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Monthly Highlights

e On Oct 24, the PBOC reduced its one-year lending rate, one-year deposit rate, and the reserve
requirements for all banks. It also scrapped a deposit rate ceiling that limited what banks could pay savers

e On Oct 8, the PBOC launched the Cross-border Interbank Payment System (CIPs), a worldwide payments
superhighway for the RMB to facilitate trade settlement and investment in RMB

e Premier Li Keqiang hint at less than 7% growth for China's economy this year

¢ Interview with Alexis Garatti of Taikang Asset Management (HK) : the Chinese monetary policy is now at
the heart of the international currency system, being a part of the SDR currency basket being finally a
secondary issue

From the Chief Economist’s Vantage Point

With Stimulus Measures Being Strengthened, Improving the Economic Efficiency Shall Be the Real Challenge
Contributed by Dr. Ba Shusong, Chief China Economist, HKEx

Macro-economic statistics for September show that China economy continued to be weak amid overall stability. Even with
positive news such as stable consumption growth, a rebound in the real estate market in major cities and increased infrastructure
investment, the downturn in economic growth continued. Corporate results and investments have added to market concerns on
China economy.

The recent spate of policies adopted by the Chinese government to further stimulate its economy, including the interest rate cuts
and lowering of the RRR for banks on 24 October, gave us some reason to be optimistic about economic growth in the short
term. As these stimulus measures being upgraded as expected, it can be hoped that economic growth from the last quarter of
2015 to early 2016 will regain some momentum. The real challenge as for now should be dealing with the huge overcapacity and
accumulating leverage in the economy, and thus to raise economic efficiency after the latest stimulus measures have become in
effect.

As China economic growth slowed down, we saw two opposing viewpoints dominate in the market. One focuses on structural
transformation, which declares that a slowdown in economic growth is an inevitable result of structural transformation and should
be acceptable. Another viewpoint stresses that cyclical declines should not be allowed to go too far otherwise they will hamper
structural transformation, which is a medium-term process with gradual improvements. After the release of a series of economic
data that pointed to weaker than expected growth due to internal and external pressure, we noticed that there is a growing
consensus that stimulus measures should be strengthened to avoid huge downturn in the economy.

China reported a year-on-year GDP growth of 6.9% for the third quarter, which was the first time in nearly six years that growth
failed to reach 7%. This number makes sense in many ways if we take into account the current relatively large base of the
Chinese economy, the economy’s ongoing structural transformation and the impending end of a period of high-growth reliant on
demographic dividends, investment and exports. China’s growth rate is still quite decent comparing to other economies across
the globe.

While the market is concerned about the recent slowing down in China economy, we see opportunities for a rebound in the fourth
quarter as the stimulus measures further boost the economy. People should pay more attention to the real challenges that China
shall face in 2016 — de-capacity, deleveraging and improving its economic efficiency. We saw clear differences across different
industries in the progress of China’s economic transformation. Services and consumer sectors have been doing well, while the
real estate sector has regained some momentum in terms of sales in first-tier cities, but has remained weak in terms of
investment growth. Some innovative industries are performing relatively well as well. In contrast, growth of the secondary
industries has been very weak with PPI declining for four consecutive years. We also see abundant stocks in the real estate
market of second-and third-tier cities. Furthermore, some upstream industries with over-capacities and some highly-leveraged
industries shall inevitably face bankruptcy, restructuring and/or clearing of excess capacity in 2016. For China’s economic
recovery to be sustainable, deleveraging should be the way which must be passed as we cannot rely solely on continuing
accumulation of debt in some highly-leveraged industries. Deleveraging might potentially lead to some increase in the non-
performing assets of banks, however, it is a real issue that cannot be avoided if the China economy wants to resume its upward
trend and step up its transformation.

