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Outlook 2022: “Shadow Fed” Tightening
 Peaking current account surplus caps index upside: Since COVID, China exports and 

saves, while the West imports and consumes. The accumulation of China’s current 
account surplus reflects the strength of foreign demand relative to China’s. But such 
surplus accumulation is set to slow, as COVID subsides and the world reopens. 
Indeed, China’s surplus may have peaked in March 2021 for this cycle. Historically, 
peak surplus coincided with peak stocks, as in late 2007 to early 2008, mid-2015, 
and again in Feb 2021. Meanwhile, our proprietary model suggests that the top of 
the trading range in the next 12 months varies little from the peak in 2021.

 China’s foreign currency deposits is the “Shadow Fed”, and it is tightening: China’s 
forex fund position and forex reserve have barely budged, despite the rise in current 
account surplus to around its 2007 peak. Instead, foreign currency deposits in 
commercial banks have been the reservoir to hold dollar liquidity, and have risen to 
~US$1trn – in tandem with the Fed’s balance sheet expansion during different 
phases of QE. 

We term it China’s “Shadow Fed”, and as such, it has a lot of bearing on China’s risk 
asset prices. As the Fed tapers and China’s exports slow, the rise in foreign currency 
deposits will likely stall, capping the market’s potential gains. If on the contrary 
COVID rages on, disrupting supply chain and causing sticky inflation, the Fed must 
tighten beyond expectations. If so, it would be even worse – it would be stagflation 
killing both stocks and bonds.

 Focus on the “underdogs” of 2021: Instead of betting on the overall index with 
limited potential, we suggest focusing on the “dogs” of 2021 – the sectors that have 
been ravaged by the tightening regulation, namely, consumer and internet. Even 
though property can rebound technically as perception shifts, fleeting as it may be. 
And energy still looks good. These sectors’ earnings are defensive, but are still 
underweighted by investors. Investor’s sectoral positioning has been slow to reflect 
a cyclical slowdown, and thus is vulnerable to a rude awakening.

 Targeted easing to manage systemic risks: As the economic short cycle descends 
from peak to trough, policy will gradually turn supportive to manage the downside 
risks. That said, blanket easing towards property is unlikely for now. Policy will 
instead tango with market expectations, balancing the resolve to the tame property 
speculation and the need to manage systemic risks. Targeted easing and even RRR 
cuts at some stage are likely.

As the expectation of ever-rising property price starts to shift, a re-allocation of 
funds from property towards other asset classes will promote a better capital 
market for the long run. The RMB will depreciate somewhat in the interim. Bond 
yield will fall, too, in an environment that is more conducive to safe-haven assets. 
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“Shadow Fed” Tightening

Peaking current account, peaking stocks

There is a great riddle when trading China amid COVID in the past two years: the onshore 
Chinese stock market seems to have been unfazed by the regulatory tightening on China’s 
education, online platform, and property sectors. While many offshore Chinese stocks 
including Hong Kong and those ones listed in the US have more than halved, the onshore 
Chinese stock indices have remained resilient, with some even making new highs. 

Pundits point to the fact that many Chinese tech names are listed offshore, and thus have 
been severely affected by the tightening regulations towards the internet platforms. But 
the ChiNext is China’s NASDAQ, and it lists many of China’s great tech companies as well. 
Further, the weakness in the Hang Seng Index, known for a lack of technology 
components, contrasts starkly with the strength in the onshore market. It is baffling.

To answer this riddle, we would look at China’s current account surplus, which has 
significant bearing on stock market performance. Historically, the stock market peaked in 
tandem with the surplus (Figure 1). For instance, the current account surplus peaked in 
late 2007 to early 2008, mid-2015 and again early 2021, and so did the CSI 300 index. We 
believe the change in China’s current account surplus explains the dichotomy of 
performance in China’s on- and off-shore markets.

