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Moderate Growth with Monetary Accommodation Theme Returns

SUMMARY
e Market takes a “dovish” view of Ben Bernanke’s
statements

e Generally strong corporate earnings further support
sentiment towards US equities

e Cyclicals likely to do better as US economic recovery
gathers pace

e Prime Minister Abe consolidates power in Japan -
bullish equities, bearish Yen

e China liberalises lending rates while India defends
currency

The US equities market's mood has swung back towards belief in
moderate economic and earnings growth with continuation of low
interest rates and yields. Some of that would have been simply the US
market reversing its over-reaction to the risk of earlier-than-expected
tapering of quantitative easing (QE). But dovish communication from
Federal Reserve Chairman Ben Bernanke and a mixed bag of data
helped reinforce the message that the timing of QE tapering is by no
means pre-determined. US equities also got a boost from generally
strong 2Q earnings reports to date.

In Asia, Prime Minister Shinzo Abe’s Liberal Democratic Party and its
ally, the New Komeito Party won the Upper House election over the
weekend. This should keep sentiment towards Japanese equities
positive and continue to pressure the Yen downwards. In China, the
big story was further interest rate liberalization. While there is unlikely
to be any immediate economic impact from the removal of the floor
for lending rates, the symbolic move could support market sentiment
on the argument that the Government is moving in the right direction
— towards market-oriented reforms.

Nothing new in Mr. Bernanke’s statements but the market
perceived it as “dovish”. The uptrend in global risk assets continued
last week. In the US, a major news event was Federal Reserve Chairman
Ben Bernanke reiterating that monetary tightening is still some time
away, which pulled market sentiment back from its over-reaction to fears
of earlier than expected QE tapering. There was nothing of major
significance in his semi-annual testimony to Congress that he hadn’t said
before. But the balance of his statements and the emphases he gave
were perceived by markets as more dovish than previous statements.

The key message was that tapering and eventual exit from QE is “data-
dependent”. Mr. Bernanke said that the Fed could start tapering QE later
this year and conclude by mid-2014. But he repeated the mantra that
this is data-dependent and includes growth picking up over the next
several quarters and inflation moving towards “our 2 per cent
objective”. That is, the data is not restricted to labour market numbers.
Asset purchases are “by no means on a preset course”; he also outlined
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a range of negative scenarios that could see the Fed keeping the
current asset purchases “for longer”.

Mr. Bernanke also stressed that monetary policies could stay
accommodative even after the unemployment rate fell below the
6.5% threshold, if this fall is due to “cyclical declines in the labour
force participation rate rather than gains in employment”.

Fed reassurance lifts equities, bonds. The promise of ongoing
central bank support lifted equities in both developed and
emerging markets. Global financials paced the gains, buoyed by
positive earnings from major US financial companies. The
benchmark 10-year US Treasury yield fell 10 basis points (bps).
Within  commodities, the Thomson Reuters/Jefferies CRB
Commodities index traded higher, driven mainly oil price which
gained on the back of lower OPEC output in June and a stronger
demand outlook as refineries return from maintenance.

Generally strong corporate earnings helped boost US
equities. To date, 21% of the companies on the S&P 500 index
have reported their 2Q numbers. And from that, 73% exceeded
consensus estimates. The outlook was particularly upbeat among
financials as 80% of the companies reported positive earnings
surprises, including Morgan Stanley, JP Morgan and Goldman
Sachs. Since July, the financial sector has gained 6.5% in total
returns (vs. 5.7% for US cyclicals and 5.5% for the broader
market).

Mixed US data suggests continuing patchy, moderate
growth. US headline inflation came in above market expectations
(0.5% rise in June versus consensus of 0.3%), driven largely by
volatile gasoline prices. Core inflation rose more moderately at
0.2%. Meanwhile, initial jobless claims came in lower than
expected while the Philadelphia Fed’'s gauge of factory activity
beat expectations with a 19.8 reading (consensus estimate: 8.0).
Other data maintained the theme of patchy, moderate growth:
Housing starts and retail sales came in weaker than expected.
Indeed, housing starts fell nearly 10% month-on-month in June.

