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SHANGHAI/HONG KONG: China looks
set to allow more bond defaults as part
of its market reform agenda, but
domestic ratings agencies and bond
investors are still betting Beijing will
lose its nerve, for fear of hammering its
banks. Critics say the $4 trillion Chinese
bond market, the world’s third largest,
has misallocated its vast sums to some
of China’s most inefficient companies,
such as state-owned dinosaurs in sun-
set industries or opaque local govern-
ment financing vehicles.

The market’s assumption that such
issuers have an unwritten state guar-
antee has kept bond yields low, while
demand among investors is high,
especially after a summer stock market
crash sent many fleeing to relative
safety. “China is still experiencing an
onshore debt boom,” said Mervyn Teo,
credit analyst with Lucror Analytics,
but he believes recent defaults argue
for more caution.

As recently as Thursday, China
Shanshui Cement defaulted on a 2 bil-
lion yuan ($300 million) onshore debt
payment, and in April Baoding Tianwei
Baobian Electric became the first state-
owned firm to default, while another,
metals trader Sinosteel, deferred inter-
est payments last month.

All of which suggests Chinese
authorities, which used to work fever-
ishly to prevent defaults, are growing

more willing to let weak firms fail.
Despite such defaults, the spread

between benchmark yields on safe
AAA-rated bonds and riskier AA-rated
bonds has fallen sharply in recent
months, indicating that people see
them as less, not more, risky. Indeed, it
has been declining gradually all year,
as investors have instead assumed that
government concern about slowing
growth will make them less willing to
let market discipline run its course,
especially in the state sector.

“In the past there were no defaults,
because almost all issuers were SOEs
or government backed,” said Phillip Li,
managing director at China Chengxin
Asia Pacific Credit Ratings.

“This cannot continue. In order for
the debt market to be normal,
unhealthy debt should be identified.”

AGENTS OF BOOM
Domestic debt rating agencies

ought to perform that function, but
industry insiders say they are instead
engaging in a price war for clients, in
many cases offering optimistic ratings
in exchange for the contract.

Their ratings certainly paint a rosier
picture of local firms than their foreign
counterparts’.

The local agencies say their ratings
take into account the fact of regular
government intervention, an unwrit-

ten assumption that foreign rivals are
less likely to rely upon.

But at the bottom of the heap, dis-
tressed debts all smell equally bad,
says Kalai Pillay, Fitch Ratings director
in Singapore, so their domestic and
foreign ratings ought to converge but
don’t.

“A ‘D’ is a ‘D’ - there is no ambiguity,”
he said.

Policymakers in Beijing are faced
with a sticky dilemma. Let more of its
industrial dinosaurs go extinct,
prompting the local agencies to down-
grade the bonds of companies like
them, which in turn could trigger a cri-
sis for China’s banks, by far the biggest
bondholders.

Or let an unreformed bond market
continue to set artificially low yields
and throw good money after bad,
which exacerbates China’s industrial
overcapacity and increases the likeli-
hood of falling prices and economic
stagnation.

“Avoiding a crisis and the spread of
systemic risk is always the number one
priority of the government,” said Oliver
Barron, policy research analyst at
China-focused investment bank NSBO.

“This means that some companies
that shouldn’t be bailed out will be,
perpetuating the current moral haz-
ard and leading to wasted capital,” he
said. — Reuters

Since the latest strong employment
report, market confusion continue to
be the main theme. As the odds of a

rate hike in December have almost reached
70 percent, the dollar continues to be sup-
ported at least for the next month by a
potential hike in interest rates. 

Fed officials have been speaking this
week and moving market expectations closer
to the Fed dots. Federal Reserve of New York,
Dudley gave hints about approaching a rate
hike by saying policy should be tightened
only slowly after lift-off. Fed vice chairman
Fischer also said the Fed’s decision to delay
raising rates has helped to offset economic
headwinds caused by a stronger Dollar.

Having endured a poor performance dur-
ing September and October, the US dollar is
slowly becoming a scarce commodity.
Whether by devaluing their currencies using
negative interest rates, or turning surpluses
into deficits, countries are scrambling to find
cheap funding sources after taking major hits
against the USD in 2015. 

Adding insult to injuries, ECB President
Draghi reiterated this week again that the
ECB was willing to do whatever it took to
revive the European economy. Although we
do not think it would make sense to raise
the amount of QE in December by looking
at the latest economic figures out of Europe,
dropping rates more into negative might
make more sense for the ECB to force banks
into opening more aggressively their bal-
ance sheet. In summary, on the foreign
exchange side, the dollar index ended the
week mostly unchanged against the majors
consolidating the recent gains. US data con-
tinue to show a strong US economy and
expectations of a December rates hike con-
tinue to move higher. 

