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Rising foreign reserves gives room for a weaker
yuan
Foreign exchange reserves in China rose $1.51 billion in June from May,
stopping the falling trend. A-share's inclusion in the MSCI from 1 June
helped, and wider inflow channels give more room for yuan weakening

No depletion of foreign exchange reserves
Inflows have more than offset outflows in June.
On 1 June 2018, A-shares inclusion in the MSCI brought $22 billion capital inflows into China. We
also expect a trade surplus of near $25 billion in June.
But as the dollar index rose by 0.5%, the valuation effect on non-USD dollar assets in China's
foreign exchange reserves was negative. This was the main reason for the drop in foreign reserves
in April and May.
Yuan depreciation of more than 3% in the month should have resulted in some capital outflows.
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Yuan can weaken further as persistent net outflows is no longer a concern
In the future, we expect inflow channels to continue to widen further. This is the main reason that
we have revised our yuan forecast to 7.0.
Inflows include investments in financial assets onshore (more A-share inclusion in the MSCI on 3
September 2018), and the opening up of business markets for foreign investors interested in
financial sectors and transport manufacturing (the opening up of different sectors has a different
timeframe from now to 2020).
If foreign exchange reserves fall only slowly or even rise due to inflows when the yuan weakens,
then the concern about net capital outflows that would deplete fx reserves shouldn't be a concern.
We believe that a weaker yuan in the middle of a trade war between China and US is reasonable
because a currency would depreciate to adjust for slower export growth. It would be strange if the
yuan appreciates against the dollar when the trade war continues.
We, therefore, confirm our yuan forecast at 7.0 by the end of 2018.

Foreign reserves rose in June even though the yuan weakened

Source: ING, Bloomberg

Trade war's impact on asset market
The trade war started officially at the beginning of July, and we expect another $16 billion
of goods will be subject to a 25% tariff from the US and then from China as soon as before
August.
All of this should have been priced in in asset markets.
But the extra $200 billion worth of goods subject to a 10% tariff from the US after China
retaliates is still to be fully priced in. When the $200 billion tariff becomes more imminent
then the market should be more volatile than the current environment.
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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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