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China’s Currency, the United States and the IMF

Summary

In recent years, the United States and other countries have expressed, with
considerableconcern, theview that China snational currency (the yuan or renminbi)
was seriously undervalued. Some analysts say the yuan needsto rise by as much as
40% in order to reflect its true value. Critics say that, by undervaluing its currency,
Chinagainsunfair trade advantage and has seriously i njured the manufacturing sector
in the United States. Chinese officials say that they have not pegged the yuan to the
dollar in order to gain trade advantages. Rather, they say the fixed rate promotes
economic stability. Without this, they say, fluctuations in the yuan’s value could
cause serious dislocations in China's domestic economy.

On July 21, 2005, China announced a new foreign exchange system which is
intended, officialssaid, to allow moreflexibility and to permit theinternational value
of the yuan to be established by market forces. The yuan wasincreased in value by
2% and a “crawling peg” was introduced so that the yuan could rise gradually in
value. On July 27, however, Chinese officials said that they did not intend the new
mechanism to produce further increases in the yuan's valuation. Together, the two
announcements have sown much confusion as to China’ s real intent.

The Treasury Department has urged China strongly in recent years to adopt
procedures that would alow the yuan to rise in value. Congress is considering
legidlation that would place a 27.5% tariff on Chinese imports to the United States
if theyuan isnot revalued. Itisnot clear whether the new system Chinese officials
adopted will meet U.S. expectations. A Senate vote on the legislation to impose
special tariffsis scheduled for late September 2005.

The United States has pursued theyuan-dollar exchangerateissueasabilateral
U.S.-Chinaissue. Other countries are also affected by the presumably undervalued
yuan — some more than the U.S. — but they have allowed the United States to take
the lead. In this, they stand to benefit from any changes the U.S. effects in its
confrontation with China while they take none of the blame. There are at least five
ways the United States could deal with the yuan exchange rateissue. Some of these
would involve other countries more explicitly in the process.

First, the United States might continue pressing China publicly for further
changes in its foreign exchange system in order that the yuan’s value would better
reflect market conditions and economic realities. Second, the U.S. could restrict
imports from China pending action to revalue the yuan. Third, the U.S. might stop
pressing China publicly, on the expectation that China will move more rapidly
towards reform if it is not pressured. Fourth, the U.S. might ask the IMF to
determine whether China has been manipulating its currency in violation of IMF
rules and whether its new exchange rate mechanism complies. Fifth, the United
States might refer the issue to the World Trade Organization (WTO), asserting that
the United States has been injured by unfair trade practices linked to the
undervaluation of China’ scurrency and asking the WTO to authorize trade remedies
(tariffs on Chinese goods, for example) aimed at correcting this abuse. This report
will be updated as new devel opments arise.
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China’s Currency: U.S. Option

Scope and Purpose of This Report

In recent years, the United States and China have disagreed whether China's
national currency, the yuan or renminbi, is properly valued compared to the U.S.
dollar and whether China is manipulating its currency.! The United States has
pushed Chinato raise the value of its currency. Chinese officials say they want to
make their exchange rate system more flexible, but China also needs long-term
stability in its currency value in order to avoid dislocations. Chinese officials also
say they will not bow to foreign pressure. China announced a new exchange rate
procedure on July 21, 2005. This report summarizes this controversy, it describes
actions and positions taken by the United States, China and other countries, and it
discusses various approaches the United States might use to address this concern.

The IMF says, in Article IV of its Articles of Agreement that countries shall
“ Avoid manipulating exchange rates or the international monetary system in order
to prevent effective balance of payments adjustment or to gain an unfair competitive
advantage over other members.”? TheU.S. Omnibus Trade and Competitiveness of
1988 requires (sec. 3004) that the Secretary of the Treasury determine whether other
countries “manipulate the rate of exchange between their currency and the United
Statesdollar for the purpose of preventing effective balance of paymentsadjustments
or gaining unfair competitive advantage in international trade.

Yuan-Dollar Exchange Rate Issue

Is China’s Currency Undervalued?

From 1994 until recently, China s central bank pegged the yuan at roughly 8.3
to thedollar, and it held the yuan at that value by buying or selling dollars or dollar-
based assets in the market. Under a floating exchange rate system, by contrast, the
yuan’' s value would be determined by the relative supply and demand for goods and
servicesin thetwo countriesand therelative demand for each currency in the market.

