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Interest Rates Thoughts

PBoC rate cut; CNY bond and FX flows

e CNY rates. Repo-IRS edged lower but overall reaction was muted, Frances Cheung, CFA

upon Thursday’s announcement of cuts in the interest rates of Head of FX and Rates Strategy
structural monetary policy tools. The 1Y re-lending rate will be
reduced by 25bps, from 1.50% to 1.25%, while rates on other
tenors will also be adjusted lower accordingly. These are not key
policy rates, which may explain the muted market reaction. One
interpretation may even be that the likelihood of a near-term policy
rate cut has become lower now, although vice governor said there
is room for interest rate and RRR cut this year. Earlier on Thursday,
PBoC conducted CNY900bn of 6M outright reverse repo, net
injecting  CNY300bn of medium-term liquidity. Next week,
CNY200bn of MLF matures and we expect at least a rollover with
the potential of a small net-injection. Liquidity support serves as a
buffer amid bond supply, but unlikely to be enough to exert a
stronger downward pressure on short-end rates for now. We
continue to see 1.5% as an interim floor for 1Y and 2Y repo-IRS.

e Bond flows. December marked another month of bond and NCD
outflows from onshore China. The NCD outflow was not a surprise,
as asset swap pick-up for foreign investors was negative. Foreign
holding of NCDs was at CNY575.6bn at end-2025, while pick-up is
still negative; risk remains for further NCD outflows. Outflows from
CGBs amounted to CNY20.3bn in December, bigger than the
CNY16.6bn in October. For a strong comeback of bond inflows,
CGB-UST yield differentials probably need to widen.
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FX settlement. The broader measure of cross-border flows reflects
a healthy picture. Net FX settlement by banks on behalf of clients
amounted to USD100bn in December, mainly via the usual goods
trade account which itself saw relatively big positive balance in
December. Net FX settlement under forward contracted was
another USD35bn. Willingness to convert foreign currency receipt
into RMB increased, with the ratio of FX settlement to foreign
currency receipt at 68.8%, which was at the high end of the multi-
month range of 61-71%. We note this ratio fluctuates over the
months, and may reflect onshore RMB sentiment to some extent.
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KRW rates. KRW IRS were paid up by 7-9bps on Thursday after BoK
monetary policy decision, and rates continued to trade on the firm
side this morning. The decision to keep the Base Rate unchanged
at 2.5% was widely expected, but the MPC statement turned more
hawkish. First, the January statement removed the phrase “leaving
room for potential cuts” from the last paragraph. Focus is on
financial stability, risk related to housing prices in Seoul, and
exchange rate volatility. Second, it said “upside risks to the growth
path [have] increased somewhat” versus citing both upside and
downside risks in the November statement. At the post-meeting
press conference, Governor Rhee revealed that five members saw
a high chance that rate will be held steady cover the next three
months. Our base case is for the Base Rate to stay at 2.50% this
year, with the next policy action more likely to be a hike rather than
a cut. That said, a rate hike does not appear looming. Governor
Rhee preferred to wait for more data and decide based on those
data, instead of “making a call now on where the next six months
are headed”. KRW IRS fully price a 25bp hike on a 9-month horizon.
New near-term range for 3Y KTB yield is seen at 3.00-3.15%.
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USD rates. The UST curve bearish flattened overnight, as short-end
yields rose upon the better-than-expected jobless claims outcome.
Fed funds futures pared back rate cut expectation to 48bps this
year, while our base-case is for one 25bp cut as the labour market
is cooling but not deteriorating rapidly, and inflation is above target
while rates have moved nearer neutral estimates. The 10Y UST
yield remain in our expected range of 4.00-4.20%. According to TIC
data, foreign holdings of US treasury securities rose by USD112.8bn
during November, supported by increased holdings by investors
from Canada, Norway, Saudi Arabia, Belgium and the UK. Holdings
by investors from China fell by a moderate USD6.1bn. As of end
November, foreign holdings accounted for 25.8% of outstanding;
within foreign holdings, share of foreign official sector edged
further lower, to 41.9%.
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