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Getting the debt monkey off China’s back 

While January 2015 set the bar high in terms 

of outright excitement in macro markets -  

around a dozen central banks cut rates during 

the month – the start of 2016 didn’t fail to live 

up to the hype. January was characterised by 

a number of our themes coming to fruition in a 

very short period, with many markets 

dislocating and idiosyncratic moves becoming 

the focus.  

Positioning unwinds dominated.  A plunging oil 

price forced all commodity prices (ex-gold) 

lower and this was reflected in materially lower 

bond yields and weaker equity markets.  A 

number of consensus trades such as long 

equities, bottom fishing in commodities, short 

bonds, long credit, long USDJPY, short 

EURUSD etc. etc. were washed out and 

repriced meaningfully. 

We have been expecting these moves for a 

while and had a very strong month on the 

portfolios.  Short-term, we believe the moves 

are overdone and have reduced a number of 

our positions looking for better levels to reload, 

but we are convinced this risk-off and higher 

volatility environment will continue for the 

coming months and quarters. 

Market participants were very clear in their 

judgments.  Firstly they told the US Fed that 

they thought that the US economy can't handle 

more rate hikes (as we have been saying for a 

while) and secondly that the Chinese 

authorities had better be careful what they 

wish for - if they want to open up the currency 

and equity markets they have to expect 

volatility and relinquish control.  At the end of 

the month the central bankers (allegedly) rode 

to the rescue as ECB President Draghi 

promised more easing in March after 

massively failing to deliver in December and 

Governor Kuroda at the BOJ eased monetary 

policy again, extending the world’s biggest 

monetary policy experiment. 

The end of last year and the start to this year 

has really highlighted the dichotomy between 

the hawkish optimism of the western central 

banks versus the realistic-dovish-currency-

war-at-all-costs central banks of the emerging 

markets and the eastern economies.  The Fed 

were obviously the most hawkish (and the 

most wrong as the US data now shows), the 

ECB while easing also managed to disappoint 

massively in December, the Bank of Canada 

disappointed in the face of both the oil 

shellacking and slowing domestic growth, the 

RBA did nothing to communicate further 

easing, and the RBNZ did a ridiculous about-

turn in becoming less dovish just as the 

economy takes another slide lower. 

Contrast this with the Bank of Japan which 

surprised by aggressively moving deposit rates 

into negative territory and promising to do 

more, and the People’s Bank of China that let 

the currency devalue early in January to allow 

lower interest rates domestically (at the cost of 

more volatile and uncertain markets abroad). 

The currency wars are still being fought with 

bigger and bigger guns, revealing the western 
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central banks as not being committed at all, 

with the US being the big loser as the US 

Dollar gathers more and more momentum 

hurting both growth and inflation. 

In early December we saw the oil price start its 

downward march yet again, spurred by the 

lifting of Iranian sanctions and an increase in 

its output of half a million barrels a day 

weighing on an already oversupplied  market.   

The second blow to the markets was dealt by 

the PBoC, its actions seeing another round of 

weakness for emerging market and commodity 

currencies. While oil did recover into the end of 

January, the shockwaves of uncertainty and 

fear of another unexpected devaluation of the 

yuan weighed heavily on the markets.   

Chart 1: Oil prices (USD/bbl) 

 

 

 

 

 

Source: Bloomberg 

The yuan devaluation no surprise to us  

We have been very vocal about our views on 

the yuan and how we think it is likely to see 

another 15-20% devaluation this year but that 

certainly wasn’t the markets view.  The move 

in January was against market expectations 

and came after a short period of strength post 

the first devaluation in August last year. The 

PBoC clearly ‘let’ the currency devalue 

because from the way their foreign reserves 

have been depleted over the last few months 

it's clear that the currency is being supported 

by the central bank to stop it devaluing any 

further.  Renminbi has to be bought to stop the 

rate from falling, and for renminbi to be bought, 

US Dollars (the primary currency of China’s 

reserves) must be sold, depleting reserves. 

