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Powell - plenty to mull

As well as being generally upbeat, Fed Chairman Powell's speech adds
a few new elements to Fed thinking

Source: Shutterstock

Powell- it's the little things...

| have to admit that my prior expectation was that Powell's speech would be as dull as most such
speeches are. But markets certainly found it interesting enough. US bond yields rose, more at the
back end than at the front. Nonetheless, markets have taken on board Powell's generally upbeat
view on the US economy, and have moved expectations to fully price in three hikes this year (we
think 4, and this would be more in line with Powell's remarks) and a further 2 hikes in 2019 (we are
again more aggresisve - looking for Fed funds to end 2019 at 3.0%, not the 2.5% implied by market
pricing).

Of the other things we note from Powell's speech, one is an explicit recognition that fiscal policy is
now providing a firm push to the economy. As such, this will allow the Fed to lean gently back
against it in the opposite direction. The other point was a fairly blunt remark about the merits of
policy rules for monetary setting. This was part of the debate prior to Powell's appointment.
Indeed, John Taylor - he of the eponymous "Taylor rule", was a front-runner for Powell's job at one
stage. So do we need to start dusting off some of these rules? With economic and monetary
conditions beginning to normalise, that might not be such a bad idea.
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Dollar following rates again - is this a trend?

One other observation about last night's speech by the new Fed chair is that the USD seems to be
following yields again. Stocks sold off as bond yields rose, but the dollar firmed against the

EUR. Asian FX also seems to be starting the day on the back foot, with the exception of the KRW.
THis despite yesterday's BoK speech, where the outgoing Governor noted that the BoK would not
follow the Fed hike-for-hike (did anyone really think that likely?). Strong Korean business surveys
out early this morning may be helping the KRW.

The region's deficit currencies, (PHP, INR, IDR) look to be amongst the weakest today, though the
SGD has also lost a fair bit of ground against the USD, after gaining on production data in recent
days and increased thoughts of an April MAS tightening.

Day ahead...

Japan has already kicked off the G-7 calendar for today with retail sales figures, which were poor,
as were their industrial produciton figures for January. Alarmingly, electronics production, the
mainstay of many Asian economies 2017 economic strength, were one of the main reasons for
weakness of both production and shipments. The potential for a turn in the electronics /
communications product-cycle bears very close watching in coming data across the

region. Besides that, it is a relatively uneventful day, with February Eurozone CPI probably the main
G-7 pick, and likely to dip to 1.2%YoY from 1.3% in January following a downside miss by Germany
yesterday. This doesn't help the ECB to smoothly exit its current QE programme, and this too could
be weighing on the EUR currently.

In non-Japan Asia, Hong Kong will be announcing what they will do with their massive fiscal
surplus. China PMIs will be largely ignored given the influence of the New Year on the figures,

Thai trade data is not hugely informative, given their huge trade surplus (the THB is strong, but
none of this helps a beleagured domestic economy). Indian 4Q17 GDP data should paint a better
picture following the ravages of demonetisation and GST on activity earlier in the year. Consensus
expects a 7.0% YoY growth rate for the fourth quarter.
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Article | 27 February 2018 China

Hong Kong: Is proximity to China still an
advantage?

Hong Kong has benefited from its geographical proximity to Mainland
China for a long time, but that's no longer the case for all sectors.
Asset-related sectors continue to leverage this advantage a lot better
than tourism and the re-export sectors

Source: Shutterstock

Fourth quarter growth should improve, but expect it to come
downin 2018

Fourth quarter GDP figures will be released tomorrow (28th March), and we are still looking for
growth of the Hong Kong economy albeit slightly slower from the 3.6% year-on-year in the third
quarter and the overall 3.8% in 2017.

Better growth could come from consumption and investment in private and public construction.
However, we believe growth will continue to slow to 3.5% in 2018 and also in the future due to
changes in the economic and financial relationship with Mainland China.
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Economic structure in Hong Kong is changing
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Re-export and tourism sectors no longer benefiting from
proximity to China

Hong Kong's GDP components show us that so far, consumption has been the key contributor in
2017. This is very different from the past when net exports of goods played an important role, just
as much as consumption. When net exports of goods began to decline in 2016, the economy
placed its hope on the net export of services, which was largely tourism.

But 3Q17 told a mere consumption story for Hong Kong, which makes us question if Hong Kong is
still leveraging its geographical proximity advantage with Mainland China.

In the past, Hong Kong offered port services to Mainland as Hong Kong is a free port, and located
right next to it. But, as the Mainland has developed its own port with better facilities, this means
Hong Kong is losing its advantage as a re-export centre for Mainland China.

Tourism is another sector Hong Kong has been pinning its hopes to - as in the past it has been
responsible for pushing up retail shop rentals among the world's highest. This has also changed as
Mainland tourists prefer long haul travel for their long holidays, and Hong Kong has become a short
break location.

The retail sector has felt the change with short-haul tourists usually spending less, and that reflects
in the small contribution of net export of services in Hong Kong GDP.
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Investment has been moved by private constructions
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Property and financial sectors benefit from China money

The way that Hong Kong taps China's opportunities become increasingly involved in China's
"going-out" money. For example, Chinese corporates' offshore headquarters are likely to be
located in Hong Kong, which has pushed up office prices in the past two years.

Sure, Mainland investors are also interested in Hong Kong's residential properties, which has led to
an average of 14% increase in home price in 2017. Moreover, the Hang Seng Index increased
35.99% in 2017, and all of these have led to higher asset prices in Hong Kong in 2017.

Hibor has been reluctant to follow Libor even under the HKD

linked exchange rate system
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The case of ample liquidity in Hong Kong

Part of the reason that Hong Kong's short-term interest rates (Hibor) have not followed Libor is that
Hong Kong has too much liquidity. It's not difficult to understand that the money comes from
Mainland China as cross-border businesses between the two have continued to increase.

We continue to believe that the abundant liquidity position will not change in 2018, and therefore
Hibor would only follow Libor temporarily when the Fed raises interest rates. We are likely to see
Hibor fall between each Fed's rate hike.

And before USD/HKD touches the upper bound of 7.85, HKD will continue to be weak as the HKMA
would buy HKD when it touches 7.85.

What could change in 2018?

Our baseline scenario remains that the current ample liquidity in Hong Kong will continue in
2018.

The risk of tighter liquidity in Hong Kong could come from increasing regulations about
money leaving China, but the risk is not high. As the yuan continues to strengthen, there will
be more money inflow into Ching; this will give room for capital outflows as Chinese
regulators need not worry about the risk of capital flee.
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