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Opinion | 25 August 2021 Malaysia | New Zealand...

Sentiment supports uneasy market gains
ahead of Jackson Hole
Asian FX gains against the USD, commodities rallying, bond yields
rising and equities claw higher. But a hint of taper could undo all of
this. Eyes down for Powell later this week.

Source: Shutterstock

Federal Chairman Jerome Powell delivering a speech to the Kansas City Fed's
annual Jackson Hole research conference, which is held virtually this year because
of the pandemic.

Sentiment lifted by US budget progress
It is undoubtedly a statement of the blinding obvious that sentiment is driving markets currently,
as it always does. That said, these days it is harder and harder to find an underlying cause for
swings in sentiment, which appears most days to have a life of its own. Today though, one
development may be helping, and that is the US House of Representatives adopting a $3.5tr
budget resolution, which should also aid the passage of the $550bn infrastructure bill and spare us
from Filibusters in the Senate. That's good news in terms of the outlook for US growth. And this
probably helped US Treasury bond yields to stage a decent rally yesterday by recent standards,
with the 10Y yield rising a little over 4bp to 1.294%. 

What happens today is a little harder to call, with sentiment positive but vulnerable to shifts ahead
of the Jackson Hole conference which features Fed Chair Powell on Friday. Part of the sentiment
improvement may lie with recent thoughts that this weekend's conference will not deliver any
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further insight into the timing of any Fed taper. Or possibly that it may temper some recent
suggestions that this taper will be more imminent than first thought likely. I suspect we will still be
no wiser in terms of the Fed's intentions by Monday morning, and that may be enough for the
optimists to keep sentiment positive. 

Positive sentiment is also presumably behind a slightly weaker USD over the last couple of days.
EURUSD has risen to 1.1756 from about 1.1740 this time yesterday, and we've also seen some
reasonably broad (if minor) gains in Asian FX. The THB is the standout here on suggestions that it
may relax its movement restrictions and learn to live with the virus. But with low levels of
vaccination, and still high cases and death rates (Thailand ranks 12th globally today for daily
Covid-19 deaths on Worldometer's figures) this seems a contentious decision. In any case, we
doubt even vaccinated tourists will be rushing to the beaches of Thailand anytime soon just
because they open their borders. Potential tourists also have to consider how they will be greeted
on their return home.  2 weeks of mandatory quarantine in a hotel can really spoil that holiday
feeling. Prakash Sakpal states that he is not "rushing to revise our end-year USD/THB forecast of
35.00 just yet given that the underlying economic fundamentals remain extremely unfriendly for
this currency (spot 32.89)"

The KRW was also at the top end of the pack in terms of Asian FX, ahead of a very tightly
considered rate decision by the Bank of Korea tomorrow. 10 of 19 economists surveyed by
Bloomberg (including ourselves) are suggesting that the BoK will hold fire tomorrow, (perhaps
taking their lead from the Reserve Bank of New Zealand) against the tricky backdrop of the rising
Delta variant across the region). South Korea's current daily Covid-19 case tally is more than 1,500.
That is high for Korea, but it is down from the 2000+ it was recording a few weeks ago. You could
argue that this is enough to allow for a rate hike tomorrow, especially given yesterday's release of
some further rapid increases in household debt. But it is a very close call. A BoK hike is certainly
coming, so if not now, then within a month or two.

Korea: Daily Covid cases and cumulative total

Source: CEIC, ING

Quiet day ahead for Macro data
There isn't much on the economic calendar in either the G-7 or Asia-Pacific to get your teeth into
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today. Some import-dominated trade data has pushed the July NZ trade surplus into deficit by
more than expected this morning (-NZD402m), which is weighing on the NZD. We have seen quite
a few trade figures across the region illustrating that pattern of more rapid gains in imports than
exports, which may reflect the impact of re-opening. That's encouraging on some levels, but it may
put some of the more fragile currencies under strain as they emerge from the latest wave. 

