
Chinese Devaluation Rocks the Boat

Over the past three weeks we have seen a return of volatility 
to equity markets, this time triggered by the decision of 
the Chinese authorities to devalue the renminbi by some 
4%. The result is that over the past two months equity 
markets have fallen by between 2% and 17%, whilst bond 
yields have been largely unchanged.  The table opposite 
shows the scale of the moves.  Our equity portfolios have 
performed well in this environment, with our UK portfolio 
only down -0.7% and the international portfolio down 
-4.1%.  It has been the fixed income portfolio, comprising 
exclusively corporate bonds, that has disappointed, with a 
fall of some -3.1%, reflecting the lack of liquidity in bond 
markets.  As more normal trading conditions return we 
expect prices will recover.  In the meantime we have a yield 
of around 4% on our bond holdings.  For a portfolio 50% 
in bonds and 50% in equities the decline in value has been 
limited to around  -1.9% since the end of June.

Devaluation Sparks Wider Fears

Of itself, the decision to devalue the renminbi by a small 
amount, ostensibly to facilitate inclusion of the Chinese 
currency in the International Monetary Fund’s “currency” 
(Special Drawing Rights), should not have been significant. 
However, this action sparked fears that this was a prelude 
to a much larger devaluation to shore up the faltering 
Chinese economy.  Growth in China is now expected to be 
around 5.0% this year, rather than the 7.0% target, and this 
slowdown is already producing weaker commodity prices 
and a reduction in global trade.  A weaker renminbi would 
exacerbate these trends and lower growth in the rest of the 
world.  For example, a 10% rise in the trade weighted value 
of the US dollar would reduce US growth by around 0.5%. 
In Europe, a more competitive China would place pressure 
on periphery countries (which typically export low value 
added goods) just as structural reforms are promoting 
recovery.  More widely, a combination of recently rising 
wages and lower prices would hit corporate earnings. This 
is the direct link between the event in China and global 
stock markets.

Total Returns in Local Currency 
Last Two Months and Last 12 Months

•	 Chinese	currency	devaluation	was	the	catalyst	for	recent	equity	market	gyrations.

•	 	We	expect	the	Chinese	currency	to	now	stabilise	over	the	next	six	months	.

•	 As	stability	returns,	the	focus	will	shift	to	improving	global	economic	fundamentals.	

•	 The	UK	stock	market	is	now	attractively	valued	and	we	have	added	exposure	close	to	recent	lows.
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Markets Appear to Have Overreacted
The question now is whether China is likely to embark on a 
further currency devaluation in the near term.  Determining 

Total	Return	for	Market

2	months	 
to	28	Aug

12	months 
to	28	Aug

% %

Currencies	v	£ Rate

US dollar
Euro
Yen

1.53 
1.38
187

2.0 
2.4
2.7

7.8  
-8.2
-7.8

Cash	(3m) Yield %

UK 
USA
Euro
Japan

 0.52
 0.43  
-0.15 
-0.14

0.1 
0.0 
0.0 

-0.0

0.7
0.3 
0.1
0.0

Bonds	(10yr) Yield %

UK
USA
Germany
Japan

1.97 
2.18 
0.73
0.39

0.9 
1.7 
0.5
0.8

6.0
3.8
2.5
1.6

Equities Index

UK
USA
Germany
France
Spain
Italy
Japan
Australia
Hong Kong

FTSE 100
S&P Comp
DAX
CAC
SMSI
BCI Gen
Topix
All Ord
Hang Seng

-3.4
-3.2
-5.5
-1.9
-3.1
-1.6
-4.7
-2.3

-17.2

-5.0
1.6

11.6
10.0

0.0
10.6
23.1
-0.7
-9.3

Alternatives Index

Property
Commodities
Hedge Funds

IPD
DJ UBS
HFR

2.2
-13.0

-4.0

15.8
-29.4

-0.4

Source: Reuters
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Chinese policy is not easy as the current President, Xi 
Jinping, has centralised power around his own office whose 
policy views are opaque.  The haphazard response to the 
collapse of the Chinese stock market bubble over the last 
couple of months, with the authorities unsuccessfully trying 
to prop up the market, is an indictment of this centralisation 
policy and hardly gives comfort to international investors. 
As the chart of the Shanghai stock market above would 
indicate, we are probably some way from returning to the 
equilibrium levels of a year ago.

Despite these uncertainties, we do not expect further 
adjustments to the renminbi this year, largely because Xi 
Jinping is unlikely to want to spark a repeat of the recent 
turmoil.  As this risk fades, so attention will return to the 
global economic fundamentals.  Here the latest data has 
been more reassuring.  

In the US, real gross domestic product (GDP) growth 
in the second quarter was up by 3.5%, well ahead of 
expectations, driven by stronger consumer demand.  We 
have been expecting that the second half of this year 
would see faster growth as consumers benefit from lower 
commodity prices and rising wages and this seems to be 
happening.  Employment continues to grow at an above 
trend pace and house sales are now at a post financial crisis 
high.  Were it not for the market turmoil of the past three 
weeks, the US Federal Reserve would most likely have  
made the first tentative interest rate increase for nine years 
in September.  Now, that is most unlikely, so we should 

continue with current interest rates until December at least. 
All these factors are supportive of the US equity market, 
though US valuations remain expensive.

In the UK, the economy is following a similar pattern to 
that of the US, with consumer spending accelerating and 
leading to upgrades in GDP growth forecasts this year to 
2.6%, slightly above the long term average.  Wages are 
growing at around 2.8% and the latest business surveys 
point to continued solid growth.  These economic trends 
are supportive of a stock market that is now slightly cheap 
on the basis of discounted cash flow yield, our preferred 
measure of value.  This is shown in the exhibit below.  For 
this reason, we took advantage of the sell-off in markets to 
invest part of the cash in our UK portfolio in a holding of 
Prudential, the financial services company with extensive 
Asian  exposure. This is a good example of our contrarian 
approach to investment.

Other markets, such as the US and Europe, are expensive 
relative to the UK, but the improving growth outlook and 
the lack of attractive alternatives in the bond markets mean 
that we remain overweight in equities for the time being.  
While central banks underpin the global economy with 
cheap money, equities remain attractive.

Matthew Hunt

Source:  Valu-Trac
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A	Second	Chinese	Bubble	Unwinds:	Further	to	Fall

Source:  DataStream


