markit

4th floor tel +44 20 7260 2000
Ropemaker Place fax +44 20 7260 2001
25 Ropemaker Street www.markit.com
London

EC2Y OLY

United Kingdom

Markit Research
November 28" 2014

China and Japan converge

China’s spreads have rallied and Japan’s have lost ground, leading to a convergence of the two

sovereigns.

— China’s spreads tightened following interest rate cut
— Thoughts of a hard landing are suppressed by PBOC
— Japan is widening but a full convergence with China is unlikely

Back in the summer of 2013, there were two
main themes that investors feared could
trigger a change in the credit cycle. The first
was the US Federal Reserve scaling back its
quantitative  easing  programme,  which
precipitated the so-called taper tantrum.

The second was a possible “hard landing” for
the Chinese economy. Concerns that a
combination of an overheating property
market and slowing growth — due to stagnant
external demand - would prevent the
Chinese authorities from stimulating the
economy sent shockwaves through the rest of
the world. China’s CDS spreads spiked wider
to 140bps, and the effects were felt across
both developed and emerging markets.

The mood of the People’s Bank of China
(PBOC) in 2013 appeared to be one of
tightening policy measures to restrict lending
through the interbank market provided the
main flashpoint. But in 2014 there seems to
have been a change of heart. The PBOC
announced on November 21% a cut in interest
rates, the first in more than two years. The
move was no doubt a response to the
disappointing third quarter GDP figures,
which showed the economy growing at its
slowest pace in five years.

Markit Group Limited | Registered in England and Wales | Company no. 4185146

jM

e C RING

Japan

Source: Markt

The credit markets gave a cautious welcome
to the news. China’s CDS spreads rallied to
78bps, 1lbp tighter than where it started the
year. Investors usually like loose monetary
policy, so the reaction wasn’t a surprise.

But the questions surrounding China’s
economy remain. In the long term there is a
clearly a need to shift the balance away from
investment and towards domestic
consumption, but easier monetary policy may
delay the necessary adjustment. However, it
also suppresses thoughts of a potential hard
landing, and the markets may be in the mood
to search for positives going into year-end.

China’s spreads may have been rallying, but
the opposite has occurred on the Japanese
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sovereign. It is trading at around 55bps, and
the 23bps differential between the two
countries is the smallest for almost a year.
Japanese Prime Minister Shinzo Abe
announced a snap election after data showed
that the economy had fallen into technical
recession. The weak GDP figures throw
Abe’s radical policies into doubt, and it would
be no surprise to see further volatility in the
run up to next month’s election.

However, given the commitment to loose
monetary policy, it seems unlikely that the two
countries’ spreads will fully converge, as they
did in the first half of 2013.
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