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China should strengthen communication about its policies and takes steps to
stabilize its exchange rate.

According to the latest Central Economic Work Conference of China, preventing
and controlling risks is a very important part of its policies. While the global market is
in a period of flux, preventing and controlling financial risks in China is more
meaningful than ever.

Developed countries, such as European countries and the US, have seen the
effects of globalization and are taking steps to encourage overseas capital and
manufacturing industries to come back to the developed economies.

Meanwhile, many countries, including China, no longer have the advantage of
cheaper labor costs. These factors could result in some changes in the global industrial
chain's specialization and then influence international capital flow. To the emerging
markets, including China, this can mean capital outflow and more challenges in
export. The differentiation of global monetary policies and the expected rise of
interest rates would help drive capital to flow from emerging markets to the
developed countries.

China should prevent the risks brought by both the real estate industry and RMB
exchange rate at the same time. In the past few years, a large amount of global capital
entered the emerging markets in different ways and gathered at the real estate industry
and stock market, where the profit rates were relatively high. As China's own
currency was not the international reserve currency, there are problems with currency

and maturity mismatch.
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Once policies change, the previously in-flowed capital will be evacuated rapidly,

which could cause the collapse of assets value, depreciation of the RMB, the slump of
the stock market and other systematic risks. At present, the US dollar is becoming
stronger, and the RMB is under great pressure of depreciation. Meanwhile, the
domestic real estate market is under stricter control and capital outflow is growing
stronger.

If the real estate market is over-cooled or causing individuals to sell their
properties and invest overseas, this will aggravate the depreciation of the RMB. Under
these circumstances, the control policies over real estate should be tailored for
different cities, rather than being the same throughout all of China.

A certain degree of capital control needs to be maintained, especially the
supervision of capital outflow of companies that are following China's "going out"
strategies. For example, some companies are disregarding cost when doing overseas
acquisitions, paying high prices for no reason. China should strengthen
communication about its policies and take steps to stabilize its exchange rate.

China should also be cautious of unexpected, rapid inflation. Since last year, the
producer price index (PPI) of industrial products has been much higher due to
supply-side reform and exchange rate fluctuation. The consistent rise of the PPI will
affect the consumer price index (CPI).

If we take international factors into account, Donald Trump's policies to help
with the US' inflation and economic recovery could also lead to global expectation of
inflation, which would indirectly influence China's domestic bonds, stock market and
commaodities prices.

Moreover, if the inflation exceeds expectation, it would restrict what China's
monetary policies could do, making it difficult to prevent and control future financial
risks.

It is also crucial to prevent global sources from spreading financial risks to China

in the current global political and economic environment.
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In Europe, political turbulence has affected the financial market in the Eurozone.

Several important elections will be held this year, including those of the French
president and German chancellor, and Brexit is to be carried out soon. The banking
system in the eurozone also faces challenges, especially the fragile banking system in
Italy, which could affect other banks in the eurozone. These factors will affect the
eurozone, even global trade and monetary policies, and have a huge impact on the
global financial market.

In the US, new President Donald Trump's policies could raise uncertainties and
influence global expectations for inflation and the global financial market. Trump
might make big changes to the US' current macro policies. Trump's stated policies on
trade are a form of de-globalization, which may, in a short time, affect China's exports
and apply more pressure to the RMB.

At present, it seems China has underestimated the changes that might take place
in the China-US relationship after Trump takes office. As many low-income people in
developed countries didn't benefit much from globalization, Trump's policies will
cater to their desires.

China should negotiate on that, should the free trade process be blocked. If
Trump's fiscal policy is carried out, it will encourage the rising expectation of
inflation, likely causing the Federal Reserve to increase interest rates to deal with

inflation, further pressuring China's RMB depreciation.
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Figure 1. Total assets under management and allocation to public equity
by different types of institutional investors
In trillion USD, 2011

I Public equity [ Assets other than public equity

a0

25

n

Investment Ingurance Pension Sovereign Private Hedge funds Exchange
funds COmpanies funds wealth equity funds traded funds
funds

Note: Investment funds, insurance companies and pension funds data do not cover non-0OECD economies. Since
instituticnal investors also invest in other institutional investors, for instance pension funds’ investments in mutual
funds and private equity, the comparability of different data cannot be verified.