Sources: HKEx For more information, please email FICD@hkex.com.hk
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China Macro Update

Chart of the Month: China Uses Forwards to
Prop Up the RMB

Regulatory/Policy Developments

= ® China injected more stimulus into its slowing
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B The PBOC reduced its one-year lending rate to
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——Pre-Warning Coincident Leading ——Lagging Macro Economy Update
B New statements by Premier Li Kegiang and a
top Chinese central bank official hint at less
than 7% growth for China's economy this year.
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Sources: Bloomberg

For more information, please email FICD@hkex.com.hk




RMB FX Market Dynamics

Offshore RMB FX Market Comments

B  Based on media reports, market players believe the

spread between CNH and CNY FX rates will be curbed at
below 500 pips, in anticipation that the People's Bank of
China could combat any expectation of continuous
Renminbi depreciation.

B The current level of implied volatilities of ATM USD/CNH
options in the OTC market are higher than their 1-year
historical average level in most maturity period.
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HKEXx’s USD/CNH Futures

Product Highlights

B The turnover of HKEx's USD/CNH futures was 2,956 contra
[ ]

63 per cent of the volume
[ ]

Trading volume was high in the December 2015 and June

cts as of 30 October 2015, a 7-week high

There was a wide range of participants in HKEx's USD/CNH Futures market in October, with non-market makers contributing

2016 contracts, which accounted for 50 per cent of total monthly

volume in October. Open interest was high in the December 2015 and June 2016 contracts, which accounted for 53 per cent

of total open interest at the end of October.
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HKEx USD/CNH Futures Contract Provides
Best Liquidity Amid Volatility
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Offshore Bond Market Dynamics

Offshore RMB Bond Market Comments Offshore RMB Deposits vs.
usSD Outstanding Dim Sum Bonds
B  The MoF T-Bond yield curve has been moving down 1500.0 bn
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year with volumes in the first nine months amounting to 0.0bn -
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Onshore Bond Market Dynamics

Onshore RMB Bond Market Comments MoF T-Bond Yield 5Y:

B Bonds issued in China last month totaled 2.5 trillion Onshore vs. Offshore (%)
yuan, more than double the year-earlier total, bringing
bond issuance over the first three quarters to 15.1
trilion yuan for a 70.8% year-over-year gain. The
surge is attributed in part to falling financing costs

since 2014. 15 ——Onshore
B HSBC announced it was launching a joint venture 0; Offshore
with Shenzhen Qianhai Financial Holdings, to give it 0. : i i : :
an onshore securities license and build an onshore -05
renminbi debt capital markets business. T Y e e e e e e e e e W
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MoF T-Bond Outstanding
Split by Tenor
Key Figures on Interbank Market Cash Bond Transactions (classified as per bond type m<tYr
Bond Type Humber of Deals Trading Value(100M) Yield to Maturity P :;_2 ::
Policy Financial Bond 28,812 3494752 3.2621 S
Treasury Bond 7,580 9,568.15 28268 %\ ﬂ s
Medium-term Mote 10,068 8,709.14 46732 w56 Yr
Corporate Bond 7,780 6,363.06 3.5154 uB-7Yr
Chs 2257 4 86928 3.2301 =7-8Yr
Commercial Paper 14,868 4 53740 " 40822 8-9Yr
Central Bank Paper 105 244 88 27652 m9-10Yr
Others 2,332 2833.91" £ 3515 >10 Yr
Total 74,202 T7,123.35 36171
NAFMII Guidance for Non Fl Debt Issuing (as of 20 28)
5Yr MoM 7Yr MoM 10¥r MoM 15Yr
AbA+ 3.33 4 3.84 4 410 4 436 4 454 4 5.09 4 525 4 552 4
AAA 352 4 400 4 426 4 4 64 4 487 4 542 4 570 4 597 4
Ad+ 374 I 435 I 476 I 5.11 I 5.48 I 6.07 I 6.42 I 6.69 I
AA 418 4 481 4 524 4 5.68 4 6.04 4 B.75 4 7.07 4 7.50 4
Ab- 5.4 1 6.07 1 6.58 1 7.42 1 7.88 1 3.40 1 875 1 9.02 1

Sources: Bloomberg, WIND, NAFMI| For more information, please email FICD@hkex.com.hk
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Onshore/Offshore Short-Term Interest Rate Dynamics

