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China’s capital flows back
to more stability
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—  After China’s foreign currency outflows have repeatedly caused major market turmoil in the past, they have stabilized
since the turn of the year as indicated by the slight increase in currency reserves of the People’s Bank of China.

— We see the main reason for this development to be the successful stabilization of China’s growth, which dispelled fears
of a further RMB depreciation. In addition, administrative tools and the recent dollar weakness also played a role.

— However, hidden capital outflows masked by trade relations might modify the picture. They are best quantified by the
Errors & Omissions component in the Balance of Payments, which is only available on a quarterly basis.

— In order to obtain a higher frequency analysis, we develop a monthly net capital outflow indicator from the current ac-
count side. Our calculations suggest already small net capital inflows, supporting the stabilization view.

— Looking ahead, we expect net capital flows to stay more balanced as we foresee China’s growth to slow only mildly and
the Yuan to depreciate only limitedly versus the US-dollar, thereby not generating a marked rise in speculative outflows.
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On top, “hidden” FX outflows have also been a topic on RMB/USD and Ch.'n’d‘:isﬁ“""“"y Reserves
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goods trade flows have been used to circumvent the re- s “\
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circle. This bet reflected to a large extent the downswing of
the Chinese economy, starting with slowing international
trade already in spring 2014, accelerating by the several
stock market crashes from July in 2015 onwards and the
reform of the currency fixing method in August, while mon-
etary policy easing reduced the interest spread to the US.
Tensions cumulated even further with markets worrying
about China starting a “currency war” to overcome its busi-
ness cycle problems in early 2016, resulting in widespread
fears of a hard landing. Empirically, the relationship be-
tween the negative mood towards China and capital out-
flows can be supported by the correlation between the
change of currency reserves and the Caixin manufacturing
PMI. While they typically correlate only very little, the time
series moved very much in line from mid-2014 onwards.
Conversely, the recovery of international trade, rebounding
PMiIs and recent relatively strong growth of 6.9% yoy in the
first two quarters of 2017 amid a strong impulse from fiscal
policy have contributed to dispel those fears.

China: Change in foreign currency

reserves and manufacturing PMI
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However, while we consider the macroeconomic back-
ground the most important factor, China has also used ad-
ministrative/policy tools to reduce capital outflows. Among
them were random checks for fake trades, restrictions to
use credit cards for special purposes, less approvals for
outbound direct investment by SoEs (with a marked impact
on China’s outbound foreign direct investment) as well as
a suspension of portfolio quotas. At the same time, China
also tried to promote inflows (e.g. launch of the Shenzhen-
HK stock/ the bond connect and — looking ahead — the
MSCI’s recent decision to include A shares in its index).

Moreover, the recent more general US-dollar weakness
combined with the PBoC’s RMB/USD fixing mechanism
was also of help. Basically, the PBoC forms its daily cen-
tral exchange rate parity (“fix”) by relying on the previous
day closing rate and overnight changes in a currency bas-
ket. There is a policy focus on a relatively stable RMB vs a
trade-weighted currency basket (while the PBoC also
wants to maintain a two-way RMB volatility) which could
help markets to build appreciation expectations in the cur-
rent environment. On top, in May 2017 the PBoC intro-
duced a “counter-cyclical adjustment factor”, which gives
the central bank again more say on the FX development.
Nevertheless, while smoothing the fixing may signal some
stability to markets, it cannot correct more fundamental FX
supply and demand imbalances in our view.

China’s double surplus

This fundamental FX balance had been violated for a long
time. In the absence of PBoC currency interventions, Chi-

na’s traditional export strength (resulting in a CA surplus)
would have theoretically been matched by a capital ac-
count deficit. However, prior to 2014 markets were used
for a long time to a twin CA and FA surplus (see graph),
absorbed by the PBoC accumulating currency reserves.
However, especially over the past two years, the picture
changed fundamentally. The previous FA surplus turned
into a large deficit and the strong rise in E/O suggest that
the trade channel was additionally used to transfer capital
abroad. The resulting FX demand could only be matched
by the PBoC deploying large amounts of currency re-
serves on top of a still positive CA. Thus, the long period of
a twin surplus ended abruptly. On top, the marked rise in
E/O strongly argues for setting up a monthly estimate of
capital outflows from the CA side, adding the change in the
(valuation adjusted) reserves assets plus E/O.
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To do so, we use monthly statistics from the Customs Of-
fice, the State Administration of Foreign Exchange (SAFE)
and the PBoC for tracking the CA and the change in cur-
rency reserves. The SAFE data on cross border receipts
and payments (by banks on behalf of clients) also provides
us with an E/O estimator to calculate a monthly indicator
for China’s net capital exports (see graph below).

China: Estimated monthly net capital
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Our estimate suggests that China had already small net
capital inflows recently, which followed a period of sub-
stantial capital outflows before. Lately, a low net current
account surplus provided some FX supply. However, dollar
demand from the PBoC’s increase in currency reserves
plus E/O overcompensated this supply, so that net capital
inflows must have been able to satisfy the demand posi-
tion. In order to test the monthly estimator, we aggregated
the series into quarters and plotted it against the official
BoP non-reserve financial account balance, resulting in a
reasonable correlation.
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China: Estimated and BoP financial outflows
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However, most recently China published the first prelimi-
nary Q2 BoP, which showed an increasing current account
surplus but a zero entry for E/O. A detailed breakdown will
only be published in September.

