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The tech war heats up, will the trade war return too?

e US pulls out the big guns against Huawei in another strike in the tech war. We see
a 50-50 chance Trump restarts the trade war too and leaves the Phase One trade
deal. US also likely to offer subsidies soon to bring back production from China.

e More policy support coming this week to keep Chinese economy afloat. CNY
stability to continue.

o The big annual gathering of policymakers ‘The Two Sessions’ is coming up on 21-
22 May. Reforms, stimulus, tech and US relations are going to be key themes.

When the China Weekly Letter was scrapped in January, we promised it would be replaced
by a China Letter, which would come 1-2 times per month instead. Then COVID-19 hit and
priorities changed for a while. However, now it is time to launch the first edition of The
China Letter with an update on developments in China.

Big blow to Huawei from US restrictions, will tariffs be back too?

The US restrictions on Huawei announced on Friday are hard to underestimate. In a
worst case scenario, they could threaten the life of one of China’s most successful tech
companies responsible for China’s #1 position within 5G technology. Speaking at a summit
on Monday, Huawei’s rotating chairman Guo Ping, said survival is the key word this year.
So what happened on Friday? The US said that any company, domestic or foreign, that
supplies semiconductors to Huawei, which has American technology content will need a
licence from the Department of Commerce. According to NYT the presumption by the
administration would be to deny licence requests.

The move has the scope to cut off Huawei’s access to semiconductors from all the
major microchip producers including Taiwanese TSMC, the world’s biggest contract
chipmaker. With global supply chains, these companies also rely on American technology
and design in their own products. TSMC is a significant supplier to Huawei, which provides
15-20% of TSMC’s revenue. On the same day TSMC announced plans to construct a
USD12bn cutting-edge chip factory in Arizona, a move that caters to the US ‘Made-in-
America’ plan that all supply chains for US products should be within the US. Illustrating
this view, US President Donald Trump said on Thursday ‘We should not have a supply
chain; we should have all of them in the United States’.

China has yet to respond to the new attack on Huawei, but the Chinese state media
Global Times wrote on Friday that China was ready to retaliate by adding US tech
giants Apple, Qualcomm and Cisco to their “unreliable entities list’ and halt purchases from
from Boeing.

The move comes on top of other elevated tensions between US and China. They include
Trump blaming China for spreading the coronavirus around the world, referring to it as the
China plague in numerous tweets and statements. In one tweet he added that ‘100 Trade
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Chart 2: The world’s biggest microchip
producers
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Deals wouldn’t make up the difference’ hinting at the option that he could pull out of the
Phase One deal struck in January. In an interview with Fox News he stated that the US
could ‘cut off the whole relationship” with China saying it would save America USD500bn.
US and China trade negotiators talked on a conference call 10 days ago as part of the
trade deal to have regular consultations. The statements were moderately positive from both
sides but probably do not mean that much. The whole thing is very politicized and Trump’s
move is likely to reflect how he believes it will affect him when he faces voters in
November.

The US strategy to confront China has also gained a financial front as the White House
a week ago directed a federal pension fund to stop investments in Chinese stocks. The US
is also looking at forcing Chinese firms to follow US accounting laws if they want to trade
on the New York Stock Exchange or Nasdag.

Comment. Will Trump scrap the Phase One trade deal? It will in our view be a decision
based on a trade-off between on the one hand how Chinese retaliation could hurt US
farmers and the US economy/markets versus the benefit of Trump being seen as the
president who stands up to China and brings back manufacturing jobs in the US (see
below). It is a tough call and a 50-50 bet in our view. However, while it was off the radar
just a short while ago, it is now clearly a risk we have to consider again. If Biden
continues to be ahead in the polls as is currently the case (chart 3), Trump may become
more confrontational in his policies in an attempt to win over the majority.

Trump prepares more action to bring back jobs from China

Another area that has gained traction recently is the prospect of giving subsidies or tax
incentives to companies that bring back production from China to the US. Two weeks ago
Reuters reported that the Trump administration is ‘turbocharging an initiative to remove
global supply chains from China’ mentioning tariffs, subsidies and tax incentives as
possible levers to achieve this.

Japan has offered inspiration after introducing subsidies for bringing home
production to Japan from China based on the need for more diversified supply chains.
The Trump administration has gone further saying they do not just want a diversified supply
chain. They want the whole supply chain to be in the US.

