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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 unexpected default of a local SOE in 
China caused widespread speculation that more 
heavily indebted issuers may follow, although the 
bond market remains relatively calm with 
sufficient liquidity from PBoC. The defaulted issuer, 
a coal miner in central China, is seeing improving 
fundamentals and cash flows, which has led to 
growing market suspicion that local government 
may be either unwilling or unable to honor the 
debt. Both scenarios seem disastrous to bond 
investors. The incident is diminishing confidence in 
local government and local SOEs. It has had a more 
profound impact than previous defaults as its 
influence may extend to Local Government 
Financing Vehicles (LGFVs), who issue about half of 
all the non-financial corporate bonds. Additionally, 
the deadline for fully implementing the New Asset 
Management Rule has been extended by 1 year to 
the end of 2021, which will further squeeze the 
financing channels of lower tier LGFVs and 

threaten their ability to repay maturing debt. The 
credit market is expected to see a structural change 
going forward.

The combination of slower credit growth and 
normalized monetary policy has implications for 
equity markets and a low volatility portfolio is still 
preferred. The healthcare sector and tech names 
may be less popular because of a lower risk appetite 
and a current extremely optimistic valuation. 
Commercial banks are still in a good mood and the 
trend may continue in a tighter credit environment. 
Cyclical names are outperforming the market at 
present, and inflationary expectations are rising as 
well. Though we still doubt that there is solid ground 
for sustainable inflation given the considerable slack 
in the economy.

Economic data continues to point to a 
recovery and broad policy support is gradually 
withdrawing. Policy makers continue to understate 
their GDP target and underline the through-cycle 
feature of policies. The Manufacturing sector is still 
favoured by policy, though the level of growth may 
only be high single digits. The Real estate sector 
remains contained, especially given the current 
monetary policy easing. Infrastructure investment 
has grown slower than the market expected and may 
decelerate further if pressure on LGFVs’ financing 
mounts in 2021.
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