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HOW TRUMP SEALS CHINA’S POLICY TRILEMMA 
 

 
For many years, China has delicately avoided confronting its 
policy trilemma of managing interest rates and exchange rates 
under a quasi- open capital account by limiting the degree of 
openness of its capital account. However, with the CNY 
entering the IMF’s SDR basket, the timeline to fully open the 
capital account is no longer elastic. Indeed, unless the IMF 
decides that the world monetary system can be split into two 
pieces by capital controls (a remote possibility), then the next 
IMF SDR review due date in December 2020 will be the fixed 
timeline for China to fully open its capital account. 
 
The trouble is that since the Xi-Li government took over in 
March 2013, the country’s debt levels have increased in both 
absolute and relative terms, while real and nominal GDP 
growth have slipped and foreign reserves have fallen sharply. 
With hindsight, it appears the top leaders have subtly switched 
gears around the middle of this year in their approach to 
managing their trilemma, which basically stems from rapid 
debt accumulation. This policy shift has since been confirmed 
by the reshuffling in the key ministerial positions after the 
Sixth Plenum in late October. Notably, Finance Minister Lou 
Jiwei, a known fiscal hawk and reformist was replaced and 
soon after, the fiscal stimulus agenda was reaffirmed and easy 
monetary policy was quietly toned down. 
 
The idea behind the switch from easy monetary to easy fiscal 
policy was to tighten the tap of cheap money to the private 
sector to accelerate deleveraging while letting the state take 
over the role of spending and keeping up growth. In this, the 
central government probably sees itself more capable of 
balancing between growth and debt where the local 
governments, state-owned enterprise and “corporate” sectors 
had failed in recent years. 
 
Deleveraging is now finally recognized as the only solution to 
solving the debt pile-up, which is in turn the ultimate solution 
to the trilemma. But given that so much time has been lost 
during which debts have surged and reserves have plunged, 
the stakes have increased, as has the risk of another policy 
failure. 
 
Critically, Trump’s victory in the US election has steepened the 
US Treasury yield curve. Hence simply trying to push CNY 
interest rates to keep pace with rising USD rates may not be 
enough to prevent further loss of reserves or a decline in the 
CNY. It is thus no coincidence that the Chinese authorities have 
tightened controls on outward foreign investments and inter-
company offshore loans. We wouldn’t rule out tightening in 
other areas, as well. 
 

To their credit, while they may use capital controls to get 
around their trilemma, Chinese policymakers have always 
been consistent between managing monetary policy and 
exchange rate policy. A tight monetary policy has always been 
accompanied by a strong FX policy and vice versa since the 
pseudo-peg to the USD was dropped in July 2005.  
 
Since the one-off 4.4% devaluation against the USD in August 
2015, the CNY continued to weaken gradually against both 
USD and the CFETS basket until July this year. During this 
period, the PBOC cut RRR three times for a total of 150 bps. See 
Figure 1. The currency then traded sideways from July, putting 
a clear stop to the depreciation trend. Hints from PBOC officials 
that the easy monetary policy was over grew stronger, on the 
grounds that inflation has bottomed. Indeed, PPI reversed a 
four-year negative trend. Various steps were taken to tighten 
leverage in household mortgage and bond trading. The latter 
step began pushing up bond yields and credit spreads.  
 
Figure1. Chinese Renminbi Spot rate fixing, CFETS Basket Index 
and PBOC Reserve Ratio Requirement (RRR) 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Citi, Bloomberg, 12 Dec 2016 

 
Trump's victory basically reinforced the Chinese market's 
reaction to the new strategy stance. Indeed because China's 
policy shift preceded the US election outcome, the spikes in 
China rates after Trump’s victory moved in line with the sell-off 
in US rates - 10y CGB bond yields rose 32 bp vs 61bp on the 
10y UST (from end Nov 8 to end Dec 9, 2016). See Figure 2. This 
wasn't merely a case of market panic. As the PBOC gradually 
tightened the tap, net liquidity provision in the open market 
operations actually turned from net injection to withdrawal in 
the last week of November. The PBOC's CNY fixing against the 
CFETS basket during this short post-Trump period 
strengthened by nearly 1.3% from a trough of 93.70 on 8 
November, the day before the US election. See Figure 3.  
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In conclusion, Trump’s victory effectively narrows China’s 
options to resolve the policy trilemma that top leadership and 
policymakers have taken too many years to toy around with 
various solutions. Now, there is only one option left – stop the 
easy money policy, continue deleveraging, bring down the 
debt, and then get back on track to opening up the capital 
markets. 
 
Figure2. China Government Bond and US Treasury Yield Curve 
( Nov 8 – Dec 9, 2016) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Bloomberg, 12 Dec 2016 

 
Figure3. Chinese Renminbi Spot rate fixing, CFETS Basket Index 
( Nov 8 – Dec 9, 2016) 
 
 
 
 
 
 
 
 
 
 
 
Source: Citi, Bloomberg, 12 Dec 2016 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Important Information 
This document is prepared by Nikko Asset Management Co., Ltd. 
and/or its affiliates (Nikko AM) and is for distribution only under such 
circumstances as may be permitted by applicable laws. This 
document does not constitute investment advice or a personal 
recommendation and it does not consider in any way the suitability or 
appropriateness of the subject matter for the individual 
circumstances of any recipient.  
 