Play the US recovery via cyclical stocks. The recent slew of US
macro data reinforces our view that the economy is on the cusp of
a sustainable recovery. Upbeat 2Q earnings from financials and
industrials suggest that cyclical sectors are poised to outperform
non-cyclicals as investors rotate their allocations to sectors that are
more geared to the macro recovery story.

In a typical economic up-cycle, growth stocks with strong earnings
outlook are expected to outperform, driven by a combination of
earnings per share (EPS) growth and rising valuation multiples.
Currently, US cyclical stocks (non-financials) are trading at forward
price-to-earnings ratio (P/E) of 14.7x, which is below the long-
term average of 16.2x and the 17.1x for non-cyclicals (Figure 1).
However, as the macro picture and corporate earnings continue to
surprise on the upside, valuation multiples for cyclicals should
expand. This is due to growing willingness of investors to pay a
premium for growth. Another group of beneficiaries of the
economic up-cycle should be companies with high operating
leverage, given their ability to generate more profit from
additional sales as operating margins expand.

LDP wins decisive victory in Japan’s upper house election. In
a widely anticipated outcome, the Liberal Democratic Party (LDP)
and its partner, the New Komeito party, won 76 out of the 121
seats contested in the upper house. This election outcome ensures
that Japan will no longer have a split Parliament as it allows the
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coalition to control both houses of parliament for the first time
since 2007. The result also reflects public endorsement of Prime
Minister Shinzo Abe’s expansionary economic policies that have
thus far boosted Japan's export competitiveness through a
weakening of the Japanese Yen (JPY). It has also triggered a 40%
rise in the Nikkei year-to-date (Figure 2). Now, with the latest
electoral victory, the coalition is widely expected to embark on the
next phase of its economic strategy, focusing on structural
reforms. This electoral victory will likely support sentiment towards
Japanese equities and continue to weaken the Yen.

China moves on interest rate liberalization. The People's Bank
of China (PBoC) announced last week that it would remove the
lending rate floor for commercial interest rates with effect 20 July.
Only mortgage loans will not be subject to this new ruling. The
previous floor was set at 30% below the benchmark lending rate.
However, the 10% cap on deposit rate ceiling was retained. The
PBoC said the implications of such a move were much wider and
it would proceed with greater caution on this front.

The latest policy move represents another financial reform in
China. Further, the removal of the lending rate floor represents, at
least in theory, monetary easing as it could potentially result in
lower borrowing costs for the corporate sector. In reality, the
immediate impact for companies is limited given that the 30%
discount has rarely been used. As such, we do not expect much
negative impact on the net interest margins (NIMs) of Chinese
banks at this stage. On balance, although only symbolic in nature
at this stage, the latest policy move nonetheless could be seen in
the market as a signal of political will for financial liberalization.

India: A sea of troubles. The Indian rupee (INR) has depreciated
7.9% against the US dollar since the start of the year as the
current account deficit, weak balance of payments and shrinking
foreign currency reserves continue to trouble the economy. India’s
current account deficit reached 4.8% of GDP in FY2013 — the
highest in Asia. On the other hand, its holdings of foreign
currency reserves constitutes only 5.2 months of imports. Now, as
the US moves to towards QE tapering, India could be vulnerable if
cheap liquidity is withdrawn from emerging markets. Since June,
India has seen outflows of USD2.8 billion from the domestic
equity market, compared to inflows of USD15.1 billion during first
five months of the year (Figure 3).

In an effort to stem further weakening of the rupee, the Reserve
Bank of India (RBI), in a surprise move last week, announced a
series of measures to tighten INR liquidity. While the steps
undertaken have since stemmed the slide in the INR, it could come
at some cost to India’s economy as growth remains weak.
Industrial production fell by 1.6% on-year in May while the April
number was also revised lower. Longer-term, the rise in interest
rates could weigh on the broader economy, in turn resulting in
higher non-performing loans (NPLs) in the domestic banking
sector. Indian equities continue to face substantial headwinds
while catalysts remain wanting.

