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RMB: the fear of unknown

Thursday, January 07, 2016

Highlights:

e RMB depreciation accelerated on Wednesday after PBoC unexpectedly set
the USDCNY fixing higher.

e It seems Chinese government has given up its spread intervention after
the CNY-CNH spread is no longer the hurdle for RMB to be recognized as
freely usable currency.

e The latest clampdown on cross border arbitrage also suggests that it make
no economic sense for China to intervene the spread.

e Since December, we have been more confused about the RMB policy. The
fear of unknown has become the largest risk for RMB in the near term.

e The only clue we have from PBoC is that we should pay more attention to
basket currency. Based on this morning’s fixing, the index was still at
100.80. This probably also explains why PBoC set the USDCNY fixing
higher this morning.

e We think it might be better timing for us to sense China’s RMB policy
when RMB index falls back to 100 level. Before that, the fear of unknown
is likely to persist for a while. This may lead onshore USDCNY to test
6.5800, which is about the breakeven point for the RMB index in the near
term.

RMB depreciation accelerated on Wednesday in both onshore and offshore
market after PBoC unexpectedly set the USDCNY fixing at 6.5314, much
higher than yesterday’s 4:30 pm closing of 6.5199.

No longer an anchor of stability?

RMB'’s status as an anchor of stability for the past two decades was mainly
the result of tight government control. After weathering through two major
financial crisis successfully in 1997 and 2008, Chinese government has
established such a mighty image that no investors dare to challenge PBoC
despite persistent speculation on China’s hard landing scenario since 2010.
However, this mighty image has been questioned in the mid of 2015 after a
failed government intervention in its stock market. The move towards a
market driven fixing and pricing system opened Pandora box amid the
turmoil and completely turn the sentiment around against RMB amid
slowdown in Chinese growth and equity market rout. The sentiment driven
depreciation made it more difficult to forecast RMB in 2016.
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Widening CNY-CNH spread

The USDCNH touched a high of 6.7300 yesterday, up by 2.2% week to date, while the
USDCNY broke the 6.5500 handle in the onshore market. As a result, the CNY-CNH spread
widened to a record high of 1700 at one point since the birth of CNH in 2010. It seems
government has given up its spread intervention for two possible reasons. First, China
has a higher tolerance for the CNY-CNH spread. With further opening of China’s onshore
market to offshore reserve managers, the CNY-CNH spread is no longer the hurdle for
RMB to be defined as freely usable currency by IMF. As such, China is not in urgency to
close the gap between onshore and offshore market. Second, Chinese regulators has
been increasingly paid attention to the cross border arbitrage activities. The latest news
that a number of foreign banks have been suspended for transacting cross border RMB
business in late December following the 0.3% penalty margin implemented from
September suggests China’s commitment to stop banks from gaming the system. With
most of room for arbi has been limited, it did not make economic sense for China to
intervene the offshore market aggressively.

Fear the unknown

Since late November, the speculators have met few resistances from PBoC to push the
USDCNH and USDCNY higher. Frankly speaking, we are still not quite sure where the
PBoC boundary is at the current stage. The fear of unknown has become the largest risk
for RMB in the near term despite China’s sizable current account surplus.

The only clue we have from PBoC is that we should pay more attention to basket
currency, which is a trade weighted index. This probably also explain why PBoC set the
USDCNY fixing higher on Wednesday morning. Despite RMB’s depreciation against the
dollar in 2015, RMB still appreciated against the basket currency. The RMB index ended
2015 with 100.94, meaning RMB has strengthened against the basket currency by 0.94%.
Based on Wednesday’s fixing, the index was still at 100.80. As such, we think in order to
forecast the USDCNY fixing in future, a look at RMB index may help. As long as the RMB
index stays above 100, we think China may still adopt its current wait and see approach.
Given the recent weakness in RMB against the USD, the RMB index has been gradually
trending down to 100 level. We think it might be better timing for us to sense China’s
RMB policy when RMB index falls back to 100 level. Before that, the fear of unknown is
likely to persist for a while. This may lead onshore USDCNY to test 6.5800, which is about
the breakeven point for the RMB index in the near term.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in
part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for the
subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond market
and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we have
taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given any
consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of the
recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any loss
arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or opinion or
estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a
substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular needs before you make
a commitment to purchase the investment product. OCBC and/or its related and affiliated corporations may at any time make markets
in the securities/instruments mentioned in this publication and together with their respective directors and officers, may have or take
positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the same for
themselves or their clients, and may also perform or seek to perform broking and other investment or securities-related services for the
corporations whose securities are mentioned in this publication as well as other parties generally.
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