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China Economics Update: USDCNY likely to remain weak amid USD strength
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m  Unfil the USD/CNY rebounded today, it had weakened to a level last seen in
2007. US dollar strength has been driving recent USD/CNY weakness. The CNY
index remains solid against a basket of currencies. Downward pressure of the
renminbi against the US dollar is in line with several other EM Asia currencies, but
significantly less pronounced than pressure on non-USD G7 currencies this year.
China'’s strong trade surplus continues to support renminbi demand.

m  We expect the PBoC will confinue to tolerate greater currency flexibility in order
to avoid large currency misalignments. Meanwhile, it plans to reduce excessive
volatility through verbal signaling, stronger USD/CNY fixing, and other policy
tools, for example, through the formal re-infroduction of countercyclical factors
in its daily fixing.

m  We expect US dollar strength to persist in the next three-to-six months as the Fed
stays hawkish and as global uncertainty persists. Following this period, we would
expect US dollar strength to wane, especially once the Fed hiking cycle draws
to a close. Continued US dollar strength is likely to be mirrored by a soft
USD/CNY, which in our view is likely to hover within the recent range of 7.0-7.3.
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CNY weakens against the strong USD

The renminbi weakened against the US dollar in recent days. The USD/CNY topped 7.3, ifs
weakest level since Dec 2007, before a significant reversal in the past few hours. The spof
USD/CNY and its daily fixing widened to 1.6%, pointing to the downward pressure on the
renminbi against the dollar (Fig 1).

The driver of renminbi weakness has been US dollar strength. The CNY index, measured
against a basket of currencies has been quite resilient (Fig 2). Downward pressure of the
renminbi against dollar has been in line with other EM Asia currencies such as the Malaysian
ringgit (MYR), the Thai baht (THB) and the Philippine peso (PHP), but significantly less than the
pressure on non-USD G7 currencies this year (Fig 3 and 4). While the soft domestic growth
outlook and the PBoC's accommodative monetary policy have been a headwind fo the
currency, frade and the current account surplus have confinued to climb, supporting
demand for the renminbi. In turn, bearish sentiment and selling pressure on the renminbi has
been relatively contained, keeping both well below the levels seen in 2015-2016 (Fig 5).

PBoC allows for downward flexibility while sending reassuring signals

The PBoC has in general tolerated the flexibility of the bilateral exchange rate and weaker
renminbi against the US dollar. While the USD/CNY was stable during the first three weeks of
Oct, USD/CNY fixing increased this week, in keeping with the trend of the spot FX rate. In our
view, the PBoC does not aim fo maintain USD/CNY at a particular fixed level, but instead
wants to manage volatility. Regulators have given verbal support for the renminbi and they
aim to anchor currency expectations against rapid depreciation. The Required Reserve
Ratio was hiked on forward FX sales to increase the cost of seling CNY months ago. In
addition, on 25 Oct, the PBoC announced new measures to allow cross-border borrowing
by financial sectors.

We expect the PBoC will continue to folerate greater currency flexibility to avoid large
misalignments, while still dampening excessive volatility through verbal signaling, stronger
USD:CNY fixing, and other potential policy tools, such as the formal re-infroduction of
countercyclical factors in its daily fixing.

USDCNY outlook

The US dollar trend remains crucial. Rapid Fed rate hikes have pushed US dollar strength this
year. The FOMC aims to contain inflation pressure with front-loaded rate hikes this year after
having sat on its hands for most of 2021. However, inflation remains stubbornly high against
the Fed's expectations. Financial markets expect 125-150bp rate hikes to be announced at
the Nov and Dec policy meetings, which will bring the mid-point of Fed Funds rates to 4.4-
4.6%. Such high Fed Funds rates would be significantly higher than the Fed's neutral rate
estimate of 2.50-2.75%, indicating a restrictive policy stance. At the same time, US growth has
slowed as suggested by recent data, and concerns about a recession and rising
unemployment have dominated headlines.

We expect the Fed will slow the hiking pace in 2023F to assess the impact of early hikes and
the economy’s ability to cope with ifs restrictive policies. We expect inflation to slow
meaningfully from mid-2023F onwards. Housing inflation, a driver of recent inflation surprises,
is likely to fade in 2023F against a backdrop of softening property activity. However, the
downtrend in inflation may well be slower than the Fed or the market expect (read here for
details), suggesting upward risks fo rates remain.

Meanwhile, the economic outlook for Europe has darkened markedly. Various indicators
point fo a deep recession in the EU if it isn't in a recession already (Fig 6). By contrast, US
economic growth held up relatively well despite the recent slowdown. Labor markets remain
tight despite signs of softening.

Thus while we expect the US dollar to soften eventually as the Fed slows its hiking pace,
US dollar strength is likely to persist in the next 3-6 months as the Fed maintains its hawkish
stance and as global uncertainty confinues.

Continued strength in the US dollar is likely to be mirrored by a soft USD/CNY, which is likely
to hover within the recent range of 7.0-7.3. Improvement in the cyclical economy in China
led by the industrial sector has supported an economic rebound (read here for details), but
consumption remains a soft spot. We expect the PBoC to maintain supportive monetary
policy amid the contfinued domestic economic recovery. Meanwhile, sharp FX weakness
could add to domestic cost pressure and financial fragility. We do not rule out more direct
support for the currency should volatility increase.
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Fig 1: Persistent RMB depreciating pressure
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Fig 2: The CNY index remains solid
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Fig 3: CNY performance in line with other Asian
currencies
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Fig 4: CNY outperformed major G7 currencies
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Fig 5: Market participants are not as bearish as in 2015
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Fig 6: The economic outlook for the EU and UK darkened
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