! For a comprehensive discussion of the exchange rate issue, see CRS Report RS21625,
China’s Currency Peg: A Summary of the Economic Issues, updated April 25, 2005, and
CRS Report RL32165, China’ s Exchange Rate Peg: Economic Issuesand Optionsfor U.S,
Trade Policy, updated May 10, 2005. Seealso CRSIssueBrief IB91121, U.S-ChinaTrade
Issues, updated July 22, 2005. The term “renminbi” means “people’s currency” while
“yuan” isthe unit of account (one yuan, two yuan, €etc.)

2 Articles of Agreement of the International Monetary Fund. Entered into force December
27, 1945. 60 Stat. 1401, TAIS 1501.

% The Omnibus Trade and Competitiveness Act of 1988, P.L. 100-418 as amended.
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Chinaannounced a new exchange rate mechanism on July 21, 2005.* Many believe
the new system will rectify the situation. Others are concerned, however, that the
new procedureswill be only fitfully employed and Chinawill continueto manipul ate
and undervalue its currency.

Critics claim that China's currency is significantly undervalued vis-a-vis the
U.S. dollar (perhaps by as much as 40%) and that this hinders U.S. exportsto China
and gives Chinese firms a price advantage in their exports to the United States and
other countries. They say that China's currency isheld by government action at a
level well below itstruelevel and that, without official manipulation, thevalue of the
yuan would rise substantially. Critics say that China s undervalued currency has
added to the U.S. trade deficit and hurt output and employment in the manufacturing
sectors of the U.S. economy. Many have urged the Administration to put pressure
on Chinese officials in order to stop them from manipulating the yuan. They say
China should either raise the international value of the yuan by official action
(“revalue’) or let the yuan trade freely in foreign exchange markets (“float”) so that
the free market can determineits international value.

Chinese officials have argued that the fixed exchange rate between their
currency and the U.S. dollar isnot intended to promote exports but rather to promote
economic stability. They worry that an economic crisis could ensue in China, with
seriousnegativeeffectson employment, growth and their economic reform program,
if the dollar-yuan exchange rate were to fluctuate widely. In particular, they worry
that their weak domestic banking system might be unable to cope with any
speculative pressure that might follow the advent of a more flexible exchange rate
system and more open capital markets. Chinese officials say the Asian financial
crisis of 1997-1998 was caused mainly by the combined effect of convertible
currencies and poorly regulated financial systems. Pegging their exchange rate will
help them avoid the dangers, they claim, which precipitated the Asian crisis.

Partly as a result of currency values and partly as a result of the need by the
United States to borrow foreign funds to finance its Federal budget and its foreign
trade deficits, Chinahas accumulated large reserves of U.S. dollarsand U.S. dollar-
denominated assets. China sforeign reserves have grown rapidly in the past decade
and now total morethan $711 billion. Accumulating foreign reservesin this manner
puts substantial pressure on China s internal financial system. To offset possible
inflationary pressure, China has had to restrict monetary growth and to regulate
capital inflows. Over thelong term, such actions may cause dislocationsin China’'s
domestic economy. However, if the yuan is at an advantageous exchange rate,
China’'s export prospects are enhanced and foreign investment in its economy is
encouraged. Solong as Chinaiswilling to continue accumulating foreign exchange
and to accept its domestic consequences, the Chinese authorities should be able to
hold down the international value of the yuan for a considerable period of time.

* People’s Bank of China. Public Announcement of the People’'s Bank of China on
Reforming th RMB Exchange Rate Regime. July 21, 2005 (Beijing time.) Available at
[ http://imwww. pbe.gov.cn/english/detail .asp?col=6400&id=542] .
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Currency Manipulation

Many Exchange Rate Systems. The issue of currency manipulation is
difficult and complex. Until theearly 1970s, the IMF played the central roleinworld
exchangerates. All currencieshad afixed value compared tothe U.S. dollar and the
U.S. dollar had afixed value compared to gold. If countries wanted to change their
par value compared to the U.S. dollar, the IMF had to first approve. Since 1976,
however, with passage of the Second Amendment to the IMF Articles of Agreement,
each country is free to determine the exchange rate system it will use. Some
countries have floated the value of their currency in world money markets, others
have fixed the value of their currency to that of another major country, and others
have pursued a mixed strategy.