The week ahead. The US releases its new home sales and
durable goods orders numbers for June this week, expected at
481,000 and 1.0% on-month respectively. In Europe, M3 is
expected to grow 3.0% on-year while the PMI Composite is slated
to improve from 48.7 in May to 49.1 in June. In Asia, China’s flash
HSBC manufacturing PMI is expected to rebound to 48.5 in July,
showing some reprieve. Concerns over the country’s economic
weakness have already triggered a sell-down in Chinese equities.
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CNH: PBoC Relaxes Rules for CNH Crossborder Activities

On 10 July, the People’s Bank of China (PBoC) announced a series of
measures aimed at simplifying renminbi  (CNH) cross-border
transactions. We highlight three key measures and the respective
implications to the market.

1. Based on the basis of ‘know your customer’, ‘know your business,’
and ‘due diligence’, banks in the mainland can process CNH cross-
border trade settlement for their corporate clients before verifying the
documentary proof of underlying trade transactions.

Before the new model was introduced, companies had to process
multiple cross-border CNH payments separately for regulatory
oversight purposes, resulting in transaction costs and a lack of central
monitoring. Domestic banks were also frustrated as this was time-
consuming and labour intensive.

To address these concerns, a new scheme — gross-in/gross-out
arrangement — was introduced. Companies can now consolidate all
incoming CNH transactions made in different time periods into a
single transaction. All outgoing CNH payments can be consolidated
into another. This centralized approach to cash management
significantly reduces the exchange rate exposure and optimises
liquidity management for the company. It also sets a precedent for
other foreign corporates to adopt the CNH in international trade.

There is some worry that efforts to promote the international use of
the CNH are dependent on appreciation expectations. We do not
share this view, and believe cost advantage is the main driver fuelling
the growth of CNH use. The use of CNH can lower FX costs and risks
for corporations trading with China. Such companies can also enjoy
price discounts offered by some Chinese companies. Currency
appreciation / depreciation might be less relevant from a supply chain
perspective.

2. Non-financial companies can use the CNH fund held within their
organizations in China to extend loans to their overseas affiliates.

With a more balanced CNH inflow and outflow via the trade channel,
there was a need to develop other avenues to replenish the offshore
CNH liquidity pool. This requires the mainland to expand the focus of
CNH reforms from current account to capital account convertibility.

The latest initiative allows onshore non-financial companies to better
utilize excess CNH liquidity to fund related offshore business, which is
consistent with the “Going Out” strategy promoted by the central
government. The new rule also encourages overseas M&A activity,
especially to promote CNH outward direct investment (ODI), which
has lagged behind its inward counterpart (Chart).

3. Non-financial companies that plan to issue CNH-denominated
bonds in the offshore market can set up a special deposit account at a
domestic bank to keep the remitted proceeds raised via the bond
issuance.

The latest arrangement complements the existing regulatory
framework governing offshore CNH bond issuance by Chinese
corporates. Facilitating the development of the offshore CNH bond
market has been part of Beijing’s effort to liberalize the mainland

lending environment, which is currently dominated by indirect
financing (bank loans, policy rates) rather than direct financing (bond
issuance, market rates).

Nevertheless, the latest policy change would not induce a significant
increase in Chinese corporate bond issuance in the near term.
Specifically, no changes have been made regarding the remittance
process and usage of proceeds. According to the current regulations,
proceeds need to be deployed mainly in fixed asset investments, and
must comply with the country’s macro-control policies, industrial
policies, foreign capital utilization, and foreign investment policies.

Of equal importance, offshore funding costs have become comparable
to onshore ones. Since June, the weakening CNH appreciation
expectation amid moderating mainland economic activities has already
pushed offshore bond yield sharply higher.

The recent liquidity squeeze onshore will possibly generate more
interest among Chinese companies for borrowing from Hong Kong
banks. The resulting higher offshore funding costs might in turn
dampen the appetite for issuing offshore CNH bonds in 2H13.

In conclusion, the latest policy changes highlight Beijing’s
determination to allow the CNH to play a role commensurate with
China’s economic power. That said, the regulator is also wary of
potentially destabilizing capital flows.

For example, the new rules state that the amount of the cross-border
CNH loan repayments cannot exceed the original principal plus the
interest and related taxes and fees. Cash raised through offshore bond
sales must be strictly used for the purpose described in the prospectus.
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Meanwhile, local branches of the central bank must conduct regular
off-site inspections on all cross-border activities to prevent potential
risks. All these measures facilitate real flows of CNH funds while
maintaining the bulwark against speculative flows.

