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Introduction
In this edition of CQS Insights, we discuss why Yuan
devaluation is unlikely, the arrival of Quantitative Easing
with Chinese Characteristics and what this means for
China’s fixed income and equity markets.

SDR basket needs to widen. The Chinese authorities
expect the Renminbi to be included in the new
weighting structure and are very cognizant that a
significant devaluation may jeopardise that objective.

Like many market participants we at CQS are keen
China watchers. In many of my CQS Insights pieces
I have highlighted the opportunities and challenges
China presents, both from within and outside the
country. There are two themes that I find particularly
fascinating. First, from my many visits to China I am
always impressed by how astute the Chinese leadership
is. They are smart, understand the challenges and
have thus far been able to navigate China’s economic
development effectively. Second is China’s political
cycle. As opposed to the short-term electoral cycle
prevalent in the West, China’s electoral cycle allows
for Five Year consumption plans that enable long-term
macroeconomic planning to be implemented.
A fundamental tenet of 2011’s Five Year plan was
a drive to shift economic growth from being
infrastructure-led to consumer-led. Part of this shift is
reform
of financial markets structures. Financial market
eform o
arket
structures, regulation and a legal infrastructure
ructure are
being put in place to support tthis goal. These re
reforms
are pushing China towards
economy with
ards a more open ec
a goal of having a fully convertible
currency.
ertible curren

As pointed out in this piece:
“The importance of this policy goal has to be considered
in the context of China’s long-term strategic plan for
greater involvement in leadership of the global economy.”
The establishment of the Asian Infrastructure
Investment Bank is a case in point. Other examples
of financial markets reform include the establishment
of Shanghai/Hong Kong Connect last November
(the combination has created a top three global
exchange); the forthcoming Shenzen Hong Kong Stock
connect, arguably as significant as Shanghai/Hong Kong
for its own flows. Another example is the recent
announcement in Hong Kong that the long awaited
mutual fund recognition will take place allowing
cross border fund sales between Hong Kong and the
mainland. Financial reform is taking place.

The internationalization of the Yuan aand capital
account liberalisation iss a central pl
plank of China’s
economic planning. Remember
emember for a currency to be
a global reserve currency
ncy it needs to be investible.
An important milestone
process is the
ne in that pro
International Monetaryy Fund (IMF) meeting in October
of this year when the IMF
consider whether the
MF will consid
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In the aattached piece we argue that currency
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QE Chinese-Style

Summary
What we are now seeing is Quantitative Easing (QE)
on Chinese terms

We believe the Yuan will not be devalued



Markets do not appear to appreciate how tight a
monetary policy the PBoC has been running over the
last 5 years and why there will be further rate cuts







China’s fixed income and equity markets are likely to
continue to benefit from lower rates

On the last day of the year in 1993 the PBOC devalued
the Yuan by just under 50% from 5.76/$ to 8.62/$.
The risk that they will do so again has risen substantially
over the last year as the Chinese economy has slowed
and many investors perceive the recent cuts in interest
rates and FX band widening as a precursor to the event.
We believe that this expectation is wrong as the core
thesis behind a potential devaluation is the attribution of
the entire slowdown in China’s growth being due to
structural issues; namely an overleveraged property
sector and a slower than expected rebalancing of the
economy away from investment to consumer-led growth.
We believe this to be an incomplete analysis.

Growth and its rebalancing
Figure 2 below shows the breakdown of Chinese
GDP by expenditure. What is immediately visible is that the
dramatic investment-driven stimulus to growth that started
in 2000, peaked in 2011, and is handing the baton over to
consumption.

Figure 1: RMB and its Trading Band*

Figure 2: China GDP Split by Expenditure

The problem is that while consumption has been
growing, the overall rate of growth has not allowed the
economy to maintain its prior growth rate. Some of this
underperformance can be attributed to the structural
headwinds that face the Chinese economy, however, what
the market appears to have missed is the level of monetary
tightness that the economy has been labouring under for
the last five years.
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Figure 3: China: Monetary Conditions
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Monetary Conditions
Monetary conditions were notably loose at the peak of the
crisis in 2008/09 and then began a long period of substantial
tightening. As can be seen in Figure 3 (above), 2014 saw a
small easing of monetary conditions as the currency band
widened, but that did not persist as sharp devaluations in the
Yen and the Euro dragged the Yuan’s Real Effective Exchange
Rate (REER) higher and declining inflation saw real rates rise
sharply. The current policy stance of cutting rates and the
RRR1 is aimed at reversing this tightening. This policy
stance is aimed at unwinding the tightening due to
Quantitative Easing (QE) policies elsewhere and falling
inflation. Unfortunately the scale of the tightening means that
three interest rate cuts and a cut in the RRR have not as yet
been sufficient. Further rate cuts remain likely during the
course of the next few months.
Headwinds from Property
Over the last five years real estate has become a key risk for
the economy. The highly expansionary policy that followed
the global financial crisis drove a pretty dramatic increase
in house building. The authorities have sought to address
the problem by trying to affect the micro structure of the
market. They have at various times restricted access to

