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Asia & China Risks: Trilemmas & Traps
In a Nutshell:

» Global policy divergence entrenched in elevated trade/tariff uncertainties, relative US exceptionalism and
consequent Fed restraint accentuate the classic central bank trilemma (“impossible trinity”); requiring sharp trade-
offs between managing interest rates, exchange rates and capital flows.

» This necessitates that central banks have to strike a delicate balance between shifting economic and macro
stability risks; compounding policy uncertainty and heightening the risk of sharp downside volatility in currencies.

» Dynamically managing these risks mean prevailing FX risks/volatility will have increasing sway on policy decisions.
And shifts in liquidity may be the collateral damage from policy rate-FX tensions.

» The upshot being that the trilemma is binding, posing a mounting constraint on policy optimisation.

» The PBoC is not only susceptible to the trilemma, but arguably suffers a more acute iteration given starker policy
divergence and geoeconomic risks associated with trade.

» What's more the trilemma conspires with pre-existing “liquidity trap” risks and two-way Renminbi threats to further
compromise the PBoC'’s policy options.

> Inadvertently, the rolling policy risks manifesting in the context of yet-to-be-resolved private sector confidence
deficit suggest a flatter-than-UST CGB curve and more pronounced downside (than upside) risks in a more volatile
Renminbi. AXJ may be subject to spillover pressures, although susceptible to be amplified via China dependencies

and higher risk premium being priced in (which could dampen relief from rate cuts).

“One day everything will be fine, that is our hope. Today everything is fine, that is our illusion.” - Voltaire

e Global Policy Divergence Intensifies “Impossible Trinity”: As global economic tensions mount amid US tariff risks,

relative US exceptionalism and a restrained Fed, the resultant global policy divergence, intensifies monetary
policy trilemma for many global central banks. Known also as the “impossible trinity”, this trilemma details the
policy constraints of not being able to simultaneously manage interest rates, exchange rates and capital flows.

o Resulting in Sharper Policy Trade-Offs: Consequently, this means that central banks elsewhere (including in Asia)

are forced to assume painfully sharper macro stability trade-offs as the price of monetary policy independence.

e Compounds Policy Uncertainty: Clearly, this has come across in increasingly precarious policy moves (and

non-moves), where Asian central banks’ desire to buffer in-coming adverse (trade) demand shocks on one hand
is challenged by the need to backstop their currencies amid exceptional volatility. The prevailing policy
uncertainty applies to more complex policy calculus that is harder to solve, with consequent impact also
harder to predict.

e FX Stability Feature in Policy: In which situation, FX stability features as a highly consequential “decision

tipper”, in the “cut or hold” decision got many Asian central banks have on their hands currently. Inevitably, the
policy tensions show up as some form of compromise, between hawkish cut and dovish hold decisions. And a
lot of this is hung on FX market cross-currents led by broad-based USD moves.

e Ligquidity Trade-Offs: In some cases, central banks may attempt to coordinate monetary policy easing (rate
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cuts) with FX intervention to shore up the local currency (selling USD to buy the local currency). But this
invariably involves some degree of, if not offsetting, liquidity trade-off as intervention tightens local currency
liquidity (at some point depending on the precise tools for execution).

Stability-Support Trade-Off: The upshot is that between macro stability and economic support, something

has got to give. And this dynamic, but binding constraint means that central banks in Asia will struggle to

establish the policy path of least pain.

PBoC Suffers More Acute Trilemma: The PBoC is not exempt from this trilemma. In fact, the PBoC is arguably
liable for a more acute iteration of, and hence greater costs associated with, the “impossible trinity”. Notably,
on account of; i) a far greater degree of Fed-PBoC tensions given diametrically opposed deflation-(sticky) inflation
risks, conspiring with zero-sum US-China geopolitical threats that elevate the risks of capital outflows from China.
Renminbi Bind: And in all of this, stable renminbi-capital flow dynamics is as important, if not more so, than
renminbi (depreciation) as an absorption mechanism for US trade antagonism/tariffs. The sobering policy reality
is that the PBoC’s FX stance is also fraught with sharp trade-offs and a policy calculus on maximum pain
relief, rather than proactive policy upper hand.

Tyranny of Liquidity Trap: Crucially, the PBoC is not only subject to the painful trade-offs entailed in the “impossible

trinity” trilemma, but also suffers the policy tyranny of a liquidity trap. That’s to say, cutting rates fail to fire
up demand. At least not nearly as easily as might have been the case in previous global business cycles.

Especially given lingering domestic confidence deficit conspiring with exceptionally elevated external uncertainty.

Frustrates (CGB) Curve Steepeners: The bond market by-product of the liquidity trap, which dampens durable
demand recovery, is that the long-end of the CGB yield curve remains pressured (corresponding to
exceptionally subdued demand-pull inflation expectations).

Steeper Curve & NIM-driven Credit Boost Misguided: What's more, any misguided efforts by the PBoC to sell

the long-end to steepen the curve in the belief that it could ward off deflation threats (by guiding inflation
expectations higher” perversely risks sabotaging monetary stimulus efforts elsewhere (e.g. rate cuts).
Specifically as the net bond selling required drains liquidity to the detriment of economic support. And the argument
for improved net interest margin (NIM) of banks to boost credit (supply) risks being overshadowed by
underwhelming credit demand in any case.

PBoC'’s Trilemma- & Trap-Constrained Options: The upshot is that the PBoC has no unambiguously preferred,

much less superior, policy options. Between unwelcome economic pain, undesirable currency fluctuations and
unnervingly heightened policy uncertainty, the PBoC will be subject to rolling policy risks.

Compromised CNH & CGB Curve with AXJ Stress: The broader asset market spillover from which are China being

prone to lower rates and a flatter CGB curve vis-a-vis the US. CNY is also likely to be vulnerable to

episodes of sharp sell-off, with subsequent recovery premised on a confluence of; i) negotiated trade

compromise that quelled more extreme geoeconomic risks broad-based, and; ii) USD decline - presumably when
the Fed resumes cuts and/or trade uncertainties are alleviated (albeit far from eliminated). Correspondingly, AXJ
are subject to stress in sympathy with CNH, albeit potentially in higher-beta moves amplified by supply-chain
and investment/financial channels. Especially given susceptibility to higher risk premium dampening rate cut

relief.
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