If anyone had any doubt, the euro has
now become the funding currency of choice
on the back of the ECB actions. This week,
Draghi’s comments were fairly cautious on
growth and inflation and noted that the
downside risk to global growth and trade
were clearly visible. He also added that signs
of a sustained turnaround in core inflation
have somewhat weakened. Draghi basically
signaled that more easing was coming
adding to the other ECB speakers. It now
seems that an extension of QE and a cut in
the deposit rate could be inevitable.  After
attempting to move higher above the 1.08
level, the Euro closed the week back to the
same level of Monday at 1.0773.

With UK headline inflation at historic lows
and household price expectations edging
down again, the Bank of England has been
able to point to better wage growth as evi-
dence that inflation will return to target in
two years’ time. Late this week, Bank of

England Chief Economist Haldane stuck to
his dovish stance, saying that in his view the
first BoE rate hike is still a long way off. Clearly
the dovish picture disappointed investors
who started to look at the downside for the
Sterling. The Pound ended the week at
1.5237. 

This week’s final release of Japan’s
Industrial production for September showed
a slightly stronger rebound in outputs, but
such data offered no support to the JPY. After
opening on Monday at the 123 level, the Yen
ended the week at 122.61.

Commodities remain under pressure as
Brent and crude fell -3.8 percent and -2.8 per-
cent respectively on Thursday and again on
Friday. Copper fell -2 percent to the lowest

since July 2009. Sentiment was weighed
down by somewhat hawkish Fed speakers
which clearly did little to ease the anxiety
ahead of the December Fed meeting. The
commodity weakness was perhaps also an
ongoing reflection of the perceived sluggish-
ness in China’s underlying economy. Indeed,
this week soft bank lending, trade, inflation
and industrial data, have all put more
emphasis on worries about Chinese growth.

Wage inflation 
The National Federation of Independent

Business optimism survey for October was
unchanged relative to September at 96.1, but
slightly lower than expectations of 96.4. The
October import price index reading was
down -0.5 percent on a monthly basis versus
-0.1 percent expected which puts the yearly
rate now at -10.5 percent. 

In parallel, the rate of job openings in the
US has improved the most among the series.
The series bottomed in July 2009 and rose to
a record high in July 2015 before slipping

slightly in August. 
Last but not least, the quits rate has

remained unchanged at 1.9 percent from
April through August. It is important to note
that when people voluntary quit their job, it
is typically a sign of economic strength and
confidence in the labor market outlook. The
modest rise in the quits rate from its reces-
sion low suggests that the recent firming in
wages is unlikely to reverse.

Europe & UK
According to newspapers, the ECB is con-

sidering the possibility of buying debt of
cities and municipalities as part of its asset
purchasing program, possibly as soon as
March 2016. Papers suggested that almost

$500bn of bonds issued by cities in circula-
tion currently were studied, with the articles
suggesting that all options are being consid-
ered. There was little mention of the possibili-
ty of buying corporate debt other than it
being ‘much sought after and therefore diffi-
cult to buy’ according to the article. Investors
look at this as a clear dovish hint from the
ECB that some sort of further stimulus is like-
ly. While the expansion into cities and munis
wouldn’t materially raise the overall universe,
it does potentially increase the time horizon
for countries seeing a shortage of assets. 

While noting that the decision is yet to
have been made, ECB board member Coeure
confirmed that ‘the debate is open’ with
regards to possible further easing. Coeure
added that euro area growth is accelerating
‘but it remains weak, while inflation expecta-
tions have stopped improving and underly-
ing inflation has hit a ceiling’. 

Europe continues to steal growth 
French industrial production was up +0.1

percent on a monthly basis during
September after expectations for a decline;
helping to lift the yearly rate up to +1.8 per-
cent. Manufacturing production 0.0 percent
month on month versus expectations of - 0.5
percent also beat consensus. France’s gross
domestic product expanded 0.3 percent in
the third quarter from the second, in line
with economists’ expectations.

In parallel, German quarterly GDP slowed
to 0.3 percent from the previous figure of 0.4
percent reflecting the impact of weaker
demand for the country’s exports from China
and other large developing economies.
However, the annualized GDP ticked higher
to 1.7 percent from 1.6 percent. A decline in
investment was another weak spot for the
German economy, while consumer spending
was the main driver of growth. Germany’s
consumers remained positive in light of a
tight labor market and bright jobs prospects,
while in France, falling prices for household
energy and fuel are boosting households’ dis-
posable income.

UK employment remain strong 
UK Q3 unemployment dropped to the

lowest level in more than 7-years. Although
employment increased 177,000 to 31.2 mil-
lion, the number of people claiming unem-
ployment related benefits rose by 3,000 in
October double the forecasted number.
Additionally, employee average earnings
only rose 3 percent against 3.2 percent
expectations. Finally, the unemployment rate
unexpectedly decreased 0.1 percent over the
same period to 5.3 percent beating expecta-
tions. 

