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Asian foreign exchange in tariff tantrum

The near-term outlook for Asian currencies is unambiguously negative
- further out, the scope for some recovery remains

Wonhua 14,207
@ THE PHILIPPINE STOCK EXCHANGE, INC. 9:66:13 am EQALE DESOYDN | AR BATE = &
T T T conmmovenvions I SE PESOIMALAF P 1

SVC INDEX

PSE Services Index

1,685.14

(]
23,774,829
3,028,560

5 TOTAL 10
—
930

MAJOR ASIAN MARKETS
as of Aug 11,2017

045 1000 1015 1020

0 =S
HANG SENG

* 26,888.00
-203%

KOSPI

[ o e
-

Source: Shutterstock

Trade war is upon us

It seems as if we've been talking about trade wars for months now yet until this week, no tariffs
had actually been levied, and some still hold out hope that a trade war can be averted.

We think it's getting too late for that. We sense that the Trump administration feels the global
trade environment is unfair, that tariffs can help redress the balance in the US’ favour and that it
can win a trade war. We disagree with both the premise and the solution - but that doesn't change
anything. Tariffs are coming, and some have already arrived.

With tariffs we expect global trade growth to worsen. This is going to be important in terms of local
Asian currency (FX) strength, but exactly how much and for how long is a more complicated story.

Let's start by considering the relationship between global trade and Asian currency strength. The
figure below shows world trade in USD plotted against both the ADXY index (index of nominal Asia
ex-Japan currencies) and the headline CRB commodity index.
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World Trade, Commodity Prices and Asian Currencies
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The measure of global trade we have used is from Bloomberg, which derives it from IMF data.
Trade is calculated from imports, not exports, as these are viewed as the least distorted of the two
series. In contrast to the Dutch Trade statistics, which are sometimes used, this data is more timely
and is available more frequently, making for easier comparison with real-time indicators like
foreign exchange.

What strikes us particularly, is that while so many of the relationships that held before the global
financial crisis have either weakened or been utterly destroyed, the relationships shown in the
figure above holds firm before, during and after the global financial crisis.

We believe the trade environment for Asia will continue to
deteriorate through the rest of 2018. But there is a chance that
the outlook after that will be less threatening

Given that Asia accounts for about a third of all global trade, Europe for about 40% and North
America, only about 10% and the logic of this becomes hard to refute. A negative shock to global
trade will hurt the growth potential of one of the most trade focussed regions in the world.
Moreover, relative to GDP, trade is even more important for Asian growth despite accounting for a
slightly smaller share of the world trade total than Europe. Hit this trade outlook with a negative
shock like tariffs, and local Asian currencies are going to suffer.

So what are we really looking at in terms of the trade outlook? In the short term, the prognosis isn't
good. Tariffs, retaliatory tariffs, and retaliation to that retaliation describes the situation between
the US and China so far. But globally, the picture is even worse. The US/EU trade theatre of war is
almost as ugly as the US/China campaign, and let's not get started on NAFTA.

So as a risk scenario, we are considering a temporary 20% decline in global dollar trade values.
That is not as big a drop as during the global financial crisis. But it could still result in a decline of
the Asian FX index of about 6%-7%.
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Currency sensitivity to trade and commodity prices

But the story doesn't end there, because a fall in global trade of this magnitude is likely to weigh
on commodity prices. China is the word’s marginal consumer of most commodities, so anything
which hurts China's purchasing power is also likely to weigh on commodities, and this could be the
second leg of a looming global trade shock.

The figure below presents elasticities of each of Asia ex-Japan currencies to both trade and
commodity prices derived from the simple regression analysis.

Asian currency elasticity to world trade and commodity prices
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The Chinese yuan is the least sensitive of all currencies, but then it is not a free float, so that isn't
too surprising. At the other end of the spectrum is the Malaysian ringgit (MYR) and the Indonesian
rupiah (IDR). These currencies are much more sensitive to commaodity prices.

The impact of a trade shock will also vary depending on the hit to individual economies via their
external payments situations. That is to say that currencies of countries with trade and current
account deficits - India, Indonesia, and the Philippines - will be more vulnerable than those of
surplus countries like - Thailand, Korea, Taiwan, Malaysia, and Singapore.

The level of economic openness and currency management system are other determinants of the
magnitude of any shock on individual economies. Less open economies or those with heavily
managed currencies should be less vulnerable to external trade shocks.

CNY takes the brunt of the impact

In contrast to the analysis above, President Trump’s announcement of $50bn tariff plan on 16 June
has swung the fortunes of the Chinese yuan (CNY). This has swung from being Asia’s most resilient
currency earlier in the year to one of the worst performers in the recent sell-off. Over 3% CNY
depreciation against the USD since the beginning of June is reminiscent of the devaluation in
August 2015.
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Asia ex-Japan currency performance year-to-date
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This raises the question of whether a weaker currency could be one of China’s weapons in the
current trade war. Our Greater China Economist, Iris Pang, doesn't think so.

Some of the other biggest underperformers in the region in the most recent sell-off are neither
current account deficit countries, nor commodity producers, but instead, are heavily engaged in
technology, for example, the Korean won. For them, the recent currency weakness is partly a
reflection of tech stock anxiety, and the US sanctions on ZTE have no doubt played a part. Though
in time, a technology embargo by the US on Chinese producers simply plays into the hands of the
likes of Korea and Taiwan, who can pick up that market share. What we are seeing is merely short-
run disruption.