Prakash Sakpal gives us his thoughts on Malaysian inflation for July also due today. "After hitting a
four-year high of 4.7% YoY in April this year, Malaysia’s inflation slowed to 3.4% in June. We expect
today’s data to show a further drop to 2.9% YoY, in line with the market consensus. This
deceleration stems from softer domestic demand amidst the worst Covid-19 outbreak currently,
while base effects also fade. By product types, housing and transport have been the main inflation
drivers here. We see inflation settling down between 2-3% in the second half of 2021, putting the
full-year average near the low end of Bank Negara Malaysia’s 2.5-4.0% forecast range for the
year. Still, elevated inflation doesn’t have any bearing on the BNM policy, which we expect to
remain in a holding pattern well into 2022". 
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Article | 24 August 2021 China

We’re downgrading China’s growth and
currency as challenges mount
Widespread flooding, tough social-distancing measures at ports, chip
shortages and far tighter regulation in some industries - these are all
big challenges facing the Chinese economy right now. New and
traditional infrastructure projects could provide a lifeline. Nevertheless,
we're downgrading our GDP and USD/CNY forecasts

Flooding, particularly in Henan province, is just one problem China's been facing

A particularly challenging third quarter
Let me give you just a snapshot of some of the big problems China is facing right now. In July, the
major city of Zhengzhou suffered from serious flooding. Zhengzhou is known for its smartphones
and semiconductor production. The floods hit factory operations and intensified chip shortages. As
a result, we can expect higher prices for our hand-held devices. 

A month later, China suspended some sea and air freight around Shanghai due to a new breakout
of Covid-19. This resulted in major congestion affecting the import of commodities and the exports
of goods and parts. We don't expect things to ease there until late September to October. The
result will be increased global freight prices which could have a knock-on effect for goods in the
west.
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On top of that, we have reforms the government is implementing in various parts of the economy.
We'll discuss those later. But you can start to see why we're downgrading our China GDP growth
figures and revising our USD/CNY forecasts. 

China PMIs show activities slowing

Source: CEIC, ING

Consumption weakness is likely to continue
Covid-19's localised social distancing measures are likely to continue into next year as new
variants emerge. But there's more. The Chinese government has recently announced a clampdown
on the technology and education sectors.  This is now putting pressure on the job market and
subsequently consumption growth. 

Clampdowns are putting pressure on jobs and consumption

Last month, private education centres were banned from making a profit. This is an industry worth
around $100bn a year. We don't have exact figures on the numbers of people who lost their jobs
but we could be looking at 90,000 in the Beijing area alone. You can read more about this here. 

The question is whether the young people in this industry will be able to earn as much as they did
before; it's unlikely. Spending from this group will therefore be lower on items from rent to high-
end consumer goods.

We do not think this is the end of this round of regulatory tightening. More reforms may be aimed
at boosting the productivity of the younger generation, for instance by encouraging them to spend
less time on smartphones and so on. We also expect there'll be changes to the allocation of school
places and disconnection from where students actually live. That in turn will affect house prices. 

http://www.scmp.com/news/china/politics/article/3145363/beijing-city-says-it-will-help-people-who-lost-jobs-result
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China retail sales online vs shops

Source: CEIC, ING

Semiconductor chips are key to manufacturing growth as is the
technology war
Chip shortages will continue to affect factory output growth. This is already evident in automobile
investment, production and sales. And it's becoming apparent in other sophisticated electronic
goods which have many chips in just the one product such as production equipment and
smartphones. 

This does not necessarily mean slower profit growth for manufacturers. Chip prices have gone up
on a year-on-year basis as have the prices of the products that use the most chips. This might be
the explanation for higher industrial profits, besides low base effects, helping industrial profit
growth to jump above 50% year-to-date, year-on-year. 

The main risk is the delay to 5G infrastructure work globally

The main risk is the delay to 5G infrastructure work globally from reduced tax revenues and fewer
available workers due to Covid. This could result in smaller orders of semiconductors received by
factories.

The “technology war” is another risk for China's manufacturing sector as the US has increased the
number of Chinese companies on its entity list.

President Xi has tasked Liu He, the Vice-Premier, with leading the advancement of technology,
especially semiconductor chips which shows just how important this goal is. But there will be no
immediate results. Fiscal support for technological advancement will first go into
investment rather than production.  
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China industrial profits are strong due to negative base effect

Source: CEIC, ING

Fiscal policy to support infrastructure projects, the engine of
GDP growth
Fixed asset investment has slowed. There are several reasons for this. The first is that local
government debt issuance has reduced as credit costs have increased in China's bond markets.
This has led to a lack of funding for some infrastructure projects. Another is that some industries
face challenges to get hold of semiconductors and therefore have no appetite to increase
production capacity. This includes automobiles and telecommunication infrastructure. Both have
experienced contractions in fixed-asset investment.

