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January 6, 2017

FX Insight

CNH: Temporary Respite
Against The USD

PBoC Seizes Opportunity To Punish Yuan
Bears

In the absence of USD strength, PBoC seized the opportunity to
squeeze offshore yuan liquidity right after they tightened capital
controls in the past few days. Since this morning, we have seen
the USDCNH and USDCNY recover partially from the sharp
declines in the past two days ahead of the US NFP release. Still,
the spread between the USDCNH and USDCNY widens as we write.

Expect More of Such Episodes This Year

The liquidity squeeze has happened before, one year ago when
the yuan was also under pressure. The situation is different this
year. Residents are gearing to utilize their annual FX quota (of
U$50,000) in a year of a rising USD and US rates as (we have
written in our previous note). Capital outflow has been rising and
FX reserves were spent to keep the yuan stable against the
basket. The expectation for USD to strengthen further is a lot
more than the past. That explains why ahead of the NFP release
tonight, USDCNH and USDCNY have seen significant rebounds
already. We continue to expect both pairs to head higher for the
rest of the year but such recent episodes could happen again -
PboC could venture into the offshore market on and off to temper
the momentum of yuan bears by increasing the funding cost such
as what we have seen in the past two days.

Reforms, Financial Risks Mitigation Take
Priority. Yuan Stability Needed

In a year of political leader transition, President Xi Jinping
continues to push for reforms. PBoC aims to mitigate financial
risks with neutral prudent monetary policy. There seems to be no
room for bold FX experiments that we have seen in 2015-2016. As
such, we expect yuan to remain stable against the CFETS basket.
We favour longing yuan against higher beta, lower yielding
currencies like EUR and JPY.
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An Opportunity To Act

Chart 1: DXY Index (Daily) Bearish Divergence That Foretells Its Correction
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Since the start of the year, we have flagged a potential USD correction.
The bearish divergence on the daily charts, the significant run-up that
suggest stretched positioning, the FOMC Minutes that suggests
uncertainty of fiscal expansion signaled that it is time for USD to make a
meaningful correction before the next leg up. That was the opportunity
for PBoC to act. In the absence of USD strength, PBoC tightened its
capital controls by increasing the number of reporting requirements for
residents who want to use their FX quota. They also suspended overseas
acquisitions for Chinese companies with investments over U$10bn. On
top of that, UnionPay also prohibit Chinese residents from using its cards
to buy insurance in Hong Kong except accident and medical coverage.

Chart 2: CNH Overnight Deposit Rate spikes to a high of 105%

Source: Bloomberg
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Now that Chinese residents and companies have more difficulty moving
cash out, the yuan liquidity in the Hong Kong offshore market has been
under pressure as the overnight CNH deposit rate spiked to a high of
105% (Chart 2, previous page) just this morning. The first spike past the
100% happened yesterday. The overnight CNH Hibor rates also rose to
61.3% today. Raising the interbank rates effectively punishes leveraged
speculators - those that borrowed in CNH to buy foreign-denominated
assets or currencies. This is most evidenced by the spread between the
USDCNH 12M forward and USDCNH 1M NDF which has narrowed, as
indicated by the lower diagram in Chart 3.

Chart 3: Spread Between USDCNH 12M and 1M Narrows
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In fact, the overnight CNH Hibor has been rising since Dec but only
gained exaggerated momentum at the turn of the year. The recent spikes
have pushed USDCNH well below the USDCNY. That has allowed USDCNH
to trade at a widening discount to USDCNY.

Chart 4: Spread between USDCNH and USDCNY is Widening
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Chart 5: The Spread Widens (in Chart 4) Even As USDCNH and USDCNY
Rebound
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Even as the USDCNH and USDCNY rebounded ahead of the US NFP release
tonight, USDCNH is trading almost 1000pips lower than the USDCNY,
suggesting that with PBoC keen to support the CNH (which typically leads
the CNY) and a rather uncertain USD environment at this point, the most
lucrative bet for local corporates who have offshore business is to engage
in arbitrage activities between the CNH and CNY.

Not the First Time

The liquidity squeeze has happened before, one year ago as you can see
in Chart 2 (page 2) when the yuan was also under pressure. So this is not
the first time that PBoC drains liquidity in the offshore yuan market to
dampen yuan depreciation bets. However, the situation is very different
this year. Last year, the introduction of the CFETS basket, new central
parity (USDCNY) fixing mechanism and the failed -circuit-breaker
mechanism of the stock markets along with mild USD strength increased
yuan depreciation bets. It was a situation of a few experiments gone
wrong that shook confidence amid mild USD strength. USDCNH made a
steep retreat for a few months thereafter.

What Is Different This Time...

The situation is different this year. Residents are gearing to utilize their
annual FX quota (of U$50,000) in a year of a rising USD and US rates ( as
we have written in our previous note). Capital outflow has been rising
and FX reserves were spent to keep the yuan stable against the basket.
The expectation for USD to strengthen further is a lot more than the
past. That explains why ahead of the NFP release tonight, USDCNH
and USDCNY have seen significant rebounds already. We continue to
expect both pairs to head higher for the rest of the year but such
recent episodes could happen again - PboC could venture into the
offshore market on and off to temper the momentum of yuan bears by
increasing the funding cost such as what we have seen in the past two
days. However, this can only be done in a period of subdued USD as PBoC
still wants to keep the spirit of a more market-determined yuan given
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broader initiatives of the China interbank bond market and various bond
and equity indices inclusion including MSCI and JPMorgan.

Yuan To Remain Stable Against the Basket

Yuan will remain stable against the CFETS basket in this year of USD
strength and this is likely how the yuan will be played by the
authorities until we get genuinely sustainable growth in China. Bear
in mind that this is a year of power consolidation and leadership
transition in the politburo as we look forward towards the 19" National
Congress this autumn. President Xi Jinping will be looking to appoint
personnel to critical positions that could either be groomed to be his
successors or see him extending his term beyond 2022. Garnering
political support is key. Reforms have been high on his agenda, likely
higher than even growth at this point. Deleveraging, housing destocking,
reducing excess capacity, environmental improvement are key to
sustainable growth.

In the latest quarterly monetary policy statement by PBoC, the central
bank has reiterated the importance of mitigating financial risks. This was
actually stated in the Central Economic Work Conference earlier in Dec
as well. As such, we do not expect any bold exchange rate
experiments in a year of rising global vields like “another one-off
yuan devaluation” that had been rather disastrous in 2015-2016. As
such, yuan will have to remain relatively stable (at least against the
basket). We favour relative beta plays - longing CNH against higher
beta currencies that are lower yielding like EUR, JPY. We_maintain
our view for USDCNH and USDCNY to reach 7.10 by end 3Q.

On the side, the sharp CNH move has allowed us to reach our SGDCNH
and EURCNH targets.
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DISCLAIMER

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

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

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

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

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