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Last week | chatted with Professor Siegel and Leland R. Miller, President of China Beige Book International,
about the recent yuan devaluation and its implications for the global marketplace. We focused on the
various interpretations regarding recent Chinese policy action and dove deeper into macro developments
in China. ChinaTrying to Unpeg from U.S. Dollar Professor Siegel commented that after being pegged
to the U.S. dollar, the Chinese currency appreciated by over 20%. The rise in the dollar resulted in the
yuan becoming far more expensive compared to its Asian neighbors, which corroded its competitiveness.
Given this steep rise in the value of the yuan, the 3% devaluation is rather small by comparison. Market
Fears What Might Happen, While Devaluation Signals Growth Weakness Both Professor Siegel and
Leland Miller believe that the recent devaluation was in part prompted by growth concerns and a decline
in competitiveness. However, Miller believes that these concerns may be overblown. He ascribes the
market frenzy—what he believed was an overreaction—as not based on what happened, but on fear

of what might happen. Miller believes the devaluation indicates a new willingness on the part of China

to liberalize its currency and allow market forces to dictate fair value. China hopes this currency market
liberalization is actually a step toward potential inclusion in the Special Drawing Rights (SDR) later this
year. Contrary to popular thinking, Miller believes that the recent devaluation does not imply a change

in Chinese FX policy or mark the beginning of a protracted currency devaluation cycle. China Capital
Outflows Miller believes it is going to take time for China to fully liberalize its exchange rate—if it were left
to float, it would weaken significantly. Miller says the Chinese interventions over the last year have been
to support the currency—and it would have been far more dramatic, had the Chinese not stepped in. It is
not hard for Chinese locals to make the case for diversification outside China, which is prompting outflows.
Local investors have a tough time diversifying within the country, as both real estate and equity markets
have experienced large correctionsl. Miller believes that many are growing increasingly skeptical of the
government, creating potential for more panic and potentially increased capital outflows. How Long Can
China Pretend and Extend Its Problem Loans? China may never have to acknowledge the size of its
shadow banking sector or correct its reported numbers on non-performing loans. Given the state-owned
character of many corporations, the true fragility of the Chinese economy may be kept under wraps. Miller
believes it has become increasingly important to track the credit environment in terms of who is accessing
capital and the cost of capital, as he considers the credit environment to be even more important than the
growth environment. Economy Not as Bad as People Think Thus far, Miller believes that all the stimulus
measures introduced by the People’s Bank of China (PBoC) have been broadly ineffective, seeing how the
cost of capital continues to rise. The China Beige Book data suggests the economy is not as bad as people
think and the PBoC doesn’t need to stimulate as much as people think. Miller is encouraged by stabilizing
corporate profits and a rather resilient labor market. But the key issue remains: firms are reluctant to borrow
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or spend, and the demand for credit is weak. Stock Market Is Not Real Economy Miller believes the
spillover in the stock market is not coming into the real economy yet. In July, the government started trying
to backstop the fall in the market and get households to leverage up to support the market, which he sees
as a potential calamity in the long run. China Beige Book Quest for Better Indicators Chinese data is
highly non-transparent, is often manipulated and does not tell corporations or investors what they need to
know in order to invest in an economy. China Beige Book attempts to get to the bottom of developments in
the labor market and to find better avenues of getting data from the ground up. The key to understanding
China is to section data by regions and sectors, to understand what is happening in the credit markets
and labor markets, and Leland Miller’s group is one of the foremost experts on all this data. Next Week's
Conversation with the St. Louis Federal Reserve (Fed) Bank President We look forward to James
Bullard joining us next week, when we will discuss the likelihood of a Fed lift-off in September, his take
on how quickly the Fed may normalize policy and the idea of a new normal, where slower growth and
low inflation are expected to persist. Read the Conversations with Professor Siegel Series here. 1Source:
Bloomberg as seen by a large property price drop in tier 1 cities since 2009 and the over 30% drop in the
shanghai stock exchange since mid-June 2015.

Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or
economic uncertainty.

Investments focused in China increase the impact of events and developments associated with the region,
which can adversely affect performance.

Diversification does not eliminate the risk of experiencing investment losses.

Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations.
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