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US RATE HIKE AND THE IMPACT ON CHINA

Some investors are concerned about the potential of a US interest rate hike wreaking havoc on China’s
economy and financial system just when China’s growth momentum is slowing, its property market is
entering a correction and the risk of credit default in its shadow banking market is rising. The logic behind
such concerns is simple. When the US finally raises interest rates, probably sometime in the second half of
2015, capital will flow out of China. The resultant downward pressure on the renminbi (RMB) would force
China to raise interest rates to protect the currency, adding liquidity stress to an already fragile economy that
is struggling with the impact of structural reforms.

Such conventional wisdom misses the point, in our view, and the fear should not be exaggerated. It is far
from certain that the US Fed will be able to raise rates as early as expected because the US economy is still
stuck with a post-balance-sheet recession adjustment, which could keep its growth below potential for longer
than most analysts might imagine'. Even if the Fed does raise rates next year, the ultimate impact on China
may be muted. The magnitude of the potential US rate hike will be limited, with the market expecting no
more than 50 bps in 2015. Ceteris paribus, that will still leave a large interest rate spread of four percentage
points to prevent capital outflow from China (Chart 1).

' For example, see “The Greater Depression”, J. Bradford DeLong, Project Syndicate, August 28, 2014, and “The Stall-Speed Syndrome”, Stephen
S. Roach, Project Syndicate, August 27, 2014.
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Chart1: RMB/USD spot & forward rates
and China-US interest rate differential
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More importantly, such a rational analysis of capital flows is based on the uncovered interest rate parity
(UIRP) theory, which is not applicable to China’s situation. UIRP dictates that home interest rate is equal to
foreign interest rate adjusted for expected changes in the exchange rate (i.e. exchange rate risk). For
example, if China’s interest rate is higher than the US rate, its interest rate should equal to the US rate plus
the expected rate of depreciation of the RMB. Otherwise, arbitrage will take place to push the exchange rate
and interest rate to the “equilibrium” levels determined by UIRP.

In other words, UIRP is a no-arbitrage condition representing an equilibrium state under which investors are
indifferent to interest rates in two countries. Suppose China’s interest rate is 5.0% and the US’s rate is 0.5%
(which is the current spread between one-year Chinese SHIBOR and US LIBOR). Since an investor can
earn 450bps more in China, he/she should invest in China and not the US. But if the RMB is expected to
depreciate by 4.5% in a year’s time, then the investor would be indifferent between investing in China and
the US so that there would be no capital flows from the US to China.

If the RMB was not expected to depreciate, arbitrage activity would make capital flow from the US to China,
putting downward pressure on the USD. This would, in turn, prompt the US to raise interest rate to diffuse
the depreciation pressure, thus raising market expectation of RMB depreciation to restore the UIRP no-
arbitrage condition.

However, UIRP does not apply to China. If it did, the RMB-USD forwards should be trading at a discount to
the spot exchange rate (see Chart 1). In fact, RMB forwards both in the offshore (CNH) and onshore
markets have almost always traded at a premium until recently. This is because a critical condition for the
UIRP forces to work is free capital flows, which China does not yet allow. So arbitrage cannot take place.

This situation will change as China opens its capital account in the longer-term. The fact that RMB forwards
have traded sometimes at a discount to the spot rate recently is a reflection of China’s gradual capital
account opening, which is also a step towards deeper RMB internationalisation and a floating exchange
regime2. But in the short-term, very limited capital mobility will likely mute the impact of a US rate hike on
China.

2 See also “Chi Time: The Endgame for the RMB”, 6 August 2014.
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Last but not least, capital flows to China depends on investors’ sentiment which will continue to improve, in
our view. Technically, there is reason to be positive on Chinese stocks. The onshore A-share market may
be close to breaking out of its four-year correction/consolidation and transitioning to a medium-term uptrend.
After dropping for more than four years between 2001 and 2005, the Shanghai Composite shot up in the
following two years before dropping again during the 2007-08 global financial crisis. It then entered another
period of protracted decline for more than four years between July 2009 and late 2013. The two periods of
correction resemble each other not only in their time span but also in their consolidation pattern (Chart 2).

Chart2: Shanghai Composite Index
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This positive technical signal is supported by economic fundamentals. China is the largest country in the
world to have the most significant amount of economic restructuring unfolding. Growth is bottoming out,
systemic risk and inflation are under control and macroeconomic policy is striking a balance between growth
and structural reforms. If these trends are sustained, capital inflows to China may even overwhelm the
negative impact of a US rate hike on its economy.

Chi Lo
Senior Economist, BNPP IP 3 September 2014
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DISCLAIMER

This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)*, a member of BNP Paribas Investment Partners
(BNPP IP)** .

This material is produced for information purposes only and does not constitute:

1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment whatsoever or

2. any investment advice.

This material makes reference to certain financial instruments (the “Financial Instrument(s)”) authorised and regulated in its/their jurisdiction(s) of incorporation.

No action has been taken which would permit the public offering of the Financial Instrument(s) in any other jurisdiction, except as indicated in the most recent
prospectus, offering document or any other information material, as applicable, of the relevant Financial Instrument(s) where such action would be required, in
particular, in the United States, to US persons (as such term is defined in Regulation S of the United States Securities Act of 1933). Prior to any subscription in a
country in which such Financial Instrument(s) is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the
subscription, purchase, possession or sale of the Financial Instrument(s).

Investors considering subscribing for the Financial Instrument(s) should read carefully the most recent prospectus, offering document or other information material
and consult the Financial Instrument(s)’ most recent financial reports. The prospectus, offering document or other information of the Financial Instrument(s) are
available from your local BNPP IP correspondents, if any, or from the entities marketing the Financial Instrument(s).

Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to change without notice. BNPP AM is not obliged to
update or alter the information or opinions contained within this material. Investors should consult their own legal and tax advisors in respect of legal, ac-counting,
domicile and tax advice prior to investing in the Financial Instrument(s) in order to make an independent determination of the suitability and consequences of an
investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no
assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective client's investment portfolio.

Given the economic and market risks, there can be no assurance that the Financial Instrument(s) will achieve its/their investment objectives. Returns may be affected
by, amongst other things, investment strategies or objectives of the Financial Instrument(s) and material market and economic conditions, including interest rates,
market terms and general market conditions. The different strategies applied to the Financial Instruments may have a significant effect on the results portrayed in this
material. Past performance is not a guide to future performance and the value of the investments in Financial Instrument(s) may go down as well as up. Investors
may not get back the amount they originally invested.

The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and taxes.
This document is directed only at person(s) who have professional experience in matters relating to investments (“relevant persons”). Any investment or investment
activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Services

Authority. Any person who is not a relevant person should not act or rely on this document or any of its con-tents.

*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96-02, a simplified joint stock company with a
capital of 64,931,168 euros with its registered office at 1, boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-am.com

** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset management entities
within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your jurisdiction. For further
information, please contact your locally licensed Investment Partner.
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