Source: OECD Institutional Investors Database, SWF Institute, IMF, Preqin, BlackRock, McKinsey Global Institute.
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RMB hedging forex risk

Herbert Poenisch

In the January issue of the IMI Review | described the financial use of RMB
overtaking the use for international trade.

In this issue | take the recent decision by SAFE! to allow foreigner institutional
investors access to derivatives products for hedging their investment in the onshore
interbank RMB bond market.

The weak side of internationalization of RMB was always the third function of
money, the storage of value. While central banks and sovereign wealth funds have
been allowed into the RMB interbank bond market, allowing non-government
foreigners, mostly in form of institutional investors under the QFII scheme to
participate is relatively new. The next logical step is to allow these foreign
institutional investors to hedge their investments in onshore RMB.

This short article first looks at the size of the global institutional investors, who
are searching for yields around the globe and the availability of debt securities.
Secondly, what does the recent decision by SAFE mean for these global investors and

thirdly what are the risks involved.
1. Size of Institutional Investors and China Interbank Bond Market

The OECD has been collecting data on institutional investors in member
countries for many years. It is only recently that this exercise has been fully
appreciated as the total funds available to these institutional investors in 2014 were
close to USD 100tr, compared with USD 12 tr in official foreign exchange reserves

and a global GDP of USD 70bn.

! Decision of 27 February 2017 (in Chinese): & 5 SN #1170 T-4RAT A1 i 75 T A B AP 43 B8 3 AN IC R
EHA R RBAER BOLKRE 17 4 5 5) www.safe.com.cn

IMI | 46



N == | 40
oz ()

2017 SF 5% 12 #AE 5 204 A
Even a small shift in these funds causes major forex and asset market

reverberations. Most of these funds are constrained by strict investment guidelines
which allow them to move only marginally.

As shown in figure 1, investments funds, insurance companies and pension funds
make up the lion share of the total, some 75% of the total in 2011. They invested
mainly in eligible publicly quoted equities and debt securities. The investment and
holding periods of different institutional investors vary at any point of time and over
time. Investment Funds and Pension Funds allocate a larger share into equity whereas

insurance companies have a preference for debt securities.

Figure 1. Total assets under management and allocation to public equity
by different types of institutional investors
In trillion USD, 2011

I Public equity [ Assets other than public equity

25 +

20 +

0 1 1 , |

Investment Insurance Pension Sovereign Private Hedge funds Exchange
funds companies funds wealth equity funds traded funds
funds

Note: Investment funds, insurance companies and pension funds data do not cover non-OECD economies. Since
institutional investors also invest in other institutional investors, for instance pension funds’ investments in mutual
funds and private equity, the comparability of different data cannot be verified.

Source: OECD Institutional Investors Database, SWF Institute, IMF, Preqin, BlackRock, McKinsey Global Institute.

For comparison, the size of global debt markets in mid-2016 is USD 93 tr,
mainly made up USD 72tr of domestic bonds and USD 21 tr of international bonds.
The China onshore interbank bond markets amounted to RMB 56.3 tr or USD 8 tr,
third in size after the USA and Japan (see table below).

Of this total only RMB 852.6 bn or 1.5% of the onshore interbank bond market

are held by overseas investors. This share is much smaller than 9% of Japanese

1 Bank for International Settlements (2017): Summary of outstanding domestic and international securities 2
Quarter 2016 www.bis.org/statistics/securities

RUC | 47



IMI 6H?DE?],L_,\

securities and 38% of US issued securities'. There is a huge potential from both sides,

supply and demand to increase the share of foreign holdings in China’s interbank
bond market.
A boost of capital inflows is welcome at present when Chinese authorities are

struggling to stem capital outflows.