Source report: DBS Group Research. Economics. CNH: PBoC relaxes
rules for RMB crossborder activities. 12 July 13.

Summarised by DBS Group Wealth Management /CIO Office.
An edited version appeared in 22 July 2013’s Market Snapshot
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Economic & Market Data Monitor
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Source: Bloomberg, IBES, DBS. Data as of 19 July 2013.
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In The Coming Week
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IN THE COMING WEEK

Singapore’s inflation is expected to
remain steady at 1.6% on-year in
June. Also in focus: industrial
production figure for the same
month.

Economists estimate South Korea's
GDP to grow 1.8% on-year in 2Q-
13, slightly faster than 1.5%
expansion a quarter ago.

China’s HSBC Flash manufacturing
activity index is expected to
rebound in July, though it is likely
to stay in contractionary territory.

Thailand, Taiwan, the Philippines,
Hong Kong and Japan will all
release trade figures this week.

e China’s GDP growth came in at 7.5% in 2Q-13, matching analyst expectations. Factory production rose 8.9%, its slowest since
2009. Premier Li Kegiang said a balance between long-term structural reforms and short-term economic growth targets is required.
June's housing prices showed on-year price growth remained elevated, indicating the government’s property measures will stay tight.

e Singapore’s non-oil domestic exports fell 8.8% on-year in June, slightly weaker than our expectations for a 8.5% figure, though it
clearly missed the Bloomberg median forecast of 5.4%. Electronics shipments fell 12.4% after falling 13.2% in May. Pharmaceuticals

failed to provide support, falling 35.4%. Retail sales grew better-than-expected at 3.2% on-year in May.

e India raised foreign direct investment ceilings for nearly 13 key sectors, which should provide the private sector incentives to seek
offshore partners. Meanwhile, the central bank raised two short-term rates, alongside a few other measures to tighten liquidity
conditions and curb currency volatility. The country’s wholesale inflation accelerated to 4.86% on-year in June, still within the

Reserve Bank of India’s tolerance zone. The pace was slower than economists’ estimate of 5.0%.

Source: Bloomberg News, Dow Jones Newswires, Thomson Reuters. Data as of 19 July 2013.
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Disclaimers and Important Notice

The information herein is published by DBS Bank Ltd. (“DBS Bank") and is for information only. This publication is intended for DBS Bank and its
clients to whom it has been delivered and may not be reproduced, transmitted or communicated to any other person without the prior written
permission of DBS Bank.

This publication is not and does not constitute or form part of any offer, recommendation, invitation or solicitation to subscribe to or to enter into
any transaction; nor is it calculated to invite, nor does it permit the making of offers to the public to subscribe to or enter into, for cash or other
consideration, any transaction, and should not be viewed as such. This publication is not intended to provide, and should not be relied upon for
accounting, legal or tax advice or investment recommendations and is not to be taken in substitution for the exercise of judgment by the reader,
who should obtain separate legal or financial advice. DBS Bank does not act as an adviser and assumes no fiduciary responsibility or liability for any
consequences financial or otherwise.

The information and opinions contained in this publication has been obtained from sources believed to be reliable but neither DBS Bank nor any of
its related companies or affiliates (collectively “DBS") makes any representation or warranty as to its adequacy, completeness, accuracy or timeliness
for any particular purpose. Opinions and estimates are subject to change without notice. Any past performance, projection, forecast or simulation
of results is not necessarily indicative of the future or likely performance of any investment. DBS accepts no liability whatsoever for any direct
indirect or consequential losses or damages arising from or in connection with the use or reliance of this publication or its contents.

The information herein is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use
would be contrary to law or regulation.

If this publication has been distributed by electronic transmission, such as e-mail, then such transmission cannot be guaranteed to be secure or error-
free as information could be intercepted, corrupted, lost, destroyed, arrive late or incomplete, or contain viruses. The sender therefore does not
accept liability for any errors or omissions in the contents of this publication, which may arise as a result of electronic transmission. If verification is
required, please request for a hard-copy version.

Country Specific Disclaimer
Hong Kong: This report is distributed in Hong Kong by DBS Bank (Hong Kong) Limited.
Singapore: This report is distributed in Singapore by DBS Bank Ltd.

DBS Bank Ltd Co. Reg. No.: 196800306E

B’DBS -