IMF Surveillance. ThelMF isresponsiblefor surveillance, under ArticlelV
of its charter, to ensure that countries comply with basic standards. Article IV
prohibits countries from manipulating their exchange rates in order to gain unfair
trade advantage. It aso saysthat “the Fund shall exercise firm surveillance over the
exchange rate policies of members, and shall adopt specific principles for the
guidance of all members with respect to those policies.” Its current principles for
surveillance were adopted by the IMF executive board in 1979 and have been revised
periodically since.®

The principles say, in effect, that countries may peg the value of their currency
to another currency but they cannot do this in ways which violate the requirements
of Article IV. Basicaly, the pegged rate needs to reflect a country’s underlying
economic readlities. These include, for example, changes in the volume and
composition of its domestic output, in the size, composition and direction of its
foreign trade, in its domestic rates of growth and national income, in the size of its
reserves and in shiftsin its domestic fiscal and monetary policies. Countries may
hold the value of their currencies at afixed rate under this system for along period
of time. Whether this is manipulation in violation of Article IV depends on the
economic conditions and the way acountry holdsthe value of its currency constant.®

®> The IMF s detailed procedures and guidelines for surveillance of country exchange rate
systemsarespecifiedin aseriesof board decisions, first adopted in 1977 and revisedinlater
years. Thesearepublished inthe IMF s Selected Decisions and Selected Documents, cited
above, pp.10-29. Reference hereisto the General Principles, Principles for the Guidance
of Members Exchange Rate Policies, and Principles of Fund Surveillance over Exchange
Rate PoliciesspecifiedinthelMF board decision Surveillanceover Exchange RatePolicies:
Review, Decision No. 6026-(9/13), January 22, 1979, as amended, pp. 10-16.

¢ Morris Goldstein argues that efforts to maintain acountry’ s exchange rate at afixed level
over a long period of time, despite changes in domestic and international economic
conditions, are just as much evidence of manipulation as are effortsto change acurrency’s
international advantage in order to achieve short term trade advantage. See his“Chinaand
the Renminbi Exchange Rate.” in C. Fred Bergsten and John Williamson, ed. Dollar
Adjustment: How Far? Against Whom? Washington, D.C.: Institute for International
Economics, November 2004. Special Report 17.



CRSA4

Manipulation Defined. Persistent intervention in exchange rate marketsis
one indicator for manipulation. According to the IMF principles for surveillance,
countriesmay intervenein foreign exchange marketsto counter short-term disorderly
conditionsthat cause disruptive short-term movementsin the exchangevalue of their
currencies. However, the IMF guidelines say that other kinds of intervention “might
indicate the need for discussion with amember.” These include “protracted large-
scale intervention in one direction in the exchange market” and “behavior of the
exchange rate that appears to be unrelated to underlying economic and financial
conditions including factors affecting competitiveness and long-term capital
movements.” As may be seen below, China s management of its foreign exchange
system has given rise to concern that it has been or may be violating these criteria.

Countries are allowed, under the guidelines, to use their exchange rates to
promote growth and development. The IMF rules for surveillance say the Fund's
appraisal of country policies*shall takeinto account the extent to which the policies
of a member, including its exchange rate policies, serve the objectives of the
continuing development of orderly underlying conditions that are necessary for
financial stability, the promotion of sustainable economic growth, and reasonable
levels of employment.” However, countries are also required to “take into account
in their intervention policies the interests of other members, including those of the
countries in whose currencies they intervene.” In other words, countries can use
exchange rate policy to help sustain growth and employment in their domestic
economy but they cannot use an unrealistic exchange rate to prevent balance of
payments (BOP) adjustment or to gain unfair trade advantages. Adjustment includes
such things asincreased imports, capital inflowsto fund BOP deficits or outflowsto
offset BOP surpluses, increased domestic interest rates or price levels, the
accumulation of excess reserves, etc. If one country does not adjust its BOP
imbalance, the burden of adjustment will bethrown upon itstrading partnersthrough
monetary contraction, unemployment and the like.

China and Manipulation. Chinasaysthat it needs exchange rate stability
to avoid injury to its domestic economy. Theissueiswhether China s old and new
procedures for attaining stability are throwing undue burdens onto other countries
and violating the prohibition against manipulation.

Most countries which seek to sustain unrealistic exchange rates for their
currencies eventually find, as did several major Asian countries during the foreign
exchange and BOP crisis of the late 1990s, that their foreign exchange reserves are
insufficient to maintaintheir currency at thedesired valueindefinitely. Inmost cases,
countries have tried to value their currency at a higher level than the market might
otherwisefind appropriate. Thisraisestheincomelevel for their peopleandit lowers
the price of imports. If confidence in the government’s economic management
disappears, people holding their national currency will increasingly desire to
exchange it for established foreign currencies such as the dollar. When the
government runs out of dollars and other such foreign exchange, it can no longer
“defend” its currency and devaluation follows.

