BOC INTERNATIONAL

@ ¥ 4 5 i BREELEEE S L

48 [ 7 B R A B AR, FlE, LE, ZA HMREMEHE
BOCI Fixed Income Research Rates, Currencies & Credits Special Collection

2013. 12. 02 FIPAR T BAR T A6 ERARHRE (V1)

Topics on Offshore RMB & RMB Bond Markets VI
Bl 32 /CONTENT:

F I (Steve Wang)

+(852)39886925 = MRIEFPE =P AL LRI GHEATIHH A

steve.wang@bocigroup.com China’s Third Plenum and implications for bond
market
X ¥% (Qiong Wu), CFA -P2
+«(852) 30886020 @ LR BRAR PTG RZARLE Y 69 1K3 4
. . The recent slowdown of dim sum bond market a
giong.wu@bocigroup.com ]
temporary low tide
-P10

% ¥ % (Cathy Peng)
+(852) 39886945

s ARG REEH E SR R

RMB’s resilience anchors support to dim sum bonds
-P16
= T E GDP ¥k AE M T kR EAGHKGERA A

Credit implications in the Chinese industry space

from a slowing GDP growth
martind.zou@bocigroup.com P21

= BARAARPHEKIETHEHZ
A synopsis of the offshore RMB CD market

cathyym.peng@bocigroup.com
4R3iX (Martin Zou)

+(852) 39886325

A (Joanna Zhao)
+(852) 39886323

-P27
joannan.zhao@bocigroup.com
HIRERA L LT FAAME, FFTRE R RTG53 159, 1

This report only represents analysts’ personal viewpoints, which don’t necessarily represent those of BOCI Group and any of its affiliated entities.



© Vi i

BOC INTERNATIONAL

China’s Third Plenum and implications for bond
market (Dated: 29 Nov. 2013)
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ity B =P LL2ATMATHYTA (R
4 8 #8: 2013.11.29)

Summary:

China’s Third Plenum has produced another very
important and far-reaching policy blueprint for
the nation's economic, social and political re-
forms by 2020 and beyond, aiming to sustain
China’s long-term growth and social stability.

As one of the principle guidelines of the new
reforms, the government has resolved to allow
market force to play a decisive role in resource
allocations in the economy. Planned key action
elements and goals in the economic, govern-
mental and social fronts include reforms on
market, financials, SOEs, fiscal & tax, gover-
nance, urban-rural integration, social justice &
welfare, ecological & environmental protec-
tions, one-child policy and China’s further
opening-up.

We expect substantial long-term impacts from
the new reform initiatives, while many actions
will be rolled out in the near-term. The reforms
will have overall a positive impact on the cor-
porate operating environment and growth
prospect, as well as on household financials, but
the degree of beneficiary differs for different
industries and some industries could see nega-
tive impacts.

China’s domestic and offshore bond markets are
expected to see sizable growth with expanding
product variety, as new reforms will open the
market access to more corporate issuers, in-
cluding HY/SME ones, and investors, both at
home and overseas, while create conditions for
muni, ABS and offshore RMB bonds to develop
further.
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The just completed Third Plenum of China's go-

verning party has produced another very important
and far-reaching policy blueprint for the nation's
economic, social and political reforms by 2020 and
beyond. The key policy document, as so called “De-
cisions on Major Issues Concerning Comprehensively
Deepening Reforms” or "Decisions" in short, covers
extensively and expansively the challenges and is-
sues that China faces today and down on the road,
and provides an expressive roadmap for the nation
to meet up the challenges and to reach its goal of
becoming a modern and prosperous country in the
world community in a not-distant future.

In fact, the latest "Decisions" are bold, innovative,
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visionary, comprehensive and sweeping, while at the
same time specific, practical, suitable, measurable and
achievable. This policy blueprint may well become
another hallmark milestone leading China to a brand
new phase of much deepened economic reforms and
market opening-up. If that's the case, it would all
benefit both China and the rest of the world.

In this report, we offer some of our interpretations on
this policy document, with focus on areas relating to
the bond market.

Key action elements and goals of outlined reforms
and initiatives

In economic front

Deepening economic reform remains one of the key
focuses. On the principle guideline of allowing market
to play the decisive role in resource allocations, the
outlined economic reforms set a broad agenda cover-
ing market reform, financial reform, SOE reform, fis-
cal/tax reform, urbanization-related reform and fur-
ther opening-up to the world.

Market reform China will accelerate the improvement
of a modern market system based on fair, open and
transparent market rules, China will adopt the nega-
tive-list administration system and facilitate an easy
company registration process. Pricing reforms will be
carried out in water, oil, gas, power, transport, and
telecom sectors. The government will also set up a
unified construction land market in urban and rural
areas.

Financial reform cover many important aspects of the
financial market, including allowing set-up of
small/medium-sized banks by qualified private capital,
shifting to a registration-based IPO application sys-
tem, speeding up interest rate liberalization, accele-
rating RMB capital-account convertibility, improving
market-pricing mechanism of exchange rates and
treasury yield, building a deposit insurance system
and optimizing capital market exit rules for financial
institutions.

SOE reform China will remain committed to the prin-
ciple of public ownership and to the leading role of
state-owned economy, and at the same time will con-
tinue to encourage, support and guide the further
development of private sectors to strengthen their
vitality and creativity.

The key actions cover three main areas. Firstly, the
reform would support further growth of mixed own-
erships and open the market of competitive business
currently monopolized by SOEs to non-SOEs to attract
private capitals and to foster competition. Secondly,
the government will shift from managing state-owned
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assets to managing state capitals invested in these
assets. SOEs’ mandates would be focusing on criti-
cal industries related with national security and
lifeline of national economy as well as providing
public services etc., which will receive priority
support from state capitals. For those naturally
grown SOE monopolies, their business operations
would be separated from government administra-
tion. Last but not least, SOE dividend payout ratio
to the state would be raised to 30% by 2020 to fund
state social welfare.

