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FX Insight

KRW - Room for Gains but Pace
to Moderate

Risk Sentiment Remains a Key Driver of KRW

Recent development in Korea peninsular and KORUS FTA adds to the
list of macro-fundamental factors underpinning broad KRW strength:
(1) synchronised global economic recovery continues to bode well for
Korean exports, benefitting trade-dependent currencies such as KRW;
(2) signs of pick up in inflationary pressures leading to room for BoK
to tighten monetary policy in 2Q-3Q; (3) broad USD decline
underpinned by macro trends helping to amplify gains in KRW. But we
caution that general risk sentiment remains fragile amid an
escalation of US-China trade war tensions. This could counter against
the other positive factors mentioned-above. In addition we are also
wary of leaning against the wind activities to temper or slow the
pace of gains in the currency. Our study on sensitivity of currencies
to changes in risk sentiment (proxied by MSCI World Index) and
sensitivity of respective sovereign (local currency) bonds to changes
in 10Y UST yields shows that KRW and Korea sovereign bonds are
highly vulnerable to equity sell-off and rise in UST yields.

Fair Value for USDKRW at 1090

Our fair value model which takes into account the relative
differentials in interest rates, inflation, current account and a
reflation proxy variable (defined as the change in the ratio of MSCI
World index to JPM Global Aggregate Bond Index) estimates USDKRW
at around 1090 levels. This suggests that the current level of spot
KRW (vs. USD) is about 3% overvalued relative to our fair value
estimate but the current spot remains within the fair value range
estimates (+/- 1 standard deviation).

Interim Rebound Risk for 1m USDKRW NDF

1m USDKRW NDF was last seen at 1058 levels. Key area of support
remains at 1050 - 1055 levels. Decisive move below this support is
required for further downside play towards 1040 levels to
materialized. That said we observed that price action on the weekly
chart shows a falling wedge pattern potentially forming. This is
typically associated with a bullish reversal in the near term. Rebound
risks not ruled out in the interim. Resistance seen at 1064, 1075 and
1089 levels. We look for opportunities on any up-move to fade into.
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KRW - Room for Gains but Pace to Moderate

Recent Development on Trade and Geopolitics - A Positive for KRW

Most recently (30 Mar), the visit by President Xi’s special envoy Yang
Jiechi to Seoul to meet President Moon was seen as a big step forward
in terms of China-S.Korea relations. Yang as special envoy to S.Korea
this could was a strong message that China is committed to improve
relations. He was sent in a government’s capacity as President Xi’s
special envoy and he also hold important appointments as the head of
the Chinese party’s Central Foreign Affairs Commission general office
and is a member of the 25-seat decision-making Politburo.

In particular Yang promised Moon to expect “visible accomplishments”
in the near future on issues relating to resumption in sending group
tourists from China to South Korea, resolve Lotte’s difficulties in China
(i.e. facilitating sales of Lotte marts in China, resuming the construction
of Lotte Town in Shenyang), subsidies for electric cars with Korean
batteries, help reduce fine-dust pollution from China, etc. Yang even
proposed to launch a joint environmental research and cooperation
center as early as possible to address the worsening air quality in S.
Korea (believed to be partially caused by China).

Recall that early last year, relations between China and S.Korea were
strained following the latter’s decision to deploy US THAAD. In response,
China had banned the sale of package tours to S.Korea while broadcast
of Korean entertainment was banned on public Chinese television.
Imports of Korean cosmetics were also banned last year.

Improvement in bilateral ties could help to reverse Korea’s services account
deficit. Chinese tourists accounted for about half the revenue of South
Korean hotel chains, cosmetics companies, and duty-free shops.
Resumption of Chinese tourist arrival and spending could further extend
its current account surplus (currently in its 72" consecutive month).

