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One of the main headaches that has been plaguing financial markets in recent months is the possibility
of further devaluation of the Chinese yuan. It would make Chinese exports even more competitive and
is therefore seen as a risk that reinforces deflationary pressures on world markets. The recent
devaluation however does not compensate the significant appreciation of the Chinese currency during
many years before. Since the gradual relaxation of the exchange rate peg with the US dollar in the
summer of 2005, the Chinese currency soared by 37% until early 2014. Over the same period, it shot
up by almost 29% against a trade-weighted basket of important trading currencies. During this spell,
whopping current account surpluses, large capital inflows from abroad and frequent interventions by
the Chinese central bank to keep a lid on any further appreciation led to a massive increase in foreign
reserves to almost USD 4,000bn (mid-2005: USD 711bn).

It is only over the past two years that the upward
pressure on the yuan has subsided and given
way to a devaluation. Fears of a marked
slowdown in the Chinese economy and the lack of
transparency and poor communication of
exchange rate policy by the central bank have
prompted hefty capital outflows by residents and
foreigners alike. The Chinese central bank is now
selling reserves – mainly dollars – to curb the
slide in the yuan. Since the August 2015 decision
by the People’s Bank of China (PBoC) to give
market forces more influence on the exchange
rate, the yuan has tumbled about 5% against the
US dollar and in trade-weighted terms. The
devaluation would certainly have been steeper
still had the central bank not chucked loads of
dollars onto the market. In 2015 alone, currency
reserves plunged by more than USD 500bn.

So far, the PBoC has stuck to its strategy fleshed
out in December 2015 to manage the exchange
rate of the yuan against a basket of currencies
and not just against the US dollar. In doing so, it
does not set an explicit exchange rate target but
retains a degree of flexibility that allows for further
depreciation. The alternative strategy of setting a
fixed rate and hoping that capital outflows would
then come to a halt would hardly be credible in
the present situation of heightened uncertainty.
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The PBoC would then run the risk of an even
more rapid depletion of its currency reserves
should the markets have no faith in the fixed rate.
Currency reserves could quickly fall to critical
levels and finally force the PBoC to unpeg the
exchange rate in a stress situation. Violent market
reactions would have to be expected and, with
regard to the forgone currency reserves, this
would be the most expensive option.
The more likely, and economically more
propitious, strategy is for the Chinese central
bank to allow a further gradual depreciation of the
yuan, thereby limiting the depletion of its
reserves. Additional capital controls or measures
to push up bank rates are also measures it might
employ to protect its reserve base, if capital
outflows remain too strong.
In the more likely scenario we believe the yuan
could drop to around 7 yuan to the dollar this year
or next. This would bring a number of advantages
for China: a boost to competitiveness that would
stimulate exports, an uptick in inflation that is
currently well below the official goal of 3%, and,
last but not least, a more market-driven exchange
rate would chime with the Chinese government’s
objective to further internationalize the use of its
currency.

Following years of a rising yuan, a gradual
downward movement would be manageable for
the global economy and would not signal China’s
entry into a currency war. While the growth of US
and European exports to China would be
weakened and price pressures on global markets
increased, this would still be preferable to a
situation of a hard landing of the Chinese
economy. Such a hard landing cannot be
prevented solely through currency depreciation –

but rather also requires some reform of the State
Owned Enterprises and measures to prevent an
even bigger credit bubble – but exchange rate
flexibility certainly does help. It stimulates higher
nominal growth and generates jobs in the country.
Therefore, a gradual depreciation should not be
bad news for the financial markets.
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These assessments are, as always, subject to the disclaimer provided below.

About Allianz
Together with its customers and sales partners, Allianz is one of the strongest financial communities.
About 85 million private and corporate customers insured by Allianz rely on its knowledge, global reach,
capital strength and solidity to help them make the most of financial opportunities and to avoid and
safeguard themselves against risks. In 2015, around 142,000 employees in over 70 countries achieved
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This business success with insurance, asset management and assistance services is based increasingly on customer demand for crisis-proof financial solutions for an aging society and the challenges of
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at Allianz SE.

Cautionary note regarding forward-looking
statements
The statements contained herein may include prospects, statements of future expectations and other
forward-looking statements that are based on management's current views and assumptions and involve known and unknown risks and uncertainties. Actual results, performance or events may differ
materially from those expressed or implied in such forward-looking statements.
Such deviations may arise due to, without limitation, (i) changes of the general economic conditions
and competitive situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly market volatility, liquidity and credit events), (iii) frequency
and severity of insured loss events, including from natural catastrophes, and the development of loss
expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi) particularly in the
banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the euro/US-dollar exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures,
and (xi) general competitive factors, in each case on a local, regional, national and/or global basis.
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and their consequences.
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