Fiscal and tax reform China will reform budgetary
system to guarantee a stable level of taxation and
to ensure budgetary accountability and transpa-
rency. On the tax front, key actions involve simpli-
fying VAT, increasing consumption tax for high
pollution, energy inefficient and luxury products,
accelerating legislation on property tax, resource
taxes, environmental protection taxes, etc.

The government will also strengthen debt man-
agement and develop a risk warning system for
central and local government debts. On fiscal ex-
penditure, the central government will increase
transfer payments to underdeveloped areas. Ex-
penditure allocation between central and local
governments would be improved through reforms.

Integrated urban-rural development system China
will build up a new industry-agriculture and ur-
ban-rural relationship to promote integrated ur-
ban-rural development, so that farmers can equally
participate in China’s modernization drive and
share the benefits of economic development. The
government will speed up establishment of a new
agribusiness system and boost farmers’ property
rights, allowing them to trade, lease, and profit
from their land or property rights through a rural
property market. To further promote urbanization,
reforms of the Hukou household registration system
would fully open the registration restrictions in
smaller cities and gradually open the restrictions in
mid-sized cities.

Further market opening-up China will further open
its market through relaxing investment restrictions,
accelerating the setup of free trade zones and ex-
panding market access to inland and border regions.

The reform is aimed to widen up investment access
from both sides of the border and to promote an
orderly free cross-flow between international and
domestic production factors. Enterprises and indi-
viduals will be encouraged to invest overseas and
undertake contract and labor cooperation projects
at their own risk. Investment treaty negotiations
with other countries and regions will be expedited.
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It is also reaffirmed to further expand opening up
and cooperation with Hong Kong, Macau and Tai-
wan.

In government/requlation front

In the government front, the key reform is to
transform government’s function into a more
law-based and service-oriented government. Under
this idea, Chinese government will streamline its
governance, delegate more functions to market
forces, reduce administrative interventions and
optimize government structure and function. These
will be done through relaxing government re-
quirements on project approvals, withdrawing from
business activities that can be self-regulated and
optimized by market forces, and transferring some
supervision functions from central government to
lower level government bodies.

Another highlight in government reforms is its aim
to efficiently manage local government debt risks.
As part of a broader fiscal reform, changes in local
taxation, budgetary discipline and transparency,
and expanding local government financing channels
were proposed to help tackle the local government
debt issue. Furthermore, the management perfor-
mance of local officials would be judged not just by
the measure of economic growth but also by social
measures such as environmental protection and
public services.

In social front

The core issue of social reforms is about equality
and justice in economic interests and rights, in so-
cial security and welfare, in government and laws,
and in citizen opportunities and fairness. The
above-mentioned urban-rural relationship devel-
opment and urbanization related reforms are fo-
cuses in order to address these issues. Establishing
a new urban-rural relationship would lead to fur-
ther industrialization of agricultural activities and
developing new cities from rural townships.

The social reforms also emphasize the need to
streamline, strengthen and diversify public services
to better meet citizen demands. China will deepen
reforms in the education system to assure more
equal education opportunities, improve job situa-
tions for college graduates, ease government rules
on starting a business, build a fairer and more
sustainable social security system, and overhaul
medical and healthcare system.

On the ecological/environmental front, the gov-
ernment will establish a comprehensive environ-
ment protection legal and management system. The
reforms will strengthen the management of prop-
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erty rights and consumptions of natural resources,
explicitly draw a nation’s ecological red-line and
widely apply paid use for natural resources and
ecological compensation. The price of Industrial
lands will be increased.

As an important strategic decision on family plan-
ning, the reform will relax the nation’s one-child
policy such that a couple with at least one as a single
child can have two children. This policy move is
aimed to optimize the nation’s population structure,
to increase working-age population and to reduce
the aging of the society.

Near- and long-term economic impacts on corporate
credit

Given that the planned reforms are extensive and
expansive, China’s corporate world is expected to
experience industrial changes and market moves in
one degree or another. The reform agenda is tar-
geting long-term changes, but actions will start to
roll out in a near-term.

In general, a successful implementation of the policy
blueprints will assure China’s sustained economic
growth and social stability, while at the same time
resolve some of the risk factors in the economic and
financial systems. We view these as potentially pos-
itive factors impacting corporate operating envi-
ronment and growth prospect, as well as on house-
hold financials, going forward.

Yet at detailed levels, different industries will see
different impacts, and the further market liberaliza-
tion will cause further credit differentiations among
Chinese corporates.

The reforms would have positive implications on
leading SOEs, clean energy, mass transit, healthcare,
mass consumer services, agriculture, defense, bro-
kers/dealers, asset managers, and environmental
services.

The continued government support on the leading
role of state-owned economy means key SOEs will
remain in supreme positions in strategically impor-
tant sectors and in public services areas, such as
energy, defense, telecom, utilities and banking. SOEs
in less strategically important sectors, however, may
face more competitions and less government sup-
port, but their near-term status and advantages will
likely see limited changes.

Many market-oriented reforms should benefit a wide
range of sectors. The price liberalization of re-
sources and further deregulations on the capital
market will benefit oil/gas, water affairs, bro-
kers/dealers, asset managers and credit rat-
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ing/information services. Urbanization-related re-
forms, single-child policy change, delayed retire-
ment age, household registration reform and the
further opening-up of services industry favor con-
sumer services, agriculture, healthcare, education,
waste treatment, infrastructure, and public service
machinery. China’s environmental protection drive
will benefit environment friendly sectors, such as
new energy and environmental services.

Defense contractors will benefit from the nation's
elevated defense strategy. As army further opens
some of its logistics and auxiliary services to civi-
lian contractors, those services industries should
also benefit from the changes.

IT industries will remain one of the most promising
sectors, owning both to the global trend and to
China's specific goals of optimizing its economic
structure, upgrading its manufacturing industries in
the value chain and modernizing its defense ca-
pacity.

