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China: Revising our USD/CNY forecast
Exchange rate reform has shown that USD/CNY can be quite volatile,
which is why we are revising our USD/CNY forecasts. In this note, we
discuss the progress in liberalisation efforts and the prospects
for interest rate reform in 2021
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Exchange rate liberalisation is in charge
Since October 2020, China's central bank, PBoC, has liberalised the exchange rate by fading out the
counter-cyclical factor in the daily fixing mechanism. Though the daily fixing exchange rate is still
announced in the morning of every trading day in Mainland China, the transparency of the fixing
has increased. The market has since become used to the USD/CNY fixing following the direction
and momentum of the dollar index, which reflects changes in market information.

In making this change, the PBoC and the market face higher yuan volatility. This risk is not only
taken by the market but by the central bank as well. When there is unexpected news or data that
hints at either much bigger capital inflows or outflows, moves in USD/CNY will be
particularly unpredictable.

If the central bank has a contingent plan for this lack of predictability and/or believes that cross
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border capital flows are fairly stable in China, it is unlikely to be too concerned about this risk.

For now, the latter is true. The capital account in China is still not fully open although it has opened
a lot within the past few years. One example is to allow foreigners to invest in China’s bond market,
which indeed attracts capital outflows, and these are fairly stable investments.

USD/CNY is increasingly correlated with the dollar index
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Interest rate reform is coming
What we are looking for in 2021 is interest rate reform. Though banks have now adopted the Loan
Prime Rate as the benchmark interest rate for longer-term loans, the market is not yet sensitive
enough to reflect all of the risk, including credit, interest and liquidity, in the interest rates that
link to the benchmark interest rate. Short-term loans face a similar situation.

We, therefore, expect the PBoC to guide banks further in quoting interest rates to clients. These
clients not only include big corporate clients but also small retail borrowers. In fact, regulators are
clamping down on online platforms similar to “peer-helping” lending platforms that target small
retail borrowers. We believe that regulators will put more emphasis on both the legality of lending
and the sensitivity of interest rates to the risks incurred in such lending.

The main domestic factor which could affect the yuan
The government has deepened deleveraging reform in the real estate sector. This is, in fact, good
news because those 'too big to fail' real estate developers are now being closely monitored by the
central government for how they use their borrowings under the category of "working capital".
Real estate developers should no longer be able to use the loophole of "working capital" to bid for
land. This will speed up the deleveraging process. 

To be sure, there is a risk of deleveraging too fast, which could squeeze some weak developers into
bond and loan defaults. But the number of such cases should be small, and they shouldn't be the
biggest developers.

This domestic factor could affect USD/CNY if there is bad news from the sector.

Revising USD/CNY forecast
As USD/CNY is now increasingly reactive to the dollar index, and Covid is yet to be under
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control in the US and Europe, we are revising our forecast of USD/CNY to 6.30 from 6.20 by
the end of 2021. We may further revise the forecast if the dollar strengthens.


