29 September 2016

Essential Asia et

Bank
.. « . ”
In this issue Brace for “Trumpoline” effect
Brace for ki .
“Trumpoline” effect 2 -Talking Points
China Spotlight: 1 In the end, the swings in Asian currencies in September were dismal relative to the
Cautiously steering ship 3 anticipation. Admittedly, intraday movements reflected nervous sentiment and general
Korea Spotlight: lack of conviction.
Passing safety checks 4 1 The missing piece for a convincing rally in Asian currencies post FOMC was the lack of

recovery in the RMB index, even though USD/CNY fell modestly. Our end September CNY
forecast was overly bullish, but we believe the scope for significant CNY depreciation will
remain narrow and maintain our end 2016 forecast at 6.70.

India Spotlight:
Patel’s coming out party 5

Singapore Spotlight: q

The new sources of caution may increasingly be geo-political and geo-policy — from
Positioning for

the uncertainties surrounding the US election result (“Trumpoline” effect?), Brexit

policy plasticity 6 negotiations and commodities.
Selected Indicators 7
_Recent Reports
1 27 September 2016 — FX Strategy: Hillary, Donald and the Dollar
1 23 September 2016 — China Special Update
1 21 September 2016 — China Economic Update
I 11 August 2016 — Trump, Tax and Australia
Please request a copy from nab.markets.research@nab.com.au
Entry Date Currency pair Recommendation Opening level Target Stop
May 26 MYR/INR 6M NDF Short 16.88 15.20 17.20
(spot ref 16.50) (spot) (spot)
700 A r Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
600 1 [ 1200 2016 2016 2016 2016 2017 2017 2017 2017
[<. 552
500 1 [
L 1100 Korea .50 125 125 1.00 1.00 100 1.00  1.00
400 - 107
300 A Asia Dollar Index, RHS [ 105.0 Thailand 150 150 150 1.50 150 150 1.50 1.75
200 100.0
100 1 MSCI AC Asia Ex. Japan Index, LHS K 95.0 Malaysia 3.25 3.25 3.00 2.75 2.75 2.75 2.75 3.00
6003 India 6.75 650 6.50 625 625 625 650 6.75
300
o1 : . . . . . . Indonesia 550 525 500 500 500 500 500 5.00
2004 2006 2008 2010 2012 2014 2016 )
Source: National Australia Bank, Macrobond China 4.35 4.35 4.35 4.35 4.10 4.10 4.10 4.10
Authors:

Christy Tan, Head of Markets Strategy/Research, Asia Julian Wee, Senior Markets Strategist, Asia


mailto:nab.markets.research@nab.com.au

Brace for “Trumpoline” effect

1 Inthe end, the swings in Asian currencies September
were dismal relative to the anticipation. Admittedly,
intraday movements reflected nervous sentiment and
general lack of conviction.

1 The missing piece for a convincing rally in Asian
currencies post FOMC was the lack of recovery in the
RMB index, even though USD/CNY fell modestly.

1 The new sources of caution may increasingly be
geo-political and geo-policy — from the uncertainties
surrounding the US election result, Brexit negotiations
and commodities.

A cautious September was reflected more in Asian FX than in
Asian equity markets. The MSCI Asia ex Japan index rose to
562.22, the highest in a year in early September and then
lost all the gains in less than a week, before recovering to
test the 560 level at the time of writing. A patient Fed lured
risk seekers and yield hunters back into the arena and these
may be supportive of selected currency strength in Asia.
Inward portfolio flows sustaining will likely cushion the
KRW, INR and IDR between now and the last FOMC meeting
for the year.

China as a rising regional “pull”

The US is undoubtedly still the biggest and dominant
influence on world markets especially during times of
stress and represents a “global push” (according to the BIS’s
latest report). The next few months probably qualify as a
potential “time of stress” with the US elections and FOMC
meetings in November and December potentially causing
large swings in risk appetite and global liquidity conditions.

Interestingly, the BIS report confirmed China’s rising
influence as a regional “pull”. China’s influence in Asian
financial markets represents a third dimension — a regional
dimension. Given its economic weight and integration in
the Asian production chain, China’s economic and financial
developments affect investors’ assessment of the region as a
whole and fund flows to the region, thus driving financial
markets in other Asian economies. Its working paper
number 579 titled “Regional pull vs global push factors:
China and US influence on Asia-Pacific financial markets”
concluded that in non-stress periods, China’s
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influence on Asian stock markets has risen to a level close
to that of the United States. The RMB has also risen in terms
of its impact on regional currencies. Nonetheless, China’s
bond market remains isolated from both the United States
and Asia.