This depreciation pressure is driven by the 

sizeable capital outflows that we are seeing on 

a month to month basis, making it harder (and 

more expensive) for the currency to keep its 

peg. The pressure to move the peg only climbs 

as reserves deplete, with a move in FX 

reserves below US$2 trillion being a level that 

the Chinese leadership seemingly aren’t willing 

to tolerate. When this point comes however it 

will be interesting to see whether continuing to 

draw on reserves is the more palatable option 

than letting the peg be driven by market forces. 

Chart 2: China FX Reserves (USD 

trillions) and USDCNY  

 

 

 

 

 

 

Source: Bloomberg 

The funny thing about the whole hullabaloo 

about the devaluation of the currency is that for 

most economies, who are seeking growth, it is 

normally a very good thing as it represents an 

easing of financial conditions and an increase 

in competitiveness of the local economy. It 

makes domestically produced goods cheaper 

relative to that of other countries, boosting 

aggregate demand and helping the economy 

out by stealing demand from other countries. 

For this reason the only bad thing about 

currency devaluation is for the other country 

that is now suffering from currency 

appreciation on a relative basis for the 

opposite reasons. Indeed, actively 

encouraging depreciation is what we have 

argued in favour of for many countries that are 

affected by terms of trade falls or growth 

issues. A falling currency also helps inflation, 

something sorely missing from the global 

landscape at the moment. 
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For China though a movement in its peg is a 

relatively transparent negative sign in an 

economy that is otherwise opaque in its 

performance and health. GDP data, which is 

widely believed to be manufactured, is heading 

lower (so real numbers must be lower still) and 

so are leading indicators and current activity 

indices. Confidence in the quality of the 

banking system is fading fast as credit spread 

levels on Chinese banks are growing.  

The widely distributed charts of China’s ‘capital 

outflow’ problem provoke further theories 

about insiders trying to get money out before 

everything collapses. The market sees capital 

outflows and devaluation more akin to what a 

failing bank looks like in its final days - a bank 

run precipitating a falling stock price, which 

encourages further doubt and so on. The 

capital outflows are the depositor withdrawals 

and the exchange rate is the stock price. This 

is because similar issues around opacity affect 

banks as well. When a bank run is occurring, 

as Mervyn King ex-Governor of the BoE once 

said, it is rational to participate in it.   

The lack of communication about the moves 

and the reasons for them has caused this 

opacity to get worse. It’s tough to blame the 

PBoC for not communicating because the 

decisions probably didn’t even come from the 

bank internally, but as them acting as an arm 

of the government. The lack of communication 

is troubling and surely adding to nervousness, 

but if they were communicating, what could 

they say to calm the nerves of the market? 

It does however seem that there is some 

method to the choice of month to carry out a 

devaluation as they seem to coincide with 

quarters where the trade balance is strong, 

suggesting that it is being coincided with 

months where there is more natural buying of 

the RMB anyhow. Capital outflows peaked in 

August, the timing of the last devaluation, and 

tapered off soon after that. We will wait to see 

if the January devaluation brings the same 

results. 

 

The bear rules in the Year of the Monkey 

These recent actions have seen a wholesale 

move towards a more bearish view on China 

by the market. The argument used by China 

bulls is that the government still has an 

incredible amount of control over all the risk 

factors that any crisis can be ‘managed 

through’, and while this can result in delay in 

the inevitable, the inevitable will come one day. 

Proof of this control was evident this month in 

a new tool revealed to keep away those pesky 

speculators in the offshore CNY market. The 

leadership exercised control of liquidity 

conditions at Hong Kong banks, causing the 

HIBOR (the Hong Kong interbank lending rate) 

to spike to unprecedented levels. This caused 

the cost of being short the currency to 

skyrocket to a rate of over 100% overnight on 

an annualised basis. This is obviously more 

than enough to stop out even the most ardent 

of speculators, and once this occurred the 

currency started to stabilise. 

