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USD-CNY above 7.0000: The morning after
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On Monday (5 August 2019), the PBOC set the USD-CNY fix at 6.9225,
above the 6.9000 level that was previously perceived as a no-fly zone.
The market took that as a signal for official tolerance for a higher
USD-CNY, and took the pair above the key 7.0000 barrier. This follows
the President Trump’s decision to levy tariffs on additional Chinese
imports, and the halting of US agricultural purchases by China.

The morning after: The Tuesday’s (6 August 2019) morning fix come
in at 6.9683, underperforming model-driven estimates. A common
initial deduction is that the PBOC is restraining excessive USD-CNY
movements. We think this is a hasty conclusion. For one, it is 0.66%
higher than the Monday’s fix, just beyond the top end of the typical
tolerance band (estimated at +/- 0.60%) for the daily movement in
the fix. The PBOC may just be setting the fix near its own limiting
parameters, rather than signaling intent to restrain the USD-CNY.

More importantly, the CFETS RMB Index was taken lower to 92.51 at
Tuesday’s fix, which is an outsized 0.76% lower than Monday. This
move is beyond the typical tolerance band (estimated at +/- 0.40%,
with +/- 0.60% hit only in rare occasions) for the daily movement in
the Index. This may be a signal that the PBOC is implicitly leaving the
CFETS RMB Index reactive to the market in view of Sino-US
developments.

In this context, given the expectation that tensions are still in the
worsening stage, we cannot rule out the possibility the door is open
for further downside on the CFETS RMB Index. The inference then is
that we expect further implicit lift for the USD-CNY.
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e We think the PBOC’s stance is also evident from the following
developments on Monday:

o The PBOC set Monday’s USD-CNY fix from a position of
strength. The fix is 0.33% higher than the previous fix of
6.8996. This is within the historical limits of the daily fix
fluctuations. This suggests that there is no significant
departure in terms of the PBOC’s fixing mechanism. Indeed,
the subsequent statement from the PBOC suggested such
fluctuations are normal.

o However, the USD-CNY spot was permitted to rise to 1.83%
above the fix at its high on Monday, pushing close to the
extremes of the +/- 2.00% trading band, when it typically
populates the +/- 0.50% zone since 2016.

o The USD-CNH / USD-CNY spread was bid up beyond 500 pips,
when it is typically capped at around 400 pips since 2016.
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e In conclusion, while Tuesday’s fix calmed the market, we think it is
insufficient to conclude that the PBOC is explicitly intent on holding
back to the USD-CNY. The PBOC may instead allow the CFETS RMB
Index to be increasingly endogenous to Sino-US developments. If
there is further worsening on this front, the hitherto floor at 92.00
may not hold ground. Furthermore, if the CFETS RMB Index realized
vol is going to held at a level below the USD-CNY realized vol, the
mechanical implication is that the USD-CNY will have to bear the
brunt of RMB movements. In all, we continue to expect the USD-CNY
exhibit upside bias from here.
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