Meanwhile, banks would see mixed blessing. Fi-
nancial reform means more market competitions
and interest rate liberalization, which will all
pressure banks’ profit margins. On a flip side, the
Chinese banks will benefit from local government
fiscal reforms that should help to reduce local
government debt risks, and rural banking will see
sustained growth, underlined by the government’s
plan to accelerate China’s urbanization and to beef
up farmers’ equality share of country's economic
wellbeing.

Property sector will also see a mixed blessing. The
urbanization-related reforms and loosening up of
the one-child policy will have positive policy im-
plications to the sector, while the eventual im-
plementation of a property tax across the country
will have a long-term cooling effect on the bubbling
property market.

Similarly, a more market-oriented price mechanism
and the accelerated urbanization will have a posi-
tive impact on the utility and resources sectors, but
tightened environmental rules and increased envi-
ronment and resource taxing will add additional
operating costs to these businesses.

In the negative front, luxury goods and services,
pollution-heavy industries and sectors with excess
capacity will be some of the clear losers on gov-
ernment plan to raise consumption tax on products
of high pollution, low energy efficiency and luxury
consumption. The continuing tighten-up of safety
regulations on drug/food products will introduce
more regulatory costs to these sectors.
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Things to expect for both domestic and offshore
bond markets

Issues on market access

Domestically, we expect the government to fur-
ther open bond market access for private enter-
prises and SMEs. Possibly a registration-based
system for bond issuance would eventually be
developed to replace the current approval-based
system, similar to what will be happening to eq-
uity IPOs. Such market-oriented systems would
allow more corporate issuers to compete for
finance resources in the capital market, align with
the government resolution of having the market
play a decisive role in resource allocation.

The bond market may become an important fi-
nancing channel for government's affordable
housing projects. In recent years, the PBoC has
used the inter-bank bond market to issue bond
instruments, asset-backed notes and other market
products to support qualified affordable housing
projects. In the future, the government may also
encourage financial institutions to securitize bank
loans made to affordable housing projects as a
way to improve the balance sheet of these banks.
The muni market could be reopened for local
governments on the back of expected budgetary
and fiscal reforms, providing additional financing
channels to resolve the local government debt
issue.

More Chinese corporates would utilize offshore
bond markets for fund-raising as China opens
further to cross-border investments and capital
flows. The increasing overseas investment activi-
ties by Chinese companies and continued promo-
tion by the government to accelerate the devel-
opment of the offshore RMB market will attract
more offshore bond issuance in both G3 and RMB
currencies.

Investor base

For domestic bond market, which is still largely
closed to foreign investors, the market will open
up more in the foreseeable future. In addition to
the current QFII/RQFIl programs that allow for-
eign investors to invest in the onshore market, we
expect new cross-border channels to develop at
some of the newly established free trade zones.
The entry barrier for foreign investor qualifying
for the QFII/RQFII programs may be lowered more
to expand investor access.

For overseas bond market, more Chinese institu-
tional and individual investors will see increasing
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access to the market, through government in-
stalled programs of either introducing overseas
investment products to Chinese investors onshore
or allowing Chinese investors to invest in the
overseas markets directly.

In addition, we expect more bonds from banks and
other corporate issuers will be traded on the
domestic securities exchanges as a supplement to
the currently dominating inter-bank market. This
would increase the access of bond products to
non-interbank community and individuals, and
making trading and price discovery more public
and transparent.

Products

In the product front, we expect to see an accele-
rated development of the corporate bond market,
particularly in HY bonds and other credit prod-
ucts, in response to the government's guideline to
shift more bank finance activities to the public
market and to create financing opportunities to
SMEs. We'll see significant growth of the securi-
tized market as an avenue for the banks to lessen
the burden on their balance sheet and to monetize
the asset value of local governments and other
asset-rich but cash-poor institutions. We expect
to see the development of a genuine muni market
that will gradually replace the LGFVs (local gov-
ernment financing vehicles) debt market, and lo-
cal government will monetize some of their as-
sets, through outright privatization, equity sales
or securitization, to lower their debt levels. Other
types of securities, such as exchangeable bonds,
bank CDs, as well as a distressed asset sector, will
emerge.

Besides the increase of product variety, accele-
rating interest rate liberalization and improving
the benchmark role of the treasury yield curve
would boost the demand for more rates related
hedging and investment activities. Market forces
will also help to improve documentation standard
and market practice. Privately placed bond is-
suance may also see growth amid regulation li-
beralization that encourages more participation
from private capitals in corporate financing.
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The recent slowdown of dim sum bond mar-
ket a temporary low tide (Dated: 01 Nov.
2013)

B & K & AF R
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R B FAR T AT 6 2R AU 45 5 691887
(¥4 B #5: 2013.11.01)

Summary:

m The overall improved sentiment in the
global bond market after the summer cor-
rection apparently has not extended to the
offshore RMB bond market, as new issuance
in this space has remained low since June
and the YTD volume has seen a 16% YoY de-
cline, while the USD market saw a strong
comeback since September.

m  One of the main causes for the issuance
slowdown of the offshore RMB bonds was
the sharp decline of direct issuance from
mainland Chinese corporates, despite some
continued activities from other HK/China
and non-HK/China issuers.

m  History shows that the USD bond market
tends to lead the offshore RMB bond market
in reacting to global risk sentiment shifts,
and we expect RMB issuance to pick up pace
after the recent resurgence of USD issuance.
The recent strong bond performance, con-
tinued RMB strength and some resurfaced
funding cost advantages may all help to
boost the offshore RMB bond issuance.

m  Although the cost advantage of offshore
RMB bonds is a mixed bag in the IG space,
such advantage seems apparent and signif-
icant in the HY space and versus the domes-
tic RMB bond market.

m The offshore RMB market has seen boosts
periodically from the roll-out of supporting
policies by both mainland and HK authori-
ties, and the recent policy moves from the
governments are new efforts to promote the
offshore RMB market’s long-term growth.
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The recent slowdown of offshore RMB bond is-
suance is in a sharp contrast to the recent re-
surgence of USD bond issuance. The overall im-
proved sentiment in the global bond market af-
ter the summer correction apparently has not
extended to the offshore RMB bond market. For
market participants, this unanticipated under-
performance raises concerns on the growth
momentum of the offshore RMB bond market.
Encouragingly, our analysis here, amid such
concerns, tells us the conditions for a continued
growth of this market remain solid and the re-
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cent slowdown is likely just another low tide
period before the next rising tide.

