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China Loosens Currency Peg

Dr. Sherry Cooper, Chief Economist

On Saturday, June 19", the People’s Bank of China (PBoC) surprisingly announced it would
break the yuan's 23-month fixed peg against the U.S. dollar, allowing for more flexibility in
the currency. China’s fixed exchange rate has been a long-standing complaint of its
trading partners, giving China a significant competitive advantage, keeping its product
prices low in the United States. Canada has been regrettably affected by this policy, as
China’s share of U.S. imports has risen substantially to nearly 20%, replacing Canada as
America’s #1 import destination, although Canada is still America’s largest export market
(Chart 1). Canada'’s share has fallen to less than 15% of U.S. imports.

Clearly, Beijing knew that this announcement would limit the debate on Chinese trading
practices at the Toronto G-20 meeting. This is a welcome development and may forestall
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U.S. protectionist fervor but only temporarily as the details
and time frame of the change are unknown. In a follow-up
statement on Sunday, the PBoC did provide further clarity,
stating that a one-time revaluation was “not in China’s
interest”. This suggests that the pace of appreciation might be
more gradual than during 2005 to 2008.

Beijing allowed the yuan to appreciate by roughly 20%
from July 2005 until July 2008 (Chart 2). They stopped in
the summer of 2008 when the financial crisis escalated
sharply in the wake of the March rescue-takeover of Bear
Stearns. The global credit crisis exploded with the
September bankruptcy of Lehman Brothers, and the
subsequent bailout of AIG. Soon, thereafter, Congress
created the TARP as an emergency response to what could
have been a collapse in the global financial system. The
U.S. recession had begun earlier, in December 2007, but by
July of the following year, it was evident that the economy
was deteriorating very rapidly and the U.S. dollar had fallen
sharply. China pegged its currency to the U.S. dollar as the
Canadian dollar, the euro and other of the world’s
currencies appreciated sharply. Recently, the U.S. dollar
strengthened as the sovereign debt crisis caused a safe-
haven rush into U.S. Treasuries and gold.

The ongoing appreciation of the yuan will facilitate the
necessary global adjustments that are beneficial for the
U.S. economy, making American products cheaper in
China and thereby improving its trade balance, and
ultimately creating jobs in the U.S. Similarly, it will benefit
Canada’s net export position. By allowing the yuan to
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gradually appreciate, China will be sharing more of its

CHART 3 growth with the rest of the world, allowing its trade
CHINA’S TRADE SURPLUS TO NARROW surplus to narrow (Chart 3). This is not a panacea, however,
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CHART 4 increase the odds of further near-term rate hikes in Canada
CHINA’S INDUSTRIES... unless the Canadian dollar appreciates faster than the
WINNERS AND LOSERS OF A HIGHER YUAN yuan, which is possible given the positive effect on
Estimated Change in Profits of Selected Chinese Industries commodity prices this action might have.
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manufacturing companies. This alone would help shift
production to other countries, as high-transportation costs
had already pushed some manufacturing back to the U.S.
Profit margins are already so thin in some Chinese

Timber & Furniture factories, especially in the textile and timber, and furniture
Textiles industries, that some companies might not survive the
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Source: Wall Street Journal
The Chinese authorities obviously have greater confidence

in the strength of their own economy. In their statement,
the PBoC said, “The global economy is gradually recovering. The recovery and upturn of
the Chinese economy has become more solid with the enhanced economic stability. It is
desirable to proceed further with reform of the RMB exchange rate regime and increase the
RMB exchange rate flexibility.” It added, “The exchange rate floating bands will remain the
same as previously announced in the interbank foreign exchange market.” The move by
China is likely to underpin a strengthening of the non-Japan Asia currency complex.

The initial reaction to the PBoC announcement was negative for Treasuries. However,
selling pressure eased quickly as markets realized that China will undoubtedly
continue to buy U.S. Treasury securities and other U.S.-dollar-denominated financial
assets. Even so, there is still fear that the volumes could decline considerably. China
owned $900 billion of U.S. Treasuries as of April, the largest foreign holdings. This
should be positive for U.S. and Canadian stock markets as exporters benefit.
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The information, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without
notice. Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of
Montreal (“BMO") and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and
to contain information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any
representation or warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept
any liability whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein
whether relied upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be
available to BMO and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not
to be construed as an offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any
commodities, securities or other financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as
investment advice or as a recommendation to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly.
BMO and/or its affiliates may make a market or deal as principal in the products (including, without limitation, any commodities, securities or other financial
instruments) referenced herein. BMO, its affiliates, and/or their respective shareholders, directors, officers and/or employees may from time to time have long
or short positions in any such products (including, without limitation, commodities, securities or other financial instruments). BMO Neshitt Burns Inc. and/or
BMO Capital Markets Corp., subsidiaries of BMO, may act as financial advisor and/or underwriter for certain of the corporations mentioned herein and may
receive remuneration for same. “BMO Capital Markets” is a trade name used by the Bank of Montreal Investment Banking Group, which includes the
wholesale/institutional arms of Bank of Montreal, BMO Nesbitt Burns Inc., BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO
Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burs Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO UK. RESIDENTS: The contents hereof are not directed at investors located in the UK., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets" is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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