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Some thoughts outside the box

Some thoughts outside the box. Is there a risk that the Renminbi is not going appreciate but
to come under pressure due to the problems in the shadow banking system? We paint a non
mainstream picture.
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Some thoughts outside the box

Is there a risk that the Renminbi is not going appr  eciate but to come under pressure due
to the problems in the shadow banking system? We pa int a non mainstream picture.

When providing an analysis of the Chinese Renminbi analysts usually argue as follows: 1. The
Renminbi is undervalued. 2. The economy is currently cooling off a little but will remain robust.
3. The increasing difficulties with the shadow banking sector point towards a flexible exchange
rate, which will enable the central bank to raise rates. This would dampen demand for loans in
the economy and reduce the attractiveness of the shadow banking system. 4. A further liberali-
sation leads to an appreciation of the (undervalued) Renminbi. At first glance this line of
thought makes sense.

However, it is also possible to paint a completely different picture. The recent depreciation of
the Renminbi against USD took place against the background of news that there are increasing
difficulties in the shadow banking sector. Amongst the different types of shadow banking trades
trust loans give most cause for concern. Trust products are sold to private investors who are
often unfamiliar with the products into which they are investing. As a result there is a particu-
larly high risk that these investors will stop this kind of investment in case of rising defaults so
that the demand for trust products will suddenly dry up. One does not have to be overly pessi-
mistic to assume that the number of non-performing loans in China is likely to be relatively high;
that's what you get with a still highly regulated economy. Despite cautious attempts to liberalise
the market the level of state interference is more or less unchanged.

And what about China’s high economic growth (by the way China is the first country to publish
its GDP data and the only one never to revise it)? No doubt rates of 7 percent are still quite
impressive even if times of double digit growth are likely to be over. However, growth in China
is based on investments to an unusually high degree. Usually strong investment activity is a
good sign for economists. But what if the investment no longer leads to more production and
therefore more consumption but to even more investments, as is the case in China? The share
of private consumption of GDP was less than 40 percent recently and was therefore lower than
investments. So the country has no other choice but to export a large share of its production —
regardless of the price. And to achieve that aim it helps if the Renminbi is weak. So what if the
investment boom in China will turn out to be a bubble at some stage and the economy eases
further? In that case international investors would probably be even more sceptical about the
recent difficulties in the shadow banking sector. The PBoC has already reacted to the recent
CNY weakness and fixed USD-CNY notably higher recently. Should the market participants
now realise that their previous conviction that the Renminbi can only appreciate is no longer
correct the depreciation pressure might get stronger than many can envisage. Admittedly this
story is not mainstream.
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CHART 2: CNY weakness: Just an episode or more to CHART 3: China: Solid growth to remain?
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G10 Highlights

European CPI data will give more hints on next weeks ECB decision. GDP data in Can- Author:
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yoy for the core rate. Already in November the ECB showed that it is willing to react quickly to
unexpected developments. And certainly recent CPI data have been significantly below ECB
projections. If this week’s data print once more below expectations an ECB rate cut next week
would become even more likely. And this would definitely weigh on the euro as a rate cut is not
entirely priced in. On the other hand we might see some renewed euro strength in case the
ECB doesn’t move next week. In this regard it does not seem of any importance for the market
that no rate cut next week is by far no signal of any ECB policy change. On the contrary, the
ECB has to remain expansionary to avoid any pressure on European bond markets. So far the
market does not want to realize that.

CAD: Market sentiment suggests that USD-CAD will want to challenge this year’s high at
1.1225, but for the time being the pair is still struggling with the level. Retail sales were very
weak in December which is hardly surprising in view of the cold winter. 1.12 was nonetheless
tested on Friday. January’s inflation data came in above market expectations though: the rate
of inflation rose to 1.5%, the core rate to 1.4% yoy. The result is likely to reassure the BoC as it
had constantly repeated recently that downward risks for inflation had risen. So for January at
least the concerns were unfounded. In the end inflation data is more important than retail sales.
That means it is right for USD-CAD to have moved away from the 1.12 mark again. It will now
be interesting to see what the GDP data for Q4 is going to look like on Friday. In our view it is
decisive in determining whether USD-CAD will breach the topside and reach new highs or
whether the area of 1.1200-25 will begin to form a top.

