BBVA China Flash

03.06.2015

The PBoC’s new CDs guidelines indicate that China's
Interest rate liberalization is close to completion

Yesterday, the People’s Bank of China (PBoC) promulgated guidelines to allow banks to issue certificates of
deposit (CDs) to individual investors and non-financial institutions, paving the way for full interest rate
liberalization. According to the guidelines, the CDs have nine maturities ranging from one month to five years
while their floating rates are to be determined on a market basis and linked to the Shanghai Interbank
Offered Rate (SHIBOR). The CDs will be tradable in the secondary market and will be covered by China's
newly introduced deposit insurance scheme. The holders of the CDs are subject to certain minimum
thresholds: RMB 300 thousand for individual investors and RMB 10 million for non-financial institutions.

e Interest rate liberalization is anticipated to complete soon...

The move is another milestone in China’s long-lasting process of interest rate liberalization. Indeed, the
PBoC had already introduced the CDs for financial institutions since late 2013. However, as interest
rates in the interbank market are not subject to the PBoC'’s regulation, the CDs for financial institutions
only have a symbolic meaning for interest rate liberalization. Comparatively, the expansion of the CDs
holders to individual and non-financial institutional investors is much more important because it gives
banks the real pricing power for customer deposits, albeit limited by the abovementioned minimum
thresholds. Now with the CDs for individual investors and non-financial institutions, it is much easier for
the authorities to lift the existing cap on deposit rates (1.5 multiples of the benchmark deposit rates) and
to complete China’s interest rate liberalization. (Figure 1) We anticipate this final step to be made in the
second half of this year, most likely being accompanied by one of additional interest rate cuts.

e ...with more challenges lying ahead

The completion of interest rate liberalization is set to bring about a number of new challenges to the
slowed economy. First, the liberalized fund market could lead to fierce competition among banks vying
for deposits. Consequentially, banks’ interest rate margin as well as their profitability will be further
squeezed by the fast rising deposit rates; second, the CDs will compete with the wealth management
products (WMPs) for household deposits in the short term, which could increase the risk of liquidity drain
in the shadow banking sector; last but not least, the lift of the deposit rate cap also means that the PBoC
will lose one of important monetary policy tools. In theory, interest rate cuts can no longer have any real
impact on the economy other than indicating the authorities’ policy directions. The PBoC therefore needs
to adjust its monetary policy framework to match with a banking sector with liberalized interest rates.
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Figure 1
The CDs guidelines indicate China’s interest rate liberalization process is close to complete
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and

expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.
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In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