The BIS also raised concerns around China’s financial
stability with China’s private sector debt credit gap widening
to dangerous levels. NAB Group Economics Senior
Economist Gerard Burg reasoned that the rising gap
demonstrated falling efficiency of China’s debt as lending to
large SOEs was used to roll over existing debts or fund
excess capacity. However, there seems minimal risk of a full
blown financial crisis at this juncture, gauging from the low
level of foreign debt and capital account restrictions (more
details available in our China Special Update report of 23
September by Gerard Burg, NAB Group Economics Senior
Economist - Asia).

A managed RMB index kept Asian FX on their toes

It was then quite understandable that as tight management
of the RMB index rendered a flat trading trajectory near the
key psychological level of 94.0 (based on NAB estimates),
other Asian currencies failed to stage a convincing rally post
FOMC. The Golden Week holiday from 1-9 October will also
mean that market players will look away from China for
directional cues, while also building expectations that the
PBoC may allow interbank liquidity to normalise and loosen
its grip on CNY when China reopens. Admittedly, our end-
September CNY forecast was overly bullish, but we believe
the room for CNY depreciation will remain modest and
maintain our end-2016 forecast at 6.70.

Brexit, commodities and US elections

As the final quarter of the year beckons, it appears that
concerns over Brexit, commodities prices and the US
election results could come to the forefront, and these

are just some of the “known unknowns”. The GBP suffered
some setbacks in September as markets looked beyond
the stronger than expected macro data and refocused on
the harsh realities of a lengthy and potentially rough
negotiation process ahead. The VIX seems too low to
indicate sufficient pricing in of a non-Clinton victory of the
US elections. In addition, oil prices have been struggling to
make a convincing recovery. More volatility could ensue in
the run-up to the Fed’s final FOMC in December.
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China Spotlight:
Cautiously steering ship

1 There is an old Chinese saying: “Caution will enable one
to steer a ship for ten thousand years.”

1 Despite FOMC and BOJ risk events being out of the way,
the PBoC extended its cautious stance in the FX market.

1 While USD/CNY may be allowed to swing in a market
determined manner, the tight grip on the RMB index
will likely prevail.

USD/CNY and USD/CNH have both fallen by about 15bp in
September, but the RMB index has fallen by 26bp. As the
USD and HKD account for a total of 34.3% of the total trade
weighted index (based on NAB estimates), it suggests that
the RMB has depreciated around 31bp versus the non-USD
components in September. The different widths of the
trading bands for different currencies within the basket
pave the way for managing the RMB index dynamically.
Essentially, the CNY is allowed to trade within +/-2% against
the USD, but for non-USD currency pairs, the CNY is allowed
to trade +/-3% (AUD, CAD, NZD, SGD), +/-5% (MYR, RUB, CHF,
KRW) and +/10% (ZAR).

The currencies with the +/-3% band account for a 13.3%
weight within the basket, the AUD taking the bulk with
6.3%. Specifically, AUD/CNY has appreciated 7.3% thus far
this year and in the past three months has been trading
largely within the 5.0-5.1 range. Further inclination by the
Chinese authorities to push the RMB index lower will mean
an upside bias for this cross.

Speculative attacks warded off

In addition to managing the RMB index, the Chinese
authorities have resorted to tightening interbank liquidity
and in consequence, the overnight CNH funding rates or
CNH Hibor surged to as high as 23.7% in mid-September,
and pushed USD/CNH lower accordingly. We expect the
policy preference for currency stability to prevail, amid the
forthcoming external uncertainties surrounding the US
elections, FOMC decisions and also risks from Europe

on Brexit.

It is interesting to note that CNY depreciation pressure was
rather contained. The spike in USD/CNH 12m fwd points has
not been accompanied by a widening of the CNH-CNY

spread and could be indicative of a divergence between the
expectations of the market versus those of the authorities.
The authorities could be actively managing the spread but
not the forwards.

A kickboard to achieve reserve currency status

October 1st marks China’s formal entry as an SDR member,
with the CNY officially included in the IMF’s SDR basket.
The weight allocated is 10.92%, with the biggest deductions
coming from EUR (from 37.4% to 30.93%) and GBP (from
11.3% to 8.09%), followed by the JPY (from 9.4% to 8.33%).
The USD’s weight was slightly reduced to 41.73% from
41.9%. It is important to note that this does not mean the
CNY becomes a reserve currency immediately, nor does it
mean an immediate shift by IMF members out of the EUR,
GBP and JPY assets into CNY assets. The entry provides an
additional option to sell SDRs for CNY, if they face balance
of payments strains.

Over the medium term, the use of the RMB as both a trade
settlement currency as well as a reserve currency remains
a priority. This suggests the scope for an eventual “strong
RMB policy”. In the meantime though, the authorities
seem to have settled on an FX regime that swaps the tight
bilateral link with the USD with a looser link between the
RMB and USD as measured against a basket of currencies.

Steps forward for China’s bond market

The efforts to boost interest and investments into China’s
interbank bond market (CIBM}) have been stepped up.
The PBOC and SAFE recently eased rules i
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