Chart 3: 3M HIBOR (%) 

 

 

 

 

 

Source: Bloomberg 

The reality of China’s position now is that it is 

at a point where debt has grown to a 

monstrous level while the banks are clearly 

underreporting the amount of non-performing 

loans they have on their balance sheets. The 

local government merry-go-round of funding 

more debt with land sales, that only have worth 

when there are more new buildings to build, 

must end sometime.  While there has been 

some progress towards shifting the economy 

away from fixed asset investment to services, 

current growth targets are wholly incompatible 

with an economy that isn’t growing debt as fast 
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as it is now, which is exactly what it must stop. 

Reforms aimed at increasing productivity to 

bolster growth to allow debt to continue 

growing at a faster rate have obviously failed, 

as a new reform package is set to be 

announced this year.   

A new plan is required, and the choices are 

incredibly slim, if there are any at all. A gradual 

weaning off from debt growth is required but 

this will take decades to achieve, and it's not 

clear that there is enough time for the banks to 

survive in that instance. 

The Chinese would have obviously learnt from 

Gorbachev’s era of ‘glasnost’ (openness) and 

‘perestroika’ (reform) which was widely 

regarded as the final trigger for the dissolution 

of the Soviet Union. With Soviet economies 

struggling and food shortages a common 

occurrence, Gorbachev wanted to introduce 

some market based influences in the 

communist economy to achieve better 

production of consumer staples while still 

keeping a command economy. While this was 

a clear step in the right direction, the issue was 

that this new era of openness uncovered high 

levels of corruption at nearly every level, 

resulting in revolt and the collapse of the 

Soviet Union. China’s rally against corruption 

is surely a learning from the past but is likely to 

only stop this on the surface, with the true 

extent of corruption only likely to be revealed in 

further reforms associated with moving to a 

truly market-based economy, and that’s not 

likely to happen soon.  

If the collapse does happen in a similar way to 

Japans at the end of the 1980s then the script 

has already been written. The problem is that 

Japan’s collapse didn’t actually result in a large 

depreciation of the Yen.  Both countries share 

the similarity of a huge current account surplus 

(China’s is in fact the biggest in the history of 

the world), which is known to be a good very 

long term indicator of currency performance. In 

Japan’s experience though, even dropping 

rates to zero from a high level didn’t depreciate 

the currency.  

In addition to this, Japan was only half  as 

large as China is now in terms of the share of 

world GDP before the collapse, and this hardly 

registered a blip in growth against other major 

economies. Opinions about China are clearly 

different now. Perhaps global growth is far 

weaker now and globalisation far more 

ingrained so that a global effect is inevitable? 

We would suggest that this is the case but 

these are factors that are worth considering.   

The real differentiator however between Japan 

and China is the level of distrust and 

discontent for the Chinese leadership that we 

think exists in the top wealth percentiles within 

China. This is driving the capital outflow which 

has resulted in devaluation, but the real risk 

will be if it eventuates that a 20%+ devaluation 

doesn’t stop the flow of capital out of the 

country. The narrowly targeted anti-corruption 

campaign is like all other recent reform in 

China, it is doing nothing to actually address 

the years of ‘reallocation’ of wealth to those in 

power, which if revealed would result in 

significant domestic distress. For those in 

power moving this money overseas is the 

rational thing to do, and should be independent 

of whatever the exchange rate is. This means 

that FX reserve depletion could well be the 

actual trigger for a hard landing in China, 

rather than a collapse of the banking system, 

which is still clearly under the Party’s control. 

We aren’t sure how any form of reform could 

stop this risk, opening up much more downside 

in the exchange rate. This might be what 

separates the Japanese experience from the 

future Chinese experience. 

Japan gets out even bigger guns 

Japan is yet to get out of the funk it has found 

itself in since its collapse. This has prompted 

huge quantitative easing from the Bank of 

Japan, which at present has failed to bring 

inflation back up to the 2% level set as a goal 

of Kuroda’s ‘three arrow’ strategy. In a massive 

surprise to the market at the end of January, 

the BoJ went against its prior view of being 

against negative interest rates by 

implementing a -0.1% negative interest rate for 
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bank reserves. This adds another central bank 

to the ‘NIRP’ (negative interest rate policy) list 

which includes such esteemed institutions as 

the ECB, the SNB and the Riksbank. On the 

announcement USDJPY predictably rallied and 

the Japanese yield curve moved negative out 

to 7 years, with the 10 year bond yield rapidly 

approaching zero. This also resulted in bond 

markets around the world following in 

sympathy and a move down in the Euro on the 

expectation that the ECB will have to be more 

aggressive with its own NIRP in March. 