In the case of China, however, critics argue that the yuan has been kept at an
international value lower than its actual market value. This increases exports but it
raisesthe cost of imports and lowers domesticincome. However, thisal so stimulates



CRS5

domestic economic growth and employment, though at some risk that too much
stimulation might causethe economy to overheat. Other domestic economic policies
need to be oriented to keep this stimulus under control.

As long as the Chinese authorities are willing to sell yuan and buy foreign
currency, they can keep their currency from rising in value compared to other
countries. China has $711 billion in foreign exchange reserves. If it iswilling to
accumulate further reserves, with the attendant risk of inflation and other forms of
financial dislocation, China may hold the exchange value of its currency below its
real international value for along time.

Some would argue that an ability to maintain one’s currency at a fixed level
through market interventions, without regard for underlying economic conditions, is
evidence of manipulation. Otherswould argue, however, that the economic benefits
of stability are important and are shared by many countries. Moreover, they might
contend, effortstoinfluence exchangeratesthroughintervention in currency markets
are not much different in their effect than are the changesin interest rates and other
policiesthat countrieswith floating exchangeratesuseto influencethe exchangerate
of their currencies.

The New System Announced July 21

The New Exchange Rate Mechanism. On July 21, 2005, the People’s
Bank of China(PBC), the central bank for mainland China,” announced that — rather
than being pegged only against the dollar — the value of the yuan would be pegged
in the future against a basket of currencies. The composition of the basket would not
be disclosed. The central bank also announced that the yuan would be revalued
(increased in value) against the dollar by 2.1% (to 8.11 yuan per dollar) and itsdaily
value compared to the new basket of currencies would be allowed to vary by 0.3%
each day above or below a central parity. The PBC said that “the closing price of a
foreign currency such as the US dollar traded against the RMB [yuan]...after the
closing of the market each working day” will become “the central parity for the
trading against the RMB the following working day.”® Economists call this kind of
exchange rate mechanism a*“ crawling peg” because it alows currency valuesto be
adjusted in small incrementsover aperiod of timeeither in responseto market forces
or to official announcements.

On July 27, 2005, however, the People' s Bank of China (PBC) announced that
no further increases in the international value of the yuan were to be expected. It
said, asregardsthe July 21 announcement, that “This certainly does not mean that
the 2 per cent adjustment of the renminbi is the first step that will be followed by

" The Central Bank of Chinaislocated in Taiwan and serves the Republic of China. The
term “central bank” in this paper will refer to the People’ s Bank of China.

8 The new procedure was widely discussed in the press. See, for example, “ 2% Solution:
ChinaletsYuan Risevs. Dollar, Easing Trade Tensions Slightly.” Wall Sreet Journal, July
22, 2005, p. 1; Richard McGregor et al. “ China revalues the renminbi.” Financial Times,
July 22, 2005, p. 1; and Peter Goodman. “China Ends Fixed-Rate Currency.” Washington
Post, July 22, 2005, p. 1.
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further adjustment.”® The centra bank blamed the press for “creating
misunderstanding” and creating expectations that the procedures introduced on July
21 would result in further increases in the value of the yuan. Four days earlier, on
July 23, the governor of China’s central bank had fuel ed expectations that the yuan
would rise in value. Explaining the new exchange rate mechanism on national
television, hetold viewersthat “Wehave made an initial adjustment to the exchange
rate level of 2 percent,” implying that further adjustments were to come.*

Interpreting the Two Announcements. The July 27 announcement can
be interpreted two ways. First, it can be seen as a statement that China does not
really intend to allow the yuan to increasein val ue, asthe procedures announced July
21 would suggest. If thisis true, the new crawling peg mechanism would not be
allowed to function and China s currency would stay at about itscurrent level. This
might satisfy internal critics who dislike the plan to increase the value of the yuan.
On the other hand, if the new announcement reflects China' sactual policy, it makes
little sensefor Chinese authoritiesto makethat statement (asthey did) just beforethe
U.S. Congresswas schedul ed to consider | egislation affecting Chinaand theIMFwas
scheduled to discuss whether China is in compliance with its exchange rate
obligations.