Recent visit (25 - 28 Mar) by North Korea leader Kim to Beijing and
willingness to hold summit with US is a strong commitment to
denuclearization. Plans are underway for South and North Korea to hold
a summit on 27 Apr while talks are ongoing for a North Korea-US
Summit to be held before end-May 2018. Summit agenda is expected to
be centered on denuclearization of Korea peninsula and efforts to
improve relations between the two Koreas. We believe this should help
to ease geopolitical tensions further and support gains in KRW in the
broader term.

Separately last week, it was announced that US have reached an
agreement in principle with South Korea on the bilateral KORUS FTA.
This came slightly earlier than expected amid rising trade war tensions
between US and China. Two concessions were given by South Korea in
return for being exempted from the global steel tariff imposed by US -
(1) allow US automakers to export 50,000 cars to Korea per year, up from
25,000 currently; (2) while Koreans limit their annual steel exports to US
to 70% of its past 3 year average. A revised KORUS FTA that is concluded
earlier than expected should be supportive of sentiment and KRW. But
we note that the revised deal has not been signed as Trump is
considering a postponement of the signing until after the Washington-
Pyongyang talks (which is expected to be sometime in May). Delay here
may pose temporary downside pressure on KRW.
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Escalating US-China Trade Tensions Affect Risk Appetite

While the outlook for KRW is expected to brighten up as geopolitical
tensions and trade war fears recede, we stay cautious as general risk
sentiment remains fragile amid an escalation of US-China trade tensions,
UST yield curve compression (2y10y UST vyield spreads narrowed to
lowest levels of +47 in more than 10 years, a pre-cursor to elections) and
whether stock sell-off seen past days have legs (S&P 500 testing below
200 DMA).

On US-China trade front, there appears to be tit-for-tat responses from
both countries. China announced (1 Apr) import tariff on 128 American
products worth around USS$3bn, in retaliation to US’s import tariffs on steel
and aluminum.

Subsequently (4 Apr), US proposed imposing 25% import tariff on a range
of Chinese-made high-tech products worth about US$50bn. The list of
items includes lithium batteries, medical devices, communication
satellites, etc. amongst the list of about 1,300 items.

In response with the same proportion, scale and intensity, as promised
by China, the Ministry of Commerce said that China will levy 25%
reciprocal tariffs on a range of US imports worth about $50bn. The list of
items includes planes, soybean, automobile and chemicals, etc. amongst
the list of about 106 product types.

However we note that these tit-for-tat responses from US and China
on imposing import tariffs are yet to be finalised or implemented.
Quiet negotiations are probably underway. US Commerce Secretary
Wilbur Ross said that the US is not entering a World War lll and left the
door open for a negotiated solution. Trump Administration is urging
China to lower tariffs on cars and open its market to US financial services
as part of talks to resolve a rise in trade tensions. In the event that trade
tensions ease further, risk sentiment could turn around and that could
support risk-on proxy trades, including KRW.

Escalating Trade Tensions Weigh on Risk Appetite

MSCI World Index, Escalation of trade tensions (NAFTA,
VIX (Inverted, LHS) KORUS re-negotiations & most recently,
US-China tit-for-tat) since Mar led to -

loff in equiti
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MSCI World
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ecIineL in equity market due to fear of
aster than expected pace of Fed tightening,
triggered by faster wage growth

Source: Bloomberg, Maybank FX Research & Strategy
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Sentiment is a Major Driver of KRW

Our study on sensitivity of currencies to changes in risk sentiment
(proxied by MSCI World Index) and sensitivity of respective sovereign
(local currency) bonds to changes in 10Y UST yields shows that KRW and
KR sovereign bonds are highly vulnerable in the event of equity sell-
off and rise in UST yields. In this environment, long JPY and CHF are
preferred.

That said if risk sentiment improves (i.e. equity rises), KRW and AUD
typically benefit, given its relative high betas.