Latest market review

Year-to-date, a total of RMB 93.2bn offshore
RMB bonds have been priced (excluding CDs),
representing a 16% decline from the same pe-
riod a year earlier. The new issuance market this
year has shown a tale of two halves so far, as
the first half of the year saw a fairly busy ca-
lendar printing a total of RMB 76.1bn bonds and
the total volume fell dramatically to less than
RMB 15bn over the July-October period (see
Fig.1).

In contrast, offshore RMB CD issuance has re-
mained strong throughout the year. The total
volume has reached RMB 211.7bn YTD, as com-
pared to the total of RMB 154bn for the entire
2012. The monthly average volume during the
last 4 months was over RMB 17bn. The strong
offshore RMB CD market marks the continued
RMB liquidity growth offshore.

After a quiet summer, the USD bond market has
also seen a strong comeback since September.
For the past two months, a total of $27.4bn USD
bonds were issued in Asia ex-Japan space, as
compared to the $6bn total for the June-August
period. The USD new issuance resurgence bene-
fited from the UST rally on eased concerns over
Fed QE tapering, as pent-up demands during the
dry summer returned to the market.

Some issuance details

There are some interesting details on the latest
issuance data. One of the main reasons for the
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issuance slowdown of the offshore RMB bonds
was the sharp decline of direct issuance from
mainland Chinese corporates (see Fig. 1). These
include both Chinese banks and government ap-
proved SOEs. The reality is that regulators have
not released any new approved quota of direct
issuance for mainland companies this year. As a
result, only a total of RMB 7.5bn direct issuance
was done in the first 10 months, down substan-
tially from the approximately RMB 29.9bn total
in 2012. Issuance from HK, non-HK/China and
other Chinese issuers have dominated the new
issuance (excluding China sovereign)

However, we have seen some latest indications
of a market warming-up. The recent priced or
announced deals are on the rise. Ping An Insur-
ance, one of the largest Chinese insurers, has
priced a sizable RMB 1.8bn 5-year at 4.75%.
Province of British Columbia of Canada sold RMB
2.5bn of 1-year notes at 2.25%.

Past experience also suggests to us that the
offshore RMB bond issuance is coming back.
Historical data show that the USD bond market
tends to lead the offshore RMB bond market in
reacting to global risk sentiment shifts. Take this
year as an example, USD bond issuance started
to slow down drastically in June during the
summer correction. Yet at the same time, many
issuers including China sovereign, took the ad-
vantage of a relatively resilient offshore RMB
bond market to raise funds. On the flip side, USD
new issuance started to recover strongly in
September from the summer lull, while the off-
shore RMB bond market just started to show
signs of life in October, lagging behind by one
month. Similar situation also occurred in Janu-
arv when the USD market recovered ahead of the
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offshore RMB bond market from the Q4 market
slowdown of 2012.

We think the strong performance of offshore
RMB bonds recently should also support the
issuance expansion. As the FTSE-BOCHK offshore
RMB bond index shows, the market has re-
bounded from the May lows and is now back to
the historical high (see Fig. 2). The market has
registered a YTD total return of 3.29%, which
has outperformed JPM Asia USD IG and non IG
bond indices (with -1.57% and 1.12% realized
returns, respectively). In a more specific com-
parison, China Resources Power’s offshore RMB
bond due 2015 posted a YTD return of 3.01%,
which is about 129bps higher than its 2015 USD
bond’s return of 1.73%. This has not even in-
cluded the 2.2% FX gain of RMB YTD.

Supply/demand dynamics

For bond investors, the supply/demand dynam-
ics is an important consideration besides credit
risks. In fact, when credit risks are presumed
similar, the supply/demand consideration might
become a key factor in an investor’s decision-
making.

There are cases of illustration from both the
USD and the offshore RMB bond markets. In the
early days of the offshore RMB market, the ini-
tial high enthusiasm on RMB and on the new
type of asset class created a very strong de-
mand, thus causing a large supply/demand im-
balance. The result was an excessively de-
pressed yield level of offshore RMB bonds as
compared to similar USD bonds. The diverging
index performance in the early part of Fig. 2 and
the much lower offshore RMB bond yield as
compared to the onshore yield in the early days
were all indications of this phenomenon. The
gradual return of the supply/demand balance is
accompanied by the gradual rise of the RMB
bond yield.

The more recent example occurred during the
second quarter this year. The surging supply of
USD bond issuance in the HK/China space, par-
ticularly from HY issuers, created some indiges-
tion among bond investors. A waning appetite in
the USD space forced some bond issuers to look
into the offshore RMB bond market for alterna-
tive. Offshore RMB bond issuance then in-
creased, including many first-time HY issuers in
this market, which relieved some supply pres-
sure in the USD bond market and at the same
time offered some new high-yielding choices for
bond investors in the RMB space.
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Funding cost factor

Ultimately for bond issuers, funding cost is the
paramount factor in choosing between USD and
offshore RMB market for fund raising. The real-
ity is that the cost advantage between the two
markets shifts with time. If during the early days
RMB’s cost advantage was large and obvious
across the board, things have changed since
then.

In today’s market, the cost advantage is differ-
ent between IG and HY markets (see Fig. 3). In
the 1G space, it seems that the cost advantage is
a mixed bag, depending on individual cases. For
example, the offshore RMB bonds of CNPC, ICBC
Asia, CDB, and China Resources Power all seems
to trade at higher yields than their USD coun-
terparties, while Hong Kong and China Gas’
offshore RMB bonds show an opposite situation.