AUD: Next weeks RBA meeting will hardly move the FX market. The RBA adopted a neutral
stance recently. On the one hand it is still looking for some AUD weakness to support eco-
nomic activity. On the other hand inflation is picking up making a weaker AUD rather undesir-
able. In this situation the RBA cannot do anything else but preventing the AUD to rise due to
improved economic prospects. But verbal intervention will not aim to trigger a much weaker
AUD. As a result the area of 0.8820-50 continues to constitute good support in AUD-USD.

CHART 4: Inflation: ECB’s main concern CHART 5: Not much movement except for the Loonie
Euro zone consumer price index, percentage change against % Gain / Loss Vs. USD since 24th September
previous year
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FX Metrics

G10 carry trade indices
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The portfolio weighting of a common carry trade strategy often simply corresponds to the rank- +49 69 136 82878

ing of the interest rate levels. Moreover the number of investment positions is usually fixed at

the outset. However, such a strategy does not effectively exploit the benefits of diversifying
across different investments. We therefore suggest a portfolio strategy that optimizes the diver-
sification effect and significantly reduces the downside risk entailed in carry trades using

“mean-variance” optimization.

Below we illustrate an example of a mean-variance optimized carry trade portfolio on a se-
lected currency basket with a pre-set risk level. For the optimization the variance has been

chosen randomly and can be adjusted as required.

CHART 6: Historic performance of optimized Carry Trade

Portfolio

Cumulative return® since 6 January 2009, weekly rebalancing,
target variance: 6%; Naive strategy: B&H strategy, 3 high yielders
long, 3 low yielders short; Currency basket: EUR (base), USD,
GBP, JPY, AUD, SEK, CHF (excluded after Sept 2011)
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CHART 7: Portfolio weights for week 25 February to 4
March
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Methodology

Our optimized strategy considers the correlation of the exchange rates in the portfolio
weighing decision, i.e. the good old “mean-variance“ optimisation according to Harry
M. Markowitz. For the carry trade portfolio this means investing in carries in such a
manner that an optimum relation between carry and the risk assumed is achieved.
Needless to say, the more accurate the estimate of the correlation matrix the larger the
advantage of the portfolio optimisation. For our portfolio we therefore use a trend
model to forecast the relevant correlations on a weekly basis. In particular, the forecast
is based on a linear trend over the weekly correlations of the last month. This trend is
then extrapolated to the coming week to yield a forecast. Subsequently, the trend is
rolled over on a weekly basis. This trend-based forecast therefore uses more timely
input which ultimately increases forecast accuracy.

! Returns are based on Tuesdays’ London opening
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EM Highlights

Upward correction in USD-BRL only a matter of time. TRY under pressure again.
Uncertainty regarding Ukraine’s political future a great burden on UAH.

BRL: Yesterday’s result of the weekly poll of analysts carried out by the Brazilian central bank
(BCB) illustrates the central bank’s dilemma once again. While the expectations for this and
next year's GDP have fallen once again expectations for inflation have risen. On Wednesday
evening the Brazilian central bank will decide on its key rate. It seems clear that it will take
another rate step. A large share of the analysts expects a 50bp rate hike. However, the small
majority of analysts, and we are part of that camp, expects a rate hike of only 25bp to 11%.
Moreover we are of the view that the central bank is then likely to have reached the end of its
rate hike cycle. After all the BCB will probably want to see to what extent the monetary tighten-
ing implemented so far will slow an already weak economy. As the inflation rate has been eas-
ing since mid-2013 it is likely to see scope for a pause. However, opinion amongst market
participants on this matter is also split: some expect further tightening in April. As a result both
the rate meeting and the statement will be much anticipated. Should the rate hike be bigger
than the majority expects and/or the central bank sound more hawkish that might provide fur-
ther support for the BRL against the USD. However, after the recent rally it is getting increas-
ingly more difficult for the BRL to gain more ground. Q4 GDP data, due for publication on
Thursday, is likely to remind markets that Brazil is facing many challenges this year. As a result
an upward correction in USD-BRL is likely to be only a matter of time.

