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Bye foreign debt quota, hello foreign debt limit

Tuesday, May 03, 2016

Highlights:

o Effective from today, the foreign debt quota system will withdraw from
the historical stage.

e All China incorporated enterprises (excluding government funding
vehicles and real estate company) and financial institutions are allowed to
borrow RMB or foreign currency from offshore market under new foreign
debt limit in place of existing foreign debt quota.

e The new foreign debt limit will be subject to weighted risk balance limit
which depends on borrower’s core capital (for financial institutions) or net
assets (for enterprises).

e The impact on banks’ cross border business is mixed given the risk ratio
for off balance sheet financing was increased to 1. We see five
implications from the new MPA rules.

PBoC announced to expand its pilot program for Macro Prudential
Management of cross border financing in four free trade zones, launched on
25 January 2016 to nationwide. With effective from 3 May 2016, the foreign
debt quota system will withdraw from the historical stage.

All China incorporated enterprises (excluding government funding vehicles
and real estate company) and financial institutions are allowed to borrow
RMB or foreign currency from offshore market under new foreign debt limit
in place of existing foreign debt quota.

The new foreign debt limit will be subject to weighted risk balance limit
which depends on borrower’s core capital (for financial institutions) or net
assets (for enterprises). The formula for weighted risk limit is: core capital
(bank) or net asset (enterprise) * financing leverage ratio *macro prudential
raito.

For each cross border financing, the weighted risk balance will be calculated
and the sum of weighted risk balance should not be higher than weighted
risk limit. The formula for weighted risk balance is ¥ RMB or foreign currency
financing balance * tenor risk ratio * class risk ratio + X foreign currency
financing balance * exchange rate risk ratio.
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The key difference is that the risk ratio for off balance sheet financing (or contingent
liability) such as, N{f4M5% onshore guarantee to secure an offshore debt and derivative
transaction entered by financial institutions with their offshore counterparty to hedge
client’s currency and tenor risks, will be increased to 1 from previously 0.2 and 0.5.

To conclude: we think the expansion of the pilot scheme for macro prudential
management of cross border financing to nationwide effectively broadened the financing
channel for all solvent Chinese companies. In theory, all Chinese companies can borrow
from the offshore market. The limit of their offshore borrowing will depend on their own
financing position such as core capital for banks and net asset for enterprises.

The new rules will have five implications in our view. First, the demand for medium to
long term offshore RMB or foreign currency is likely to increase given the risk ratio for
weighted risk balance is lower for loan tenor more than 1-year. Second, the impact on
offshore RMB funding cost is unlikely to be imminent given the onshore RMB cost is
lower currently. However, the risk for offshore RMB funding cost to be driven higher
cannot be ruled out should Chinese companies divert their funding needs from onshore
to offshore. Third, in the medium term, the offshore RMB funding cost will be reference
to the onshore RMB funding cost. Fourth, the increase of risk ratio for derivative
transaction to 1 may dampen the cross border derivative transactions. Last but not least,
the increase of risk ratio for neibaowaidai to 1 will also negatively impact on banks’ cross
border business.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in
part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for the
subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond market
and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we have
taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given any
consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of the
recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any loss
arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or opinion or
estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a
substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular needs before you make
a commitment to purchase the investment product. OCBC and/or its related and affiliated corporations may at any time make markets
in the securities/instruments mentioned in this publication and together with their respective directors and officers, may have or take
positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the same for
themselves or their clients, and may also perform or seek to perform broking and other investment or securities-related services for the
corporations whose securities are mentioned in this publication as well as other parties generally.
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