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RMB Monthly: the adjustment continues





Given the weak USD, China has relaxed the ‘harder’ USDRMB peg it initiated earlier this year
China may undergo a slight growth deceleration in 2H 2017 but the RMB is unlikely to weaken much as a result
Stability enhancements for the RMB are likely to increase in scope and duration as onshore markets slowly expand
We would favour selling rallies into the 6.85/6.90 range in USDCNH

The trade-weighted RMB has appreciated slightly over the past month
Figure 1. CFETS CNY Index (trade-weighted mid-rate)

Sources: Bloomberg, CFETS, BMO FX Strategy

The CFETS CNY Index (i.e. the trade-weighted mid-rate) has appreciated by 1.1% over the past month (Figure 1).
Against the basket of its trading partners’ currencies, the RMB has been in a gentle downtrend since the start of the year.
We ascribe the downtrend in the trade-weighted RMB to weakness in the trade-weighted USD (Figure 2).
Since the CFETS CNY Index is a trade-weighted mid-rate, PBoC has direct control over the extent of RMB appreciation or
depreciation vs every single currency in the basket. This feature has allowed PBoC to set lower CNY mid-rates vs a range
of currencies in lockstep with USD weakness. Effectively, the result has been a ‘harder’ USDRMB peg which has
overlapped with enhanced Sino-US cooperation along the lines of trade and defence.
However, the tight relationship between the USD and the RMB broke down in June, setting the stage for modest RMB
appreciation (Figure 2). We believe this development further highlights PBoC’s commitment to a stable RMB as well as its
desire to avoid measures of a protectionist nature. China can exert a degree of control over its currency without being a
‘currency manipulator’. If anything, PBoC’s behaviour towards the RMB since the start of the year demonstrates its
commitment to two-way price action as opposed to persistent, one-sided intervention.

Making sense of the macro-policy mix
For many central banks, 2017 has been marked by a shift away from excessively loose policies. China has generally
drifted in the same direction. PBoC’s policy stance must always be analyzed from the perspective of two distinct spheres:
one is the balance of payments (including the RMB) and the other is onshore macro economic conditions. Along these
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lines, efforts to keep the RMB stable and mitigate financial stability risks have 1) led onshore rates to remain above their
end-2016 levels and 2) kept the annual growth rate of PBoC’s balance sheet under its 12M average for most of Q2.
Onshore liquidity conditions eased slightly in June as PBoC sought to head off funding stress around quarter-end.
However, year-to-date, the net injection of onshore liquidity is comfortably in negative territory (Figure 3). As a result, a
slight deceleration in economic activity could materialise in 2H 2017. Indeed, some leading indicators may reflect this.
Figure 2. CFETS CNY Index vs BBDXY spot
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Figure 3. Net onshore liquidity vs 3M SHIBOR
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During April & May, China’s Li Keqiang Index – which is a proxy for GDP growth and industrial activity – fell materially
below its Q1 peak. At the same time, the manufacturing and services PMIs both dipped in Q2 relative to their Q1
averages (Figure 4). Moreover, the OECD’s measure of broad (M3) money supply growth continued to decelerate in Q2,
and China’s credit impulse appears to have weakened just as the RMB started to appreciate.
We would not expect a growth deceleration in 2H 2017 to weigh on the RMB very much. On the one hand, the range of
leading indicators highlighted above does not foreshadow a big enough deceleration to provoke large-scale capital flight.
Meanwhile, the weaker USD and relatively high onshore (CNY) rates should continue to mitigate net capital outflows.
We don’t expect PBoC’s management of the RMB to change drastically between now and the CPC leadership elections in
the autumn. Although net capital outflows from China decelerated this year, by our calculations, they still totaled $45
billion in the five months through May (valuation-adjusted basis). Based on this, we think China will continue to prioritize
measures aimed at attracting capital inflows rather than measures related to the loosening of restrictions on outflows.
Figure 4. Manufacturing & non-manufacturing PMIs
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Figure 5. Total new securities issuance vs debt financing