Alternatively, the new announcement can be seen as a tactical move to
discourage speculators. In order to prevent its accumulation of foreign exchange
assets from destabilizing China sinternal financial system, the government has had
to ingtitute a strict system of capital import controls. Analysts worry that massive
speculativeinflowsmight overwhelmthese control sand seriously destabilize China' s
economy. They would also makeit more difficult for the central bank to implement
acrawling peg mechanism which seeks gradual but continued increasesin thevalue
of the yuan. Many analysts worry that, if the yuan is going to increase in value
considerably on account of the new procedures announced July 21, currency
speculators have every reason to buy yuan and yuan-denominated assets as soon as
possible. Doing so, they guaranteethemsel veslarge profits (when they convert their
yuan back into foreign exchange) as the yuan increases in value. This would be a
one-way bet that speculators could not lose, since there was little chance the yuan
would fall in value.**

From this second point of view, the central bank’s announcement on July 27
is not evidence that Chinese officials are shying away from their plan to revalue the
yuan. Rather, it is evidence that they intend to do so even though they must walk a
narrow and precarious path — discouraging specul ators at the sametimethat they do
what the speculators expect — to accomplish that end. Whether Chinawill be able
to proceed with its plans for along-term upward adjustment in the yuan remainsto
be seen. Too much speculative pressure, too many peopl e seeking to buy yuan, could

® See, for example, Mure Dickie and Andrew Balls. “Beijing cools currency hopes.”
Financial Times, July 27, 2005, p. 1. See also Peter Goodman. “Don’t Expect Y uanto Rise
Much, ChinaTells World.” Washington Post, July 27, 2005, p. D1.

0 Financial Times. Ibid.

1 See, for example: Morris Goldstein and Nicholas Lardy. “ China’ sreval uation shows size
really matters.” Financial Times, July 22, 2005, p. 13.
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force Chinato accelerate the adjustment process in order to limit the destabilizing
effects that such speculation might have on the Chinese economy.

U.S. officials seem to have adopted the second interpretation of the July 27
announcement. A Treasury Department spokesman said that China's reform
mechanism will alow greater flexibility in the yuan exchange rate over time.*?
Meanwhile, Senator Schumer al so said, noting the new announcement, that “wetrust
that the Chinese will alow market forcesto work.” He aso said that he and others
would carefully monitor the process during the next few months.*®

On July 28, however, Senators Schumer and Graham announced that they were
not satisfied with China s progressin reforming itsforeign exchange procedures and
they might press for action on their tariff legislation (see below) around October 1.
They seem to have concluded that the July 27 statement better reflects China sreal
position. “I can tell you that we are not satisfied with simply a 2 % revaluation,”
Senator Schumer said. “We don’t want to tell the Chinese how to do it and we
understand that it will take sometime.” Some analysts have speculated that, given
their two recent announcements, Chinese officials want to drag the adjustment
process out — at perhaps 2% a year — for as long as possible.**

Issues About Implementation. It is not evident that the new system
announced July 21 will satisfy many of the concerns previously raised against
China s old exchange rate system. Likewisg, it is possible— even if the yuan goes
up in value compared to the U.S. dollar — that the new system may have both
desirable and undesirable consequences for the United States.

First, the yuan will increase in value in the new system only if the central bank
allowsthe daily changes to be cumulative. If thishappens, the yuan could increase
in value by as much as 1.5% each week or as much as 30% in five months. Inthe
old system, “daily changesin the value of the renminbi against the U.S. dollar [were]
limited to 0.3% on either side of the basic rate” established by the central bank.™
The central bank bought or sold currency to return this “market” rate to its official
level each day. The central bank will also need to trade currencies under the new
system to keep changes in the yuan’ s value from exceeding the 0.3% daily limit. In
the process, if the July 27 statement reflects its actual position, it could buy or sell
additional currency in order to keep the yuan’s“ market” rate at any level it believes
appropriate. No announcement would be necessary and it would bedifficult to prove
whether thiswas taking place. China could always claim that the current exchange
rate was set by the market and not by official policy. The Chinese government has
not announced any proceduresor guidelinesfor the central bank’ sdaily interventions
in currency markets in the new system put into effect July 21.

12 Beijing cools currency hopes. Note 9.
2 bid.

14 Anjai Athavaley. “ Schumer, Graham May Press for China Tariffs.” Washington Post,
July 29, 2005, p. D5.

> International Monetary Fund. Annual Report on Exchange Arrangements and Exchange
Restrictions, 2004. Washington, D.C., 2004, p. 218.
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Second, it is not evident, that the value of the yuan in the new system would
respond to changes in China s economic relations with other countries. The dollar
might go down in value compared to the yuan in certain circumstances, for instance,
but this change would be limited by the offsetting changes in the value of the other
currenciesin the central bank’ scurrency basket. Theyuanwill still befixedinvaue
compared to this basket of currencies. It is conceivable, for example, that the
prevailing trends in China s economic relationship with the United States would
suggest a need for the dollar to go down in value compared to the yuan. However,
if the dollar went up in value compared to the euro or other currenciesin China's
currency basket, the dollar would have to go up compared to the yuan in order to
offset thefalling value of those currencies. Thus, thedollar price of China sexports
might depend more on changes in the relative value of the currenciesin the central
bank’ s currency basket than it would on China' s actual economic situation.