This document is for information purposes only and is not intended to 
be an offer, or a solicitation of an offer, to buy or sell any investments 
or participate in any trading strategy. Moreover, the information in 
this material will not affect Nikko AM’s investment strategy in any way. 
The information and opinions in this document have been derived 
from or reached from sources believed in good faith to be reliable but 
have not been independently verified. Nikko AM makes no guarantee, 
representation or warranty, express or implied, and accepts no 
responsibility or liability for the accuracy or completeness of this 
document. No reliance should be placed on any assumptions, 
forecasts, projections, estimates or prospects contained within this 
document. This document should not be regarded by recipients as a 
substitute for the exercise of their own judgment. Opinions stated in 
this document may change without notice.  
 
In any investment, past performance is neither an indication nor a 
guarantee of future performance and a loss of capital may occur. 
Estimates of future performance are based on assumptions that may 
not be realised. Investors should be able to withstand the loss of any 
principal investment. The mention of individual stocks, sectors, 
regions or countries within this document does not imply a 
recommendation to buy or sell.  
 
Nikko AM accepts no liability whatsoever for any loss or damage of 
any kind arising out of the use of all or any part of this document, 
provided that nothing herein excludes or restricts any liability of 
Nikko AM under applicable regulatory rules or requirements.  
 
All information contained in this document is solely for the attention 
and use of the intended recipients. Any use beyond that intended by 
Nikko AM is strictly prohibited.  
 
Japan: The information contained in this document pertaining 
specifically to the investment products is not directed at persons in 
Japan nor is it intended for distribution to persons in Japan.  
Registration Number: Director of the Kanto Local Finance Bureau 
(Financial Instruments firms) No. 368 Member Associations: The 
Investment Trusts Association, Japan/Japan Investment Advisers 
Association/Japan Securities Dealers Association. 
 
United Kingdom and rest of Europe: This document constitutes a 
financial promotion for the purposes of the Financial Services and 
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial 
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules). 
 
This document is communicated by Nikko Asset Management Europe 
Ltd, which is authorised and regulated in the United Kingdom by the 
FCA (122084). It is directed only at (a) investment professionals falling 
within article 19 of the Financial Services and Markets Act 2000 
(Financial Promotions) Order 2005, (as amended) (the Order) (b) 
certain high net worth entities within the meaning of article 49 of the 
Order and (c) persons to whom this document may otherwise lawfully 
be communicated (all such persons being referred to as relevant 
persons) and is only available to such persons and any investment 
activity to which it relates will only be engaged in with such persons. 
 
United States:  This document is for information purposes only and is 
not intended to be an offer, or a solicitation of an offer, to buy or sell 
any investments. This document should not be regarded as 
investment advice.  This document may not be duplicated, quoted, 
discussed or otherwise shared without prior consent. Any offering or 
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distribution of a Fund in the United States may only be conducted via 
a licensed and registered broker-dealer or a duly qualified entity. 
 
Singapore: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you 
 
Hong Kong: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. The contents of this document 
have not been reviewed by the Securities and Futures Commission or 
any regulatory authority in Hong Kong.  
 
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM 
Australia) is responsible for the distribution of this information in 
Australia. Nikko AM Australia holds Australian Financial Services 
Licence No. 237563 and is part of the Nikko AM Group. This material 
and any offer to provide financial services are for information 
purposes only. This material does not take into account the objectives, 
financial situation or needs of any individual and is not intended to 
constitute personal advice, nor can it be relied upon as such. This 
material is intended for, and can only be provided and made available 
to, persons who are regarded as Wholesale Clients for the purposes of 
section 761G of the Corporations Act 2001 (Cth) and must not be 
made available or passed on to persons who are regarded as Retail 
Clients for the purposes of this Act. If you are in any doubt about any 
of the contents, you should obtain independent professional advice 
 
New Zealand: Nikko Asset Management New Zealand Limited 
(Company No. 606057, FSP22562) is the licensed Investment Manager 
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale 
Investment Scheme.  
 
This material is for the use of researchers, financial advisers and 
wholesale investors (in accordance with Schedule 1, Clause 3 of the 
Financial Markets Conduct Act 2013 in New Zealand). This material 
has been prepared without taking into account a potential investor’s 
objectives, financial situation or needs and is not intended to 
constitute personal financial advice, and must not be relied on as 
such.  Recipients of this material, who are not wholesale investors, or 
the named client, or their duly appointed agent, should consult an 
Authorised Financial Adviser and the relevant Product Disclosure 
Statement or Fund Fact Sheet (available on our website 
www.nikkoam.co.nz ). 
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