KRW and KR Bonds Most Sensitive to Changes in Equity and UST Yields
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Note: Matrix is constructed based on the coefficients in regression of currencies
changes against the USD on MSCI World Index (y-axis) and coefficients in
regression of respective local currency sovereign 10Y bonds on 10Y UST yields (x-
axis) over the sample period of past 1 year (4 Apr 2017 to 4 Apr 2018) using daily
data frequency

Source: Bloomberg, Maybank FX Research & Strategy

BoK Rate Hike a Possibility in 2Q-3Q 2018

We retain our view for BoK to keep policy rate on hold at 1.5% at the
upcoming meeting on 12 Apr. Though inflation rebounded in Feb to 1.4%
from 1% in Jan (due to jump in fresh food prices on winter season),
inflation remains below BoK’s 2% target.

This leaves room for BoK to monitor further data flows. We are still
expecting BoK to raise policy rate by another 25bps in 2Q-3Q 2018 from
1.5% if demand-induced price pressures picks up pace amid
reacceleration in growth momentum. We believe BoK is monitoring if
inflationary pressures from the demand side picks up. Minimum wage will
increase by 16% this year, its largest magnitude of increase since 2001.
Wage pass-through may have positive impact on consumption spending,
growth and lead to inflationary pressures.
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Korea CPI Still Well Below BoK 2% Inflation Target
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Source: Bloomberg, Maybank FX Research & Strategy

While the surprise contraction in 4Q GDP was the worst result (-0.2% q/q
vs. +1.4% in 3Q) since 4Q 2008, the decline was due to fewer work days
and base effects. Strength in consumption and government spending was
overwhelmed by slowdown in car exports and construction. That said
Korea economy expanded 3.1% for 2017, its fastest expansion in 3 years.
For 2018, BoK still expects the economy to grow by 3% subject to global
demand for memory chips and other manufactured goods.

Room for KRW to Extend Gains but Pace to Moderate

The outlook for KRW is expected to brighten up as geopolitical tensions
and trade war fears unwound further. Key area of support for USDKRW at
1050 - 1055 which we believe will be a challenging support to break. We
caution that a decisive move below could trigger more downside play for
the pair. Recent development in Korea peninsular and KORUS FTA adds to
the list of macro-fundamental factors underpinning broad KRW strength:
(1) synchronised global economic recovery continues to bode well for
Korean exports, benefitting trade-dependent currencies such as KRW; (2)
signs of pick up in inflationary pressures leading to room for BoK to
tighten monetary policy in 2Q-3Q; (3) broad USD decline underpinned by
macro trends helping to amplify gains in KRW.

But we caution that general risk sentiment remains fragile amid an
escalation of US-China trade war tensions. This could counter against the
other positive factors mentioned-above. In addition we are also wary of
leaning against the wind activities to temper or slow the pace of gains in
the currency. Verbal intervention remains a key risk to watch. Most
recently on 3 Apr, Finance Ministry officials warned that authorities will
take stern measures in case of excessive movements in currency.
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Fair Value Estimates Suggest USUDKRW is Within the Range Estimates
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Source: Bloomberg, CEIC, Eviews, Maybank FX Research & Strategy

Our fair value model which takes into account the relative differentials
in interest rates, inflation, current account and a reflation proxy variable
(defined as the change in the ratio of MSCI World index to JPM Global
Aggregate Bond Index) estimates USDKRW at around 1090 levels.

This suggests that the current level of spot KRW (vs. USD) is about 3%
overvalued relative to our fair value estimate but the current spot
remains within the fair value range estimates (+/- 1 standard deviation).
Moreover short term deviation away from fair value point estimate is not
uncommon and tends to correct.