Figure 1: Peaking current account tends to coincide with peaking market index  

Source: Bloomberg, BOCOM Int’l

COVID has been relapsing periodically and disrupting the global economy throughout 
2021. As China is the first to emerge from the pandemic, and has been an important 
supplier Western demand, its current account surplus has been surging from the US 
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dollars it collects from strong exports. In 1Q21, the surplus seemed to have peaked at a 
similar level seen during the heydays of Chinese exports in 2007.

The accumulation of China’s current account surplus mirrors the strength of China’s 
exports versus imports, or foreign demand vs. Chinese demand. Rising surplus suggests 
that foreign demand is stronger than domestic, and hence needs Chinese exports to sate 
it. Rising surplus also hints at a country’s ability to attract foreign savings. Also, Chinese 
savings are high, as domestic FAI growth stays high and consumption stays low. 
Historically, rising Chinese surplus reflected rising US trade deficit, and translated into 
rising forex fund positions that expanded the PBoC’s balance sheet. And vice versa (Figure 
2).

Figure 2: Deteriorating US current account mirrors China’s current account improvement

Source: Bloomberg, BOCOM Int’l

Empirical data have confirmed the above theory. In the past two years, the US retail sales 
and CPI data diverge from China’s consistently. In our outlook for 2H21 (“Value Still 
Striking Back”, 20210607), we highlighted that weak Chinese CPI was a sign of weak 
consumer demand, and thus warrants more attention. As China is an importer of 
commodities, whose prices are surging, upstream inflation at a 26-year high does not 
really suggest producer strength. As such, the US demand is indeed stronger than China’s, 
most likely stemming from the epic monetary and fiscal stimulus in the US. 

Rising surplus has been an important source of China’s monetary supply. The PBoC used 
to recycle the dollars as they come in from exports and converts them into RMB liquidity. 
Commercial bank lending is the most important source of money supply in China, as 
lending itself creates broad money supply. But the surplus is an important source of base 
money, the most powerful money in an economy.

As such, it is easy to see how rising current account means abundant liquidity, and thus 
has contributed to the onshore market strength, while the offshore one fails to benefit. 
It also helps explain why the broader market index such as the Shanghai Composite’s 
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(SHCOMP hereafter) strength is tempered, as it has some liquidity support but not the 
fundamentals. Under such a circumstance, the liquidity has found its way into the more 
speculative areas of the market, namely, the small-mid caps and the ChiNext. Meanwhile, 
the offshore market does not have the liquidity support as fundamentals deteriorate. 

The “Shadow Fed” is tightening

Another great puzzle in the past two years is that, although China’s current account 
surplus has been accumulating, the PBoC’s forex fund position has barely bulged. That is, 
the influx of the US dollars via China’s exports does not seem to have translated into 
domestic RMB liquidity directly. It is confirmed by slowing M2 growth at just above 8%. 
And the PBoC’s holding of US treasury has indeed declined slightly in the past two years. 
Where did the dollars go?

We notice that foreign currency deposits in China’s commercial banks have increased to 
around US$1trn in the past two years, and it has been a steep rise since the pandemic. It 
coincides with the strength in Chinese exports. That is, the US dollars received from 
exports have been stored in the commercial banks’ foreign currency deposits. And the 
rapid accumulation suggests abundant liquidity in the system. Please note that the PBoC 
raised RRR for forex deposits by 2% in June 2021. The last time the PBoC raised forex RRR 
was in May 2007. And the central bank resumed its issuance of central bank note, an 
instrument to reduce liquidity, in November 2018.

Further, China’s foreign currency deposits change largely in tandem with the Fed’s 
balance sheet, and hence correlate very well with China’s major stock indices, such as the 
Shenzhen Composite (SZComp hereafter). We note that the significant increase in forex 
deposits coincided closely with the Fed’s quantitative easing in 2008, 2012 and then 2020 
(Figure 3). As such, we can see how the commercial banks’ forex deposits have behaved 
like a reservoir for the influx of USD liquidity, and indeed reflect the global liquidity 
conditions created by the Fed. For simplicity’s sake, we could call the foreign currency 
deposits in China’s commercial banks the “Shadow Fed”.
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Figure 3: Fed’s balance sheet vs. China’s foreign currency deposits and Shenzhen Composite

Source: Bloomberg, BOCOM Int’l

Recently, the Fed has initiated its tapering program as expected, and stopped alleging 
that inflation is only “temporary”, after being confronted by the highest inflation in three 
decades. Historically, global central banks’ balance sheet expansion has propelled 
inflation and risk asset prices (Figure 4). With inflationary pressure at a multi-decade high 
and global stocks making all-time highs successively, the Fed’s balance sheet has run out 
of excuses to continue to expand. If so, the Shadow Fed’s balance should stop rising 
rapidly as well.

