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CHINA REMOVES INTEREST RATE
FLOOR IN NEXT STEP OF CURRENCY
LIBERALIZATION

Rick Harper — Chief Investment officer, Fixed Income and Model Portfolios
08/06/2013

As we mentioned 1in a publication Tlast year, a necessary step along the
internationalization glide path of the Chinese yuan requires the Tliberalization of
interest rate policy. In effect, market forces, not government policy initiatives,
should be relied upon to set borrowing and Tlending rates. on 3July 19, the cChinese

government announced that they would be removing the floor on loan rates in chinal. By
taking this step, policy makers are signaling that market-determined interest rates may
be coming sooner rather than Tlater. This recent announcement appears consistent with the
reform-minded agenda mentioned by Premier Li Keqgiang 1in April. To paraphrase, the
government needs to “get out of the way” in order to allow the cChinese economy to
rebalance and grow. For investors, however, this recently announced policy change
appears more symbolic than market moving. Over a month ago, investors were put on edge
after a series of spikes in the Shanghai Interbank offered Rate (SHIBOR) rattled
markets. These rates have since normalized, but to many market participants the move
proved that the cChinese government was willing to tolerate short-term volatility for
Tong-term gain. However, Premier Li also clarified that china would not tolerate

economic growth below 7% (compared to the government’s current 7.5% target)Z. But what do
these new policy announcements ultimately mean for dinvestor portfolios? As many
economists have noted, the 1impact of the Chinese government’s recent move is probably
less important for the short term but could have more significant ramifications in the
Tong run. In the coming months, we are anticipating a series of market-oriented reforms
relating to Chinese economic policy. These reforms have been noted by many sources but
include: < Longer-term certificate of deposit (CD) rates may be Tiberalized to be
determined by market forces; this change could offer Chinese savers the prospect of
positive real interest rates ¢ Expansion to 2.00% in the daily trading band (from 1.00%)
for the Chinese yuan These developments could prove significant for a couple of reasons.
Given China’s historically high savings rates, many middle-class Chinese savers have had
Timited investment options. The prospect of positive real interest rates could further
incentivize saving and also act as a way for the Chinese government to gradually dampen
the residential real estate market. Critics of China’s housing market claim that prices
have appreciated too quickly due to a Tack of other investment options in China. A
slowing 1in the pace of real estate price increases could accomplish yet another
government policy initiative: a broadening of middle class access to affordable housing.
The widening of the trading band to 2.00% could represent another step in cChina’s
gradual and pragmatic approach to a “free-floating” Chinese yuan. When cChinese policy
makers announced that the band would be widened to 1.00% in April 2012, many 1investors
assumed that policy makers would tolerate the potential for increased volatility in the
Chinese exchange rate. Should this reform occur, the 2.00% trading band could be similar
to other “managed-float” currencies in Asia. Ultimately, both policies appear consistent
with the government’s stated policy goals of reducing risk in the financial system and
creating a development glide path to a more broadly accessible Chinese yuan that also
promotes 1its wider use for international trade. So far 1in 2013, the cChinese yuan has
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been one of the best-performing emerging market currencies against the U.S. dollar.
Continued policy reforms may create a situation where short-term pain (via slower
economic growth) ultimately Teads to a more efficient and healthy economy 1in the Tlong

run. lsource: http://news.xinhuanet.com/english/china/2013-07/20/c_132557311.htm %Source:
http://www.bloomberg.com/news/2013-07-23/1i-s-government-sees-7-as-growth-bottom-1line-
chinese-media-say.html

Important Risks Related to this Article

There are risks involved with investing, including possible loss of principal. Foreign
investing involves special risks, such as risk of loss from currency fluctuation or
political or economic uncertainty. Investments focused in china are increasing the
impact of events and developments associated with the region, which can adversely affect
performance. Investments in emerging or frontier markets are generally less 1liquid and
Tess efficient than investments in developed markets and are subject to additional
risks, such as risks of adverse governmental regulation and intervention or political
developments. Investments in currency involve additional special risks, such as credit
risk and interest rate fluctuations.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)
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wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

free-floating : an exchange rate regime whereby the value of the currency is determined
by supply and demand against other currencies.

Managed-float : an exchange rate regime whereby the value of the currency is allowed to
float around a proscribed range. The central bank intervenes in the market to maintain
the trading range or to limit volatility.
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