Deviations from Fair Value Point Estimate Tend to Correct

12% ~ Spot USDKRW %-Deviation from Fair Value Point Estimate
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Source: Bloomberg, CEIC, Eviews, Maybank FX Research & Strategy
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1m USDKRW NDF (Weekly Chart): Near Term Rebound Risks

Pair has traded lower MTD, but move lower appears to have lost some
momentum. Last seen at 1058 levels. Key area of support remains at
1050 - 1055 levels. Decisive close below the area could trigger further
downside play towards 1040 levels. That said we observed that price
action on the weekly chart shows a falling wedge pattern potentially
forming. This is typically associated with a bullish reversal in the near
term. Rebound could target 1064, 1075 and 1089 levels. Our bias
remains to sell on rally.
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Source: Bloomberg, Maybank FX Research & Strategy
SGDKRW (Daily Chart): Signs of Upside Risk in the Near Term

Cross was last seen at 806 levels. Shorter term technical suggests the risk
of rebound. Resistance seen at 815, 821 levels (200 DMA). Bias remains to
fade. Key area of support to watch at 790 - 800 (which have previously
served as strong support in 2015, 2017 and 2018).
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MYRKRW (Weekly): Signs of Bullish Momentum Waning

Cross was last seen at 274.20 levels. Underlying momentum remains
bullish as indicated on monthly charts but shorter term momentum and
stochastics indicators suggests risks of moderation. Pullback could re-
visit 270, 266 levels. Resistance at 280 remains intact. Bullish trend
channel formed since early-2017 remains intact.
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Source: Bloomberg, Maybank FX Research & Strategy
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DISCLAIMER

This report is for information purposes only and under no circumstances is it to be considered or intended as an offer to sell or
a solicitation of an offer to buy the securities or financial instruments referred to herein, or an offer or solicitation to any
person to enter into any transaction or adopt any investment strategy. Investors should note that income from such securities or
financial instruments, if any, may fluctuate and that each security’s or financial instrument’s price or value may rise or fall.
Accordingly, investors may receive back less than originally invested. Past performance is not necessarily a guide to future
performance. This report is not intended to provide personal investment advice and does not take into account the specific
investment objectives, the financial situation and the particular needs of persons who may receive or read this report.
Investors should therefore seek financial, legal and other advice regarding the appropriateness of investing in any securities
and/or financial instruments or the investment strategies discussed or recommended in this report.

The information contained herein has been obtained from sources believed to be reliable but such sources have not been
independently verified by Malayan Banking Berhad and/or its affiliates and related corporations (collectively, “Maybank”) and
consequently no representation is made as to the accuracy or completeness of this report by Maybank and it should not be
relied upon as such. Accordingly, no liability can be accepted for any direct, indirect or consequential losses or damages that
may arise from the use or reliance of this report. Maybank and its officers, directors, associates, connected parties and/or
employees may from time to time have positions or be materially interested in the securities and/or financial instruments
referred to herein and may further act as market maker or have assumed an underwriting commitment or deal with such
securities and/or financial instruments and may also perform or seek to perform investment banking, advisory and other
services for or relating to those companies whose securities are mentioned in this report. Any information or opinions or
recommendations contained herein are subject to change at any time, without prior notice.

This report may contain forward looking statements which are often but not always identified by the use of words such as
“anticipate”, “believe”, “estimate”, “intend”, “plan”, “expect”, “forecast”, “predict” and “project” and statements that an
event or result “may”, “will”, “can”, “should”, “could” or “might” occur or be achieved and other similar expressions. Such
forward looking statements are based on assumptions made and information currently available to us and are subject to certain
risks and uncertainties that could cause the actual results to differ materially from those expressed in any forward looking
statements. Readers are cautioned not to place undue relevance on these forward looking statements. Maybank expressly
disclaims any obligation to update or revise any such forward looking statements to reflect new information, events or
circumstances after the date of this publication or to reflect the occurrence of unanticipated events.

This report is prepared for the use of Maybank’s clients and may not be reproduced, altered in any way, transmitted to, copied
or distributed to any other party in whole or in part in any form or manner without the prior express written consent of
Maybank. Maybank accepts no liability whatsoever for the actions of third parties in this respect.

This report is not directed to or intended for distribution to or use by any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation.
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