Figure 4: Global central banks’ balance sheet expansion propels stocks and inflation

Source: Bloomberg, BOCOM Int’l

The US asset bubble will further restrain the Fed’s balance sheet expansion. The real 
earnings yield of the US stocks is at its all-time low, and lower than the levels in Aug 1987, 
Mar 2000 and Aug 2008 (Figure 5). The risk of a bubble burst cannot be ignored.
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Figure 5: US real earnings yield (earnings yield – CPI) is around historic lows

Source: Bloomberg, BOCOM Int’l

Indeed, the growth in China’s foreign currency deposits has started to decelerate since 
May 2021. This turn roughly coincided with the peaking of China’s current account 
surplus in March 2021. As the Fed starts to taper, and exports strength continues to wane, 
it is likely that the growth in forex deposits has peaked. Historically, this growth has led 
the performance of the SHCOMP by about six months (Figure 6). This observation is 
consistent with the relationship between China’s current account surplus and the market 
indices discussed at the beginning of this report (Figure 1).

Figure 6: Chinese foreign currency deposits lead the SHCOMP by six months

Source: Bloomberg, BOCOM Int’l

S&P500 earnings yield – CPI
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China’s economic and policy cycle entering last phase

Our quantitative economic cycle model suggests that the Chinese economic short cycle, 
which typically spans around 3-4 years, is slowing. It contradicts the gloomy news 
headlines and the pessimism that the headlines have induced. Indeed, this year’s 
investment growth has been decelerating from a very high level, but is still high due to 
the low base from last year’s pandemic. 

While investment in property development is lower year on year, it is mostly due to the 
lack of land grab by developers who are trying to conserve cash. For sure, the property 
sector has attracted so much attention that it is easy to forget we are decelerating from 
a very high growth level, and is approaching but not yet at the bottom. Rebar spot price, 
long yield, CPI, industrial production, capacity utilization, etc have all confirmed the 
observations of our model (Figure 7 and Figure 14-17 in Appendix).

We must add that our proprietary economic cycle model is different from the “credit 
impulse” model that has been popularized by the Western investment banks (to be 
discussed in the next section). Our model measures the intensity of China’s investment 
cycle, while credit impulse measures the efficiency and the return of investment. Short-
term economic growth concerns less about efficiency. And “in the long run, we are all 
dead”.
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Figure 7: China’s economic short cycle is decelerating

Source: Bloomberg, BOCOM Int’l

China’s monetary policy cycle also spans about 3-4 years, and reflects its economic cycle 
(Figure 8). We can see that the PBoC’s balance sheet and RRR appear to be rolling over. 
And the corresponding macro-economic measures such as property investment growth, 
RMB strength and forex reserve, too.  
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Figure 8: China’s forex reserve, PBoC assets, RRR, CNY and property investment cycle

Source: Bloomberg, BOCOM Int’l

If so, as the short economic cycle decelerates further, the central bank is deftly moving 
into a position to ease. RRR will be cut when inflation pressure alleviates; and forex 
reserve accumulation will slow to reflect improving domestic consumption from policy 
stimulus; investment growth will slow as savings fall and consumption rises; and the RMB 
will depreciate somewhat to reflect the policy easing (Figure 8). 

It is hard to determine the timing of such a policy easing move. But investors should note 
that such a move will confirm the weakness in the economy, and thus is not necessarily 
a cause for celebration. Meanwhile, continued target easing is likely and works best, as 
the central bank continues to cushion the economic downside.