Table 1: Summary of debt securities outstanding 2Q2016 in bn USD

Country Total debt securities Domestic debt sec International debt sec
USA 37,614 35,272 2,342
Japan 13,849 13,582 290
China 8,073 7,874 112

Source: BIS Securities statistics Table C 1
2. Recent SAFE decision on hedging in the interbank bond market?

The recent decision to allow foreigners buying onshore bonds in China to hedge
their currency risk is a major step forward toattracting international investment in its
booming debt markets®. These hedging transactions can be concluded with Chinese
residents (banks foremost) and include forward contracts, swaps and options.

These measures are targeted at non-central banks, foreign institutional investors,
including pension funds, charities and other investors who invest in China’s bond
market through the Qualified Institutional Investor (QFII) programme. Foreign
investors must trade the derivatives through a qualified onshore financial institution
and conduct such trading based on ‘real needs’ for risk hedging®. This requires
verification to avoid speculative hedging.

Until now many foreign investors have been using derivatives available in the
RMB offshore market, which is a costly and time consuming practice. In future China
might be easing administrative measures, such as favourable tax policies, extended

trading hours and shorter settlement periods. This will prove a challenge for the China

! Deutsche Bank (2016):Investing in China’s Bondmarket: an overview for global investors, July www.db.com

2 Interbank bond market is a misnomer as it covers more than 90% of all traded bonds.

3 Financial Times (2017): China opens up currency hedging for foreign bond investors, 27 February www.ft.com
4 Caixin English (2017): China allows foreign bond investors to trade derivatives for hedging 28 Feb
www.caixinglobal.com
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International Payment System which will have to include settlement of bonds and

derivatives with a central securities depository (CSD) set up.
3+ Risks for foreign investors

Foreigners can now hedge their foreign exchange risk at a cost, bearing in mind
the widely expected depreciation of RMB. Furthermore foreign investors still carry
the interest risk, which in an environment of expected globally rising interest rates
from which China cannot exclude itself, is not negligible. This step is also important
as in most advanced bond markets the interest rate swap serves as a benchmark® .

“Much remains to do with designing and operating a Chinese Government Bond
market that will provide an efficient yield curve to find out the optimal interest rates
from one year to fifty years™2. At present this is a captive market as Chinese banks
hold the bulk of CGBs. Furthermore, the absence of institutional investors diminishes
the urgency to create a yield curve and for the PBOC to use this as basis for its
operations.

Recent improvement in monetary operating procedures by introducing an interest
corridor should facilitate the use of interest rate derivatives®. The PBOC should be the
leading institution to shape an ‘optimal’ structure for the CGBs yield curve. “In order
to fulfill this societal responsibility, PBOC should design, develop and operate an
effective and efficient monetary policy to manage RMB as an international
currency”™.

It therefore remains to be seen how much these measures help to attract foreign
capital at a time when China is facing massive capital outflows. Selling more
domestic debt securities to foreigners is a double edged sword, the inflows are

welcome but reversals can cause stress for monetary policy. Enforcing strict capital

1 Kreicher, Lawrence L, McCauley, Robert N and Wooldridge, Philip (2017): The bond benchmark continues to
tip to swaps. In: BIS Review, March www.his.org/publications

2 Gormez, Yuksel and Ben, Shenglin (2016): PBOC should practice simple central banking to help RMB
Internationalisation. In: Journal of Chinese Economics, Vol 4, No2 p 41 www.journals.sfu.ca

3 Xia Le (2017): New tools allow for shrewder Chinese monetary policy. In IMI Review April 2017

4 Gormez, Yuksel and Ben, Shenglin (2016), ibid, p 45.
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controls is a return to administrative measures which is a temporary setback for the
internationalisation of RMB. The outside world expected more market determined

exchange rates and interest rat.
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Hazards of relaxing financial reform
Now is not the time to bow to lobbyists

Paul Tucker?!

