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The People’s Bank of China Imposes Foreign
Currency Risk Reserve Deposits in a bid to
Ease Strong Downward Pressure on the Yuan

On August 31, 2015, the People’s Bank of China (PBOC) issued the Circular on the Enhanced Macro-Prudential

Management of Foreign Currency Forward Contracts (Yinfa [2015] No. 273; hereinafter referred to as “Circular

No. 273”). Starting October 15, 2015, financial institutions that handle foreign currency forward contracts

(involving foreign currency-buying and yuan-selling) for customers will be required to deposit a foreign currency

risk reserve with the PBOC. This move by China’s central bank is being seen as a_bid to ease the strong

downward pressure on the yuan from a combination of dollar-buying and yuan-selling in foreign exchange

markets.

O Has the PBOC conducted yuan-buying and dollar-selling intervention?

On August 11, 2015, the PBOC suddenly cut Fig. 1: Movement in the RMB/USD Exchange Rate
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reflection of the actual market rate. The

PBOC'’s surprise devaluation move caught the market off guard, with the yuan depreciating sharply against the
U.S. dollar in daily trading before rallying to 6.3975 yuan on August 14, with the reference rate dropping 4.6% in
the four days from August 10 (see Fig. 1).
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The latest move by the PBOC to adjust the reference rate is being seen by markets as an effort to boost exports by
devaluing the yuan, while downward pressure on the yuan (dollar-buying and yuan-selling) has increased in the
face of further evidence of China’s economic slowdown and the prospect of further devaluation moves by the
central bank. The PBOC responded by intervening in the foreign exchange markets (yuan-buying and
dollar-selling) in a bid to stabilize the exchange rate, which served to stem the yuan depreciation and is believed to

have made a big dent into China’s foreign exchange reserves accordingly.

The total outstanding funds for foreign
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PBOC, are continuing to soak up yuan from

the markets, simultaneously releasing
foreign currencies, i.e., that yuan-buying and dollar-selling continues. The PBOC’s intervention in foreign
exchange markets since August 11 is likely to be reflected by a substantial drop in total outstanding funds for

foreign exchange in August.

O PBOC imposes reserve ratio of 20% of foreign currency forward contract value

Under the provisions of Circular No. 273, financial institutions (including finance companies) that handle foreign
currency forward contracts for customers will be required to deposit a monthly foreign currency risk reserve with
the PBOC based on the total value of foreign currency forward contracts (involving foreign currency-buying and
yuan-selling) in the previous month. The foreign currency risk reserve ratio has been set at 20%, and the reserves
thus deposited are to be frozen for a year in a special account at the PBOC. The interest rate on these reserves has

been set at 0%.

This requirement to deposit foreign currency risk reserves with the PBOC will directly increase the cost to banks

of processing foreign currency forward contracts. The aim of Circular No. 273 is thus to curb foreign currency

forward contracts as a factor in the yuan depreciation and is a clear indicator of the unwillingness of the monetary

authority to tolerate excess devaluation in the yuan.
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A provisional translation of Circular No. 273 together with the original Chinese document is presented below for

further reference.

Naoki Tsukioka, Advisory Division, Mizuho Bank (China), Ltd.
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(Provisional translation)
People’s Bank of China
Yinfa [2015] No. 273
Circular on the Enhanced Macro-prudential Management

of Foreign Currency Forward Contracts

Shanghai Head Office, all branches and operation offices, central branches at the provincial capital levels,
Shenzhen central branch of the People’s Bank of China (PBOC); Provincial, autonomous region, and municipal
branches, foreign exchange administrative departments, Shenzhen, Dalian, Qingdao, Xiamen and Ningbo branches
of the State Administration of Foreign Exchange (SAFE); China Development Bank, the Export-Import Bank of
China, Industrial and Commercial Bank of China, Agricultural Bank of China, Bank of China, China Construction
Bank, Bank of Communications, China Merchants Bank, Shanghai Pudong Development Bank, China CITIC
Bank, Industrial Bank, China Minsheng Bank, China Everbright Bank, Hua Xia Bank, China Guangfa Bank, Ping
An Bank, China Zheshang Bank, China Bohai Bank, Postal Savings Bank of China:

To improve the macro-prudential management framework, prevent macro-financial risks, and promote the sound
management of financial institutions, the PBOC has decided to collect a foreign currency risk reserve from
financial institutions that engage in foreign currency forward contract business for customers. The relevant matters

are hereby notified as follows:

1. Foreign currency risk reserve ratio
From October 15, 2015, financial institutions (including finance companies) that engage in foreign currency
forward contract business for customers shall accumulate a foreign currency risk reserve, the ratio for which
is provisionally set at 20%.

2. Accounts
The Shanghai Head Office of the PBOC shall establish a special account for the “foreign currency risk
reserves of financial institutions” for the purpose of the deposit of foreign currency risk reserves accumulated
by financial institutions.

3. Deposits

(1) The Shanghai Head Office of the PBOC shall assume responsibility for the collection, restitution and

other daily management of such foreign currency risk reserves.



)

®3)

(4)

Corporate financial institutions and branches of foreign banks in Shanghai shall submit a “Declaration of
Foreign Currency Reserve Deposits” (see attached form) to the operation department of the Shanghai
Head Office of the PBOC. Financial institutions shall process the transfer of the relevant funds to the
Shanghai Head Office of the PBOC once such declarations have been screened by the operation
department of the Shanghai Head Office of the PBOC and the official seal affixed.