The move wasn’t as aggressive as first 

seemed however. The negative interest rate 

will only apply to new reserves that are placed 

in the BoJ by the banking system, limiting its 

impact. It is also debatable if the funds will be 

diverted to more lending within the Japanese 

economy when now all that has occurred is the 

incentive to invest in other higher yielding 

economies has become higher, which will only 

lift the country's Net International Investment 

Position (NIIP) higher than it already is. This 

increased capital outflow will increase 

devaluation pressure on the Yen which in the 

end is all the BoJ wants. But this may be 

doubtful given the European experience, as 

the ECB dropped rates to -0.1% (without any 

conditions like the BoJ) and then took the 

further step to cut to -0.3%, but these steps 

didn’t really see a huge devaluation in the 

Euro, possibly because of the presence of the 

huge current account surplus similar to China. 

This new attempt to weaken the Yen using 

negative rates is also happening coincidentally 

at the time when Japan’s current account is 

crossing back over into surplus, which might 

make further weakness difficult to achieve. 

While the real effect of these unexpected 

moves by the BoJ may be limited, at least they 

managed to surprise the market dovishly, 

which is becoming harder and harder to do.   

Expectations continue to build and this is 

forcing the most dovish big central banks 

(including the BoJ and the ECB) to keep on 

one-upping themselves and the other each 

time a quantitative easing programme is 

extended or short interest rates are dropped 

even more negative. The negative effects of 

this was no more obvious than over the ECB 

meeting in early December in which the market 

was hugely disappointed by the ECB, who 

delivered an end date extension to their 

existing QE programme and further cut 

negative interest rates.  

Chart 4: Percentage of JPM GBI with 

Negative Yields 

 

 

 

 

 

 

Source: BTIM, JP Morgan 

The December ECB disappointment, with 

hindsight, was inevitable because the element 

of surprise - whether it comes through timing 

or just the pure magnitude - has now become 

a key technique to achieve an immediate move 

in markets and create a subsequent macro 

trend that will either lead to lower bond yields, 

flatter yield curves or a weaker currency. The 

problem with this strategy is that these 

surprises need to keep on being delivered lest 

the market be disappointed like it was, where 

Draghi took it upon himself to promise the 

earth and then failed to do so, leading to the 

massive reaction we saw. The BoJ was much 

cleverer, with the move very left field given that 

they have outright denied the consideration of 

negative rates entirely in the past. It will be 

interesting to see if this is enough surprise for 

the Yen to take another step lower, but in the 

meantime it has been useful in getting the yield 

curve lower and flatter. 

Maybe the over reliance on surprise by the 

ECB and the BoJ is admission that the more 

recent changes in monetary policy don’t 

actually do all that much to affect the real 

economy. The continuing argument is that in 
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this world of competitive devaluations of 

currencies that everyone has to keep up by 

easing more and more, but it is starting to 

become clear that a marginal increase in yield 

spreads with the US is just not getting the 

effect it used to. 

The US – nothing to see here 

For the opposite story however, the long-

awaited interest rate hike by the Fed in 

December resulted in little movement of the 

US Dollar against the Euro and the Yen, but 

the rout in commodity markets, weakening 

emerging markets and the Chinese 

devaluation did push the US Dollar to new 

heights, with a lot more potential for further 

performance. As we have been warning of for 

months it is clear that the move in the US 

Dollar has had a material slowing effect on the 

US economy. Forecasts for GDP for the Q4 

2015 and Q1 2016 have plummeted along with 

the level of the ISM, one of the best leading 

indicators of the economy that we have. The 

collapse in orders along with climbing 

inventories have, and will continue, to spell 

disaster for GDP growth and we are seeing the 

effects of this come through.  