Third, under the new system, Chinawill not need to hold or acquire as many
dollarsas beforein order to stabilize the price of itscurrency. To stabilize thevalue
of theyuan compared to the currency basket, it may need to buy euros or yen or some
other currency instead. If China is accumulating fewer dollars than before, it will
havelessneedto purchasedollar-denominated securities. If China’ sfuturepurchases
inU.S. securitiesmarketsdeclines, thesellersof dollar-denominated notesand bonds
may find that they need to offer higher interest rates than before in order to attract
new buyers for the securities previously bought by China. The result would likely
be an increase in market interest rates in the United States.

U.S. Treasury Actions

The Omnibus Trade and Competitiveness Act of 1988 (sec. 3004) requiresthe
Secretary of the Treasury to determine, in consultation with the International
Monetary Fund, whether countries are manipulating the value of their currency in
order to gain unfair trade advantage. If the Secretary findsthereis manipulation, he
or she must “initiate negotiations with such foreign countries on an expedited basis,
in the International Monetary Fund or bilaterally, for the purpose of ensuring that
countries promptly address the rate of exchange between their currencies and the
United Statesdollar” inorder to permit effective balance of paymentsadjustment and
to eliminateany unfair trade advantagesthey might have gai ned from manipul ation.*
The Secretary is required (sec. 3005) to report to Congress twice annually on the
international economic and exchange rate policies of other countries.

U.S. officials have spoken with Chinese officials and issued statements on
several occasions, urging Chinato reform its exchange rate system so it would be
more flexible or to let it operate according to market principles. There is no
indication on the public record, though, as to whether — as required by the 1988
tradelaw — U.S. officia shave consulted with the IMF on thismatter or what, if any,
response the IMF has made. In May 2005, the Treasury Department reported, in a
sec. 3005 report to Congress, that China was not manipulating its exchange rate in

16 Op. Cit., note 3.
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violation of itsobligationsunder Article!V of theIMF charter.'” Asnoted above, the
language of Article IV and the language of the relevant U.S. law are essentialy the
same.

The Treasury Department’s conclusions in its 2005 report rely more on
statementsthat Chinaislaying thegroundwork for afuturereval uation of itscurrency
than on they do on any determination that China s prevailing exchange rate policies
were appropriate. Some observers suggest, though, that the Treasury Department
was more critical of China in this report than it was previously in part due to
congressional pressure. The report said that, “If current trends continue without
substantial alteration[i.e., revaluation], China spolicieswill likely meet thestatute's
technical requirements’ for designating China as a country which unfairly
manipulates its currency value. Treasury Secretary John Snow reportedly gave
Chinese officials six months to rectify the situation. Treasury officials later said,
however, that China should revalue its currency immediately by 10% against the
dollar or risk contrary legislation from Congress.*®

OnJuly 21, 2005, in hisofficial responseto China s new exchangerate system,
Secretary Snow said that he welcomed the announcement that Chinais adopting a
moreflexible exchangerate regimeinwhich thevalueof itscurrency would be based
on market supply. He noted, however, that “Wewill monitor China s managed float
as their exchange rate moves to alignment with underlying market conditions.”*°
Interviewed that evening on the PBS Nightly Business Review, he said he was
encouraged that China had “put in place a mechanism to alow their currency to
better reflect market conditions, demand and supply conditions, and to move in
accordance with the marketplace.” He agreed that the initial 2% change was small,
but he said the important thing was the commitment they have expressed to
flexibility. “ The really important thing that’ s happened today is the long term,” he
said. “Thisisthe start of a process and the Chinese have indicated they want to get
their currency based on markets rather than a peg.”®

Congressional Initiatives

Meanwhile, Congressisconsidering legislation that would limit China saccess
to the U.S. market if it does not stop manipulating the value of its currency. On

1 [U.S. Department of the Treasury.] Report to Congress on International Economic and
Exchange Rate Palicies, May 2005. Obtained from [http://www.treas/gov], the Treasury
Department website. See especially pp. 11-14.

18 See, for example Andrew Balls, “ US sets out revaluation deadline for China,” Financial
Times, USA edition, May 18, 2005, p. 1. See also Edmund L. Andrews, “Bush’s Choice:
Anger Chinaor Congressover Currency,” The New York Times, May 17, 2005, p. 1, Donna
Borak, “U.S. increasespressure on China scurrency,” UPI Perspectives, May 24, 2005, and
Andrew Balls, “FT.com site: Chinatold to revalue by 10% by US,” Financial Times, May
24, 2005, p. 1.