Corporate financial institutions and branches of foreign banks located in other areas outside Shanghai
shall submit a “Declaration of Foreign Currency Reserve Deposits” to the operation department of the
central branch at the provincial capital level or higher ranking branch office of the PBOC in the locality
(for Shenzhen, the Shenzhen central branches of the PBOC; the same applies hereinafter). Financial
institutions shall process the transfer of the relevant funds to the Shanghai Head Office of the PBOC
once such declarations have been screened by the operation department of the relevant branch office of
the PBOC and the official seal affixed. The operation department of the relevant branch office of the
PBOC shall simultaneously fax the aforementioned declaration forms to the operation department of the
Shanghai Head Office.

Financial institutions shall accumulate a foreign currency risk reserve calculated in U.S. dollars for the
foreign currency forward contract business for customers, and shall convert any transactions that are not
denominated in U.S. dollars into U.S. dollars for the purpose of accumulation. The conversion rates for
the various currencies shall be calculated on the basis of the “Conversion rates of major currencies
against the U.S. dollar” that is published each month by the SAFE. Where no official conversion rates
have been published, the rate shall be calculated in reference to the method determined by the SAFE for

computing conversion rates for major currencies against the U.S. dollar.

4. Assessment

)

)

The PBOC shall assess the foreign currency risk reserves of financial institutions on a monthly basis.
Financial institutions shall transfer such reserves into the special account for foreign currency risk
reserves established by the Shanghai Head Office of the PBOC by the 15™ of the month (or the
following day where the 15" is a holiday).

The official formula for calculating the foreign currency risk reserves of financial institutions shall be:
total value of foreign currency forward contracts processed in the previous month x foreign currency

risk reserve ratio = monthly foreign currency risk reserve deposit.

All branches and foreign exchange administration departments of the SAFE shall submit a list of
financial institutions that engage in foreign currency forward contract business for customers in the

-5.
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jurisdiction and related data such as the total value of foreign currency forward contracts processed in
the previous month by such financial institutions to the relevant operation department of the central
branch at the provincial capital level or higher ranking branch office of the PBOC by the 8" of the

month (or the following day where the 8"isa holiday, and the 10" of the month in October).

(3) Corporate financial institutions and branches of foreign banks shall submit a “Declaration of Foreign
Currency Reserve Deposits” to the operation department of the central branch at the provincial capital
level or higher ranking branch office of the PBOC in the locality by the 10" of the month (or the
following day where the 10" is a holiday, and the 12™ of the month in October).

(4) The foreign currency risk reserves of financial institutions shall be frozen for a period of one year by the
PBOC. Once the term of the freeze on the monthly deposits of foreign currency risk reserves
accumulated by financial institutions has expired, the PBOC shall restore such funds to accounts
designated by the relevant financial institutions on the 15" of that month (or the following day where the
15" is a holiday).

(5) All branches and foreign exchange administration departments of the SAFE shall, within five working
days after screening and approving the qualifications of the financial institutions to engage in foreign
currency forward contract business for customers, submit the list of financial institutions to the relevant
central branch at the provincial capital level or higher ranking branch office of the PBOC. The relevant
branch office of the PBOC shall forward this Circular to the aforementioned financial institutions

immediately.
Interest Rate
The interest rate on foreign currency risk reserves is provisionally set at 0%.
Others

The PBOC shall deal with any violations of the policy on foreign currency risk reserves by financial

institutions in accordance with the law.

This Circular is effective as of the date of printing and distribution. All branches and foreign exchange
administration departments of the SAFE shall submit a list of the financial institutions that engage in foreign
currency forward contract business for customers in the jurisdiction as of the date of printing and distribution
of this Circular to the relevant central branch at the provincial capital level or higher ranking branch office of
the PBOC.
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The branch offices of the PBOC shall forward this Circular to city commercial banks, rural commercial banks,
rural cooperative banks, rural credit cooperatives, village or township banks, finance companies, and foreign
financial institutions that engage in foreign currency forward contract business for customers in the

jurisdiction on the day of its printing and distribution.

Attachment: Declaration of Foreign Currency Reserve Deposits [Omitted]

People’s Bank of China
August 31, 2015
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(Original document)
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Disclaimer & Confidentiality

1.

2.

3.

Legal and accounting advice: The information contained herein does not incorporate advice on legal, accounting or tax issues. You should obtain

your own independent professional advice on the legal, accounting and tax aspects of this information.

Confidentiality: The information contained herein is given for general informational purposes only and shall be kept strictly confidential. This

information is intended for your company’s internal use only, and the disclosure to any third party is strictly prohibited.

Copyright: The information contained herein is, as a general rule, the intellectual property of MHBK (China), and may not be copied, duplicated,

quoted, reproduced, translated, or lent, in whole or in part, in any form or by any means for any purpose whatsoever without prior consent.

Limitation of liability:

(a) The information contained herein was obtained from information sources deemed reliable by MHBK (China) but in no way is the accuracy,
reliability or integrity of such information guaranteed. MHBK (China) disclaims any liability whatsoever for any damage arising out of or
relating to this information. Moreover, the analysis herein is hypothetical and is not intended as an indication of the certainty or completeness of
the results thereof.

(b) Please note that information to be disclosed hereafter, appraisals, the opinions of credit rating agencies, and/or changes in the system and/or
financial environment may necessitate substantial modification to the relevant processes and/or schemes, which may have the effect of
rendering the analysis herein ineffectual. Further, this information is not intended to be an exhaustive statement of the risks to which your
company is exposed.

The information contained herein does not constitute a solicitation or offer by MHBK (China) to buy or sell any financial instruments or to provide

investment advice or service.
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