TRY: The TRY has been hit by a new round of the corruption scandal in Turkey. Following the
leakage of tapes which would directly link Prime Minister Erdogan to the graft probe, USD-TRY
surged back toward its recent highs around 2.22. This illustrates again that the question of
political stability remains an explosive issue also in Turkey and will continue to do so in the run
up to elections this year. Should the situation escalate attention could soon return to Turkey
from Ukraine bringing TRY down with it and thus challenging the Turkish central bank again.

UAH: USD-UAH continues to climb higher despite the recent calming of the political war in
Ukraine as the uncertainty regarding the country’s political future remains a great burden for
the UAH. The news that the parliament has just delayed the forming of a new government from
today until Thursday has been a particular blow to the currency. At this stage, there is a high
risk not only of a sovereign default but also of a current account crisis as foreign investors are
reluctant to finance the external deficit. A new government urgently needs to be formed in order
to secure financial aid from an international creditor to prevent a balance of payment and ulti-
mately a currency crisis.

CHART 8: TRY again under pressure
gains/losses against USD since 18" February 2014
the target corridor in percent
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CHART 9: Brazil: CPI leaves room for a pause
consumer prices yoy in percent; inflation target and upper end of
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FX portfolio recommendation

Core trading views:
e Position for sterling outperformance in Q1
e Maintain low delta downside in EUR-JPY as a tail hedge

e Expect USD weakness to persist in the short term

Tactical trading views:
« We maintain a neutral position for the coming week

Over the course of last week the USD continued to trade rather weakly which gives us more
confidence in our decision to cut the long USD basket trade. At this stage we are of the view
that USD weakness is likely to be a pronounced theme for the coming weeks mainly until inves-
tors get greater clarity regarding the data picture in the US. Given that weather related effects
will likely persist in data releases for the coming weeks, investors won't get a clear idea of
underlying trends until late March. That being the case, the USD will likely continue to trade
with an offered bias.

We have positioned the portfolio to take advantage of any deterioration in risk appetite via
down side option positions in USD-CHF and EUR-JPY. That the USD will trade weakly is a
given, but there is the possibility of equity underperformance in the coming weeks, particularly if
one looks at medium term equity sentiment indicators. As March is typically a volatile month
our long volatility positions should stand to benefit from any increase in risk aversion.

Elsewhere the down side put spread in EUR-GBP showed a slight underperformance over the
course of the week albeit that last week’s data were broadly supportive of further sterling
strength, in particular falling public sector borrowing requirements. As such we are content to
hold the position.

TaB. 1: Global FX Strategy Spot Portfolio

Trade date  Strategy Size (€ min) Entry level Stop % Gain/ Loss
14.01.2014 | Short EUR-USD 1 1.3680 1.3780 0.17%
14.01.2014 | Long USD-CHF 1 0.9015 0.8745 1.05%
14.01.2014 | Long USD-CAD 1 1.0900 1.0560 0.56%

Source: Commerzbank Research, Bloomberg LP

TAB. 2: Discretionary Option Trade Recommendations (base ¢ urrency EUR)

Trade date  Strategy Expiry Size (€ min) Premium Value
28.01.2014 | Long EUR-JPY 127.00 put 24.03.2014 1 -0.15% 0.01%
18.02.2014 | Long EUR-GBP put spread 0.81/0.78 15.05.2014 1 -0.78% 0.43%
18.02.2014 | Long USD-CHF 0.87 put 31.03.2014 1 -0.21% 0.20%

Source: Commerzbank Research, Bloomberg LP

Tactical trading views:

« We maintain a neutral position over the coming week.
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Portfolio Risk:

«  The portfolio is positively correlated with volatility.