Sources: Haver Analytics, BMO FX Strategy

Market developments are critical to the economic adjustment
We think officials are well aware of the risks associated with debt-fueled growth, especially since China’s traditional
export/investment-led model is past its peak. As demonstrated in Figure 5, onshore debt issuance declined materially in
the twelve months through April 2017. We associate this decline with various forms of macro-prudential & regulatory
efforts aimed at reducing financial stability risks.
Another factor in play is the development of the onshore debt markets. Since Q1 2016, eligible investors have gained
access to various markets for CNY-denominated debt. Offshore investors will be able to trade onshore bonds in Hong
Kong later this year and a Hong Kong-mainland Bond Connect programme is also expected to be rolled out. The late-May
downgrade of China’s local & foreign currency ratings by Moody’s was a setback, but in combination with the
aforementioned developments, it marks a step towards greater transparency as far as risk perceptions are concerned.
Market developments of this nature are why we believe PBoC will prioritize RMB stability for the foreseeable future. We
would classify further efforts to attract inbound long-term debt flows as stability enhancements. This is not only because
greater interest from foreign investors reduces net capital outflows, but also because involvement from foreign investors
will diversify China’s lending sources, reduce the strain on bank balance sheets and allow debt restructuring to continue.

Our view
We expect USDCNH to trade at 6.75 in 1M, 6.86 in 3M, 6.86 in 6M, 6.70 in 9M and 6.65 in 12M. We expect USDCNH
volatility to remain subdued in the month ahead and we look for this environment to persist into the autumn CPC
leadership elections. We currently expect the debate on looser fiscal policy in the US to support the USD at the 3-6M
horizon, but we look for a full reversal of USD strength at the 9-12M part of the curve due to a weaker US ‘twin sins’ score.
The opening of China’s onshore debt markets to foreign investors appears to be gathering momentum, and RMB stability
is a crucial element of this process. Therefore, in the months ahead we expect PBoC to prioritize the loosening of
restrictions on inbound flows over the loosening of restrictions on outbound flows. On balance, this should provide support
to the RMB and reduce periods of RMB weakness to a minimum.
China needs the sanction of foreign investors in order to expand its onshore debt markets, diversify its funding sources
and attract sustained capital inflows. RMB stability is a critical link between the management of financial stability risks and
attracting increased interest in CNY-denominated assets from abroad. For the time being, the alignment of these factors
suggests limited upside potential for USDCNH, and our preferred strategy would be to sell rallies into the 6.85/6.90 range.
Table 1. FX Strategy views for onshore, offshore RMB and the USDCNY mid-rate