financing for second properties as well as higher taxes, limits
to ownership, etc., all of which had a very specific impacts on
the sector.
As can be seen in the right hand chart in Figure 4 below, the
main adjustment in both prices and quantities has to come
from Tier 3 and 4 cities. The scale of the adjustment, even if
confined to the smaller cities is substantial and the potential
ripples could affect local authority financing and SOE (StateOwned Enterprises) profitability slowing the economy even
further. The level of leverage and the scale of the adjustment
suggest that official data on Non-Performing Loans (NPLs)
at 1% is grossly underestimating the true level. The historical
evidence from China itself also points to the official number
being unrealistically low. The NPL ratio in the aftermath of
the 1990’s building boom was near 30% and much closer to
the global norm.2
However, is it unlikely that any devaluation will provide a
benefit to the property sector. Indeed, given the extent of
the asset/liability mismatch most developers have on their
balance sheet (RMB assets/HK dollar or US dollar liabilities),
a devaluation has the potential to generate further corporate
bankruptcies.

Figure 4: Over Investment in China Real Estate
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Strategic Considerations
The argument for devaluation also misses the significant
strategic considerations that currently drive Chinese
economic policy.
The Chinese authorities have for some time made the
internationalisation of the Yuan and capital account
liberalisation a central plank of their economic plan.
An important milestone in that process is the International
Monetary Fund (IMF) meeting in October of this year when
the IMF will consider whether the SDR basket needs to
widen.3 The Chinese authorities expect the Renminbi to
be included in the new weighting structure and are very
cognizant that a significant devaluation may jeopardise that
objective. They are also equally sensitive to the view that
any unnecessary volatility in the currency will result in a
significant loss in confidence in the currency and cause
systemic problems in the corporate sector because of
private sector US dollar borrowing.
The importance of this policy goal has to be considered in
the context of China’s long-term strategic plan for greater
leadership of the global economy. This strategic initiative
also recognises that many internal reforms have to be
executed alongside international initiatives such as the
establishment of the Asian Infrastructure Investment Bank.
This year alone proposals on rural land ownership reform
and local authority finance reform have been outlined
together with an announcement on SOEs which identified
national champions as well as privatisation candidates.
Currency devaluation would make all these critical reforms
far more difficult to execute.

Conclusions
With the prospect of the Fed going into an interest raising
cycle later this year or early in 2016, it is clear that the
weight of central bank interventions is shifting to the east.
The three largest economies in East Asia, China, Japan
and South Korea have either committed themselves to,
or are about to start, rapid monetary expansion.
This monetary expansion is likely to remain in place
alongside weaker currencies until there is an unequivocal
improvement in export demand or a recovery in commodity
prices that substantially raises the risks of higher inflation.
Our view is that Chinese authorities will meet the challenge
with further rate cuts and a widening of the currency
band to accompany the structural reform.
We believe a devaluation of the currency does not suit
the country’s strategic agenda. According to CQS’ Head
of Asia Investments, once global investors become less
concerned about devaluation and that the internationalisation
of the Renminbi is a matter of when and not if, the flows into
the currency and fixed income assets denominated in CNY
will likely drive further appreciation of these assets.
As for interest rate and RRR cuts, equity markets in China
and Hong Kong should benefit as companies whose earnings
are highly sensitive to the cost of capital and financing costs
- such as real estate developers - should see a significant
impact on their earnings.

Source: 3 The basket’s weights and constituents are based on the value of the exports of goods and services and the country’s capital contribution to the IMF.

5

CQS Strategy Perspectives: June 2015

About CQS
Founded in 1999, CQS is an $14.4bn1 global multi-strategy asset
management firm. CQS has 270 staff located globally, 90 of
whom are specialist investment professionals. CQS is a founding
member of the Hedge Fund Standards Board and regulated by
the FCA in the UK, the SFC in Hong Kong, ASIC in Australia and
registered with the SEC in the US with a presence in Channel
Islands, Cayman Islands, Luxembourg and Geneva. CQS launched
its first hedge fund in March 2000 and has since expanded its
offering to include additional strategies and bespoke solutions in
the areas of multi-strategy, convertibles, asset backed securities,
credit, loans and equities.