Will the property curb be relaxed and thus lead to a surge in bank lending? As we 
discussed earlier, bank lending is an important component of broad money supply. If so, 
money supply can still expand substantially, even if current account surplus, or the 
“Shadow Fed’s” balance, stagnates as the Fed tapers or even tightens - as long as 
property-related credit expands. 

It is a judgment call, and recently there have been rumors about a general relaxation of 
the property curbs. Our take is that the policy towards the property sector will be 
measured and targeted where it is most needed to manage systemic downside risks. After 
all, the property investment growth has not yet bottomed, and the prospect of losing 
policy credibility and losing control of the ever-expanding property bubble can be 
daunting. 
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Market outlook

For the coming 12 months, our proprietary EYBY model is forecasting a trading range with 
the top not far above the peak of 3,731 seen in the past 12 months, and the bottom just 
below the trough of 3,291 during the same period. 

In conjunction with our discussions of the effect of the “Shadow Fed”, as well as the 
prospects of China’s monetary supply in the previous sections, we can say that our 
quantitative model seems to suggest that the level around the peak in 2021, say around 
3,800, appears to be a cap on the upside for SHCOMP for now (Figure 9). And the future 
movements of SHCOMP are likely to tilt towards the downside. That said, even if the 
index were to move lower to the lower end of our forecast trading range, say around 
3,000, it would be a move of around 15% from where the index is now. And this is likely 
to be the worst-case scenario.

Figure 9: Our EYBY model correlates very closely with Shanghai Composite

Source: Bloomberg, BOCOM Int’l

If the economic cycle is set to slow further, it is not difficult to see inflationary pressure 
peak, and bond yield decline. Typically, in a falling yield environment, stock valuation 
multiple may expand to reflect lower funding costs. Yet, we investigated the change in 
stock valuation vs. bond yield in the past few years, and noticed that falling bond yield 
tended to correspond to falling valuation, as lower yield reflects a growth slowdown. In 
other words, without consulting with our model, falling bond yield in tandem with 
slowing growth suggests lower stock market index, not higher.

Our proprietary quantitative index forecast model correlates very closely with the actual 
index movement, and has served us well in the past (Figures 9 and 10). For instance, for 
the past 12 months, the actual peak of the SHCOMP at 3,731 is ~3% higher than the top 
of our forecast trading range issued last November. And SHCOMP closed above 3,700 for 
only two days in the past 12 months. For the 12 months ending November 2020, 
SHCOMP’s peak closing was 3,459, and never breached the top of our forecast range of 
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3,500 issued in November 2019. This year, we have further fine-tuned our quantitative 
model to improve its accuracy (Figure 10).

Figure 10: Our EYBY model correlates very closely with Shanghai Composite (cont’d)

Source: Bloomberg, BOCOM Int’l

Our sector rotation model shows that the best-performing sectors in the onshore market 
are materials, energy, and staples (Figure 11). Such sectoral strength tends to peak at 
market top, and is consistent with our proprietary model forecast of SHCOMP around its 
peak, and its upside is limited. We must emphasize that topping tends to be a gradual 
process, and is a trading range spanning some time, instead of a big bang at one point in 
time – unless it is a bubble burst. 
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As we are sliding from the market top, consumer, energy and tech should start to, or 
continue to outperform. While financials can do well at market bottom, we are somewhat 
lukewarm towards this sector that has been plagued by chronic underperformance over 
the years despite low valuation. We would rather be late than sorry. Property is broadly 
classified as financials in the onshore market, and can benefit from targeted easing to 
manage the systemic risk looming over the sector. 

Figure 11: Sector rotation model suggests we are near market top or early bear

Source: Wind, BOCOM Int’l (Market Top = Materials + Energy + Staples, Bear Market = Energy + Staples + Health Care, Late Bear = Health Care + Utilities + Financials, Market 
Bottom = Financials + Tech + Consumer Discretionary, Bull Market = Tech + Industrials + Materials)
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Investors’ portfolio positioning is slow to reflect the change in the economic cycle. We 
are still detecting overweight in the industrials and materials, the sectors that tend to 
perform well at the peak of the economic cycle (Figure 12). As such, investors appear 
unprepared for the turn of the economic cycle, and thus are vulnerable to potential rude 
awakening.