Chart 5: US Dollar Strength v US ISM 

Inventories/Sales Ratio 

 

 

 

 

 

 

Source: Bloomberg 

Given the huge expectations by economists, it 

would be funny, if it wasn’t so sad, to see that 

the massive fall in the oil price has had almost 

zero effect on the health of the consumer in 

the US.  The +1.0% benefit to GDP from lower 

oil that most economists had been expecting 

has quietly been revised away. Saying a falling 

oil price is only beneficial is like saying that 

falling house prices in the US was only a good 

news story for potential homeowners because 

houses got cheaper. The reality however is 

that the industries built around both housing 

and oil production are huge, and in both cases 

contributed far over what they normally did 

towards the economy from investment and 

services associated with ‘boomtime’ in both.  A 

shock to an asset price rarely has such a 

positive effect if there is a large amount of 

investment that goes into the creation of that 

asset. This investment spending has a much 

higher multiplier effect on the economy in the 

short-term. 

That might be a US-specific story but from a 

macro perspective a falling oil price is also 

directly associated with a higher US Dollar, 

and this has had a real negative effect on the 

world economy. For those countries outside of 

the US, falling commodity prices have driven 

down currencies, reducing the effect of the oil 

price fall as oil, which is priced in US Dollars, 

has become more expensive. This has also 

reduced the benefit to the consumer. 

The fall in oil prices has also started a global 

weakening of credit markets. Beginning within 

high yield in the US, this has now spread to the 

US banking system and has started a small 

trickle of outflows from credit funds all over the 

world. CDS indices have widened 

substantially, as it is no longer just something 

that is affecting the energy sector but is now 

affecting the corporate and banking sectors. 

Credit markets now sell-off on equity market 

weakness but don’t rally back when equity 

markets recover, which is revealing some very 

weak signals. Positioning surveys show a 

market which is very long, reflecting the use of 

CDS to obtain market exposure in funds that 

haven’t been confident enough to invest 

previous inflows into cash securities, and will 

be the first securities sold on outflows. CDS 

hedging has also been rife with single name 

CDS pricing far wider than the index level that 

is implied by the average spread, indicating 

market dislocation. Changing bank regulation 
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is also affecting this as previously the banks 

prop desks would have been the first to take 

advantage of this arbitrage opportunity but now 

they just can’t. Be prepared for more issues in 

credit markets and much wider credit spreads. 

Chart 6: Major global Bank 5Y CDS 

spreads 

 

 

 

 

 

 

Source: Bloomberg 

As credit markets weaken and the availability 

to leverage up balance sheets diminish, issues 

at US banks have also caused the Fed loan 

officer survey to register tightening conditions 

once again, another great leading indicator of 

poor economic performance. This problem 

may be spreading slower than it did during the 

GFC, but the signs are all there and it is 

pointing to a very nasty future.   

Chart 7: Fed Loans Survey and VIX 

 

 

 

 

 

 

Source: Bloomberg 

This places the Fed in a very difficult situation 

as of the three things that the Fed seems to 

rely upon to finally makes its decision to hike 

rates, two are now screaming warning signals. 

The only factor that is still doing OK is 

employment growth, with GDP growth and 

market volatility both pointing towards at least 

a lengthy period with rates on hold. The market 

has already done the hard work and nearly 

entirely priced out the possibility of a rate hike 

in 2016. It will now be interesting to see if 

employment is indeed affected by this latest 

market shock, the latest jobless claim numbers 

indicate that this is now starting to be felt. 

Chart 8: Implied Fed Rate at Dec-2016 

(%) 

 

 

 

 

 

 

Source: Bloomberg 

This might be the time when yields in the belly 

of the US curve (5yrs) collapse to finally take 

out the ridiculously high terminal rate that’s 

currently priced in. A big move lower in yields 

now looks very likely but will also in time 

relieve some pressure on the US Dollar and 

allow commodities to also have a breather, 

slowing down the (inevitable) decline of 

emerging markets. This will likely only be 

temporary until the discretionary capital flow 

back to the US ends, which at this point may 

take years because the Fed really has let the 

genie out of the bottle. 
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