Since inception, the firm has placed fundamental analysis at the
heart of its investment process and we follow a collaborative
multi-disciplinary approach seeking adjacencies across all areas
in which we invest. Our robust operations and risk management
platform provides all mandates with liquidity management and
risk monitoring which, in our view, should enable our investment
professionals to be more nimble and effective throughout all
market environments.

¹Source: CQS, estimated as at 1 June 2015.
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in Article 4 of the European Directive 2011/61/EU and the UK FCA COBS 3.4. CQS
is a founder of the Hedge Fund Standards Board (“HFSB”) which was formed to act as custodian of the hedge fund best practice
standards (the “Standards”) published by the Hedge Fund Working Group (“HFWG”) in 2008 and to promote conformity to the
Standards. HFSB is also responsible for ensuring that they are updated and refined as appropriate.The Standards were drawn up
by HFWG which comprised the leading hedge funds (based mainly in London) in 2007 in response to concerns about the industry,
including financial stability and systematic risk.The HFWG completed its work in January 2008 and published its report outlining the
Standards. By applying, managers commit to adopt the “comply or explain” approach described in the Standards.
The term “CQS” may include one or more of any CQS branded entity including CQS Cayman Limited Partnership which is registered
with the Cayman Islands Monetary Authority, CQS (UK) LLP and CQS Investment Management Limited which are both authorised
and regulated by the UK Financial Conduct Authority, CQS (Hong Kong) Limited which is regulated by the Hong Kong Securities and
Futures Commission, CQS (US), LLC which is registered with the US Securities and Exchange Commission, and CQS Investment
Management (Australia) Pty Limited which is registered with the Australian Securities & Investments Commission,Australian Financial
Services Licence No. 386047.
This document has been prepared for general information purposes only and has not been delivered for registration in any jurisdiction
nor has its content been reviewed by any regulatory authority in any jurisdiction.The information contained herein does not constitute:
(i) a binding legal agreement; (ii) legal, regulatory, tax, accounting or other advice; (iii) an offer, recommendation or solicitation to buy
or sell shares in any fund or any security, commodity, financial instrument or derivative linked to, or otherwise included in, a portfolio
managed or advised by CQS; or (iv) an offer to enter into any other transaction whatsoever (each a “Transaction”).
Any decision to enter into a Transaction should be based on your own independent investigation of the Transaction and appraisal of
the risks, benefits and suitability of such Transaction in light of your individual circumstances.Where applicable, any decision to enter
into any Transaction should be based on the terms described in the relevant prospectus, supplement, offering memorandum, private
placement memorandum, trading strategy, constitutional document and/or any other relevant document as appropriate (each an
“Offering Document”).Any Transaction will be subject to the terms set out in its Offering Document and all applicable laws and
regulations.The Offering Document supersedes this document and any information contained herein.
Nothing contained herein shall constitute or give rise to the relationship of partnership nor shall it constitute a joint venture or give
rise to any fiduciary or equitable duties.Any information contained herein relating to any third party not affiliated with CQS is the
sole responsibility of such third party and has not been independently verified by CQS or any other independent third party.The
information contained herein is not warranted as to completeness or accuracy and no representations are made in such respect,
nor should it be deemed exhaustive information or advice on the subjects covered; as such, the information contained herein is not
intended to be used or relied upon by any counterparty, investor or any other party.The information contained herein, as well as the
views expressed herein by CQS professionals made as of the date of this presentation, is subject to change at any time without notice.
CQS uses information sourced from third-party vendors, such as statistical and other data, that are believed to be reliable. However,
the accuracy of this data, which may also be used to calculate results or otherwise compile data that finds its way over time into
CQS research data stored on its systems, is not guaranteed. If such information is not accurate, some of the conclusions reached or
statements made may be adversely affected. CQS bears no responsibility for your investment research and/or investment decisions
and you should consult your own lawyer, accountant, tax adviser or other professional adviser before entering into any Transaction.
CQS is not liable for any decisions made or action taken by you or others based on the contents of this document and neither CQS
nor any of its directors, officers, employees or representatives (including affiliates) accept any liability whatsoever for any errors and/or
omissions or for any direct, indirect, special, incidental or consequential loss, damages or expenses of any kind howsoever arising from
the use of, or reliance on, any information contained herein.
Information contained in this document should not be viewed as indicative of future results as past performance of any Transaction
is not indicative of future results.The value of investments can go down as well as up. Certain assumptions and forward looking
statements may have been made either for modelling purposes, to simplify the presentation and/or the calculation of any projections
