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Trade war 2.0 and its impact on RMB

Monday, May 13, 2019

Highlights:

e The sudden unexpected collapse is a surprise. However, it does not mean
the end of US-China trade talk.

e There are four core discrepancies yet to be agreed.

e Impact on the economy remains uncertain.

e Chinais unlikely to engineer RMB deprecation to counter the tariff.

e The near term RMB depreciation pressure may depend on three factors
including the size of China’s retaliation package, US’s plan to impose tariff
on the remaining US$325 billion products and market’s assessment on
whether the setback is temporary or not.

No miracle. The USTR raised the additional tariff on US$200 billion Chinese products
to 25% from 10% on Friday as planned, marking the escalation of the trade war.
However, this does not mean the end of US-China trade talk though the talk was
shadowed by the rise of tariff. Both sides are still trying to narrow the differences
but failed to reach any conclusion last Friday. The negotiation has met the obstacles
as China has stepped up its defence of its basic principles.

Since last December, the relationship between US and China has improved steadily
albeit gradually, the sudden unexpected collapse ahead of the final step to ink a
150-page long trade deal caught market by surprise.

What has happened?
With more information being unveiled by both sides, it is getting clearer that there
are possible four core discrepancies yet to be agreed.

The whole drama started from 3rd May according to the US side after the US
received the modified version of trade deal from its Chinese counterparty omitting
the part of change of laws as demanded by the US side. This was read by Lighthizer
as backtracking of previous agreements, which led to Trump’s twitter on 5 May.

The initial hope that Trump’s twitter may be part of his negotiating strategy proved
to be wrong as it was mainly the reflection of the anger from the US side on the
slow progress of trade talk. In the hindsight, market has underestimated the
discrepancies between both sides. Based on the current clues from the both sides,
we think there are four core concerns for the upcoming negotiations.
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Four core discrepancies

First, the US wants to secure China’s regulatory commitment via the change of law endorsed by
National People’s Congress rather than via the guidance from the State Council or respective
ministries. This may touch China’s red line. As mentioned by Vice Premier Liu He last week, China
wants a balanced text of the deal to ensure the dignity of both nations. The different
understanding about the dignity may be one of the key hurdles for the negotiation.

Second, China wants to remove the entire existing additional tariff should a deal be reached.
However, it seems that Trump administration is unwilling to compromise. Trump has repeatedly
shows his satisfactory about the increasing tax receivable via the tariff. He even argues that US
may use the money from tariff to purchase agriculture products from US farmers who were
affected the trade war.

Third, the aggressive enforcement mechanism, which may allow the US to re-impose tariff
unilaterally should China fail to comply with the trade deal, may also be unacceptable to Chinese
government.

Fourth, the possible increase of targets for Chinese purchase may also contribute to the stall of
trade talk. China’s Vice Premier Liu He said that the amount of purchase should be in line with
reality.

Impact on economy remains uncertain

With the new tariff being imposed, the marginal impact of tariff on Chinese economy is likely to
be significant as not may Chinese exporters are able to handle 25% tariff as compared to 10%
tariff due to their thin margin. However, the impact on the economy remains uncertain as it
depends on which side will eventually be responsible for those tariffs. It is not necessary that the
tariff will be paid by Chinese manufacturers.

China is unlikely to engineer RMB deprecation

The impact on market is more straight-forward. RMB weakened as expected with the USDCNY
moved from 6.70 range to 6.80 range. RMB weakened by about 10% against the US dollar in 2018,
partially helping counter the impact of tariff. However, we think China is unlikely to engineer 25%
depreciation to counter the impact of tariff as the cost of capital outflows amid the shrinking
current account surplus may outweigh the benefit of supporting export. The pressure on RMB
depreciation may depend on three near-term factors.

First, China has mentioned clearly it will retaliate. We think there is good chance that China will
follow up with the retaliation measures this week. However, it is not clear whether those
retaliations will be measured or tit-for-tat. Should China’s retaliation is controlled; the pressure
on RMB depreciation may be lesser.

Second, it may also depend on how soon Trump administration will target the remaining US$325
billion Chinese products, which are still not subject to additional tariff. It was reported that
Lighthizer will release details of plans on Monday. Trump also threatened in his twitter over the
weekend that China would get far worse deal in his second term unless China acts now. The
pressure on RMB will probably also depend on market’s assessment on whether the trade war
will eventually become a full-blown war.
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Third, it will also depend on market’s hope whether the recent setback is temporary. Clearly the
negotiation will continue as mentioned by both sides. Meanwhile, Trump’s economic advisor
Kudlow also said that President Trump and President Xi may meet at G20 meeting. The door is
still open though the uncertainty remains high. As such, market may trade on headlines and
expectations whether both sides are ready to move ahead. Should expectation on total break-up
dominate, RMB index may first slip back to 2018 low of 92. This may suggest that the USDCNY
may test 6.98 based on current cross currency data. Nevertheless, should the expectation that
the recent setback is temporary dominate, the USDCNY may be able to consolidate in the 6.80-
6.90 range.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or
in part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for
the subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market,
bond market and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we
have taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given
any consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of
the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for
any loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or
opinion or estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to
provide any recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or
treated as a substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the
suitability of any investment product taking into account your specific investment objectives, financial situation or particular needs
before you make a commitment to purchase the investment product. OCBC Bank, its related companies, their respective directors
and/or employees (collectively “Related Persons”) may or might have in the future interests in the investment products or the
issuers mentioned herein. Such interests include effecting transactions in such investment products, and providing broking,
investment banking and other financial services to such issuers. OCBC Bank and its Related Persons may also be related to, and
receive fees from, providers of such investment products.

This report is intended for your sole use and information. By accepting this report, you agree that you shall not share, communicate,
distribute, deliver a copy of or otherwise disclose in any way all or any part of this report or any information contained herein (such
report, part thereof and information, “Relevant Materials”) to any person or entity (including, without limitation, any overseas
office, affiliate, parent entity, subsidiary entity or related entity) (any such person or entity, a “Relevant Entity”) in breach of any
law, rule, regulation, guidance or similar. In particular, you agree not to share, communicate, distribute, deliver or otherwise
disclose any Relevant Materials to any Relevant Entity that is subject to the Markets in Financial Instruments Directive (2014/65/EU)
(“MIFID”) and the EU’s Markets in Financial Instruments Regulation (600/2014) (“MiFIR”) (together referred to as “MIFID II”), or any
part thereof, as implemented in any jurisdiction. No member of the OCBC Group shall be liable or responsible for the compliance by
you or any Relevant Entity with any law, rule, regulation, guidance or similar (including, without limitation, MiFID I, as implemented
in any jurisdiction)
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