The central government will try to accelerate infrastructure
projects to support economic growth

We expect that the central government will try to accelerate infrastructure projects to support
economic growth. But this needs direct financial support from the central government as we
expect some local governments will still face high credit costs, delaying their bond issuance.

Infrastructure in China means “new infra” as well as “traditional infra”. Both are treated as
important growth engines by the Chinese government. For new infra, China has yet to complete
the coverage of its 5G network. For traditional infra, China has many planned projects for railways
and highways to link up cities across provinces. To achieve a reduction in carbon emissions, China
also needs to build more solar and wind electricity generators. 

Infrastructure will be the stabiliser of Chinese growth. 
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Infrastructure and transportation investments have been slow

Source: CEIC, ING

ESG is getting more important - green, common prosperity,
corporate governance
Environmental: Achieving net-zero carbon emission. 

China is fine-tuning the momentum of its carbon reduction so that we do not see a repeat of the
spikes in commodity prices such as we saw with the PPI subindex for coal and coking, which rose
from 3.7%YoY at the end of 2020 to 45%YoY in July. The National Development and Reform
Commission revealed that some coal mines have resumed production, returning capacity of 667
billion tonnes per year. Some other coal mines can operate for one more year to smooth out the
price spike. The coal mine example tells us that the Chinese government is balancing the reduction
of carbon emissions with the rise in energy prices. We expect that the action points to achieve
peak carbon in 2030 should be released soon. Regulations should be clearer for the energy market
by then. China is completely serious about achieving net-zero carbon emissions by 2060. And anti-
pollution policies should be expected in all industries, especially for medium to highly polluting
industries.

Social: Common prosperity, what does it mean?

President Xi has mentioned common prosperity recently. There are many media reports on this,
and most have focused on the introduction of a national property tax. In fact, we think it will be a
lot broader than that. Property taxes are only one of the taxes that redistribute wealth from the
rich to the poor. More big corporations are going to set up social responsibility funds if they have
yet to do so, and the size of donations from them should increase. The tax curve, for individuals
and for companies, should become more progressive, with higher rates of tax for those who earn
more. This is not unfamiliar to the western world where many countries apply a similar taxation
system. People and companies in rural areas will benefit from this "common prosperity" concept.
This is not simple to implement. The distribution of tax revenues between local governments and
the central government is always awkward. Reforms on sharing tax revenues between local
governments and the central government have been studied, but decisions have not yet been
made. Now, the common prosperity concept might break existing rules. But we still have to wait
and see what the details will be.

http://english.scio.gov.cn/topnews/2021-08/18/content_77699671.htm
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Governance: Corporate governance is key to avoid regulatory trouble  

Corporates need to take bigger steps to enhance their corporate governance and social
responsibility. They need to work to get ahead of the regulators. There are many things that could
increase costs to corporates, including control of data storage, employee benefits, and how their
products could affect national policies, like the third child policy. In the short term, this means
expansion of teams in corporate governance and in the long term means the costs of doing
business in China will increase. 

Monetary policy
Credit costs are going to increase with policy risks and the weaker economic momentum from the
chip shortage and Covid. If some infrastructure projects have to rely on the issuance of local
government bonds then the government should have an intention to lower bond yields.

To achieve this, the central bank, PBoC, can cut the Required Reserve Ratio (RRR) by 0.5 percentage
points in the fourth quarter of this year. The RRR cut in July has shown that this policy action is
successful in bringing down market lending rates, not just those at banks, but also bond yields. 

I once worried that the RRR cut would be a too aggressive loosening of monetary policy. But the
economy has obviously slowed down which now make another RRR cut more likely. And the need
for a policy interest rate cut of 7D reverse repo, 1Y Medium-lending facility rate (MLF rate) 1Y Loan
Prime Rate (LPR) looks unnecessary if the RRR cut can serve the same purpose.

GDP growth and USDCNY forecasts
Combining the risks and the opportunities, we have scaled down our GDP growth forecasts
for the second half of 2021. Chip shortages and Covid are the two main reasons. We expect
GDP growth to slow to 4.5%YoY and 5.0%YoY in 3Q21 and 4Q21, respectively, with the full-
year forecast of 8.9%, down from 9.2% back in July.

With weaker growth, we expect monetary policy in China to diverge from that of the US,
resulting in a narrower interest rate spread. Following this, capital inflows could slow or even
experience a small reversal. We forecast USDCNY to reach 6.7 by the end of the year from
the estimate of 6.45 made in July. 
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