¥ Snow Welcomes China sCurrency Reforms, at [ http://www.treas.gov/news/index1.html].

2 Qusie Gharib. “Secretary of State John Snow Sounds-off On China's Money Move.”
Nightly Business Review, July 21, 2005. Interview, available at
[http://www.nightltybusiness.org/transcript.html].
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April 6, 2005, for example, Senators Charles Schumer and Lindsey Graham proposed
that Congressenact a27.5% tariff onall Chinese products entering the United States
if Chinadoesnot raisethevalue of itscurrency.?* The Senatevoted 67-33 to endorse
this proposal and a final vote on the measure was planed to occur on or before July
27, 2005. On June 30, 2005, Treasury Secretary Snow and Federal Reserve
Chairman Greenspan assured Senators Schumer, Graham and others that Chinais
moving to revise its exchange rate policies. On the basis of those assurances, the
Senators agreed to postponed until September any vote on their bill requiring tariff
sanctionson Chineseimportsif Chinadoes not reval ue the yuan.? Senator Schumer
was quoted as saying, after Chinese officials announced the 2% revaluation of the
yuan and adoption of a new exchange rate system, that “It is smaller than we had
hoped, but to paraphrase the Chinese philosophers, a trip of a thousand miles can
begin with the first baby step.”#

On July 27, 2005, the House of Representatives passed legislation (H.R. 3283)
proposed by Representative Phil English which addressed the Chinese exchangerate
issues in several ways. First, the legislation would make imports from non-market
economies (such as China) subject to the U.S. laws that authorize the imposition of
special tariffs (countervailing duties) against foreign goods which cause injury to
U.S. producers if those goods are found to have benefitted from subsidies from
foreign governments. It al so tightensthe rules on anti-dumping dutiesto prevent non-
payment of penalties by thosefound in violation of those U.S. laws. Countervailing
duties and anti-dumping provisions are allowed under the rules of the World Trade
Organization (WTQO). The hill establishes a comprehensive monitoring system to
track China s compliance with specific WTO commitments and it requires periodic
reports on China's progress on meeting those commitments. It also requires the
Treasury Department to define the term “ currency manipulation” for the purposes of
U.S. law and it requires the Department to report periodicaly on China's
implementation of its new currency regime. The bill passed (255 to 168) on July 27,
2005. Senator Susan Collins hasintroduced a similar bill (S. 1421) in the Senate.

Congressisal so considering other legidlation ontothisissue. On April 7, 2005,
for example, Representatives Duncan Hunter and Tim Ryan introduced legislation
that would make it easier for U.S. firms to file complaints with the World Trade
Organization (WTO) claiming that currency manipulation is a trade-distorting
practice.®

The new Chinese exchange rate procedure was announced less than a week
before Congress was originally scheduled to consider the Schumer/Graham
legislation and the English bill. Though most observers welcome the changein the

2 Greg Hitt. “ Senate Slams China's Currency Policy.” Wall Sreet Journal. April 7, 2005,
1. For alist of al current congressional legidlation aimed at the Chinese exchangerateissue,
see. U.S-China Trade Issues, note 1.

2 |bid.
Z “Chinarevalues, cited earlier, from Financial Times, July 21, 2005, p. 1.

2 Nancy E. Kelly. “China’ s currency policies prompt ‘ cheat’ accusations House bill would
ease trade complaint filings.” American Metal Market, April 8, 2005, V iii, | 13-15, P1(2).
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Chinese procedure, many question whether the new procedure will achieve a
significant change in the yuan's value vis-a-vis the dollar and whether Chinese
officials will foreswear manipulation. Some observers also suggest that the new
system was intended to be a means for deflecting criticism, for weakening the
pressure for change, and for preventing or delaying passage of strong legislation.?

Other Countries’ Views

No other country has taken as strong a position on the Chinese exchange rate
issue as has the United States. Bank of Canada Governor David Dodge called on
China in early June 2005 to free its currency from the fixed rate against the U.S.
dollar or to risk sparking U.S. and European trade protectionism. He did not propose
that sanctions or economic pressure should be adopted, however, in order to help
encourage Chinatowards that end.”

