REsSEARCH

Investment Research — General Market Conditions

23 August 2019

China Weekly Letter

Retaliation is not over yet

o China retaliated against Trump’s tariff hikes on Friday. While countermeasures
were expected, it was a reminder that the trade war is alive and kicking.

e The retaliation is not over, though. China stated this week that it will announce
the names on its ‘unreliable entities list’ soon, a countermeasure to the sanctions
on Huawei.

o USD/CNY moves to new 11-year high. We look for further CNY weakness.

e Monetary reform to pave the way for more easing. Our GDP forecast for 2020 is
lowered to 6.0% from 6.2% on continued trade war headwinds.

Due to holiday there will be no China Weekly Letter next week.

China to reveal names on ‘unreliable entities list’ soon

On Friday afternoon, China announced countermeasures to Trump’s 10% tariff on
USD300bn of Chinese goods. 5-10% tariffs will be added on USD75bn of goods. Tariffs
on US cars will go as high as 50% for some autos as the exemption of a 25% tariff hike is
suspended. The countermeasures will also hit soybeans and oil. This is not likely to be the
end of Chinese retaliation. China has not yet put countermeasures on US firms from the
export ban on Huawei. But this week China stated it will soon announce names on its
‘unreliable entities list’, which was formed as a response to the US ‘Entity List’ that
blacklists Huawei and other Chinese companies.

On Monday the White House announced that Huawei will get a further 90-day exemption
from the blacklist. However, the exemption was mainly for domestic purposes and to
underline that the exemption was not a softening, another 46 affiliates of Huawei were
added to the list. Illustrating what a big blow the blacklist is, Huawei founder Ren Zhengfei
wrote in an internal memo that Huawei is in a ‘live or die’ moment and he encouraged
underutilized employees to form ‘commando squads’ to explore new projects.

This week Trump defended the trade war describing himself as ‘the chosen one’ after
saying that ‘this is a trade war that should have taken place a long time ago.” Trump has
faced a bit more resistance lately as it is clear that China and the US are not anywhere near
signing a trade deal and that the US economy is showing more signs of damage from the
trade war. CNBC’s ‘Mad Money’ host Jim Cramer referred to warnings from Home
Depot’s CFO that the trade war could soon hurt consumer confidence. Cramer who has
supported the trade war stated that ‘I hope the President takes this opportunity to make a
deal” and that ‘the last thing any President wants is a trade war related recession as we head
into election year’. A Washington Post article this week also described concern about the
economy brewing inside the White House.

Important disclosures and certifications are contained from page 3 of this report.
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USD/CNY at highest levelin 11 years
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CNY basket weakest since 2014, but
notin free fall
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We still have not had confirmation of trade talks set to take place in September. White
House economic adviser Larry Kudlow said that talks at deputy level had been quite
constructive and that ‘this may lead to a meeting of the principals here in Washington’. The
ultra China hawk Peter Navarro said on Friday that there would be negotiations.

Comment. The Chinese retaliation was not a big surprise but nevertheless a reminder that
the trade war is alive and kicking. When China announces the first US names on the
‘unreliable entities list’, it is also likely to draw headlines and it will obviously be very
negative for the US companies involved. If China aims for companies that match the size
and importance of Huawei, it will be big names.

We still see very little sign of progress in the communication between the two sides and
Kudlow’s comments suggest that a September meeting is not yet a done deal. The fact that
the White House is increasingly concerned about the US economy will make it harder for
Trump to escalate the trade war much further as it will increasingly weigh on the
economy and he could face increasing scepticism about his trade war strategy.

USD/CNY climbs to another 1 1-year high

The Chinese renminbi continued to weaken against the dollar this week, briefly touching
7.10 on Friday (see front page), the highest level since 2008. The trade-weighted CNY
basket dropped to the lowest level since 2014. China’s currency system is a managed float
against the currencies in the basket.

Comment. The depreciation is a reflection of the concern over the Chinese economy as the
trade war drags on. While the renminbi is weakening it is not in a free fall. The People’s
Bank of China (PBoC) will watch it closely and probably intervene if the depreciation
accelerates. So far, it continues to set the daily fixing at a stronger level than the closing
rate the day before using the so-called ‘countercyclical factor’ to signal it does not wish too
strong a decline.

Our forecast is for USD/CNY to continue to grind higher towards 7.20 in 6M. The
continued CNY depreciation is a continuous red flag for US President Donald Trump
and not helping sentiment between the two sides. But it seems clear from the move, that
China no longer aims to keep CNY stable as was the case during the time when negotiations
were ‘serious’ and China wanted to show goodwill by not letting the currency weaken.

More stimulus coming, monetary reform to improve efficiency

China announced a reform of the monetary system this week that gives more weight to
the Loan Prime Rate (LPR). The LPR will replace the benchmark lending rate at 4.35%
and the 1-year LPR was set at 4.25%. The PBoC will also set a 5-year LPR. The LPR is the
lending rate banks offer their best clients and is based on quotes from a range of banks.
They now have to use the Medium Lending Facility (MLF) rate to guide the quotes (see
chart). The MLF is based on the liquidity PBoC offers in this facility.

Comment. With the new system in place, the road is paved to ease monetary policy by
guiding lending rates lower. The PBoC has had success in pushing government bond yields
and money market rates lower, but not the lending rates to the real economy. The goal of
the reform is to improve the transmission mechanism according to the PBoC. The State
Council has stated that it wants a reduction of financing costs of one percentage point for
small businesses over the next year and that we should expect more reductions in the LPR
in coming quarters. As we wrote last week, the National Development and Reform
Commission also plans more stimulus for households this year and in 2020.
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Metal markets still not too bearish, but
we look for PMI to drop further
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China now focuses on guiding the Loan
Prime Rate in monetary policy through
the Medium Lending Facility
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Chinese stocks liked the monetary
reform

3950 - China onshore stocks (CSI 300) = ZEED
3900 - - 3900
3850 - - 3850
3800 - - 3800
3750 - - 3750
3700 - -3700
3650 - - 3650
3600 - - 3600

was was wa7 was 'wag w30 w31l w32 w3z w3a
2019

Source: Macrobond Financial, Danske Bank

https://research.danskebank.com



https://www.reuters.com/article/us-usa-trade-china/u-s-plans-in-person-china-trade-talks-next-month-white-house-adviser-idUSKCN1VC2NR

China Weekly Letter

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Allan von Mehren, Chief Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report
Calculations and presentations in this research report are based on standard econometric tools and methodology as

well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Weekly.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research report has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment advice. It does not constitute or form part of, and shall under no circumstances be
considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments (i.e.
financial instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or options,
warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments’).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written
consent.

3| 23 August2019

https://research.danskebank.com




China Weekly Letter

Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Report completed: 23 August 2019, 16:34 CEST
Report first disseminated: 23 August 2019, 17:45 CEST

4| 23 August 2019

https://research.danskebank.com




