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RMB exchange rate plunged past 7 after Trump’s recent tariff threat

On August 5th, the CNYUSD fell past the important psychological level of 7 for the first time since 2008. The sharp
depreciation came amid the renewed escalation of the China-US trade war after the US President Donald Trump
threatened to impose a 10% punitive tariff on the remaining China’s exports of USD 300 billion. On that day, the
People’s Bank of China (PBoC) set its daily mid-price of CNY at a level weaker than 6.9 and then allowed the CNY
to slide during the trading time without any intervention. As a result, the CNYUSD tumbled -1.6% to 7.05 on August
5™, In the offshore market, the CNH exchange rate depreciated deeper than its onshore price. (Figure 1)

Throughout the week, the PBoC continued to fix a weaker mid-price and allow the CNY to hover around in the
region above 7. The central bank’s behaviors are quite different from two previous episodes in late 2016 and late
2018 when the market forces drove the CNY close to the level of 7 while the PBoC intervened heavily into the
market to avert hitting the level of 7. (Figure 2)

Figure 1 Both CNY and CNH exchange rate dipped Figure 2 CNY to USD exchange rate plunged beyond
beyond 7 and the discrepancy enlarged as well 7, which has been an important psychological level
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The policy motivations behind the sharp depreciation are multifold. First, it is in response to President Donald
Trump’s tariff threat. The currency appreciation implied that Chinese policymakers will take a tougher stance on the
ever-escalating trade dispute with the US. In the past, China's authorities painstakingly kept the currency stable so
as to alleviate President Trump's critique of currency manipulation. Second, through currency depreciation, China’s
authorities have released more policy room in case of further deterioration in external environment. Despite the
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significant slowdown in growth momentum, China has been refrained from using monetary policy easing to
stimulate the economy. The concern of maintaining exchange rate stability is one of important reasons why the
authorities are reluctant to loosen its monetary policy further. The break of the 7 level in the exchange rate has in
essence rendered more policy room to the authorities. In future, they will have more freedom to use monetary
policy tool to cushion the shock from trade tension escalation.

Will the depreciation lead to financial turmoil as in 2015? This time is
different

The sharp depreciation is reminiscent of the infamous episode of RMB devaluation four years ago. On August

11th 2015, the People’s Bank of China (PBoC) attempted to introduce a market-based pricing mechanism of the
RMB in a bid to offset the then intensifying growth headwinds through currency depreciation. The reforming efforts
proved to be unsuccessful just in a couple of weeks after the devaluation itself caused unexpected financial turmoil.
Massive capital outflows, primarily driven by market panic, led to a vicious circle of capital flight and currency
depreciation. The PBoC finally had to roll back the short-lived pricing mechanism.

Figure 3 The foreign reserve is more stable at the Figure 4 This time the authorities kept the currency’s
current stage than the aftermath of 2015 “811” reform pricing mechanism intact
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In the aftermath of this unsuccessful reform, the RMB entered into a phase of persistent depreciation until January
2017. The onshore exchange rate depreciated from 6.20 in August 2015 to 6.95 early 2017. Over the same period,
the PBoC lost almost 30% of its foreign reserves as a result of frequent market interventions. (Figure 3)

We would like to argue that the recent depreciation of the RMB, albeit past the psychological level of 7, is unlikely
to lead to financial turmoil like in 2015:

First and foremost, this time the authorities kept the currency’s pricing mechanism intact, in stark contrast to the
case of 2015 when the authorities attempted to leave the pricing function to the anchorless market forces entirely.
Now the authorities still have a great say in determining the mid-price (or opening price) of the RMB exchange rate.
Moreover, the permissible trading range of the RMB exchange rate is defined as +-2% around the mid-price per
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day. That being said, the authorities can effectively confine the movement of the exchange rate in a desirable
range every day, averting a self-fulfilling trend of currency depreciation witnessed in 2015. (Figure 4)

Second, the authorities have accumulated valuable experience over the past few years through their practice of
maintaining FX market expectations. Since Monday of this week, the PBoC has significantly raised their voices to
communicate to the market so as to manage investors’ expectations and avoid market panic. Meanwhile, the
authorities are now equipped with more tools to maneuver the exchange rate in both onshore and offshore market.
In particular, the Ministry of Finance and the PBoC currently go to Hong Kong’s offshore market regularly to issue
RMB-denominated treasury bonds and central bank bills. Through the issuance of these RMB products, the
authorities could flexibly adjust the RMB liquidity in the offshore market and thereby stabilize the currency’s
offshore exchange rate.

Last but not least, China’s authorities still maintain a tight grip of the country’s capital account, making it almost
impossible to see a large-scaled capital flight. The current situation is in stark contrast to the case in 2015 when the
authorities substantially relaxed restrictions to allow capital to flow freely across the border. Since the currency
devaluation of 2015, China’s authorities have painstakingly been enhancing their monitor and management of the
capital account. For the positive side, those capital account restrictions introduced in the aftermath of 2015
devaluation will effectively prevent the vicious circle of currency depreciation and capital flight. (Figure 5)

However, some challenges are still here. For instance, compared with 2015, Chinese foreign debt outstanding has
been on the rise, which might trigger capital outflows when RMB exchange rate going down similar as in 2015.
Together with the continuing economic slowdown, this gives policy makers more challenges to strengthen the
capital control measures at the current stage. (Figure 6)

Figure 5 Capital outflows remain manageable
compared with 2015
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Figure 6 Chinese foreign debt which might trigger
capital outflows is still of concern
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RMB exchange rate outlook

Allin all, we believe that the current depreciation of the RMB won’t repeat the history of the currency devaluation in
2015 to plunge the country’s financial system into turmoil. For the moment, China’s authorities have no intention to
initiate a bout of deep depreciation. That being said, the prospect of China-US trade talks will dictate the evolution
of the RMB exchange rate in the short term.

We define two scenarios for the RMB exchange rate at end-2019: in the first scenario, if China-US trade war
maintains the current situation, particularly, 10% tariff on the USD 300 billion goods without further escalation, the
RMB exchange rate is expected to fluctuate around the level of 7.15 at end of this year; in the second scenario, the
RMB exchange rate could further plunged to 7.4-7.5 if both sides further escalate the trade war in the second half
of the year, such as to raise the tariff to 25% for all the Chinese exports to the US.
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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.

Any 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.

With 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 on the information contained in this 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. Reproduction, transformation, distribution, public

communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA.
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