Onshore/Offshore RMB STIR Market Comments CNH Implied Yield Spike Driven by FX Movement
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Expert Corner

Contributed by Alexis Garatti, Head of Global Economic Research, Taikang Asset Management (HK)

Global Impact of RMB Devaluation, An Inconvenient “Untruth”

Far from representing a short-sighted move from Chinese authorities to support growth, PBOC’s decision to devalue the RMB by
more than 2% on August 10th and 11th marked a turning point in the organization of the international financial system and a new
step in the implementation of structural reforms. This move has been criticized, amid mounting doubts on the stewardship of
Beijing’s economic team, who was accused of backpedalling on structural reforms, nurturing instability and triggering a global sell-
off of equity markets. We believe that these arguments rest on a series of untruths, which blur the signals of Chinese economic
policy.

Untruth 1: RMB depreciation was not fundamentally justified

Error correction models such as those developed by the Bank of Canada allow combining long-term and short-term equations to
describe exchange rate movements. We use this framework to estimate RMB'’s real exchange rate versus the USD in function of
oil prices, Chinese GDP and China’s productivity (all expressed in logarithm), on the basis of a sample ranging from 1Q05 to
4Q14.

Growth and productivity represent the major drivers of RMB fluctuations over the long-term, with oil prices having a low
explanatory power. Inflation differentials between China and the US were not significant. In the short-term, the RMB depends on
interest rate spreads and growth differential compared to the US.

We use this model to build our forecast on the RMB versus USD by factoring in values of our exogenous variables on the basis of
Oxford Economics’ expectations. The expected profile of the RMB, produced by our model, is broadly flat in 2015, with a 5.6%
margin of error for the nominal exchange rate of the RMB against USD. To this regard, the 2.4% depreciation of the RMB
observed YTD can therefore be fundamentally justified and weaken the argument of those accusing China of currency
manipulation.

Untruth 2: RMB depreciation will create a new wave of deflationary pressures

The deflationary impact of RMB devaluation is now a consensus. It deals with the reaction of Chinese consumers, tit for tat
devaluation of competing economies, prices of imported goods in developed economies and commodity prices. These factors
only focus on the short-term impact of currency devaluation and neglect long-term aspects, which are decisive in explaining global
inflation. At a global level, in the absence of rebound in salaries, a commodity — induced acceleration of prices is destined to be
temporary and not see any second round effects. Only healthy gains of productivity can support in a permanent manner salaries
and a higher level of prices. Therefore, the analysis of RMB devaluation should not only be interpreted under the angle of global
demand or commodity prices, but under the perspective of structural reforms leading to higher levels of productivity in China and
therefore higher productivity at a global level.

Untruth 3: RMB depreciation shows China entering currency war and worsens the global coordination of monetary
policies

Many commenters now see the PBOC entering a currency war. In our view, this interpretation is not valid. RMB devaluation
should not be interpreted as a way to unfairly boost growth, but as a necessary step to accompany structural reforms. Monetary
policies beneficially interact with structural reforms. Accommodative fiscal and monetary policies smooth short-term painful
impacts unavoidably associated with the transformation of an economy. This process is clearly at work in China. RMB devaluation
aims at giving some breathing space to economic actors in a time of de-leveraging, environment-related restrictions in old
industry, growing competition from outside and tight monetary conditions. By experiencing a too sharp deterioration of
macroeconomic conditions, the Chinese government could face mounting obstacles to the continuation and completion of
structural reforms. Moreover, China’s new exchange rate mechanism “appears a welcome step as it should allow market forces to
have a greater role in determining the exchange rate", according to the IMF. At last, recent Chinese FX interventions show,
beside the necessity to control capital outflows, that the authority has no intention to revisit a model of growth based on low value
of the RMB boosting the price competitiveness of traditional industry.