However, we continue to see a significant cost
advantage of offshore RMB bonds in the HY
space. As Fig. 3 shows, the HY examples all have
much lower yields in the RMB space as com-
pared to USD, with cost savings ranging from
2.10% to 2.86%.

Even the improved cost advantage of offshore
RMB bond market versus the onshore RMB bond
market is a reason to expect improved issuance
condition offshore. As shown in Fig. 4, the yield
difference between onshore and offshore 5-year
China sovereign RMB bonds is on the rise and
has widened out again to about 100bps recently
after seeing nearly no difference in June.
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Global backdrop

RMB’s internationalization has remained a
policy focus of the Chinese government and on
track of continued progress. The offshore RMB
market has seen boosts periodically from the
roll-out of supporting policies by both main-
land and HK authorities. To further enhance
the cross-border RMB flows, the mainland
authority has greatly expanded the QFII/RQFII
program and accelerated the approval pace.
Year-to-date, a total of $11.27bn new QFll
quota and a total of RMB 69.6bn RQFII have
been approved. Moreover, the RQFIlI program
has expanded to U.K. and Singapore (see Fig. 5
for RQFIl quotas). Also, the Chinese central
bank PBoC has signed up cross-currency swap
agreements with several new foreign central

banks, including the important BOE, ECB and
Brazil’s central bank. The launch of RMB
clearing services in Taiwan and Singapore

markets boosted offshore RMB business in
these markets.

From HK, regulators have launched RMB HIBOR
fixing for offshore RMB, based on submissions
from 16 contributing banks, to facilitate mar-
ket benchmarking and transparency. The HK
government has also proposed to mainland
authority to uncap the daily RMB exchange
limit for HK residents to further expand the
offshore RMB pool and activities. All these
latest policy moves, in our view, would extend
more supports to the growth of the offshore
RMB bond market going forward.

From the currency perspective, RMB has re-
mained stable and strong versus other major
currencies. The reacceleration of China’s
economic growth, as shown by the 7.8% GDP
growth in Q3 (7.5% in Q2), and a renewed
weakness of USD from delayed QE tapering
would continue to provide fundamental sup-
port to the RMB’s strength. Latest foreign
exchange reserves data (rose $163.3bn in 3Q
as the largest increase since 2011) and a trade
surplus of $169.4bn from the first three
quarters all indicate strong USD inflows that
also underpins the continuing appreciation
pressure of RMB.
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RMB'’s resilience anchors support to dim sum
bonds (Dated: 06 Sep. 2013)
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Summary:

m  Chinese RMB again stands out shining amid
the recent EM currency sell-off. We think the
well-demonstrated stability and strength of
this currency have spread positive effects to
the Asia’s other economies with strong links
to China.

m The RMB spot has been appreciating since
early 2012, completely ignoring the depreci-
ation implied in the forward market at the
same time. This persistent divergence be-
tween the forward and spot markets reflects
a difference between the market view and
policy reality.

m  Keeping RMB basically stable with strength,
especially at times of global financial crisis,
not only demonstrates China’s responsibility
to the world’s financial stability and eco-
nomic recovery, but also represents a much
needed base-building effort of China to ex-
pand RMB’s global acceptance and confi-
dence for an eventual internationalization.

m  Offshore RMB bonds have benefited from
RMB’s resilient performance and have in
general outperformed Asia USD bonds this
year. The outperformance is also marked by
the relatively lower volatility of offshore
RMB bonds vs. their USD peers.

EM currencies are again seeing a cyclic threat of
fleeing capital. As the US Federal Reserve is
moving closer to the end-game of QE and devel-
oped economies are on the mend, global liquidity
supply most likely has seen its peak and global
capital flows are now shifting away from the
emerging markets to the developed markets.
During the summer-time market correction this
year, both EM equities and credits have fared
worse than those of DM, while some of the EM
currencies have also shown severe stresses. All of
these are reflecting the reality check of a flood of
capital retreat from many EM economies.

Amid the broad sell-off of EM currencies, how-
ever, we do see a handful of currencies that have
held up relatively well (see Fig. 1). The Chinese
RMB again stands out shining, continuing to
showcase a remarkable stability and strength.
Among other Asian currencies, South Korean Won
(KRW), Taiwanese Dollar (TWD) and Singaporean
Dollar (SGD) are seeing none or only small im-
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pacts. In contrast, Indian Rupee (INR) and In-
donesian Rupiah (IDR) are among the hardest hit
Asian currencies.

The Asian currency sell-off

In Asia, it appears that countries with current
account deficits saw their currencies most vul-
nerable during these EM currency declines. In-
dia’s Rupee has slumped 20.8% against the dol-
lar since May. Indonesian Rupiah and Thailand
Baht fell 14.95% and 8.88%, respectively, over
the past four months. In contrast, the Chinese
RMB and Korean Won inched up 0.74% and
0.31%, respectively, for the same period. We
find that the current Asian currency sell-off is
somewhat different from the previous cases,
such as during the 1997 Asian Crisis and the
2008 Global Financial Crisis. In those previous
cases EM currencies basically fell dramatically
across the board, while the current one shows a
more case dependent and divergent situation.

In our view, a strong and stable RMB has spread
some positive effects on the region’s other
economies. As the Asia economic zone is now
more integrated and China plays a pivotal role
in the zone these days, the region’s major ex-
porters to China, such as South Korea and Tai-
wan (see Fig. 2), benefit particularly from their
close economic ties with China. Although the
relative strength of their currencies during the
current EM sell-off is probably a combining re-
sult of many factors, such as trade surplus,
economic fundamentals, central bank interest
rate and FX policies, etc, a significant trade
surplus with China, which has maintained a sta-
ble and strong currency, might also have been
an important factor lending support to their
currencies.

