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RMB part 1: the cause of recent RMB
depreciation

* The recent RMB depreciation was not the result of changing domestic
demand supply matrix for foreign currency and capital outflows.

e Instead, the depreciation was mainly attributable to two reasons
including broad dollar rally and deteriorating expectation.

* The souring sentiment toward RMB was due to three factors including
widening US-China rate differential, diminishing recovery hope due to
dynamic zero Covid strategy and deteriorating trade outlook.

Since the middle of August, RMB has weakened against the US dollar by
more than 3% after consolidating around 6.75 level for about a month.
Although RMB’s fluctuation was within a reasonable range against the
backdrop of broad dollar index rally during the same period, the USDCNY’s
move towards 7, which is always depicted as “psychologically important”
level by many media outlets, still put RMB under the spotlight.

In this series of RMB reports, we will try to answer following three
questions.

First, why did RMB depreciate sharply this year despite a record goods
trade surplus in the first eight months of 20227 (Part 1)

Second, why are China’s regulators more sensitive to this round of
depreciation as compared to the previous wave in April and May? (Part 2)
Third, why does RMB depreciation pressure remain? (Part 3)

Is this time different?

Since 2015, RMB has gone through a few cycles of ups and downs driven by
various factors. Market has been used to RMB’s two-way volatility. In the
previous Fed tightening cycle in 2018-2019, RMB depreciated against the
US dollar by about 15% within one and half year due to US-China trade war
and strong US dollar.

Similar to previous few rounds of RMB depreciation, this year’'s RMB
depreciation was also led by the offshore market, evidenced by the
widening gap between USDCNY and USDCNH in April-May and August
(Chart 1).

Nevertheless, different from the last depreciation in 2019 when the
demand for foreign currency surged, demand for RMB this year remained
strong. Our preferred gauge of overall cross border capital flows, foreign
currency settlement and sale in spot, forward and options, recorded sizable
surplus year to date except May (Chart 2). This contrasted with persistent
deficitin 2019.
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Chart 1: Two waves of RMB depreciation in 2022 was Chart 2: More balanced demand supply matrix for
mainly led by the offshore market. RMB as compared to that in 2019.
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In addition, different from the first wave of RMB depreciation in April and
May this year when sizable outflows under stock connect were recorded,
the inflows under stock connect since August have remained relatively
stable (Chart 4).

Chart 3: Willingness to sell foreign currency remained Chart 4: No outflows since mid-August under the
high in July despite RMB depreciation. stock connect
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As such, we think the recent RMB depreciation was not the result of
changing demand supply matrix for foreign currency and capital outflows.
So, the question is what has caused the RMB weakness this year?

Dollar matters
We think the recent RMB depreciation was mainly attributable to two
reasons including broad dollar rally and deteriorating expectation.
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Historically, the USDCNY has a close correlation with the DXY (Chart 5).
Given the DXY has strengthened by more than 14% year to date, it is not a
surprise that the USDCNY moved higher significantly. In the previous Fed
tightening cycle in 2018-2019, RMB weakened against the dollar by about
15% at peak when DXY gained by about 11-12% during the same period.
Chart 5: USDCNY tends to have a close correlation with the DXY
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Souring sentiment
The souring sentiment toward RMB was mainly due to three factors. First,
the collapse of forward points due to inverted China-US rate differential
made short RMB trade easy to hold thanks to the positive carry. The key
catalyst for the recent RMB depreciation since the middle of August was
China’s unexpected interest rate cuts. The yield differential is expected to
widen further given a more hawkish Fed.
Chart 6: The collapse of CNY forward points Chart 7: Widening US-China rate differential
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Second, the increasing bearish sentiment on China’s recovery hope due to
China’s Covid zero strategy also weighed down on RMB sentiment. 2022 is
likely to mark the first time in modern Chinese history that China will miss
its growth target by a big margin.
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Third, trade outlook also deteriorated due to renewed concerns about
global recession and significant slowdown in semiconductor supply chain.
We will discuss about China’s trade outlook in part 3.

Overall, we think the broad dollar rally and souring sentiment over RMB are
the key drivers to RMB deprecation rather than the change of demand and
supply matrix for foreign currency and capital outflows this year.
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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 Bank, its related companies, their respective directors and/or employees (collectively “Related Persons”) may or
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such investment products, and providing broking, investment banking and other financial services to such issuers. OCBC Bank and its Related
Persons may also be related to, and receive fees from, providers of such investment products.

This report is intended for your sole use and information. By accepting this report, you agree that you shall not share, communicate, distribute,
deliver a copy of or otherwise disclose in any way all or any part of this report or any information contained herein (such report, part thereof and
information, “Relevant Materials”) to any person or entity (including, without limitation, any overseas office, affiliate, parent entity, subsidiary
entity or related entity) (any such person or entity, a “Relevant Entity”) in breach of any law, rule, regulation, guidance or similar. In particular,
you agree not to share, communicate, distribute, deliver or otherwise disclose any Relevant Materials to any Relevant Entity that is subject to the
Markets in Financial Instruments Directive (2014/65/EU) (“MiFID”) and the EU’s Markets in Financial Instruments Regulation (600/2014)
(“MiFIR”) (together referred to as “MIFID II”), or any part thereof, as implemented in any jurisdiction. No member of the OCBC Group shall be
liable or responsible for the compliance by you or any Relevant Entity with any law, rule, regulation, guidance or similar (including, without
limitation, MiFID Il, as implemented in any jurisdiction).
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