SAFE capital flows support FX stabilization view

SAFE statistics also comprise monthly flows with regard to
the capital account, but with less detail than the BoP. The
breakdown includes direct investment, securities invest-
ment and “other investment”, with the latter being mainly
the sum of (unpublished) international loans, FX purchas-
es and trade credit. Overall, SAFE flows show the already
known pattern of outflows in 2015/16, which diminished
recently close to zero (see graph). The stabilization has so
far been more the result of a reduction of outflows (not yet
a sustained increase in inflows), which reflects less out-
bound direct investment (due to administrative restrictions)
amid a substantial decrease in “other investment” outflows.
The latter is typically considered the component most
prone to outright speculative currency flows as well as us-
ing trade credit to additionally benefit from currency devel-
opments. Trade credit, FX purchases and also short-term
international loans are likely to have increasingly reflected
the recent RMB appreciation against the dollar, with the
more positive expectations ultimately rooted in the stabili-
zation of the Chinese economy. In addition, securities in-
vestment started to trend slightly up again, after a large
drop in summer 2015.

Capital flows to remain more balanced

Looking ahead, we expect China’s growth to slow only
mildly, especially ahead of the October 2017 leadership
reshuffle. Further out, structural issues like the needed
shift to a more consumption based economy as well as the
high credit to GDP ratio will warrant some softening of
growth. Nevertheless, Beijing’s fiscal policy is likely to
stand ready to smooth possible major disruptions. The
PBoC will probably maintain its tighter liquidity manage-
ment, in order to contribute to the deleveraging of the Chi-
nese economy. Moreover, data show that the PBoC was
able to almost completely sterilize the impact on currency
outflows on the domestic monetary base. Thus, despite
the managed floating system but thanks to the relatively
closed capital account, the PBoC has still means to define
the monetary base domestically. Finally, we see the
RMB/USD to depreciate only very limitedly, going forward,
thereby not generating a sudden rise in speculative out-
flows. Against this rather calm outlook, net capital flows
will likely to be more balanced again. The main risk factors
are an escalation in the US-China trade dispute and in-

creasing tensions with North Korea. Both could imply ab-
rupt shifts in expectations, safe haven flows and a deterio-
ration of the economic outlook.

China: SAFE Financial Account Flows
in bn USD, monthly

2012 2013 2014 2015 2016 2017

Direct Investment Inflows
Portfolio Investment Inflows
mmm Other Investment Inflows

= Direct Investment Outflows

Portfolio Investment Qutflows
s Other Investment Outflows
— SAFE net capital flows




4 | Generali Investments — Focal Point

Imprint

Head of Research Vincent Chaigneau (vincent.chaigneau@generali-invest.com)

Deputy Head of Macro & Market
Research: Dr. Thomas Hempell, CFA (thomas.hempell@generali-invest.com)

Team: Luca Colussa, CFA (luca.colussa@generali-invest.com)
Radomir Ja¢ (radomir.jac@generali.com)
Jakub Kratky (jakub.kratky@generali.com)
Michele Morganti (michele.morganti@generali-invest.com)
Vladimir Oleinikov, CFA (vladimir.oleinikov@generali-invest.com)
Dr. Martin Pohl (martin.pohl@generali.com)
Dr. Thorsten Runde (thorsten.runde@generali-invest.com)
Frank Ruppel (frank.ruppel@generali-invest.com)
Dr. Christoph Siepmann (christoph.siepmann@generali-invest.com)
Dr. Florian Spate, CIIA (florian.spaete @generali-invest.com)
Dr. Martin Wolburg, CIIA (martin.wolburg@generali-invest.com)
Paolo Zanghieri (paolo.zanghieri@generali.com)

Issued by: Generali Investments Europe Research Department
Cologne, Germany - Trieste, Italy
TunisstralBe 19-23, D-50667 Cologne

Sources for charts and tables: Thomson Reuters Datastream, Bloomberg, own calculations
In Italy: In France: In Germany:
Generali Investments Europe Generali Investments Europe Generali Investments Europe

S.p.A Societa di gestione del risparmio S.p.A Societa di gestione del risparmio  S.p.A. Societa di gestione del risparmio

Corso ltalia, 6 2, Rue Pillet-Will TunisstralRe 19-23
20122 Milano Ml, Italy 75009 Paris Cedex 09, France 50667 Cologne, Germany

www.generali-invest.com

This document is based on information and opinions which Generali Investments Europe S.p.A. Societa di gestione del risparmio considers as reliable. However, no representation or warranty, expressed
or implied, is made that such information or opinions are accurate or complete. Opinions expressed in this document represent only the judgment of Generali Investments Europe S.p.A. Societa di ges-
tione del risparmio and may be subject to any change without notification. They do not constitute an evaluation of any strategy or any investment in financial instruments. This document does not consti-
tute an offer, solicitation or recommendation to buy or to sell financial instruments. Generali Investments Europe S.p.A. Societa di gestione del risparmio is not liable for any investment decision based on
this document. Generali Investments Europe S.p.A. Societa di gestione del risparmio may have taken, and may in the future take, investment decisions for the portfolios it manages which are contrary to
the views expressed herein. Any reproduction, total or partial, of this document is prohibited without prior consent of Generali Investments Europe S.p.A. Societa di gestione del risparmio.

Generali Investments is part of the Generali Group which was established in 1831 in Trieste as Assicurazioni Generali Austro-ltaliche. Generali Investments is a commercial brand of Generali Invest-
ments Europe S.p.A. Societa di gestione del risparmio.

Working with you since 1831 £/= GENERALI

(222 INVESTMENTS