or estimates contained herein and CQS does not represent that any such assumptions or statements will reflect actual future events
or that all assumptions have been considered or stated.Accordingly, there can be no assurance that estimated returns or projections
will be realized or that actual returns or performance results will not materially differ from those estimated herein. Some of the
information contained in this document may be aggregated data of transactions executed by CQS that has been compiled so as not to
identify the underlying transactions of any particular customer.
Any indices included in this document are included to simply show the general market trends relative to the types of investments
CQS tends to select for certain funds managed or advised by CQS (“CQS Funds”) for the periods indicated within this document.The
indices are not representative of CQS Funds in terms of either composition or risk (including volatility and other risk related factors).
CQS Funds are not managed to a specific index.This document is not intended for distribution to, or use by, the public or any person
or entity in any jurisdiction where such use is prohibited by law or regulation. In accepting receipt of this information, you represent
and warrant that you have not been solicited, directly or indirectly, by CQS and are receiving this information at your own request. It is
your responsibility to inform yourself of and to observe all applicable laws and regulations of any relevant jurisdiction.
The information contained herein is confidential and may be legally privileged and is intended for the exclusive use of the intended
recipient(s) to which the document has been provided. In accepting receipt of the information transmitted you agree that you and/
or your affiliates, partners, directors, officers and employees, as applicable, will keep all information strictly confidential.Any review,
retransmission, dissemination or other use of, or taking of any action in reliance upon, this information is prohibited.Any distribution or
reproduction of this document is not authorized and prohibited without the express written consent of CQS, or any of its affiliates.
AIFMD and Distribution in the European Economic Area: The Alternative Investment Fund Managers Directive (Directive
(2011/61/EU)) (‘AIFMD’) is a regulatory regime which came into full effect on 22nd July 2014. CQS (UK) LLP is an Alternative
Investment Fund Manager (an ‘AIFM’) to certain CQS Funds (each an ‘AIF’).The AIFM is required to make available to investors certain
prescribed information prior to investing in an AIF.The majority of the prescribed information is contained in the latest Offering
Document of the AIF.The remainder of the prescribed information is contained in the relevant AIF’s pre-investment disclosure
document, the monthly investor report, and the fund limits document.All of this information is made available in accordance with the
AIFMD.
In relation to each member state of the EEA (each a “Member State”) which has implemented the AIFMD (and for which transitional
arrangements are not/no longer available), this document may only be distributed and shares in a CQS Fund (“Shares”) may only be
offered or placed in a Member State to the extent that: (1) the CQS Fund is permitted to be marketed to professional investors in the
relevant Member State in accordance with AIFMD (as implemented into the local law/regulation of the relevant Member State); or (2)
this document may otherwise be lawfully distributed and the Shares may otherwise be lawfully offered or placed in that Member State
(including at the initiative of the investor).
In relation to each Member State of the EEA which, at the date of this document, has not implemented the AIFMD, this document may
only be distributed and Shares may only be offered or placed to the extent that this document may be lawfully distributed and the
Shares may lawfully be offered or placed in that Member State (including at the initiative of the investor).
Information Required, to the extent applicable, for Distribution of Foreign Collective Investment Schemes to
Qualified Investors in Switzerland: The representative in Switzerland is ARM Swiss Representatives SA, Route de Cité-Ouest 2,
1196 Gland, Switzerland.The distribution of shares of the relevant CQS Fund in Switzerland will be exclusively made to, and directed at,
qualified investors (the “Qualified Investors”), as defined in the Swiss Collective Investment Schemes Act of 23 June 2006, as amended
(“CISA”) and its implementing ordinance (the “Swiss Distribution Rules”).Accordingly, the relevant CQS Fund has not been and will
not be registered with the Swiss Financial Market Supervisory Authority (“FINMA”).The representative in Switzerland is ARM Swiss
Representatives SA, Route de Cité-Ouest 2, 1196 Gland, Switzerland.The paying agent in Switzerland is Banque Cantonale de Genève,
17, quai de l’Ile, 1204 Geneva, Switzerland.The relevant Offering Document and all other documents used for marketing purposes,
including the annual and semi-annual report, if any, can be obtained free of charge from the representative in Switzerland.The place
of performance and jurisdiction is the registered office of the representative in Switzerland with regards to the Shares distributed in
and from Switzerland. CQS (UK) LLP (as the distributor in Switzerland) and its agents do not pay any retrocessions to third parties in
relation to the distribution of the Shares of the CQS Fund in or from Switzerland. CQS (UK) LLP (as the distributor in Switzerland)
and its agents do not pay any rebates aiming at reducing fees and expenses paid by the CQS Fund and incurred by the investors.
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