Figure 12: Portfolio holdings of various investor groups

Source: Wind, FactSet, BOCOM Int’l

One of our non-consensual calls last year was the burst of the growth stock bubble. We 
believed that the expensive valuation of the Chinese growth stocks, mostly internet 
platforms, reflected more of the credit expansion during COVID, rather than their 
fundamentals. As regulation tightened, these stocks plunged, with the US-listed Chinese 
tech index falling 80% and the Hang Seng Tech Index more than halved (Figure 13).
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Figure 13: The growth bubble has completely deflated

Source: Bloomberg, BOCOM Int’l

With such sharp correction within a short time, and gradual hints of moderation of policy, 
the outlook of Chinese tech stocks has improved substantially. We also like these stocks 
for their earnings defensiveness during an economic slowdown. These are defensive 
growth stocks.

Risks to our forecasts

Our forecast is premised on that foreign demand for Chinese exports fades as COVID 
subsides. As Chinese consumption starts to recover relative to foreign demand, 
accumulation of current account surplus will start to fall, or the growth in the balance of 
the foreign currency deposits in China’s commercial banks, or the “Shadow Fed” as we 
term it, will slow. It is also a reflection of the Fed’s tapering. In this base-case scenario, 
SHCOMP’s upside will be capped with its top not far from the peak in 2021.

But what if COVID relapses, as it did repeatedly during 2021? What would it mean for 
China’s demand relative to that overseas, and hence the country’s current account 
surplus and the “Shadow Fed”?

If so, it would be the worst-case scenario. If COVID continues to rampage the global 
economy, then inflation will stay stubbornly high, instead of backing down for the interim 
due to the base effect. Meanwhile, the Fed and other central banks will have no choice 
but to tighten beyond expectations when confronted by persistent inflation, as growth 
continues to slow. It will be a classic stagflation scenario, in which neither stock nor bond 
can do well.  

And what if there is a general policy easing to lift the property curbs to save the ailing 
property companies? As we have discussed before, while we believe there will be 
targeted credit easing, it is difficult to fathom a blanket easing towards the sector of 
which its enormity has plagued the Chinese economy for long. As property investment 
growth is still in the process of deceleration, and some developers are struggling but still 
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manage to pay off liabilities when due for now, it will be too early to intervene in a 
market-driven process in which finally some positive changes are emerging in the sector: 
property tax will be introduced on a trial basis soon, and the expectation of ever-rising 
property price is starting to shift. As the Chinese population is aging, and household asset 
allocation towards property is too high for such a demographic structure, the worst 
outcome would be continuing to leverage up to pile on bets on an asset class that has 
long passed its prime.

We have discussed the challenges that the property sector is facing in a special report 
title “Property Bubble, Aging Demographics and Common Prosperity” published on 
20211018.
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Appendix 

Figure 14: China’s economic short cycle is decelerating (1/4)

Source: Bloomberg, BOCOM Int’l
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Figure 15: China’s economic short cycle is decelerating (2/4)

Source: Bloomberg, BOCOM Int’l
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Figure 16: China’s economic short cycle is decelerating (3/4)

Source: Bloomberg, BOCOM Int’l
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Figure 17: China’s economic short cycle is decelerating (4/4)

Source: Bloomberg, BOCOM Int’l
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Figure 18: US economic cycle (1/3)

Source: Bloomberg, BOCOM Int’l
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Figure 19: US economic cycle (2/3)

Source: Bloomberg, BOCOM Int’l
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Figure 20: US economic cycle (3/3)

Source: Bloomberg, BOCOM Int’l

Figure 21: Sector earnings revision 

Source: FactSet, BOCOM Int’l
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Figure 22: Industry group earnings revision (1/2)

Source: FactSet, BOCOM Int’l
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Figure 23: Industry group earnings revision (2/2)

Source: FactSet, BOCOM Int’l
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