Moreover, what we are seeing with the Korean won could also simply reflect that it is one of the
bigger more liquid currencies in the region. When foreign investors pull out of Asian FX, they
probably have bigger exposures to Korea than many other currencies. That is what they sell first,
even though on most fundamental grounds, Korea is one of the most attractive investment
propositions in the region.

Though further weakness cannot be ruled out, we sense that the following phases of Asian FX
weakness will be kinder to the tech-heavy currencies than either the commodity-producing
economies including the Indonesian rupiah and the Malaysian ringgit or the current account deficit
countries such as the Indian rupee, Philippine peso and the Indonesian rupiah.

Indeed, the recent aggressive rate increases from Bank Indonesia seem to show a degree of
prescience, as they appear on both of our ‘at risk’ watch lists. Central bank action can offset what
is coming, but at the expense of domestic demand, and will be more effective combined with a
reining back of some of the fiscal expansion that has played a large part in creating the external
imbalances in these economies (that doesn't look likely anywhere).

Read China policies to cushion potential trade war impact
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Recession or not?

As argued so far, the direction for Asian FX is clear, but the timing and extent of the weakness for
individual currencies is less certain and subject to many more moving parts than would be ideal.

A valid question linked to this debate is whether this could be the source of the next global, or at
least Asian recession - a theorem that has begun to attract some vocal followers in recent weeks.
In our view, it is certainly possible. Though some factors provide a little comfort.

We're currently dealing mainly with protectionism, not weak global demand. Though of course,
the former could well lead to the latter. Moreover, at the moment, the situation is best described
as the US against the rest of the world, not a multilateral trade conflict. It is possible to imagine a
proliferation of trade deals between the rest of the world in this environment, but which exclude
the US (for example the Regional Comprehensive Economic Partnership - RCEP), which might even
deliver a global net trade boost - a sort of “My enemy’s trade enemy is my friend” situation.

A financial crisis was at the root of the 2008-09 recession, - with contagion from the US to the
global financial system. That's not the case today. Though there is growing concern about a
possible Chinese credit crunch. So far, this is contained.

Tighter monetary policies before the 2008-09 crisis, subsequent regulatory clamp down and fiscal
austerity made a bad situation worse. Monetary policies are still relatively loose today in both
emerging and developed countries, despite some withdrawal of accommodation by the Federal
Reserve since last year. Fiscal policies are not particularly loose except in the US and don't look
likely to be reversed imminently.

The domestic-demand-driven growth in most Asian economies could cushion some of any
negative trade impact, though how long this would hold out if the trade sectors begin to crumble is
debatable.

In short, there are some mitigating factors, but none are hugely comforting. A worst-case scenario
might not be as bad as the global financial crisis, but it might still be pretty bad.

Expect a moderately negative trade impact

We believe the trade environment for Asia will continue to deteriorate through the rest of

2018. But there is a chance that the outlook after that will be less threatening. In our worst-case
scenario, global trade falls by only about 10-to-20% (similar to that witnessed during the 2014-15
oil slump - and about half that during the global financial crisis). Subject to the caveats of our
earlier analysis, that implies a 2-8% downside risk for regional currencies.
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Impact on Asian currencies of 10% fall in world trade

%
0 1
-1
-2
-3 6.82 54.66
A 31.55
1158
< 7165 143 34.60
-6
-7 15365
-8
N 4.42
-10
CNY INR IDR KRW MYR PHP SGD TWD THB
Note: Figures along bars are worst-case exchange rates vs. USD
Source: ING

We believe the US public is the main intended audience of recent US trade policy actions. It
doesn't appear to be US business, who on the whole, take an orthodox view of the benefits
of trade, no doubt knowing first-hand the benefits that trade brings.

This motivation is likely to run strong ahead of the US mid-term elections. But if Republicans
come out of the mid-terms poorly, and there is a chance that they lose the House of
Representatives, then they may be less willing to support the President’s protectionist
leanings.

Though, this has to be viewed against the possibility that the forthcoming nomination to
the Supreme Court may help Trump rebut any attempt by a less friendly Congress to
overturn some of his recent security based trade policies as unconstitutional. As stated -
this stuff isn’t simple.

Along with political developments, the outlook for the USD, in major FX pairs, and by
extension for Asian FX, will also be determined by the pace and degree to which the
European Central Bank moves towards removing its negative deposit rates. That, in turn, will
also be influenced by the global trade outlook.

In short, there are too many moving parts to this story to do anything more than highlight
the scenarios. But what is clear, the outlook for Asian FX is negative, and we have shifted
our near-term forecasts accordingly. The latest Asian FX TalkING details the recent steps
taken in this direction. But a continuous negative watch on our current Asian currency
forecasts remains the order of the day.

Proposed Asian currency forecast revisions for end-2018

CNY INR IDR  KRW  MYR PHP SGD TWD THB

Spot vs. USD (2-Jul-18) 6.67 68.80 14390 1118 404 5339 137 30.54 33.17
Latest forecast for end-2018 7.00 7150 14320 1180 435 5481 143 30.60 35.00
Proposed revision 7.00 7150 15300 1180 435 5480 1.43 31.50 35.00

Source: Bloomberg, ING

Article | 3 July 2018 6


https://research.ing.com/portal/ING_Research.html#/module=emerging-fx-strategy

THINK economic and financial analysis

Author

Robert Carnell
Regional Head of Research, Asia-Pacific
robert.carnell@asia.ing.com

Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BRO00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit http://www.ing.com.

Article | 3 July 2018 7


mailto:robert.carnell@asia.ing.com
http://www.ing.com