On a different front, in its quarterly infla-
tion report, the Bank of England said “the
outlook for global growth has weakened
since August”. It blamed emerging market
economies for that weakness, saying growth
in those regions had “slowed markedly”.
While the Bank expects inflation to rise above
its 2 percent target in two years, it said that
risks “lie slightly to the downside” during that
time period. In other words, inflation may not
rise as quickly as the Bank forecasts. As a con-
sequence, forecasts for the first change in
interest rates have been pushed further into
the future.

Asia and commodities
Chinese trade was much weaker than a

year ago in October. As exports were falling
much quicker than imports, China recorded a
record $61.6bn surplus for the month.
Exports on one hand fell 6.9 percent, com-
pared to a 3.7 percent fall in September.
Economists expected some improvement,
forecasting a 3.2 percent fall, but weak global
demand and higher Chinese costs led to low-

er exports. On the other hand, Chinese
imports fell 18.8 percent, also lower than
expected, however with a slight improve-
ment from the 20.4 percent yearly fall in
September.

Different data were slightly more opti-
mistic. Retail sales during October were up
more than expected at +11.0 percent on a
yearly basis versus consensus of +10.9 per-
cent, up from September. However, industrial
production declined last month to +5.6 per-
cent on a yearly basis from +5.7 percent the
previous month and below expectations of a
rise to +5.8 percent. Lastly fixed asset invest-
ment was down last month, although in line
with consensus at +10.2 percent on a yearly
basis.

China’s economy is gradually shifting
from manufacturing to services, as it
becomes more dependent on consumer
spending. For the moment, Beijing is likely to
focus on policies to help domestic demand,
increasing expectations that the People Bank
of China would add further easing measures,
and increase direct lending to infrastructure
projects.

Australia 
A much stronger than expected employ-

ment report and lower than expected unem-
ployment rate at 5.9 percent compared to
expectations of 6.2 percent in October were
the main news in Australia this week. Clearly,
employment is continuing to strengthen and
the unemployment rate is trending down.
The RBA should definitely be pleased with
these figures as the data provide further sup-
port that the strengthening non-mining sec-
tors of the economy are more than offsetting
the drag from weakness in mining. The RBA
appears to be coming to that same conclu-
sion as evidenced in its recent November
Statement of Monetary

Oil glut not going away 
Commodities markets tumbled sharply

lower this week. Crude oil finished the week
down over 7 percent to close back below $42
for the first time since August. Brent was
weak too, finishing down over 7 percent and
back below $45. For now, it seems there are
no shortages of fresh negative headlines on a
daily basis suggesting the glut in prices is set
to be prolonged. In addition, the latest
American Petroleum Institute numbers
showed inventories increased by 6.3m bar-
rels last week which was far higher than ana-
lyst expectations of 1.1m.

Kuwait
Kuwaiti dinar at 0.30380
The USDKWD opened at 0.30280 yesterday
morning.

Whatever it takes, to keep the euro lower 

China overcoming reluctance
to allow bond defaults

NBK MONEY MARKETS REPORT

BEIJING: Workers install decorations outside a shopping complex in Beijing yesterday. Chinese authorities are try-
ing to transform the country’s growth model to a slower but more sustainable one driven by consumption rather
than infrastructure investment, but the transition to the “new normal” is proving bumpy. — AFP

LAGOS: Nigeria finally has a government
after a wait of more than five months but
the new ministers have their work cut out
to reverse a damaging slump in Africa’s
leading economy.

Falling global oil prices have shrunk
government revenues and slowed growth
to a near standstill, while the naira curren-
cy is weak, inflation high and unemploy-
ment causing widespread concern.

At the same time, the military is work-
ing to end a bloody insurgency by the rad-
ical Islamist Boko Haram group that has
devastated the people and economy of
the remote northeast.

“Nigeria has never been this bad,” said
political commentator Olapade Agoro,
who is also an opposition politician and
former presidential candidate. All eyes are
now on new Finance Minister Kemi
Adeosun and her team to come up with
policies to tackle the rot.

But Bisarck Rewane, of the Lagos-
based consultancy Financial Derivatives,
said time was of the essence, with
investors keen for clarity about the direc-
tion the government will take.

“The thing to do is to hit the ground
running because there is no time for rhet-
oric,” he said. “The economy is in dire
straits. The GDP is low at 2.4 percent, while
inflation is nearing 10 percent with weak

purchasing power and a falling naira.”
Unemployment is currently at 8.2 per-

cent, while the oil shock has left Nigeria-
Africa’s number one crude producer-short
of cash to pay for government projects
and even civil servants’ salaries.

