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The PBoC’s exchange rate reform is to usher high volatility
but not sharp depreciation of the RMB

Today, the Peoples’ Bank of China (PBoC) announced a reform of the RMB exchange rate formation
mechanism, seeking to increase the flexibility of the exchange rate. In particular, the daily opening fixing rate
of the RMB will be directly formed by market makers, namely 35 large banks designated by the authorities, in
China’s onshore FX market instead of being set by the PBoC previously. (Figure 1) The new policy has been
immediately implemented. Meanwhile, the PBoC depreciated today’s fixing rate (the last one being dictated
by the central bank) by 1.9% to 6.2298 from yesterday’s level of 6.1162. The move itself can be regarded as
an important and welcome step in China’s ongoing financial liberalization, which is to enhance the
independence of monetary policy conduct and therefore enable China’s economy to better accommodate
external shocks such as the imminent US interest rate hike. Looking ahead, we anticipate the volatility of the
RMB will rise significantly, in particular in the coming months. However, we deem a sharp depreciation of the
RMB over the medium-term very unlikely and therefore lower our end-year projection modestly to 6.35
CNY/USD.

e The reform of the RMB’s fixing rate formation is a milestone in China’s financial
liberalization. Previously the PBoC set a daily opening fixing rate of the RMB against the USD
and then allowed the spot exchange rate of RMB/USD in the interbank market to fluctuate within
the daily trade band (+/-2% henceforth). Therefore, the PBoC can manipulate the RMB exchange
rate by setting the fixing rate at a level they desire. By giving away the power of fixing-rate setting
to market makers, the PBoC has largely loosens its tight grip of the exchange rate. Nevertheless,
we don’t reckon that the PBoC will fully lose its influence on the currency. Like some of its peers in
other countries, China’s central bank can directly intervene in the FX market to affect the
exchange rate. Moreover, it can also use moral suasion to influence market makers.

e The move is likely to be motivated by a confluence of factors: First, the recently sharp
depreciation of emerging market currencies have weighed on China’s export sector, prompting the
authorities to initiate currency deprecation to ease intensifying pressure; second, China’s
authorities, in a bid to ensure the RMB’s inclusion of the the IMF’s Special Drawing Rights (SDR),
are keen to demonstrate to the IMF and international investors that the financial reform hasn’t
stalled on the recent stock market rout; last but not least, the authorities need a flexible exchange
rate to cushion against external shocks such as imminent Fed interest rate hike as well as provide
more room for further policy easings.

e We still deem that the RMB exchange rate will remain broadly stable over the
medium-term despite the increasing volatility in the short run. In essence we agree with
the IMF’s assessment that the RMB is now “fairly valued”. Compared to exports, China’s imports
dropped much deeper, resulting in “recessionary surplus” under the current account. (Figure 2)
Moreover, given that the IMF member countries are to determine whether to include the RMB in the
SDR this November, it is equally unpalatable to see a sharp depreciation of the RMB in the run-up of
the final decision. Therefore, we modestly lower our end-year projection of 6.35 CNY/USD but flag
some downside risks.
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e Some caveats are noteworthy. The drastic change of the exchange rate comes at a moment of
both elevated domestic financial tensions and increasing external uncertainties. The authorities
therefore need to guard against the potential vicious cycle of currency depreciation and capital
outflows. Moreover, the move could trigger another round of global currency depreciations, in
particular for those currencies of commodity exporters which have already been afflicted by sluggish
global commodity demand. In this respect, the currency depreciation itself can hardly lend much
support to China’s exports.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.
Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no

guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,

commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
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document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



