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CNY / CNH: under pressure
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2"d year of declines?

e RMB depreciated 2.5% in 2014 and is 0.6% down YTD
v Declines have been driven by foreign debt repayment by onshore corporates
v" We expect downward pressure to continue in Q1 and Q2, towards 6.30 — 6.35
v The pressure will dissipate by mid-year and a we see a recovery in H2 to 6.16
9.00 - USD/CNY
8.50 -I
el 0
8.00 - I
7.50 - I
after 20 years of either
7.00 1 appreciation or stability, the CNY
depreciated by 2.5% in 2014 and - [
6.50 {4 by another 0.5% in 2015 YTD
= =
600 T T T T T T T T T T T T T T T T T T T . llj T 1
94 95 96 97 98 99 00 01 02 03 04 05 06 O7 08 09 10 11 12 13 14 15

Source all charts: Bloomberg, Crédit Agricole CIB

CH? CREDIT AGRICOLE

CORPORATE & INVESTMENT BANK




Weakening fundamentals

e RMB fundamentals have weakened
v Growth is in decline
v" Net international investment position has shrunk
v" FX reserves have peaked
Net international investment position, quarterly, $bn
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Despite a record surplus in goods trade...

e Surplus in goods trade hit record $60b in January
v However, it has been overwhelmed by outflows from other current account items and by capital account deficit
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...a balanced external position

e After years of surpluses, China’s external position has become balanced
v Q414 actually saw a shortfall of $30bn — the biggest ever
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Negative balance of transactions

e While BoP is negative, balance of international FX receipts and payments looks even worse
v Balance of onshore transactions is showing a still deeper shortfall

Balance of payments vs balance of FX transactions, quarterly, $bn
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RMB internationalization is a negative s

e Inflows are increasingly denominated in the RMB
v This leaves less FX inflows
v Outflows are more strongly biased towards FX

International client receipts - currency breakdown
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A look at receipts s

Receipts from abroad vs FX sales onshore ,' $bn,2014
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A look at payments

Payments abroad vs FX purchases onshore, $bn, 2014
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Monthly data shows net FX buying onshore s

e Over four out of the past five months China had a net outflow of FX
v Over the past six months the onshore market saw net onshore FX purchases

v In January, net FX flow to China was positive again, but onshore market still saw net FX buying (probably as inflows were kept in FX)
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PBoC acts to stabilise USD/CNY exchange rate

e Weakening of the fixing
e FX interventions

e How about band widening?
v Not under pressure!

USD/CNY fixing, trading band and spotrate (inverted scale)
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Low end of the band s’

e Onshore RMB is trading closer to the low end of the band than ever
v" CNH is again outside of the band

RMB spotversus onshore fixing (against USD)
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Spot — forward RMB curve overview
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CNH spot at a discount again s

e CNH s trading at a discount to onshore RMB due to:
v Lack of PBoC interventions offshore
v Foreign exporters hedging in the CNH market

CNH spotvs CNY spot
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Record levels of FX swap points s

e CNH market liquidity has tightened due to:
v Higher onshore money market rates

v Net outflows of liquidity to the onshore market

e CNH forward points are at record highs due to tight liquidity and foreign exporter hedging
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Vols are surging s

e CNH implied vols have risen to the highest level since late 2011
v Realized volatility is slowly catching up

v Vols corrected in February after spo stabilised

v There is still some limited near-term and larger medium-term upside to vols
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Risk reversals highest ever s

e Risk reversals have surged
v Markets fear further spot depreciation
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CNH CCS: up, up and away
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CNH CCS at record highs

e CNH CCS rates have trended higher YTD, reaching record high levels
v" Tightening of CNH liquidity
v Shift to the right of CNH FX swap points

CNH CCS - key benchmarks (%)
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Inverted relationship between liquidity and spreads

e As aresult of the liquidity tightness, in January the CNH CCS curve to become fully inverted

CNH liquidity vs CNH CCS term spreads
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The curve is inverted beyond 3Y

e All CNH CCS tenors have moved upwards
v" The short end has seen the steepest increase
v" The curve is inverted beyond the 7Y tenor
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Offshore RMB deposits: are they really on the rise? s

e In January, deposit pool shrunk in Korea but rose in Taiwan

Offshore RMB deposits - main markets (bn)
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It’s all about liquidity

e Offshore money market rates have surged above onshore rates

v Since October the RMB has been leaving the offshore market and moving back onshore
v This is partly due to the fact that CNH has been trading at a discount versus CNY, making the RMB more valuable onshore
v" Liquidity will remain tight for the foreseeable future

e CNH liquidity should improve in H215 due to:

RMB globalization policy
v" RRR cuts and resulting liquidity easing onshore
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150 -
147
100 A lod |11 122
85
50 61
0 28 22 30
(22) @2 "9
-50 A
-100 f
(150)

-150 H
-200 -

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan

Source all charts: Bloomberg, Crédit Agricole CIB

CH? CREDIT AGRICOLE

CORPORATE & INVESTMENT BANK




It’s all about liquidity (2)