Eight years ago efforts began, only a few months after the systemic collapse of
late 2008, to make the global banking and financial system more resilient. Reforms
around the world have brought together national initiatives under a shared
international programme from the Group of 20 leading economies.

Agreement on shared elements has reflected acceptance that, in certain areas,
international minimum standards and policies are in the common interest, in view of
the interconnectedness of cross-border banking, capital markets and insurance.

At a sensitive time for the world economy, there are calls in the US and Europe
to undo parts of the reform programme. But legislators and regulators should beware
of the hazards of relaxing, suspending or back-tracking on past advances.

The Systemic Risk Council has been tracking the debates about the Dodd Frank
regulatory reforms in the US. We are concerned by reports that the Basel Committee
on Banking Supervision, and even central bank governors and heads of supervision
who oversee the prudential standard-setters, have been debating softening their plans
for capital standards in the face of intense industry pressure.

That would be a perilous course. When bad times come, as sooner or later they
will again, strong banks lend, weak banks do not. The jurisdictions that took the
earliest, most determined actions to build financial system resilience have benefited
from more solid macroeconomic recovery than those of their peers adopting a more

gradual or less committed reform strategy.

1 Sir Paul Tucker is chair of the Systemic Risk Council, a non-partisan body of former government officials and
experts which exists to promote measures to preserve financial stability. This article appeared in OMFIF
Commentary. The Official Monetary and Financial Institutions Forum (OMFIF) is a global financial think-tank,
headquartered in London.
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Under what the SRC calls the ‘five pillars’ of the shared reform programme, the

G20 has required a more resilient financial system, so as to reduce the probability of
failure and to avoid fiscal bailouts when intermediaries do fail. These five pillars
remain as vital as ever.

Individual firms are required to carry more equity capital, in proportion to the
social and economic consequences of their failing. Banking-type intermediaries have
been required to reduce materially their exposure to liquidity risks. Regulators have
been empowered to adopt a system-wide view to ensure the resilience of all
intermediaries and market activities materially relevant to the resilience of the system.
The G20 has simplified the network of exposures among intermediaries by mandating
that, wherever possible, derivatives transactions be centrally cleared by resilient
central counterparties.

Crucially, enhanced regimes have been established for resolving financial
intermediaries of any kind, size, or nationality so that, even in a crisis, essential
services can be maintained to households and businesses without taxpayer solvency
support.

These five elements of regulatory reform have been accompanied by some major
developments in prudential supervision, notably regular stress testing of key
intermediaries and service-providers.

These advances are put at risk by voices calling for dilution at a time when world
debt has continued to increase. Far from being a moment to relax any of the five
pillars of reform, it may be prudent to adopt tougher policies while leading countries
replenish their macroeconomic arsenal and try to lower debt levels.

The reform programme was not calibrated for a world where productivity growth
has proven elusive, the debt overhang has increased, and macroeconomic stimulus
capacity is stretched. In these circumstances, regulatory policy-makers should
consider whether to require banks (and possibly some others) to carry more equity

than prescribed for the ‘steady state’ in the years immediately following 2008-09.
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When the next recession comes, central banks and fiscal authorities will not have

nearly as much firepower as they could deploy in 2009 and maintain until now.
Governments and legislators should not impede further efforts to build a resilient
financial system that can serve households and businesses through thick and thin — a
precondition for sustaining dynamism and prosperity.

The authorities should resist siren voices urging lower equity standards for big
and complex firms, slacker liquidity requirements, retreat on central counterparties, or
dismantling of the new resolution regimes.

Such action would endanger the welfare of citizens and lead to additional,
uniformly unpopular, taxpayer-funded bailouts. It would expose economically
marginalised industries and regions to even greater risks than those caused by changes
in the real economy.

Almost a decade after the start of the crisis, now is not the time to bow to
financial industry lobbyists or to short-term temptations. Policy-makers must be
discriminating as they review the work of the past decade — leaving stability as a

priority.
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