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China’s rekindled market selloff prompted strong monetary
easings

Today the People’s Bank of China (PBoC) cut its policy rates by 25 bps and the Required Reserve Ratio
(RRR) by 50 bps, in response to the rekindled selloff in China’s stock market which has trimmed the
Shanghai Composite Index by 544 points (or -15.5%) on Monday and Tuesday. (Figure 1) Amplified by the
unanticipated RMB devaluation in August, Chinese market turbulence has sparked selloffs around the global
financial markets. (Figure 2 and 3)

The policy rate cut is symmetric given both the lending rate (from 4.85% to 4.60%) and deposit rate (from
2.0% to 1.75%) have been reduced by the same magnitude of 25 bps. Moreover, the PBoC lifted the cap of
deposit rates with tenors beyond 1 year, marking another step of interest rate liberalization. (Figure 4) On top
of the universal RRR cut, the PBoC also deployed selective RRR cuts for banks focusing on SMEs
businesses and the agriculture sector (additional 50 bps) as well as financial leasing and auto-finance
companies (by additional 300 bps) in a bid to support SMEs and stimulate consumption. (Figure 5) The
combined policy rate and RRR cuts are reminiscent of the similar move in June through which the authorities
intended to rescue the stock market from collapse. However, their real effectiveness is questionable in terms
of the previous experience. Moreover, such a strong dose of monetary easing could aggravate the pressure
on the RMB depreciation by encouraging more capital outflows.

e Why the stock market selloff comes back again? Several factors are at play: first, the
previous price correction in the stock market has been interrupted by the authorities’ heavy-
handed market interventions. However, these interventions can’t artificially depress market forces
forever. Second, the unanticipated RMB devaluation has added substantial uncertainties to global
financial markets and dampened investors’ confidence in China’s economy, which, as a result,
made it more contagious to other countries’ financial markets than the previous selloff in June-
July. Last but not least, as the Fed’'s prospective interest rate hike is approaching, investors’
sentiment has become very fragile and is vulnerable to any external shock.

o Fortunately, the recent round of selloff appears to be less detrimental to China’s
domestic economy. Compared to the previous selloff in June-July, the leverage in the stock
market has been largely reduced since then. (Figure 6) It means that investors are in a better
position to withstand large-scale price corrections. More importantly, both the banking sector and
shadow banks have greatly diminished their exposure to the stock market, making it unlikely for
the turmoil in the stock market to spill over to the interbank market.

e Policy dilemma could force China to resort to capital restrictions. Monetary easing
could heighten the downward pressure on the RMB exchange rate as they tend to diminish the
interest rate differentials between the RMB and other currencies. On the other hand, given the
sluggish growth and the stock market selloff, the PBoC need to continue its easing efforts in the
coming months. In our opinion, the only viable way to overcome this policy dilemma is to tighten
the control of capital flows across borders.
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Figure 2
Figure 1 RMB depreciated significantly right after the
China’s stock market selloff was rekindled PBoC reformed the RMB fixing price mechanism
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Figure 3
China’s stock market crash spills over to other Figure 4
countries’ stock markets (starting point=100) China’s interest rate cut by 0.25%
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Figure 6
Figure 5 Margin trading is one of the main reasons for the
RRR cut by 50 basis point stock market crash
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