Main avenues of liquidity flows from offshore to

([ J
onshore markets:
v CNY-settled direct investment (biggest source of drainage)
v" RQFII program
v Shanghai - Hong Kong Stock Connect program
Shanghai - Hong Kong Stock Connect:
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FX swap points have moved to the right

e Divergence of onshore USD and RMB rates — but likely to be reversed via monetary easing and post LNY
e Relentless EUR and GBP buying against the CNH by European corporates in — but usually only in Q1
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Rising CNH swap points and CCS rates

e Strong correlation between FX swap points and CCS
v" It ensures that the smaller (CCS) market is following the larger (FX swap) market higher
e Capital account opening in the SFTZ
v" It puts a floor at short-term onshore levels under offshore rates, raising long-dated CNH CCS
e Shorter rates will be supported by tight offshore liquidity
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Quarterly forecasts

Ql | Q2 | Q3 | Q4 | Q1 | Q2 | Q3 | Q4 | Q1 | Q2 [ @3 [ Q4 [ Q1 | Q2 | Q3 | Q4
‘13 | 13 | 13 | '13 | '14 | '14 | '14 | '14 | '15 | '15 | '15 [ '15 | '16 | '16 | '16 | '16
GDP
QoQ (%) 17 18 23 18 16 19 19 15 14 19 18 17/ 15 17 17 16
QoQ (%, annualised) 70 74 95 74 66 78 78 61/ 57 76 74 70 61 70 6.8 6.6
YoY (%) 78 75 79 76/ 74 75 73 73 69 68 67 69 70 69 6.7 6.6
CPI (%, YoY)
Average 24 24 28 29 23 22 20 15 11 13 14 18, 28 28 28 28
Quarter-end 21 27 31 25/ 24 23 16 15 12 12 14 21 28 28 28 28
Monetary policy
1Y PBoC deposit rate (%) 3.00 3.00 3.00 3.00/ 3.00 3.00 3.00 2.75| 250 250 250 250f 275 275 3.00 3.00
1Y PBoC lending rate (%) 6.00 6.00 6.00 6.00 6.00 6.00 6.00 5.60| 535 535 535 535/ 560 5.60 5.85 5.85
Required resene ratio (%) 20.0 20.0 20.0 20.0/ 20.0 20.0 20.0 20.0/ 19.5 19.0 185 185| 180 175 175 175
FX rates
USD/CNY 6.21 6.14 6.12 6.05| 6.22 6.20 6.15 6.21| 6.28 6.30 6.27 6.16| 6.20 6.21 6.13 6.05
USD/CNH 6.20 6.14 6.12 6.06| 6.22 6.21 6.14 6.22| 6.27 6.29 6.26 6.15| 6.19 6.20 6.12 6.04
EUR/CNY 7.96 7.99 8.26 8.33| 856 847 7.74 7.54| 6.91 6.87 6.77 6.47| 6.70 6.83 6.74 6.72
EUR/CNH 7.95 7.98 8.26 8.34| 852 847 7.73 7.56| 6.90 6.86 6.76 6.46| 6.69 6.82 6.74 6.71
CNY IRS
2Y 3.37 3.85 3.98 520 435 374 330 342 290 250 260 270| 2.85 3.00 3.10 3.15
5Y 3.67 3.80 4.17 525 455 410 353 355/ 3.04 272 284 296/ 3.13 3.30 3.45 3.56
3.87 4.01 4.37 5.44| 472 429 372 374 325 3.05 3.20 3.35| 3.55 3.75 3.95 4.15

2Y 3.01 3.33 371 435| 357 3.73 393 331 3.05 255 260 265/ 275 285 290 2.90
S5Y 3.38 3.44 394 456| 425 406 4.05 351 3.29 287 289 2091 298 3.05 3.10 3.11
10Y 3.70 3.68 4.06 478 463 411 402 3.62| 345 3.20 3.25 3.30| 3.40 3.55 3.65 3.80
CNH CCS
1Y 2.13 249 178 1.08 097 183 261 291 410 4.00 3.80 3.60f 3.70 3.75 3.80 3.85
2Y 1.99 223 182 134 118 181 258 286 430 4.20 4.00 3.80, 3.70 3.80 3.90 4.00
5Y 1.92 224 246 255| 224 241 3.04 3.07] 420 4.15 4.05 3.95 3.90 3.95 4.00 4.10

Source: Bloomberg, CEIC, Crédit Agricole CIB
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Annual forecasts

Economy

GDP (%, YoY) 7.8
Contributions (ppt)
Consumption 4.2
Investment 3.6
Trade -0.1

'12 ‘ '13 ‘ '14 ’ '15 ’ '16

CPI (%, YoY)
Year-end 2.5
Average 2.7

Current account balance
% of GDP (PBoC) 2.6
Trade balance (goods)
USD bn (Customs) 233
% of GDP 2.8
Exports (wlume, %, YoY) 9.5
Imports (wolume, %, YoY) 5.2

Budget balance
Official, CNY bn -800
Official, % of GDP -1.5

Our estimate, % of GDP -6.6

77 7.4 7.1 6.9
39 38 38 38
42 36 36 35
-0.3 0.0 -0.3 -04
25 15 21 28
26 20 14 28
19 21 13 05
261 380 444 420)
28 37 40 34
79 51 47 5.0)
7.2 34 57 6.3
-1200 -1131 -1650 -1950)
20 -18 -24 -26
-89 -7.5 -6.5 -6.0f

Source: Bloomberg, CEIC, Crédit Agricole CIB
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