Untruth 4: PBOC has weakened the case for a role of the RMB in the international currency system

These FX interventions take mainly the form of sales in US Treasuries, which undoubtedly represent the bulk of Chinese foreign
exchange reserves. The current bout of volatility observed in the global equity market, has been paradoxically accompanied by an
increase of OECD countries’ long-term interest rates. In usual circumstances of high uncertainty and volatility, long-term bonds of
developed economies, see their yield move on the downside thanks to their status of safe heaven. This time, this is not the case.
The selling by the PBOC of US Treasuries has probably a much more important impact on the global fixed income market than
generally thought. Sell-off in equity prices, widening of credit spreads, increase of risk premiums and sovereign yields represent a
major impact of RMB devaluation, i.e. a tightening of global monetary and financial conditions.

This tightening takes place after many years of ZIRP policies and QE programs in the three major developed economies, which
created bubbles and limited incentives to reduce public debts. To this regard, the recent devaluation of the RMB marks a turning
point in global monetary and financial conditions as it is accompanied with a decline of Chinese foreign exchange reserves.

This shift in the Chinese foreign exchange policy is a crucial change in the organization of the international financial system. It will
contribute to elevate interest rates and reduce global liquidities. The implicit coordination of central banks policies has therefore
improved as global liquidity, currently nurtured by the over-expansionary stance of the Fed, BOJ and ECB, will be contained and

Sources: Factset, Taikang AMC (HK) For more information, please email FICD@hkex.com.hk
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even reduced thanks to the diminution of international reserves. As the main initiator of this trend of decline in foreign exchange
reserves of emerging economies, PBOC’s monetary policy contributes to tighten global monetary conditions and avoid further
inflation of three different global bubbles, i.e. in the equity, fixed income and real estate markets. The Chinese monetary policy
has therefore been the initiator of a normalization in global monetary conditions, which has been constantly and dangerously
postponed by central banks of developed economies.

In this context, the Chinese monetary policy is now at the heart of the international currency system, being a part of the SDR
currency basket being finally a secondary issue. As the market scrutinizes now all the decisions of the PBOC, the RMB has de
facto acquired a status of international currency

economist in the Research Department of Natixis, working three years in Paris and two years in London.

He first covered the UK and European Nordic economies and then focused on the US and Euro zone. He

b published “Why England lost”, a book analyzing the UK’s economic decline. In 2009, he joined Citic
F securities in Hong Kong as a Senior Global Macroeconomist and worked for Haitong Securities
International, with a growing focus on China and Asia Pacific. He joined TKAMCHK in January 2015 as

‘ the Head of Global Economic Research, providing multi - asset analysis for Taikang Asset Management.

ﬂ Alexis Garatti holds a PHD on “macroeconomic shocks inside a monetary union”. He started as an

Disclaimer: This content is for general information purposes only and should not be used as a substitute for consultation with
professional advisors.

For more information about the USD/CNH Futures,

please visit: http://www.hkex.com.hk/rmbcurrencyfutures

If you have any question , please contact us at:

Address: 10/F One International Finance Centre

1 Harbour View Street, Central, Hong Kong
Email: FICD@hkex.com.hk

DISCLAIMER

All information contained herein is provided for reference only. While HKEx endeavors to ensure the accuracy, reliability and
completeness of the information, neither it, nor any of its affiliates makes any warranty or representation, express or implied, or
accept any responsibility or liability for, the accuracy, completeness, reliability or suitability of the information for any particular
purpose. HKEx accepts no liability whatsoever to any person for any loss or damage arising from any inaccuracy or omission in
the information or from any decision, action or non-action based on or in reliance upon the information.

The information does not, and is not intended to, constitute investment advice or a recommendation to make any kind of
investment decision. Any person who intends to use the information or any part thereof should seek independent professional
advice. Modification of the information in whole or in part, in any form or by any means are strictly prohibited without the prior
written permission of HKEXx.

Futures involve a high degree of risk. Losses from futures trading can exceed your initial margin funds and you may be required
to pay additional margin funds on short notice. Failure to do so may result in your position being liquidated and you being liable
for any resulting deficit. You must therefore understand the risks of trading in futures and should assess whether they are right
for you. You are encouraged to consult a broker or financial adviser on your suitability for futures trading in light of your financial
position and investment objectives before trading.

Sources: Factset, Taikang AMC (HK) For more information, please email FICD@hkex.com.hk
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