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MBS Live Week Ahead: China Takes Center
Stage
By: Matthew Graham | Mon, Aug 5 2019, 10:01 AM
In the week just passed, bonds set out to react to the Fed announcement and a slew of
important domestic economic data. While all of the above exerted SOME influence on the
bond market, Trump tariff tweets stole the show on Thursday morning with the
announcement of another 10% on $300bln Chinese imports. Stocks and bond yields
tanked around the world in unison. US bonds improved at their fastest pace of the week.
Notably, however, the Thursday morning trading environment was already pointing toward
strong gains.
In the week ahead, although there is a smattering of econ data and a Treasury auction
cycle, US/China trade relations are in sharp focus after overnight developments.
Specifically, China's central bank the PBOC (People's Bank of China) set its currency
target right on the borderline of its weakest levels since before the financial crisis.
Markets promptly traded it well past those levels (over 7.0 Yuan to the Dollar). To get a
sense of how big the move was, here's a candlestick chart of Yuan showing the "gap."
We've never seen a gap that big in Treasuries relative to the past year's trading range.
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Breaking above 7.0 is an excruciatingly big deal for Chinese currency. The PBOC has a
rich history of open manipulation of the Yuan, and these sorts of decisions have often
been seen at inflection points for global financial markets. We can expand the Yuan chart
and add some notes to explore this thesis.
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If you're looking for the simplest possible thesis about what's going on here, it's probably
this: the Yuan breakout signifies China's willingness to brawl over trade/tariff issues. An
ancillary thesis is that markets are concerned about central banks losing control. The
PBOC's statement on these currency moves was less than reassuring. It was the subject
of an uncommon Sunday night update on MBS Live. I'm going to re-post it below for
posterity.
Bonds are rallying sharply overnight as the Yuan hit the weakest levels against the
dollar since before the financial crisis. The move follows as periodic rate-setting
from China's central bank (People's Bank of China or PBOC).
The gains may or may not be intact by the domestic session open (10yr yields flirting
with 1.76%), and indeed, I rarely write updates at this time of night for that reason.
But the following is worth an update just because it's so hilariously awkward.
What follows is a bullet point list of comments from the PBOC (People's Bank of
China) following it's decision to peg Yuan at 6.99 vs the dollar (and subsequent
panic move up and over 7.00). Let's put it this way: have you ever seen someone try
to convince you of an untruth be repeating the same thought multiple times in slightly
different ways?
1. CHINA CBANK SAYS CAN KEEP YUAN ABSOLUTELY STABLE
2. CHINA CBANK SAYS DEPRECIATION OF YUAN DUE TO TRADE
PROTECTIONISM, TARIFFS ON CHINESE GOODS
3. CHINA CBANK SAYS FLUCTUATION IN YUAN IS NORMAL
4. CHINA CBANK SAYS FOREIGN EXCHANGE MARKET CAN FIND ITS BALANCE ON
ITS OWN
5. CHINA CBANK SAYS IT HAS CONFIDENCE IN ITS ABILITY TO MAINTAIN YUAN'S
EXCHANGE RATE AT A REASONABLE LEVEL
6. CHINA CBANK SAYS PBOC WILL CRACK DOWN ON SHORT-TERM
SPECULATION ON THE YUAN
7. CHINA CBANK SAYS WILL ENCOURAGE ENTERPRISES TO PURCHASE
HEDGING PRODUCTS TO AVOID EXCHANGE RATE RISKS
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8. CHINA CBANK SAYS SUGGESTS INVESTORS NOT PUT TOO MUCH ATTENTION
ON SPECULATION IN THE FOREIGN EXCHANGE MARKET
9. CHINA CBANK SAYS NORMAL FOR YUAN TO FLUCTUATE IN BOTH DIRECTIONS
10. CHINA CBANK SAYS THE LEVEL OF 7 YUAN PER U.S. DOLLAR IS NOT
IRREVERSIBLE
Translation:
1. Hey! No worries, everything is under control
2. If things aren't under control, it wouldn't be our fault anyway
3. It's normal for it to look like things are out of control
4. It's not our job to keep things under control anyway
5. We're confident we can keep this under control, even if this doesn't end up quite
like the "this" we expected
6. We're coming after anyone trying to keep us from keeping this under control!
7. You should protect yourself from the potential fallout of us not being able to keep
things under control
8. Why are we talking so much about handling this? You shouldn't worry about it,
buddy!
9. It's normal for it to look like we can't keep everything under control (PART 2)
10. OK OK OK, even if we're definitely not keeping everything under control, we could
totally get things back under control some other time.
Yikes...
You might be trying just a bit too hard to maintain the illusion, PBOC!
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