B 2: 2012 $XFF Eegdk 2 BF & GDP Bb & /Fig. 2: 2012
export to China/GDP in current USD
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The persistent diverging view of the RMB for-
ward market from spot performance

The forward market has been pricing a depreci-
ation of the RMB since early 2012. This negative
sentiment is rooted from a combination of ra-
tionales. The significant slowdown of Chinese
economy is probably the main culprit and the
rebound of USD vs. major currencies amid a
sustained US recovery also provides the other
side of the story. The conventional thought
would point to China’s need of a weaker RMB to
support its export industries at times of diffi-
culty, but a slowing GDP growth and, if, a de-
preciating RMB at the same time could add
concerns on possibly a large scale of capital
outflows.

However, RMB has remained firm. The spot RMB
has continued to show strength, with a total
appreciation of over 2.8% since Jan. 2012 (see
Fig. 3). The total appreciation over the last
12-month period was about 3.7%. This is in
contrast to the NDF implied rate which has al-
ways expected a depreciating RMB since early
2012 (the gray area in Fig. 3). For example, a
year ago NDF expected a 1.4% decline over the
following 12-month period.

This persistent divergence between the forward
and the spot markets reflects the difference
between the market view and policy reality. The
Chinese policy makers have consistently vowed
to keep the RMB exchange rate basically stable
at a reasonable level. Keeping RMB basically
stable, especially at times of financial crisis,
China has demonstrated its responsibility for
the world’s financial stability and economic
recovery. On the other hand, as China is on a
path to internationalize its currency and to
make it a free-convertible currency in the
not-distant future, keeping its currency stable
with strength is also a much needed
base-building to establish the currency’s global
acceptance and confidence. Chinese govern-
ment has showed its commitment to this stabil-
ity, despite of the enormous pressures from a
declining export industries and an advancing
UsSD.

Once again, we remain positive on RMB's out-
look in the near-to-medium terms. As China's
economic growth stabilizes, marked by the im-
proving signs from China’s manufacturing data,
and the new government continues to push
more economic and financial reforms while
working to stabilize the GDP growth, China
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should remain as a magnet for foreign invest-
ment and a sustainable export power. And the
continuing expansion of RMB's global accep-
tance will further increase the appeal of the
currency to international community, creating
more demand for the currency and its denomi-
nated assets. The world needs and demands a
more diversified currency and economic struc-
ture for the future global financial stability and
economic development.

The relatively lower market volatility of off-
shore RMB bond market

Offshore RMB bonds have also benefited from
the resilient performance of the currency. In
fact, the offshore RMB market has outper-
formed Asia USD bonds this year. The BOCHK
offshore RMB bond index has maintained a pos-
itive YTD return, despite the general market
weakness did spill over into the offshore RMB
bond market during the summer. In contrast,
Asia USD bonds had a negative YTD return.

In addition, we find that RMB bonds in general
experience relatively lower volatilities as com-
pared with their USD peers. Fig. 4 shows the
BOCHK offshore RMB bond index’s 10-day vola-
tility has been lower than that of JPM Asia USD
IG or non IG indices for most of the time. On one
side the stability and strength of the RMB has
supported the resilience of the offshore RMB
bonds, and on the other side the relatively short
duration and a more dedicated real money in-
vestor base of the offshore RMB bonds have also
been key factors for this overall lower market
volatility.

By the way, as reflected in the primary market,
new issuance has slowed down significantly,
following a strong first half of the year. In the
first half of this year, a total of RMB 76bn bonds
excluding CDs were raised (see Fig. 5), while
new issuance volume fell to less than RMB 2bn
in July-August. Nevertheless, the market has
rebounded since May-end lows, with BOCHK
offshore RMB bond index back to close to 105.
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Credit implications in the Chinese industry
space from a slowing GDP growth (Dated: 9
Aug. 2013)
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Summary:

m Chinese economy is undergoing a govern-
ment-blessed structure change that s
marked by a significantly slowed growth.
Being the largest segment of the economy
and the highest growth sector in the past,
the industrial compound has felt the most
pain.

m  Chinese government has targeted a number
of industries to reduce overcapacities
while promoting industrial consolidations.
They include steel, cement, electrolytic
aluminum, flat glass and shipbuilding.
Some of the sectors within these industries
have experienced sharp declines of growth
rate since 2010, such as coal mining,
transportation equipment, paper products,
electrical machinery and electricity supply.

m  Rating agencies have also taken notice of
the credit impacts on some of the indus-
trial sectors and names, and have issued a
number of sector- and name-specific rating
actions since last year. Metals/mining and
cement are among the heavily impacted
industries.

m Credit market has also seen reactions to
the changed industrial environment. Tak-
ing China Oriental and West China Cement
as examples, both have been downgraded
twice by rating agencies since last year and
their 5-year bond yields have risen over
200 to 350bps more than comparable
non-industry 5-year credits.
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International investors in Chinese corporate
bonds are rightfully concerned about the credit
implications from a slowing Chinese GDP
growth. Although part of this growth slowdown
is guided deliberately by the government’s
determination to shift the country’s economy
from an export-oriented, labor-intensive and
low value-added model towards a more do-
mestic-consumption focused, high-tech driven
and high value-added one, these economic
structure and momentum changes have never-
theless caused some alarming business deteri-
orations in a number of industrial sectors. We
have put together some data points and analy-
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sis here to highlight the credit implications in
the industrial space arising from this slowing
Chinese growth.

China’s recent economic performance

China’s economic growth has been undergoing
some significant slowdown since the 2010
peak. The real GDP growth rate has declined
from 12.1% in 1Q2010 to 7.9% in 4Q2012 and
then to 7.5% in 2Q2013.

