed
rebounded strongly (see Fig. 3), owning to the
governments’ tax rebate programs and other
stimulus support, plus the relative weakening
of RMB to major non-USD currencies. However,
the trade surplus has remained at a relatively
depressed level since 2009 (averagely at
S13.4bn/month) as comparing to the average
level of the pre-crisis years (at $23.3bn/month
during 2007-2008). During the past few
months, the trade surplus has plunged and
went to negative during March, reflecting a
stronger domestic demand relative to the
global demand. The March trade deficit was the
first since May 2004, and the April trade bal-
ance remained depressed as well, at a small
surplus of $1.68bn, down 87%YOY.

B3 vE#ER HH/Fig. 3: China export and

import volumes
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In the inflation front, China has seen early
signs of inflation threat and has moved to
tighten up monetary policy. China’s headline
CPl was stuck in the negative territory from
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Feb. 2009 to Oct. 2009 and only shown mar-
ginal rise before Feb. 2010. Since Feb. the in-
dex has jumped to the 2.4-2.8 levels, raising
inflation alarms (see Fig. 4). A number of areas
were flashing with signs of inflation threat and
economic overheating. China’s red-hot real
estate market saw new home prices in 70 major
cities rose 15.4%YoY in April. The government
has raised natural gas price by 25% on May 25,
and prices of electricity are expected to rise
soon as well. Many cities have raised minimum
wages by 20%, and some of the largest em-
ployers in the major manufacturing base, the
Guangdong Province, have plans to raise mini-
mum wages by as much as 100% following labor
strikes or worker suicide incidences, pressing
other employers to follow suite.

However, effects from other directions should
moderate China’s inflation pressure going
forward. Global commodities prices, including
crude oil and industry metals, are experiencing
corrections. China has recently lowered gaso-
line price by 3.1% and diesel price by 3.3%. The
Central bank PBOC has raised the bank reserve
requirement ratio for 3 times (for a total of
1.5%) this year as an early effort of monetary
tightening and has installed a series of severe
measures to cool down the property market.
Interestingly, the last time when China went
into a tightening mode, it coincided with the
development of the U.S. “subprime” crisis, and
this time it is coincided with the explosion of
the European sovereign debt crisis. If both the
Chinese economy and the global economy hit a
soft patch due to China’s policy tightening and
the European crisis, the inflation threat could
be diminished.

Given the fragile state of its export sector and
the external uncertainty, China is expected to
take a prudent approach in dealing with its
currency reform. As RMB revaluation debates
are fading behind other hot topics (European
sovereign debt crisis, EURO collapse,
North-South Korea stand-off, BP oil spill, U.S.
financial reform, etc), we can only see a high
possibility of China’s near-term postponing of
its RMB revaluation. But we believe China’s
commitment for RMB reform remains intact in
the intermediate term. (Analysts: Qiong Wu,
Steve Wang)
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