The US Trade Representative and chief trade negotiator Robert Lighthizer concluded in an
Opinion piece in New York Times that ‘the path to certainty and prosperity is the same
for our companies as it is for our workers: Bring the jobs back to America’. He
describes the offshoring of production as a ‘lemming-like desire for efficiency’ causing
traumatic effects on America as five million jobs were lost. This is a key message in
Trump’s election campaign too and he will either need to provide subsidies for reshoring
or put up a tariff wall of protection to accomplish this. It will come at a big economic cost
and roll back globalisation but might be to the benefit of the low-skilled manufacturing
workers struggling to find jobs.

Comment. It is a complicated game but here is how | see things: it is close to certain that
initiatives to bring back production from China will be presented ahead of the election
date on 3 November. The only question is what form it will take. Another question is how
China will respond to this. No doubt, it will add to the strains in the relationship and
accelerate the decoupling going on.

The strategy of the Trump administration seems to be on the one hand to bring home
production and jobs and at the same time weaken China by cutting off access to key
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Chart 3: Biden ahead of Trumpin polls

| r—

T
T TN

Source: Realclear Politics

Chart 4: The US lost 35% of
manufacturing jobs during the ‘O0s
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US technology to producers in China. Down the road, we could see more expanded export
controls of semiconductors that foreign manufacturing companies need in order to produce

in China. However, the US will need to make itself independent of China first when it
comes to critical commodities such as rare earth minerals, where China could retaliate with
export quotas as it has a near monopoly on the critical metals needed for a wide range of
electronics such as mobile phones and new energy vehicles. This should at least temper the
speed at which the decoupling takes place. US companies are not likely to leave China
completely as production for the Chinese market is likely to stay in China. With China
being a significant part of the growth strategy for many companies, it means a significant
amount of production will still be found on the mainland.

A key focus in China is to become independent of US technology. It will take years and
include finding more suppliers outside the US, investing heavily in its own technology and
creating product standards that do not require US technology. China may have to live with
sub-standard products for some time but it is a price it will have to pay. Among the losers
will also be American tech companies that could miss out on a huge Chinese market.

Policy support to lift activity amid private demand headwinds

The data flow in China has been quite close to expectations with the supply side up and
running close to 100% but a more gradual rise in private demand. Industrial production was
up 3.9% yly in April from -1.1% in March and -15% in February. Retail sales is showing a
much more slow recovery, still being down 7.5% y/y in April. Car sales has offered some
light in the dark, though, as it increased 4.7% yl/y in April, probably also lifted by some
pent-up demand as some people mainly delayed buying a car rather than cancelling it while
the economy was in lockdown.

Credit growth has seen the strongest boost since 2013 reflecting both a lift to
infrastructure spending as well as loans given to ailing businesses that have lacked liquidity
as sales have been depressed. The Chinese policy makers have eased policy through a
variety of measures (see overview on page 4) and we expect to see more easing. People’s
Daily wrote over the weekend that a new stimulus package is likely to be announced at
the National People’s Congress starting on Thursday this week. They quoted China’s
finance minister Liu Kun, who stressed the fiscal policy would be more proactive
(expression typically used for stimulus in China) through expanding government-led
investments and promoting consumption.

The CNY has been remarkably stable through the recent global turmoil. It partly
reflects that China is ahead in the virus cycle and that outflows have been limited.
USD/CNY also still follows the overall USD movements quite closely and with few
movements in the USD the same has been the case with USD/CNY (see chart 1 on the front

page).

Comment. China is facing significant headwinds from the global recession and cautious
consumers and companies, affected by rising unemployment, bankruptcies and fears over
second waves in the COVID-19 disease. As outlined in China Outlook — From output to
demand crisis, CNY stability set to continue, 29 April 2020, we look for a very gradual
recovery (see chart 7).

