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After a volatile month for China’s stock market in July, currency moves made news in August. On August 11, the
People’s Bank of China (PBOC) made an adjustment that sent the yuan to its lowest rate in three years versus the

US dollar. The next day, another adjustment was made, causing the currency to fall to 6.33 per US dollard The
currency devaluations followed a report that showed a drop in exports in July. Thus, the currency weakening
allowed by the PBOC was seen by some commentators as an attempt by the Chinese government to help drive
exports, since a weaker currency makes China’s goods more globally competitive.

The recent action in China’s stock market and its currency has caused a heightened attention to Chinese
government policy decisions. The decline in the currency (officially called the renminbi/RMB) triggered currency
depreciations in a number of other countries, as well as declines in a number of global equity markets. All this
attention certainly demonstrates how important China has become within the global economy at large.

Devaluation—or a Market-Driven Move?

Once pegged to the US dollar, the renminbi exchange rate has been allowed to float since 2006 within a specified
range around a fixed base rate or midpoint the PBOC determines. This range or margin has been adjusted
periodically and was fixed at a 2% per day maximum rise or fall. The central bank had total control over where
the midpoint was set, but it announced that going forward, it would change how the currency’s daily trading band
would be calculated. After Tuesday, August 11, the midpoint would be based on the previous day’s closing price.

China has stated the currency adjustments were made in attempt to move to a more market-driven exchange
rate. It has embarked on a program to make the economy more market oriented, which means relaxing many of
the restrictions it has had, including widening the range in which the currency can trade. Less than two years
ago, the maximum range of currency movement was at a much tighter 1% up or down.

China’s currency operates under a managed floating exchange rate regime. The market rate is expected to
fluctuate around the central parity, which serves as the benchmark exchange rate. Announcing its recent actions,
the PBOC stated that market trading forces should help correct divergence between the market rate and the
central parity, but since the third quarter of 2014, China’s significant trade surplus and the appreciation of the US
dollar against other major currencies have affected the RMB exchange rate in different ways. According to the
PBOC, market makers’ expectations diverged, and the market rate deviated from the central parity for an
extended period.

While year-to-date China’s stock market performance has been strongly positive, this summer we have seen
some heightened volatility and a sharp correction, prompting some government interference that in our view,
conflicts with this goal of allowing market forces to dictate prices. But in the case of the currency, | believe China
is definitely on a path to liberalization, and widening the band of where the currency can go is simply part of this
liberalization process and not necessarily a straightforward devaluation.


http://blog-dev-mobius.fti-projects.com/pdf.php?p=7346#_ftn1

The PBOC also announced it would enhance the flexibility of RMB exchange rate in both directions and keep the
exchange rate basically stable at an “adaptive and equilibrium level,” enabling the market rate to play its role,
and improving the managed floating exchange rate regime based on market demand and supply.

A Tale of Two Currencies

The renminbi actually has two prices. There is an onshore renminbi that trades in mainland China and is subject
to the PBOC’s trading band, and the offshore, which trades freely. As the offshore renminbi is actually weaker
than the onshore, going forward, we could see some further devaluation of the onshore to move the two in line,
but it won't likely be excessive, in my view. | think the Chinese policymakers are going to continue to be very
careful in how they move forward and will not likely make dramatic changes to the currency.

China has made a number of currency agreements with individual countries. In Argentina, for example, it has
done a swap deal where China took Argentine pesos in exchange for renminbi, which could be used to purchase
commodities and other goods in Argentina. China has also undertaken many other similar agreements in
attempting to further liberalize the currency and broaden international use of the renminbi.

China wants to see the renminbi become a global reserve currency, an important step being its acceptance in the
International Monetary Fund’s (IMF’s) Special Drawing Rights (SDR) basket, which includes the US dollar, the euro
and the Japanese yen. Closer to home, China is using Hong Kong as a base, or test, to see how its offshore
currency can move in a more liberal environment. People can open bank accounts in Hong Kong denominated in
renminbi as well as Hong Kong dollars, US dollars and other currencies. To me, this whole process underlines the
way the Chinese officials tend to behave, cautiously making changes step by step.

Reservations about Reserve Status?

There is no question that China wants to see the renminbi achieve reserve currency status, and the government’s
recent intervention in the stock market prompted some observers to question whether these actions would
constitute a setback toward that goal. However, | believe the IMF’s SDR decision is likely going to be based on
one key determinant: the degree to which the currency is freely traded around the globe. The renminbi is not
there yet. China does seem to be moving in that direction, however, because officials are quite eager to be
accepted in the SDR basket, a milestone in achieving reserve currency status.

On the surface, one may see China’s currency devaluation as interventionist, but upon further inspection it may
be viewed as the opposite. After the currency adjustment on August 11, the IMF stated, “the new mechanism for
determining the central parity of the renminbi announced by the PBOC appears a welcome step, as it should
allow market forces to have a greater role in determining the exchange rate.”2

The IMF stated its belief that China could achieve an effectively floating exchange rate system within two to three
years. It also announced that the recent currency adjustments had no direct implications for the criteria used in
determining the composition of the SDR basket, but that a more market-determined exchange rate would
facilitate SDR operations.
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All investments involve risks, including the possible loss of principal. Investments in foreign securities involve
special risks including currency fluctuations, economic instability and political developments. Investments in
emerging markets, of which frontier markets are a subset, involve heightened risks related to the same factors,
in addition to those associated with these markets’ smaller size, lesser liquidity and lack of established legal,
political, business and social frameworks to support securities markets. Because these frameworks are typically
even less developed in frontier markets, as well as various factors including the increased potential for extreme
price volatility, illiquidity, trade barriers and exchange controls, the risks associated with emerging markets are
magnified in frontier markets. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting
individual companies, particular industries or sectors, or general market conditions.

1. Source: People’s Bank of China, August 12, 2015.

2. Source: International Monetary Fund, August 11, 2015, “Press Line on PBC’s Announcement on the Change to
the RMB Fixing Mechanism.”
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