
There are a few items of interest in 
recent Chinese data, and one of 

them is the country’s current account 
deficit. It may surprise investors 
drowning in US-China trade tension 
news that China ran a current account 
deficit in the nine months of 2018, its 
first since 1993. The $12.8 billion deficit 
is only about 0.1% of GDP, annualized, 
it is an important marker of China’s 
success in moving away its economy's 
reliance from exports to domestic 
demand. Just a decade ago, China's 
surplus was as high as $420 billion, or 
9% of GDP (see 1st graph on this page). 
However, the capital account, which 
recently rose sharply, suggests to us 
that this deficit will be short lived. 

Also, don't expect that blip of 
current account deficit to mollify 

Mr. Donald Trump. China's trade 
surplus (external trade balance), a 
narrower measure that excludes 
investment income, remains massive. 
The trade surplus with the U.S. stands 
at about $350 billion (a $390 surplus 
in goods and a $40 billion deficit in 
services). That trade surplus with the 
US is likely to become bigger with the 
recent decline in the exchange rates 
of the CNY, as we will show in the later 
part of this article. 

In contrast, China is effectively 
running a 3-4% GDP deficit with the 

rest of the world, particularly against 
oil exporters and Asian economies. 
This is what is galling to Trump 
administration officials. Their aim is to 
remove some of the trade imbalance, 
and for Beijing to shift some of the 
burden of adjustment on other China’s 
trading partners.

Insofar as the domestic currency 
(CNY) is concerned, its devaluation 

by Beijing is a mixed blessing. On the 
negative side, the sharp decline in the 
exchange rate of the CNY against the 
US Dollar has negatively impacted the 
inflow of Foreign Direct Investments 
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(FDIs) – FDI inflows slowed sharply 
in H2 2018. The Capital Account 
balance also fell, suggesting that some 
domestic capital have left for offshore 
destinations (see chart below). 

Currency devaluation of the Chinese 
kind has been tagged by pundits 

and bloggers as a “secret weapon” in 
the trade skirmishes. But for us, we 
conclude that devaluing the CNY is not 
a secret weapon for China to get on 
top of the trade issues -- Bejing has to 
do it to kickstart a flagging economy. 
It was also providential that The Donald 
provided them the ammunition for a 
quick devaluation, and not get blamed. 

That was, and still is, an opportunity for 
a counterpoint that is too juicy to ignore 
or waste.

In the 1st graph on the next page, 
we see that China's External Trade 

Balance (Trade Surplus, in this case) is 
inversely correlated with the domestic 
currency (CNY). In fact, the trade 
surplus is a function of the level of 
the CNY -- weaker CNY begets a bigger 
trade surplus, as China's exporters 
become more competitive.

Therefore, China’s PMIs, for 
manufacturing and for services, 

have indeed become more competitive 
and have actually improved over the 



period that the CNY has been falling 
sharply (see 2nd chart on this page). 
However, it provided scant help for 
over-all growth, as GDP still declined 
to 6.5% in Q3 2018 (latest data on 
hand). 

China’s GDP growth woes however 
are not caused by an errant 

currency policy. We can also say that 
the trade skirmish with the United 
States has probably reduced some 
growth, but the primary source of 
decline in activity has been the lack of 
government largesse. 

It’s is not hard to fathom why. 
Government expenditures in China 

have virtually collapsed since January 
2016. And like everywhere else, if the 
government does not spend, economic 
activity slows down in proportionate 
degree. And the government tightening 
in China had been severe. The heady rise 
of the central government expenditures 
from January 2015 to January 2016 has 
been essentially erased over the past 
two years (see 3rd graph on this page).

The key illustration of the link between 
fiscal spending and growth in China 

may also be seen in the graph above. 
This is key element in this illustration: 
the impact of fiscal and budgetary 
expenditures is being transmitted to 
the real economy via the Total Social 
Financing (TSF) expenditures. This 
leading indicator has already peaked, 
has declined sharply, and is about 
to fall further. These have been the 
consequence of the (TSF) slowdown: 
(1) As a consequence, China's Leading 
Economic Indicator (LEI) will also 
decline soon, as soon as the next few 
months. (2) The fall in M1 Money 
Supply dropped precipitously from 
January, this year, and no bottom in 
sight, so far, while the (TSF) keeps on 
falling (see graph 3rd on this page).

TSF is a very reliable indicator of 
future economic activity in China 

and is therefore an excellent tool in 
forecasting the future direction of 
commodity prices. Where commodity 
prices go, the metals and mining sector 

will follow. The TSF as a harbinger of 
Chinese activity, and therefore of future 
price of resource materials. 

This brings about the link with the 
rest of the Emerging Markets 

universe. A slowing China cannot 
be good for many EM markets 
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where commodities are the primary 
resource. Moreover, for the first time 
in a quarter century, China has become 
a capital importer, a significant shift in 
the global pattern of savings and capital 
flows. Just five years ago, China was 
plowing $300-$400 billion annually into 
global markets. China is now competing 
against many EM markets for inflows of 
capital. 

Adding to the woes of the EM 
market sector, which includes 

China, is the surge in the US Dollar, 
which promises to become even more 
forceful. The US Dollar’s primary motive 
force comes from US capital account 
inflows and outflows. The changes in 
those flows have a distributed lag of up 
to about 8 quarters before they impact 
the greenback to the full extent. We 
are still in a period when the positive 
effects of those inflows come into full 
force. At this stage we should  see a 
continuation of the strong period for 
the US currency (see graph on this 
page). The implications are clear: US 
Dollar denominated assets should still 
be strong.

48