We expect this stability to broadly continue as we do not see a big move in the USD over
the coming year, see page 12 in FX Forecast Update, 15 May 2020. The risk to this outlook
would be a restart of the trade war, which could push USD/CNY towards 7.30.
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Chart 5: Production recovering faster
than consumer demand
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Chart 6: Credit boost reflects policy
support
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Chart 7: Our outlook for GDP
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Chart 8: Reserve requirement ratios
cut further this year
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‘Two Sessions’ to focus on stimulus, reforms, tech and the US

On Thursday the annual ‘Two Sessions’ meetings begin with a focus on the National
People’s Congress (NPC) starting on Friday. The gathering of 5,000 people is normally
held in March but was postponed due to the COVID-19 crisis. The sessions are held in the
shadow of ‘challenges never seen before” according to a readout from a Politburo meeting
over the weekend in which the Government Work Report was discussed. The NPC kicks
off on Friday with Premier Li Kegiang reading the report, which provides policy plans and
goals for the coming years. The themes in the report are often the same as it is part of a
continuous plan to develop China in a variety of areas. Hence some of the focus points will
again be on:

o Growth target and stimulus. A target could very well be left out this year but some
guidance might be given still. Employment is a key focus point and the target for the
fiscal budget will be announced and will reveal a further easing of policy.

e Technology and innovation. This is a key part of China’s development strategy and it
has only become more important with the US confrontation.

o Deepening reforms. More sectors will likely be opened up for private participation.
China Daily reported in late April of a new guideline saying ‘the country will
comprehensively deepen reforms of its economic system of property rights and
pursuing market-oriented allocation of production factors’. It also said that ‘The
guideline stresses the reform principle of minimizing direct intervention from the
government in resource allocation and microeconomic activities.”

e US relations. While the US may not be mentioned specifically, the report will at least
indirectly refer to the big challenges China is facing in its relationship with the US.

Chinese stimulus measures in 2020

Fiscal policy:
e Lift to local/central government financing to fund infrastructure, est. 2-3% of GDP (including

expected further investments)
e Reduction of taxes, fees and other corporate costs, est. 1.1% of GDP
e Taxandfee cuts carried over from 2019, est. 0.4% of GDP
e Spending on virus controls, subsidies etc., est. 0.3% of GDP

e Total expected fiscal stimulus: 4-5% of GDP

Monetary policy:

e Lowering of Reserve Requirement Ratio by 2 percentage points since January has freed up liquidity
e Reduction in Loan Prime Rate by a total of 30bp since February from 4.15% to 3.85%

e Special relending fund of CNY 1.5bn [0.9% of GDP) for small and medium sized companies getting

loans at discounted rate of 2.5%.

e Measures taken to boost lending capacity of small and medium sized banks. Support to issue

CNY300bn of special-purpose financial bonds for micro and small enterprises.

Source: Miscellaneous Chinese media, PBoC
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Chart 9: Loan Prime Rate reduced by
55bp but MM rates fell much more
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Other news and headlines

5

China supports an independent probe by WHO when COVID-19 is under control
(Reuters).

Xi stresses achieving moderately prosperous society in all respects (Xinhua).
China steps up US soybean buying with million-ton purchase (Bloomberg).

Is McCarthyism making a comeback in the US? (CGTN).

Anti-Chinese discrimination and hate crime on the rise in the US (The Intercept).

A 57-page guide for local campaigns issued by the National Republican Senatorial
Committee lays out the election strategy on China (Politico).

20 May 2020

https://research.danskebank.com



https://www.reuters.com/article/us-health-coronavirus-china-xi/chinas-xi-says-supports-who-probe-when-covid-19-controlled-idUSKBN22U1K6?il=0
https://www.reuters.com/article/us-health-coronavirus-china-xi/chinas-xi-says-supports-who-probe-when-covid-19-controlled-idUSKBN22U1K6?il=0
http://www.xinhuanet.com/english/2020-05/13/c_139051561.htm
https://finance.yahoo.com/news/china-steps-american-soybean-buying-032139877.html
https://news.cgtn.com/news/2020-05-12/Is-McCarthyism-making-a-comeback-in-the-U-S--QqBW4QNR96/index.html
https://theintercept.com/2020/05/11/china-trump-biden-asian-american-hate-crimes/
https://www.politico.com/news/2020/04/24/gop-memo-anti-china-coronavirus-207244

The China Letter

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Allan von Mehren, Chief Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

6| 20 May2020

https://research.danskebank.com



The China Letter

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (1) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (I11) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors”). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.

Report completed: 20 May 2020, 10:28 CEST
Report first disseminated: 20 May 2020, 11:20 CEST

71 20 May 2020

https://research.danskebank.com