Damages came mostly from the industrial space
of the economy. On one hand, as Fig. 1 shows,
the industrial sector makes up the largest
contributor (38%) to China’s overall GDP, far
outweighing the agriculture-related (10%),
wholesale/retail (10%), construction (7%), and
real estate (6%) sectors. On the other hand,
among the major GDP sectors, the industrial
sector has experienced the most growth de-
cline since 2010, down from YOY growth rate of
14.4% in 1Q2010 to cumulative YoY growth rate
of 7.34% in 1Q-2Q2013 (see Fig. 2).

In comparison, other major sectors are expe-
riencing a growth trend either comparable to
the overall economic growth or even better
(see Fig. 2). Agriculture-related kept a lower
but stable growth rate of around 4%, while
wholesale/retail, as well as construction in-
dustry, had growth trends similar to that of the
overall GDP growth but about 1-2% higher. Real
estate sector is a special case due to the fre-
guent policy interventions. During 2011 and
early 2012, this sector’s cumulative quarterly
YoY growth declined consecutively to a bottom
of -0.19% in 1Q2012, and then rebounded ra-
pidly afterwards, returning to a comparable
level of 7.55% in 1Q-2Q2013.

A 2: &4ATLEE GDP K it R A& #(%)/Fig. 2: Cumu-
lative quarterly YoY GDP growth in different sectors(%)
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Industries under the stress of overcapacity

The growth slowdown has exposed the problem
of production overcapacity in a number of
manufacturing industries. The Chinese gov-
ernment has officially published a policy
statement recently to identify the specific in-
dustries with overcapacity issues to be ad-
dressed under new government rules. These
industries include steel, cement, electrolytic
aluminum, flat glass and shipbuilding.

The government has further disclosed a list of
more than 1400 enterprises from 19 sectors
(including the 5 sectors mentioned above)
troubled by low capacity utilization rate as the
first batch of targeted consolidations. These 19
sectors are iron-production, steel-making,
coke, ferroalloy, calcium carbide, electrolytic
aluminum, copper (including scrap copper)
smelting, lead (including scrap lead) smelting,
zinc (including scrap zinc) smelting, cement
(clinker and grinding), flat glass, paper-making,
alcohol, monosodium glutamate, citric acid,
tanning, dyeing, chemical fiber and lead-acid
batteries (plates and assembly). According to
the data published by China Nonferrous Metals
Industry Association, the capacity utilization
rates of steel and aluminum sectors are only
67% and 78%, respectively. Similarly, the ca-
pacity utilization rate of flat glass and cement
sectors are both below 75%. Moreover, the
capacity utilization rate of shipbuilding is
around 50%. The government aims to improve
the industrial capacity utilization rate to above
80% through sector consolidation and effi-
ciency upgrading.

Detailed growth slowdown at industrial
sub-sectors

We examine some more details on the growth
slowdown at the industrial sub-sectors level
using the measure of monthly YoY industry
above designated size value-added growth in-
dex. Many of these sectors started to show
extended growth declines at the beginning of
2010 (see Fig. 3). Among the decliners, trans-
portation equipment sector (railway, ship-
building and shipping manufacturing) has the
worst performance, dropping from 30.1% in
March 2010 to -0.8% in June 2013, followed by
coal mining (from 25.2% to 4.1%), paper prod-
ucts (from 20.9% to 6.2%), electrical equipment
(from 21% to 6.8%), and electricity production
(from 14.8% to 6%).

Some other sectors only showed severe de-
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B 3: T &ATLIE A X A B b3g % (%) /Fig. 3: Industrial

sub-sector value-added monthly YoY growth (%)
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A 4: T ZATIIEH{E 4 A F) 3%k (%) /Fig. 4: Industrial

sub-sector value-added monthly YoY growth (%)

ernment policy moves to speed up the eco-
nomic restructuring (see Fig. 4). After reaching
the high point of 32% in February 2012, the
mining sector started to fall sharply to the 10%
area in June 2013. Wood processing reached its
peak of 32.6% at the beginning of 2012 and
then fell to 11.2% in June 2013. Similarly, be-
verage dropped to 6.2%, while textile and
agro-food processing declined to 8.7%.

Rating agency views

We list here some of the rating agencies’
comments and rating actions on industrial
sectors and specific credits as indications of
credit consequences.

Metals/Mining Moody’s has changed the out-
look of Asian steel industry to negative from
stable on August 7 2013, due to weakened
demand and sustained overcapacity. The rating
agency has already downgraded China Oriental
Group twice to Ba3 from Bal since last year (on
May 8 2012 and on July 4 2013, respectively),
while kept a negative outlook on the credit.

In the aluminum front, S&P has downgraded
Aluminum Corp. of China (NA/BBB-), the lead-
ing and state-owned Chinese aluminum pro-
ducer, twice from BBB+ to BBB since 2012 (on
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February 2, 2012 and then to BBB- on September
12, 2012, respectively), and kept a negative
outlook on the credit.

For the coal sector, S&P expects a subdued
demand and depressed coal prices to continue
hurting the industry’s profits in the near term,
but expects the sector to recover in the fore-
seeable future due to supportive Chinese poli-
cies for electric power, and therefore coal.
Moody’s has changed Yanzhou Coal (Baa3/BBB-),
one of the sector leaders, to a negative outlook,
while S&P has placed the credit on a downgrade
watch.

Cement S&P believes the policy tightening on
China’s real estate market has slowed the pace
in construction thus weakened the demand for
building materials including cement. Shanshui
Cement Group (NA/BB-), one of the major sector
players, was downgraded by Moody’s from ‘BB’
to ‘BB-’ with a negative outlook on July 31 2013.
Similarly, both Moody’s and S&P have down-
graded West China Cement (B1/B+) by one notch
in 2012 and kept its outlook at negative.