CHART 10: Dollar Index trading weakly
Dollar Index
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CHART 11: USD-CHF riskies move lower
USD-CHF 25 Delta 1 Month risk reversal in % vol

1.6 -
1.4 1
1.2 -
1.0 S
0.8
0.6 4
0.4 4
0.2 4
0.0

Feb-13

Jun-13 Oct-13 Feb-14

Sources: Commerzbank Research, Bloomberg LP

25 February 2014



Technical Analysis

The JP Morgan Asia Dollar Index has failed atits 9  month downtrend.

The JP Morgan Asia Dollar Index rallied to and failed at its 2013-2014 downtrend, which is
currently located at 115.95. The market tested this resistance 3 times last week and is now
showing signs of significant failure; it is also reinforced by the 200 day m.a. at 115.87. We
assume that the market is resuming its longer term bear trend and look for a slide back to the
January low at 114.82. It remains medium term bearish while trading below its January high at
116.18.

Once the January low at 114.82 has been fallen through, the 114.00/113.58 support area will
be back in play. This is where minor support and the August low are to be found.

Further down lies the April 2010 high at 113.29 and also the 38.2% Fibonacci retracement of
the 2009-2011 advance at 112.91.

Longer term the 50% retracement at 110.65 is also being targeted.

Weakness in the Asian currencies pairs is particularly noticeable for the USD/CNY (for the
currency pair, the one year and one month non deliverable forward charts also). These have
eroded 2012-2014 downtrends and 55 day ma and all shot higher. USD/CNY is already ap-
proaching its 55 week ma at 6.1195. This together with the September 2013 high at 6.1209
should act as solid near term resistance. Above here would introduce scope to the 6.1568 June
20913 high.

CHART 102: JP Morgan Asia Dollar Index — daily chart
Market has failed at the 2013-2014 downtrend
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Event Calendar

Time Region Release Unit  Period Survey Prior

26 February  07:00 GER GfK Consumer Confidence MAR 8.2 8.2

09:30 GBP GDP gog 4Q P 0.7 0.7
yoy 4Q P 2.8 2.8
12:00 USA MBA Mortgage Applications % FEB 21 - -4.10
mom JAN -3.4 -7.0

27 February  07:00 GER Import Prices mom JAN -0.2 0.0
yoy JAN 2.4 2.3
EUR  Consumer confidence FEB F -12.7 -12.7
Industrial confidence FEB -4.0 -3.9
Business confidence FEB 100.8 100.9

13:00 GER Consumer prices mom FEBP 0.6 -0.6
yoy FEBP 1.3 1.3

13:30 USA Initial jobless claims K FEB 22 335 336
ex fresh food and energy mom FEB 0.4 0.3

23:30 JPY  Unemployment rate % JAN 3.7 3.7

COMMERZBANK ¢

23:50 JPY  Industrial production mom  JANP 2.8 0.9
yoy JAN P 9.4 7.1
28February 0005 GBP GIK Consumer Confidence  FEB 7 7
GBP  Nationwide House Price Index mom FEB 0.5 0.7
yoy FEB 9.0 8.8
08:00 CHF KOF leading indicator FEB 2.00 1.98
08:30 SEK GDP goq 4Q 0.6 0.1
yoy 4Q 11 0.3
10:00 EUR Consumer price index yoy FEB 0.7 0.7
core rate yoy FEB A 0.8 0.8
13:30 CAD GDP mom DEC -0.3 0.2
14:45 USA  Chicago PMI FEB 56.3 59.6
15:00 USA Pending home sales mom JAN 18 -8.7
03March 0730 SEK SwedbankPMiSuvey — FEB - 564
08:00 NOK Puchasing Manager Index FEB - 52.8
08:30 CHF  SVME- PMI FEB - 56.1
09:00 EUR  PMI (Markit) FEB F 54.0 53.0
09:30 GBP Mortgage approval K JAN - 72
9
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