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Non-rating Action Commentary: More Low-tier LGFVs Are Issuing Offshore
Bonds, with RMB Issuance Predominating

The offshore bond issuance by local government financing vehicles (LGFVs) has decreased year-on-year in 2023,
while the average issue yield continues to rise.

In the past few years, offshore LGFV bond issuance has shown a generally upward trajectory. In 2021 and 2022, offshore
bond issuance by LGFVs experienced high growth rates of 54% and 17.5% respectively, fuelled by favourable offshore
issuance conditions and policies (Exhibit 1). However, in 2023, the scale of offshore issuance has significantly contracted due
to a combination of continued interest rate hikes by the Federal Reserve and tighter offshore financing policies. The newly
issued LGFV offshore bonds in the first four months of 2023 amounted to approximately USD8.6 billion, with 89 issues,
representing a 52.5% decline in issue amount and a 30% decline in the number of issues compared to the previous year.
Despite the decline in offshore issuance, the large overall due amount of LGFV bonds in 2023 means that the refinancing
pressure on LGFVs remains significant. Additionally, LGFVs face rigorous restrictions on domestic financing. Therefore, we
anticipate that LGFVs will continue to have considerable demand for offshore borrowing this year, and that offshore bond
issuance will persist at a certain level.

The lower cost of offshore financing has been a primary factor attracting LGFVs to issue offshore bonds over the years.
However, since 2022, there has been an inversion in the cost of issuing onshore and offshore bonds for LGFVs. In the first
four months of 2023, the average issue yield of offshore LGFV bonds has further increased, with the average issue yield of
1-5 year bonds reaching 5.5% (Exhibit 2). The spread between the average issue yield of offshore LGFV bonds and that of
domestic LGFV bonds in the same period has expanded to 0.8 percentage points. We believe the increase in the average
issue yield of offshore LGFV bonds can be attributed to the persistent rise in US interest rates, a substantial increase of RMB-
denominated issuance, and the growth in the number of low-tier (low administrative level) LGFV issuers. The overall decline
in credit quality among LGFV issuers has pushed up the issue yield of LGFV offshore bonds. Nonetheless, we anticipate that
offshore financing costs may ease over the long term as the Federal Reserve's interest rate hike cycle comes to an end, which
could result in a return to normalcy in US monetary policy.

Exhibit 1: LGFV offshore bond issuance amount (USD10 mil.) Exhibit 2: The average issue yield of LGFV bonds (1-5 years)
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Lower-tier LGFVs become major offshore issuers, with RMB-denominated bonds growing in popularity

In light of tightened regulations on the domestic financing of LGFVs, county-level LGFVs have found it increasingly challenging
to issue bonds onshore. To address their financing needs, many of these LGFVs are turning to offshore bond markets as an
alternative source of funding. By accessing offshore bond markets, LGFVs can potentially reduce their financing costs and
diversify their financing channels, expanding their access to different financing tools. The proportion of offshore bond
issuances by county-level LGFVs has been steadily increasing, reaching 34% in 2022 and surpassing 50% in the first four
months of 2023, indicating a significant shift in the composition of LGFV offshore bond issuers towards lower administrative
levels (Exhibit 3). However, this trend also highlights the growing credit profile differences among LGFV issuers at different
administrative levels, posing a challenge for international investors in managing the associated credit risks. As a result, there
is a pressing need for an objective and differentiated international credit rating system to help investors better assess the
creditworthiness of LGFV issuers at different administrative levels.

In terms of the currency choice of bond issuance, offshore bonds issued by LGFVs have primarily been denominated in USD
in previous years. However, since 2022, the rising costs associated with issuing USD-denominated bonds have prompted
more LGFVs to turn to RMB-denominated bonds. In the first four months of 2023, the issuance of offshore LGFV bonds
denominated in RMB surged, accounting for 67% of the total offshore LGFV bond issuances. (Exhibit 4). Offshore RMB bonds
in the Shanghai Free Trade Zone (FTZ) have become increasingly popular recently due to their lower cost of borrowing,
absence of foreign exchange risk, easy fund transfer, and policy benefits. However, there are also some drawbacks, such as
limited offshore RMB funding, incomplete supporting facilities for the FTZ offshore bond market, a concentrated investor
structure, and relatively weak liquidity. We believe that while short-term currency preference shifts for bond issuances are
driven by market factors, the development of RMB offshore bonds will become more stable in the long run as the promotion
of RMB internationalization progresses, and the USD will remain a prevalent currency for Chinese companies' offshore
financing as US monetary policy normalize.

Exhibit 3: Proportion of county-level LGFV issuance increases Exhibit 4: Proportion of RMB-dominated issuance surges
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DISCLAIMER

CSPI Credit Ratings Company Limited (“CSPI Ratings”, “Pengyuan”, “the Company”) prepares various credit research and
related commentary (collectively “research”) in compliance with the established internal process. The Company reserves the
right to amend, change, remove, publish any information on its website without prior notice and at its sole discretion.

The research is subject to disclaimers and limitations. RESEARCH AND CREDIT RATINGS ARE NOT FINANCIAL OR
INVESTMENT ADVICE AND MUST NOT BE CONSIDERED AS A RECOMMENDATION TO BUY, SELL OR HOLD ANY
SECURITIES AND DO NOT ADDRESS/REFLECT MARKET VALUE OF ANY SECURITIES. USERS OF RESEARCH AND
CREDIT RATINGS ARE EXPECTED TO BE TRAINED FOR INDEPENDENT ASSESSMENT OF INVESTMENT AND
BUSINESS DECISIONS.

This research is based solely on the public data and information available to the authors at the time of publication of this
research. For the purpose of this research, the Company obtains sufficient quality factual information from public sources
believed by the Company to be reliable and accurate. The Company does not perform an audit and undertakes no duty of
due diligence or third-party verification of any information it uses in the research. The Company is not responsible for any
omissions, errors or inconsistencies of the public information used in the research.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS OR COMPLETENESS OF ANY
INFORMATION GIVEN OR MADE BY THE COMPANY IN ANY FORM OR MANNER. In no event shall the Company, its
directors, shareholders, employees, representatives be liable to any party for any damages, expenses, fees, or losses in
connection with any use of the information published by the Company.

This research focuses on observing trends from the credit markets. This research has not been made available to any issuer
prior its distribution to the public. The company does not receive compensation for its research.

The Company reserves the right to disseminate its research through its website, the Company’s social media pages and
authorised third parties. No content published by the Company may be modified, reproduced, transferred, distributed or
reverse engineered in any form by any means without the prior written consent of the Company.

The Company’s research is not indented for distribution to, or use by, any person in a jurisdiction where such usage would

infringe the law. If in doubt, please consult the relevant regulatory body or professional advisor and ensure compliance with
applicable laws and regulations.

In the event of any dispute arising out of or in relation to our research, the Company shall have absolute discretion in all
matters relating to resolving the dispute, including but not limited to the interpretation of disclaimers and policies.

Copyright©2023 by CSPI Credit Ratings Company Limited. All rights reserved.
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