“You’ve got to raise money to deal with
fiscal deficits,” said Rewane.

Cash required 
Adeosun, a former investment banker,

has been credited with turning round the
finances of the cash-strapped southwest-
ern state of Ogun, yet is untested at
national level. Analysts suggest she will
work closely with other key ministers such
as Udo Udoma, in charge of budget and
national planning, and Okechukwu
Enelamah at industry, trade and invest-
ment.

The appointment of other technocrats
has also been welcomed, in particular for-
mer ExxonMobil executive Ibe Kachikwu
as junior oil minister to overhaul the graft-
ridden sector.

Babatunde Fashola was put in charge
of a “super-ministry” for power, works and
housing after being seen to have per-
formed well in those areas in Lagos State,
which drives Nigeria’s economy.

Rotimi Amaechi, the former governor
of oil-producing Rivers state, was named

transport minister. Both are seen as pow-
erful members of the new cabinet. But
they will need ready cash to follow
through and are under pressure to show
results quickly, with almost half of
President Muhammadu Buhari’s first year
in office already over. 

Sola Oni, of Lagos-based stockbrokers
Sofunix Investment and Communications,
said the government should look to the
stock market for financing.  “The federal
government should for once exploit the
capital market to fund the infrastructural
deficiency which has become the bane of
our economic growth and development,”
he said.

Dependency on oil, which supplies 70
percent of government revenue, should
be cut, and a renewed emphasis put on
addressing the country’s crippling power
deficit, he added.

Drive growth 
The five-month absence of govern-

ment ministers created uncertainty
among investors in what has been a fast-
growing emerging market, with nearly 7.0
percent annual average growth from
2005-13. 

Attention now is on the announce-
ment of next year’s budget, which has to
be submitted to parliament by December.
Reports this week suggested Vice
President Yemi Osinbajo was proposing a
budget of about eight trillion naira ($40
billion, 37 billion euros) for 2016 double
that for this year.

Muda Yusuf, director-general of the
Lagos Chamber of Commerce, said with a
ministerial team now in place, “there
should be coherent, consistent and posi-
tive signals to investors” to drive growth.

The Central Bank of Nigeria, which
filled the void in fiscal policy in the
absence of a cabinet, in particular should
review its foreign exchange restrictions
policy, he added. Seeking to conserve dol-
lar reserves, the bank in June ruled that
importers could no longer get hard cur-
rency from the interbank market to import
dozens of items, from toothpicks to pri-
vate jets.

In the past year, reserves have fallen by
nearly a quarter as it tried to prevent the
naira from falling in tandem with plum-
meting crude prices.  The central bank has
twice devalued the currency, taking it
from 155 naira to the dollar a year ago to
199 currently.

Adeosun, viewed as a reformist, and
her fellow ministers should meet with the
private sector to plot a way forward and
also address rising national debts, he
added. “Debt service burden is becoming
increasingly unbearable, especially
domestic debt,” he said. — AFP

Uphill task for Nigeria’s 
new economic team

BRUSSELS: Greece and its creditors
have agreed on “many” of the issues
that had to be resolved for Athens to
receive more bailout funds but will
hold more talks in the coming days,
Eurogroup chief Jeroen Dijsselbloem
said yesterday. Dijsselbloem tweeted
“good progress in (the) talks,” adding
the two sides had reached “agreement
on many issues” ahead of more talks on
Tuesday.

The tweet came after talks between
Greece and its international lenders in
Athens Saturday night, which resumed
briefly Sunday morning.

Greece in July accepted a three-
year, 86-billion-euro ($93-billion) EU
bailout that saved it from crashing out
of the euro-zone, but came with strict
conditions. It received a first tranche of
13 billion euros in bailout funds in
August, and had been expecting the
disbursement of another two billion
euros in October.

But the euro-zone withheld the
funds until resolving the remaining
sticking points in the bailout program.

Another 10 billion will be spent on the
recapitalization of the main Greek
banks, a process Athens wants to com-
plete before new European rescue
rules take effect at the beginning of
next year.

Weakened by the imposition of
capital controls in June, Greek banks
have begun the process of recapitaliza-
tion in line with requirements set out
by the European Central Bank two
weeks ago.

The ECB said the four major Greek
banks must find between 4.4 and 14.4
billion euros to survive potential eco-
nomic shocks. Eurobank, which is one
of the four, this week said institutional
investors  had committed some 353
million euros towards planned share
offering to raise up to 2.12 billion
euros. Piraeus Bank said it still had to
raise 1.34 billion euros. Greece must
also introduce new pension cuts to
shore up its shaky retirement system.
Officials have hinted that pensions
above 1,500 euros ($1,600) will be
slashed. — AFP

Greece, creditors resolve 
‘many’ issues: Dijsselbloem