Sources: BMO FX Strategy

DISCLAIMER
This material has been prepared with the assistance of employees of Bank of Montreal (“BMO”) who are involved in derivatives sales and marketing efforts.
Accordingly, it should be considered to be a solicitation of derivatives business generally and not a research report that reflects the views of disinterested research
analysts.
Notwithstanding the foregoing, this material should not be construed as an offer or the solicitation of an offer to sell or to buy or subscribe for any particular product or services
(including, without limitation, any commodities, securities or other financial instruments).
We are not soliciting any specific action based on this material. It is for the general information of our clients. It does not constitute a recommendation or a suggestion that any
investment or strategy referenced herein may be suitable for you. It does not take into account the particular investment objectives, financial conditions, or needs of individual clients.
Nothing in this material constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or appropriate to your unique
circumstances, or otherwise constitutes an opinion or a recommendation to you. BMO is not providing advice regarding the value or advisability of trading in commodity interests,
including futures contracts and commodity options or any other activity which would cause BMO or any of its affiliates to be considered a commodity trading advisor under the U.S.
Commodity Exchange Act. BMO is not undertaking to act as a swap advisor to you or in your best interests and you, to the extent applicable, will rely solely on advice from your
qualified independent representative in making hedging or trading decisions. This material is not to be relied upon in substitution for the exercise of independent judgment. Any
recipient of these materials should conduct its own independent analysis of the matters referred to herein, together with its qualified independent representative, if applicable. Any
discussion of tax matters in these materials (i) is not intended to be used, and cannot be used or relied upon, for the purposes of avoiding any tax penalties and (ii) may have been
written in connection with the “promotion or marketing” of the transaction or matter described herein. Accordingly, the recipient should seek advice based on its particular
circumstances from its own independent financial, tax, legal, accounting and other professional advisors (including, without limitation, its qualified independent representative, if
applicable).
These materials are confidential and proprietary to, and may not be reproduced, disseminated or referred to, in whole or in part without the prior consent of BMO. Information
presented in this material has been obtained or derived from sources believed by BMO to be reliable, but BMO does not guarantee their accuracy or completeness. BMO assumes
no responsibility for verification of the information in these materials, no representation or warranty is made as to the accuracy or completeness of such information and BMO
accepts no liability whatsoever for any loss arising from any use of, or reliance on, these materials. BMO assumes no obligation to correct or update these materials. These
materials do not contain all information that may be required to evaluate any transaction or matter and information may be available to BMO and/or its affiliates that is not reflected
herein.
BMO Capital Markets is a trade name used by BMO Financial Group for the wholesale banking businesses of Bank of Montreal, BMO Harris Bank N.A. and Bank of Montreal Ireland
p.l.c., and the institutional broker dealer businesses of BMO Capital Markets Corp., BMO Nesbitt Burns Trading Corp. S.A., BMO Nesbitt Burns Securities Limited in the U.S., BMO
Nesbitt Burns Inc. in Canada and Asia, BMO Nesbitt Burns Ltée/Ltd. in Canada, BMO Capital Markets Limited in Europe and Australia, BMO Advisors Private Limited in India and
Bank of Montreal (China) Co. Ltd. in China.
® Registered trademark of Bank of Montreal in the United States, Canada and elsewhere.
TO U.K./E.U. RESIDENTS: In the UK, BMO Capital Markets Limited is authorised and regulated by the Financial Conduct Authority. The contents hereof are intended solely for
clients which satisfy the criteria for classification as “professional client” under Annex II, Part 1 of the E.U. Markets in Financial Instruments Directive (2004/39/EC) and as
implemented in relevant domestic legislation of each member state of the E.U. Any U.K. person wishing to effect transactions in any security discussed herein should do so through
Bank of Montreal, London Branch or BMO Capital Markets Limited; any person in the E.U. wishing to effect transactions in any security discussed herein should do so through BMO
Capital Markets Limited.
TO PRC RESIDENTS: This material does not constitute an offer to sell or the solicitation of an offer to buy any financial products in the People’s Republic of China (excluding Hong
Kong, Macau and Taiwan, the “PRC”). BMO and its affiliates do not represent that this material may be lawfully distributed, or that any financial products may be lawfully offered, in
compliance with any applicable registration or other requirements in the PRC, or pursuant to an exemption available thereunder, or assume any responsibility for facilitating any such
distribution or offering. This material may not be distributed or published in the PRC, except under circumstances that will result in compliance with any applicable laws and
regulations.
TO HONG KONG RESIDENTS: This material has not been reviewed or approved by any regulatory authority in Hong Kong. Accordingly the material must not be issued, circulated
or distributed in Hong Kong other than (1) except for "structured products" as defined in the Securities and Futures Ordinance, in circumstances which do not constitute it as a
“Prospectus” as defined in the Companies Ordinance or which do not constitute an offer to the public within the meaning of that Ordinance, or (2) to professional investors as defined
in the Securities and Futures Ordinance and the Securities and Futures (Professional Investor) Rules made thereunder. Unless permitted by the securities laws of Hong Kong, no
person may issue in Hong Kong, or have in its possession for issue in Hong Kong this material or any other advertisement, invitation or document relating to the products other than
to a professional investor as defined the Securities and Futures Ordinance and the Securities and Futures (Professional Investor) Rules.
TO SINGAPORE RESIDENTS: This document has not been registered as a prospectus with the Monetary Authority of Singapore and the material does not constitute an offer or
sale, solicitation or invitation for subscription or purchase of any shares or financial products in Singapore. Accordingly, BMO and its affiliates do not represent that this document
and any other materials produced in connection therewith may lawfully be circulated or distributed, whether directly or indirectly, to persons in Singapore. This document and the
material do not and are not intended to constitute the provision of financial advisory services, whether directly or indirectly, to persons in Singapore.
TO THAI RESIDENTS: The contents hereof are intended solely for the use of persons qualified as Institutional Investors according to Notification of the Securities and Exchange
Commission No. GorKor. 11/2547 Re: Characteristics of Advice which are not deemed as Conducting Derivatives Advisory Services dated 23 January 2004 (as amended). BMO
and its affiliates do not represent that the material may be lawfully distributed, or that any financial products may be lawfully offered, in compliance with any regulatory requirements
in Thailand, or pursuant to an exemption available under any applicable laws and regulations.
TO KOREAN RESIDENTS: This material is not provided to make a recommendation for specific Korean residents to enter into a contract for trading financial investment instruments,
for investment advising, for discretionary investment, or for a trust, nor does it constitute advertisement of any financial business or financial investment instruments towards Korean
residents. The material is not provided as advice on the value of financial investment instruments or any investment decision for specific Korean residents. The provision of the
material does not constitute engaging in the foreign exchange business or foreign exchange brokerage business regulated under the Foreign Exchange Transactions Act of Korea.
™ - “BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence

