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Exports faced pressure from a stronger 
CNY and the US-China trade tension, as 
well as weaker trade partner growth - 
especially in the Eurozone. Exports fell 
sharply in 18H2 (Figure 4), and net 
exports dragged growth throughout 
2018. With CNY exchange rates adjusted 
to a fairer level and US and China close 
to a trade deal, we assess exports not to 
be a significant drag going forward. Yet 
we don’t expect a positive surprise from 
exports either, as China’s global market 
share has reached a stable level and 
trade partner growth is trending 
downward.

Another notable development is the 
trade tension’s impact on confidence, 
which although difficult to measure does 
affect the outlook significantly; from 
policy makers to fixed asset investment 
decision makers. We believe worsening 
confidence was behind the China A share 

Inflation picks up, 
preventing expanding 
easing

Inflationary concerns have risen 
recently, and although in our view this is 
not sufficient to trigger a change of 
monetary stance yet, it does prevent 
PBoC from expanding easing. Core 
inflation is running at 1.8-1.9%, and is 
expected to remain more or less at 
current levels with a slowing growth 
momentum. The largest component, 
food, is at 4%, almost solely due to 
African Swine fever. The headline 
inflation series is seeing continuous 
pressure from the food component.
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Bond Market View

Following PBoC conveying its message of 
ceasing to expand easing, money 
market rates remained largely 
unchanged, with 10Y China 
Development Bond (CDB) yield rising 
20bps and 10Y China Government Bond 
(CGB) 25bps in a month. Yield curve is 
still steep, but we expect some 
flattening in the following weeks, with 
the short end rising in response to the 
new monetary stance and the long end 
falling due to continued slowing growth.

Based on our growth outlook and current 
market conditions, we assess that the 
current rate rise is close to an end, with 
further developments needed for rates 
to resume their downward trend. Credit 
spreads of higher rated corporates will 
remain contained, and those of lower 
rated issues are unlikely to improve 
significantly. LGFVs need to be looked at 
case by case, with some issues still 
offering attractive risk-return potential.

China Bulletin: 
Market View

The surprise policy move of cutting the 
Required Reserve Ratio (RRR) reflects Chinese policy 
makers’ focus on manufacturing. And their awareness 
of the difficulties facing this sector due to skyrocketing 
commodity prices and sluggish domestic demand. 
PBoC's 1-year term policy rate, known as the Medium-
term Lending Facility (MLF) and updated around the 
15th of every month, has been left unchanged. The 
next key rate to watch will be the Loan Prime Rate 
(LPR) published on July 20th. The RRR move is widely 
perceived as a structural measure instead of the 
beginning of an easing cycle. June economic and 
financial data beats market consensus and indicates 
that growth momentum remains resilient. We reiterate 
that external demand is key to China’s growth in the 
short term.

The equity market still favors growth stocks 
and new energy names, as well as cyclical names. As 
shown in the figure, a Required Reserve Ratio cut does 
not often help the equity market. Commercial banks 

and the healthcare sector are obvious losers, given a 
more pessimistic outlook for asset quality and policy 
headwind respectively. In our view, a less tight 
monetary environment does not necessarily mean 
deteriorating asset quality for commercial banks, yet 
does mean a lower cost of funding. The risk/reward 
tradeoff is attractive at current levels, although banks 
may underperform in the short-term. The healthcare 
sector also has a promising outlook and the setback is 
expected to be temporary. Moreover, markets should 
not underestimate policy makers' determination to 
defend data security and to rein in internet 
monopolies. Equity market volatility will likely 
continue to increase, and a low volatility portfolio is 
recommended.

China’s bond market is thrilled at the move, 
and the curve trades substantially lower by 13-15bps. 
5Y saw the most significant rally, as 3Y and 10Y are 
blocked by a cautious outlook in money market rates 
and resilient growth momentum. Credit spreads are 
compressed significantly as well, especially for shorter 
duration investment grade bonds. As mentioned 
before, the cut does not mark the turn of monetary 
policy, but works as a measure to alleviate pressure 
facing the manufacturing sector. External demand 
may recede yet the pace will likely be gradual and its 
level may remain above 2018-2019 levels. We suggest 
a cautious stance regarding China’s bond market.
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