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REASSESSING POST-BREXIT ASIAN ECONOMIES

The impact of Britain’s vote to exit the
European Union, or Brexit, on emerging
economies has been much smaller than
initially feared, particularly in Asia. A sense
of relief—combined with prospects of a
more dovish US monetary policy—has
spurred risk-taking and a surge in portfolio
inflows to emerging-market assets.

Inflows and Positive Knock-On Effects
The rise in foreign inflow provides a nice
support for most Asian currencies, and this
makes life easier for policymakers. Indeed,
against a backdrop of subdued inflation,
weak domestic demand and sluggish
exports, central banks have been liberally
cutting interest rates (Display 1).

We have already seen a surprise 25 basis
point rate cut by Bank Negara Malaysia, as
well as bolder easings in Taiwan, Indonesia
and South Korea. We think these countries
will deliver more rate cuts in the coming
quarters.

While the Philippines’ central bank has
remained more conservative about further
monetary easing, officials have hinted that
a reduction in commercial banks’ reserve
requirement ratio is likely on the cards. The
Bank of Thailand also remained on hold at

its latest policy meeting in late June, but
we still believe that continued weakness in
growth and low inflation will prompt it to
play catch-up with its regional peers later
in the year.

Receding expectations of an imminent rate
hike by the US Federal Reserve have kept
the US dollar (USD) in check, even though
weakness in the euro, pound sterling and
Japanese yen is still widely anticipated in
the market. As a result, the Asia Dollar
Index (ADXY) has been surprisingly stable
since June, despite the volatility in currency
pairs caused by external shocks.

Over the past month, the South Korean
won has been the best-performing Asian
currency (up 1.8% against the USD), with
help from a much firmer-than-expected
Japanese yen. The Indonesian rupiah
comes in second (up 1.4%), underpinned
by renewed investor confidence in the
country’s economic fundamentals. The
favorable backdrop includes super-low
inflation, reduced risk of fiscal slippage
and improved infrastructure spending, as
well as a record of steady policy delivery—
rate cuts and the passage of a tax amnesty
law to stimulate foreign fund inflow and
fiscal revenue.

Asia’s policymakers and investors are breathing a collective sigh of
relief as Brexit appears to have caused little wreckage in the region.
A resultant fund inflow and prospects of a more dovish US monetary
policy are making policymakers’ jobs easier. Still, we believe that
investors should remain on guard against risks of weak regional
exports, as well as slower growth and reform glitches in China.
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iPhone Boost for Exports Fizzling Out

South Korean and Taiwanese Electronics
Exports
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Display 1
Asia’s Growth and Inflation Remain
Tame

GDP Growth and Inflation
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More Transparency in China’s FX Policy
The Chinese renminbi’s onshore exchange
rate, CNY/USD, was a major underper-
former (down 1.2%). But this was more
due to a policy of allowing a modestly
weaker spot rate against the broadly
strong USD in order to maintain a more
stable currency basket. In fact, the way the
People’s Bank of China (PBOC) has been
managing the onshore spot rate since early
this year is making China’s currency
management much more transparent to
market players, in our view.

This explains the reduced volatility and an
absence of panic in China’s currency
market during the recent external shocks.
We view the renminbi as more of a
currency that’s trading in a range of 2% on
both sides of the center—rather than a
structurally depreciating currency, which
many in the market still believe it to be.

Still, although we are not negative on Asian
currencies as a whole, we disagree with
some of the euphoric views in the market
that a recovery in Asian exports will
underpin the ADXY. Our view on Asia
exports remains cautious.

iPhone-Led Export Recovery Is Patchy
To some extent, exports have begun to
gather some steam. But the pickup has
been limited mostly to tech-related areas.
Non-technology/electronics exports
remain lackluster.

The recent export upswing was seen
mainly in Taiwan and South Korea—and, to
a lesser extent, Singapore. These were
likely related to the expected launch of
Apple’s new iPhone 7. Indeed, a similar
pattern of temporary tech-export recovery
was seen around previous iPhone launches.
But this time, both the level and the pace
of activity appear to be more limited than
in the past (Display 2, previous page).

Overall, we continue to consider poor
export prospects as a key factor behind a

continuation of benign growth and modest
inflation, which both point to more policy
easing—both monetary and fiscal policies
in most countries. This scenario implies
lower government bond yields in the
coming year.

China Risk Not Priced
An important note of caution is that the
market currently may be a little too
complacent, which makes it vulnerable to
potential disappointments—for instance, in
growth and structural reform in China.
Such letdowns could spoil the current
“risk-on” party.

A big red flag that emerged from China’s
June economic data releases is that both
property investment and housing starts are
showing clearer sign of faltering—at a
rather precarious pace (Display 3). This has
reinforced our long-held view that, once
housing investment slackens, the Chinese
economy will be standing on just one leg,
supported solely by the government’s
infrastructure spending, as private sector
demand remains sluggish.

The massive liquidity pumped into the
banking system by the central bank and
the finance ministry has failed to arouse
appetite for private sector investment in
the real economy. Instead, it will continue
to encourage speculative domestic
portfolio shifts from one asset class to
another (for instance, from equities to
housing; from housing to bonds; from
bonds to commodities and then back to
housing). At the same time, it will mean
more public sector borrowing to fund
infrastructure.

On reform, a major focus will be on the
state-owned enterprise (SOE) shake-up, as
it holds the key to the economy’s structural
rebalancing and to China’s future default
culture—or a lack thereof.

The recent default by Dongbei Special
Steel, a steel mill owned by the Liaoning

provincial government—as well as
subsequent news that investors are calling
for a boycott of the province’s new bond
issues—presents a real test for China’s
SOE and supply-side reforms. Can they
make the politically difficult cuts in
overcapacity and allow high-profile state
default to trigger a real change in the
credit culture?

A central government bailout would have
huge moral hazard implications, while an
outright default, which may be a positive
step for reform, would raise significant
near-term concern over a potential
spillover and systemic risks. The most
convenient way for Beijing to handle this
problem might be to drag it out as long as
possible and hope the issue quietly
resolves itself in the future. To investors,
however, that could be the worst outcome
in our view. n

Display 3
China’s Housing Investment Falters

Housing Trends
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