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China: Sept FX reserves dropped
partly on valuation effect

Extent of CNY appreciation a near-term focus
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tensions, including with Europe, continue to intensify.

China's FX reserves surprised to the downside in September, declining by US
$38.1bn to US$3400.3bn (vs. BBG consensus: US$3425bn, JPMe: $3423bn). The
weaker-than-expected outcome points to either a narrower trade surplus amid softer
exports and/or stronger imports, or larger capital outflows than anticipated. We
assume the current account surplus may have remained sizable at around US$99bn.
Combined with an estimated valuation loss of US$29.3bn as the USD index rose from
99.4t0 101.5, our preliminary calculations suggest implied capital outflows widened
to US$107.8bn from US$81.8bn in August. Meanwhile, the PBOC further
accelerated its gold purchases, adding 0.74mn oz in September, compared with a
cumulative increase of 1.29mn oz in 1H26 and 0.25mn oz in 2H25. China's US
Treasury holdings fell by US$15.4bn to US$618.0bn in July (latest available). The
decline likely extended into September, driven by both net sales and valuation losses.

Valuation effects are also likely an important swing factor amid the recent surge
in global bond yields. Our estimated US$29.3bn valuation loss captures only the
currency valuation effect associated with the USD share of China's FX reserves. If
next week's September trade data broadly aligns with our forecasts, part of the
widening implied capital flows likely reflect mark-to-market losses on China's
foreign asset holdings, particularly sovereign bond portfolios. In September, the 10Y
UST yield rose 54bp to 5.29%, while major European sovereign yields also moved
higher, pointing to potentially meaningful bond valuation losses not captured in our
currency-based estimate. Some of these losses may have been offset by gains on
foreign equity holdings, although the offset was likely limited given that the S&P 500
was broadly range-bound during the month.

CNY appreciation could become part of a diplomatic move. We see scope for
further CNY appreciation, particularly in trade-weighted terms, as China continues to
run sizable current account surpluses and export receipts are steadily converted. Year-
end seasonality will also be a tailwind. As for debates over whether the CNY is
undervalued, while some estimates point to a 15-30% CNY undervaluation, China's
persistent deflation alongside elevated inflation in many trading partners makes
claims of large currency misalignment difficult to reconcile with observed price
dynamics. In our view, exchange rate valuation is better assessed through an
economy-wide equilibrium framework rather than trade balances alone. That said, a
stronger CNY could still serve as a useful diplomatic signal to ease external pressure,
including from Europe.

WEGEH IV

European policymakers have increasingly linked China's trade surplus and
manufacturing strength to an undervalued currency, making CNY appreciation
a potential policy gesture as EU-China frictions intensify. Recent stresses in
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Europe, including wider OAT-Bund spreads and downside risks to the euro, have further
complicated the competitiveness debate. If the euro remains under pressure, additional
appreciation in CNY/EUR could help narrow part of the bilateral trade imbalance and
demonstrate China's willingness to address external concerns. The PBOC is therefore more
likely to smooth than resist appreciation pressure, particularly if a firmer dollar environment
limits the pace of USD/CNY declines. A stronger CNY would modestly erode export price
competitiveness, but China's competitive edge increasingly reflects manufacturing scale,
supply-chain depth, industrial ecosystems and production efficiency rather than FX alone. As
such, currency appreciation by itself is unlikely to materially reduce China's overall trade
surplus.

This will also impact corporate behavior and capital flows. A stronger CNY would likely
encourage exporters to reduce USD holdings, accelerate export-receipt conversion and increase
FX hedging activity. While it could help narrow some bilateral imbalances, including with
Europe, it would not address the deeper drivers of China's external surplus, namely high savings,
weak household demand, continued emphasis on advanced manufacturing, and a longstanding
policy bias toward investment and production. As China enters version 3.5 with a renewed focus
on industrial upgrading and technological self-sufficiency, concerns over competitiveness and
a potential “China Shock 2.0 are likely to persist. CNY appreciation may therefore help ease
geopolitical tensions at the margin, but a more durable reduction in concerns over China's
external imbalances would ultimately require a broader rebalancing toward consumption-led

growth.
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