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Despite yuan depreciation, China reserves
continue to grow
The recent depreciation of the yuan hasn't seen massive capital outflows
from China and surprisingly the country's foreign exchange reserves have
increased to $3117.95 billion. Going forward, we expect reserves to
remain relatively stable as the central bank steps in and the government
expand FDI inflows

Rising reserves shows no massive capital outflows
Even though the yuan has depreciated 2.96% in July, we don't see massive capital outflows as
reflected by the foreign exchange reserves - which went up by $5.82 billion to $3117.95 billion
from $3112.13 billion. The main reasons for the rise should be the trade surplus and an increase in
foreign investments after China opened up more sectors for foreign investments.
Another reason for the lack of capital outflows could be the recent list of penalties announcement
by the cross-border regulator, SAFE, on entities that have breached cross-border fund flows
regulations. This might prevent future rules violations, and therefore massive capital outflows.
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Inflows are coming
In fact, foreign direct investments by wholly owned foreign companies could remain the driver of
an increase in the foreign exchange reserves for the rest of 2018.
Wholly owned companies' investment increased to $10.97 billion in June from $6.30 billion in May,
and the trend could continue in July because China has opened up more sectors to foreign
investors since June. These sectors include shipbuilding, commercial plane building, shipping
agents, etc. The Chinese government has cut the negative list from 63 clauses to 48 clauses.

Inverse relationship between China foreign reserves and USDCNY has
decreased

Source: ING, Bloomberg

Stable yuan should discourage capital flight
As the People's Bank of China (PBoC) has imposed a 20% reserves requirement on shorting yuan
derivatives, this should reduce the possibility of having a large scale "short yuan" speculation. But
this doesn't mean the yuan won't depreciate any more at all. In fact, it only implies that
speculative activities are less likely to push yuan depreciation quickly.
If the yuan depreciation speeds up again, like earlier this month (around 3% to 4% per day), then
the PBoC is likely to reintroduce the "counter-cyclical factor" to cap the yuan depreciation level. By
then a stable yuan would discourage massive capital outflows.
It's worth noting that with the counter-cyclical factor in place, it doesn't mean the yuan will
change course from depreciation to appreciation unless the dollar weakens against major
currencies.
Therefore, we keep the USD/CNY and USD/CNH forecast by year-end at 7.0.
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Disclaimer
This publication has been prepared by the Economic and Financial Analysis Division of
ING Bank N.V. ("ING") solely for information purposes without regard to any particular
user's investment objectives, financial situation, or means. ING forms part of ING
Group (being for this purpose ING Group NV and its subsidiary and affiliated companies).
The information in the publication is not an investment recommendation and it is not
investment, legal or tax advice or an offer or solicitation to purchase or sell any
financial instrument. Reasonable care has been taken to ensure that this publication
is not untrue or misleading when published, but ING does not represent that it is
accurate or complete. ING does not accept any liability for any direct, indirect or
consequential loss arising from any use of this publication. Unless otherwise stated,
any views, forecasts, or estimates are solely those of the author(s), as of the date of
the publication and are subject to change without notice.
The distribution of this publication may be restricted by law or regulation in different
jurisdictions and persons into whose possession this publication comes should inform
themselves about, and observe, such restrictions.
Copyright and database rights protection exists in this report and it may not be
reproduced, distributed or published by any person for any purpose without the prior
express consent of ING. All rights are reserved. The producing legal entity ING Bank
N.V. is authorised by the Dutch Central Bank and supervised by the European Central
Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no.
33031431 Amsterdam). In the United Kingdom this information is approved and/or
communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is
subject to limited regulation by the Financial Conduct Authority (FCA). ING Bank N.V.,
London branch is registered in England (Registration number BR000341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING
Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of
ING, and which has accepted responsibility for the distribution of this report in the
United States under applicable requirements.
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