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The Key Word of This Month

“Chinese Yuan”, testing its bottom

On August 26, the onshore Chinese Yuan’s exchange rate against the U.S. dollar fell to the level
of 7.1 Yuan, the lowest of about 11 and a half years. The decline of the exchange rate was
caused by the intensification of the Sino-US trade friction as the US and the Chinese
Government have announced their intention to raise the additional tariffs against each other.

Chinese Yuan hit the low for about 11 and a half years

On August 26, the onshore Chinese Yuan fell to $1 = 7.1 Yuan for the first time in about 11 and a
half years. As the Sino-US trade friction intensified further, downward pressure on the Yuan
escalated. Background was that the U.S. Government raised the first to third rounds of additional
tariffs from 25% to 30% and that of fourth from 10% to 15% in response to a Chinese anti-US
retaliation tariff hike announced on August 23.

Before falling to 7.1, the Yuan broke the $1 = 7 Yuan line on August 5 as US President Trump
announced the fourth imposition of tariffs on China on August 1. After declining below 7 Yuan, the
US has recognized China as an exchange-rate manipulator. Since then, the Yuan has been
traded above 7. In the past, investors considered $1=7 Yuan was the defense line for the
Chinese authorities. Therefore, the recent decline of Yuan is seen as China changed its stance
and accepts Yuan's depreciation to support its economy. Since then, the Yuan has been testing
bottom against the U.S. dollar.

China will not adopt a full-fledged policy of depreciating the

Yuan

Meanwhile, the People's Bank of China (PBOC) has repeatedly advocated that it would not adopt
the Yuan depreciation policy. In fact, it has set the reference rate of US/Yuan exchange rate at
somewhat higher levels than the closing market price of previous days. As US has recognized
China as an exchange rate manipulator, it is unlikely that China will let the Yuan fall freely in
order to avoid the accusation from US.

Another reason for the Chinese authorities to be cautious about a sharp decline in the Yuan is its
experience of sharp fall of the Yuan in 2015 when the currency was devalued (Yuan Crisis). The
Chinese authorities experienced a difficult time as a sharp decline in the Yuan caused the capital
outflows and made it difficult to manage the macro-economy in a stable manner.

Chinese authorities are facing difficult challenges

On August 27, the PBOC set the reference US/Yuan exchange rate at 7.081 Yuan with the
intention to defend the currency by quoting higher level of Yuan than the closing price of the
previous day (7.15 Yuan). If the prospect of the Yuan depreciation becomes too high, the chance
of capital outflows will become higher. PBOC is likely to contain the sharp decline of Yuan. At the
same time, the Chinese authorities are expected to accept a very moderate depreciation of the
Yuan in order to support the economy. PBOC is facing difficult challenges as it needs to let
moderate depreciation while containing sharp depreciation of the Yuan (which may cause capital
flight), at the same time.
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