Credit market reactions

As the growth rate deteriorated in many indus-
trial sectors and rating agencies have taken
some negative rating actions in regard, the
credit market does see reactions to these nega-
tive changes. Fig. 5 lists the Chinese issuers
from these industrial sectors (in both USD and
offshore RMB bond markets). The list may serve
as a watch table for credit investors to avoid
some potential potholes. We do find some of
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these credits have underperformed against
those from non-industrial sectors. For example,
the spread between the China Oriental 2017
bond (Ba3/NA) and the diversified business op-
erator Fosun’s 2016 bond (Ba3/BB+) has wi-
dened out from the average -50bps in 2011 to
about 350bps as of today (see Fig. 6). Also, the
spread between West China Cement 2016s (B1
/B+) and Fosun 2016s increased from about flat
in May 2011 to about 200bps today(see Fig. 7).

In our opinion, many industrial sectors are ex-
pected to see continuing growth decline and
overcapacity pressure in the near to medium
term. China’s effort to restructure its economy
and to complete consolidations in some of the
industries will be at least a multi-year process.
On this note, investors should be biased more
towards those credits with industry leading po-
sitions and, if available, with state-ownership
background as better credit choices, such as

Zijin Gold, Yanzhou Coal, Shanshui Cement,
Texhong Textile, Chenming Paper and China
Longyuan.

B 6: vBAEFLSEEAEFH F L3R [Fig. 6: Spread and

yield comparison between China Oriental and Fosun
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(Dated: 16 May 2013)
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Summary:

m As a type of short-dated investment and
liqguidity management instrument, certifi-
cate of deposits (CDs) issued by banks in
the offshore RMB market have been grow-
ing fast in recent years, thanks to both the
rising yield of the product and active
marketing by the capital market.

m  Majority of the offshore RMB CDs were
from Chinese and HK local banks, and the
Big-4 Chinese banks make up 4 of the top 5
issuers.

m Offshore RMB CDs are largely sold on a
tailor-made basis in terms of sizes and
tenors, but 1-year CDs are the most popu-
lar one.

m  Buyers of offshore RMB CDs are of variety,
but they largely hold the instruments to
maturity, resulting in very limited second-
ary liquidity of these CDs, except for a few
mega-sized ones.

m  Offshore RMB CD rates have largely moved
along with the rates of other wholesale
fixed income products in the offshore RMB
market, such as offshore RMB bonds. In our
view, the tailor-made flexibility of CDs
continues to attract buyers who look for
decent yields for their short-term liquidity
management.
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As a type of short-dated investment and li-
quidity management instrument, certificate of
deposits (CDs) issued by banks in the offshore
RMB market have been growing fast in recent
years. The growth of this offshore RMB market
segment was boosted by both the rising yield of
this type of financial products and active mar-
keting of these products by the capital market
as a supplement to short-dated offshore RMB
bonds.

The issuance

The total RMB CD issuance in HK has reached
approximately RMB 154bn in 2012. This
represents a 97% increase from the estimated
RMB 78bn total of 2011. The pace of growth
has been even faster this year, as the YTD is-
suance of CDs reached approximately RMB
120bn, about 78% of the annual total of 2012.
Although this high YTD volume could partly be
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attributed to the large amount of CDs maturing
in the period (about RMB 56.5bn), we continue
to see a very active market of new issuance so
far. In contrast, the offshore RMB bond market
has been relatively quiet, as the YTD issuance
amounted to only about RMB 43bn (see Fig. 1).

A 1. BIARTABIEFFHFLATHR (H1CL) [Fig.
1: Offshore RMB CD and bond issuance (RMB bn)
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¥¥ERB: HBE. P4 E R /Sources: Bloomberg, BOCI

Majority of the offshore RMB CDs were from
China/HK banks. As a matter of fact, about 94%
were issued by Chinese or local HK banks. Fig. 2
lists the top 10 issuers. The Big-4 Chinese
banks are among the top 5 largest offshore
RMB CD issuers. However, a growing number of
other Asian and European banks have entered
this market for offshore RMB funding, such as
DBS Bank, National Australia Bank and BNP Pa-
ribas Bank, etc. China/HK financial institutions
with investment grade ratings (ranging from
Baa3 to Aa3) are the regular issuers. Their CD
offerings are quoted on a daily basis.

Offshore RMB CDs can have various issuance
sizes, ranging from RMB 100mm to RMB 3bn.
Tenor-wise, CDs can be as short as 1 month to
as long as 10 years, but 1-year CDs are the most
popular one (see Fig. 3). 1-year CDs accounted
for 55% of the total issuance since 2010, fol-
lowed by 6-month (15%) and then 3-month
(12%). For longer-dated CDs, 2-year and 3-year
CDs are also frequent, each accounting for 7%
of the total issuance.

Buyers of offshore RMB CDs are of a wide range
of backgrounds. They are mainly banks, asset
management firms, money market funds, pri-
vate banking investors, as well as corporations.
Given that most of these CDs are short-dated
and targeted issuance, they are largely held to
maturity by buyers. Therefore their secondary
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trading is very
mega-sized CDs.

limited except for a few

The recent CD rate trend

Offshore RMB CD rates have largely moved
along with the rates of other wholesale fixed
income products in the offshore RMB market,
such as offshore RMB bonds. Using the average
1-year CD rate from A1l rated banks as an ex-
ample, we can see that the CD rate rose quickly
from the 0.5% area in mid-2011 to the 2.5%
level at the beginning of 2012, due to tighter
offshore RMB liquidity and waned expectation
on RMB appreciation. Since then, the rate has
been range bound between 2.5% to 3.1% (see
Fig. 4), and currently stood around 2.7%.

B 4: 1 5550 AL SR REATRIRIP AR T AARIE 6 38 %
B % B [Fig. 4: 1-year offshore RMB CD rate by A1l rated
issuer
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By comparison with the bond market, Ex-
port-lmport Bank of China bonds (rated AA-)
due in 11 months are yielding 2.76%. Fig. 5 lists
some indicative 1-year offshore RMB CD rates
by issuers’ ratings. In our view, the tailor-made
flexibility of CDs continues to attract buyers
who look for decent yields for their short-term
liguidity management.
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