Other countries have reportedly been strong, in their private discussions with
China, in urging a rapid resolution of the exchange rate issue. In their public
comments, however, most have taken a softer line. In June 2005, Japan’ s finance
minister urged China to reform its tight currency peg on grounds that the current
yuan-dollar exchange rate was hurting the Chinese economy and causing it to
overheat.?” Thesamemonth, after Chinese Premier Wen Jiabao told an Asia-Europe
ministerial meeting that China would adopt a more flexible currency policy only
when it believed itself ready, European ministers said that they hoped it would not
taketoo long? but they agreed that Chinashould not be pressured and it had theright
to determine when and how it would reform its currency.?

% See, for example: “Richard McGregor. “Aim is to allow greater flexibility while still
keeping firm control.” and “Making sense of China's choice.” Financial Times, July 22,
2005, pp. 2 and 4.

% paul Brent. “Dodge’s call to free the Chinese yuan has strong backing.” National Post
(Don Mills, Ontario), June 6, 2005, p. FP2.

2 “Tanigaki says quick action on yuan needed.” Economic Times of India., The Electronic
Times Online, July 9, 2005. See the Economic Times of India’'s website at
[ http://economictimes.indiatimes.com/articleshow/1165902.cms]. By contrast, Japan
previously had called for Chinato take immediate action. The Japanese Finance Minister
told the G7 finance ministers in February 2003 meeting, that change was urgently needed
and “Too much importation of China s cheap goods” was “the root-cause of the global
economicdepression.” Y ang Jian and MelindaMoore. “ Renminbi” Eurobiz Magazine, July
2003, found at [http://www.sinomedia.net/eurobiz/v200307/rmb.html].

BKervinYaoand Y oko Nishikawa. “Y uan DominatesAsia-Europemeeting.” Reuters, June
26, 2005, reported at [http://news.yahoo.com/s/nm/economy_china_dc& printer].

2 Cary Huang. “World clamours for Beijing to revalue yuan; But there is agreement that
Chinashould dictatetiming of any currency reforms.” South China Post (Hong Kong), June
27, 2005, p. 5. The EU finance minister said that China should do what it thought best.
Cindi Sui. “Europe backs off on yuan value.” The Australian, June 27, 2005, at
[http://theaustralian.news.com.au/common/story _page/0,5744,15741709%255E31037,00
.htm].
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Though the issue was discussed at their 2005 summit meeting in Scotland, the
Group of Eight major industrial countries (G8) did not to mention the yuan exchange
rate issue in their final communique. China s President told the G8 at this meeting
that Chinawanted to base the yuan’ s value on market forces but it would do thison
itsown time and not as aresult of foreign pressure.*® Some analysts suggest that the
G8's public silence on the yuan question was calculated to provide China with a
“narrow window of opportunity” alowing Chinato “inch towards a more flexible
exchange rate policy without losing face by appearing to bow to foreign pressure.®

Options for the United States

Thereare several approachesthe United States might usefor encouraging China
to implement the July 21 crawling peg procedure it previously announced or to
improve on it. These options or policy tools are not mutually exclusive, though it
might bedifficult for the United Statesto pursue someof them simultaneously. First,
the U.S. Government might continue pressing Chinapublicly for additional changes
in its foreign exchange system in order to make the international value of the yuan
better reflect market conditions and economic realities. Second, the United States
could enact legidlation restricting Chinese exportsto the United Statesif value of the
yuan is not increased. Third, the U.S. Government might stop pressing China
publicly, on the expectation that Chinawill move more rapidly towards reform if it
isnot pressured from abroad. Fourth, the U.S. Government might refer the question
to the IMF, asking the international agency to determine whether China has been
manipulating its currency in violation of IMF rules and whether its new exchange
rate mechanism complies. Fifth, the U.S. Government might refer the issue to the
World Trade Organization (WTO), asserting that the United States has been injured
by unfair trade practiceslinked to the underval uation of China scurrency and asking
the WTO to authorize trade remedies (tariffs on Chinese goods, for example) aimed
at correcting this abuse.

Continue Public Pressure

Continued public pressure is one method the United States might use to
encourage China to adopt further reforms in its foreign exchange procedures. In
particular, this might push Chinese officials to address the discrepancies between
their July 21 and July 27 announcements and possible difficulties with the July 21
plan. They might be pressed, by official statements and the prospect of potential
legidation, to clarify whether the “crawling peg” provisions of the July 21 plan will
be allowed to work or whether Chinawill prevent (as announced July 27) the daily
changes in the value of the yuan from being cumulative. Alternatively, the United
States could pressure Chinato adopt a different foreign exchange process that will
revalue its currency more quickly.

% Scott Hills. “China’ s Hu sidesteps yuan debate in G8 address.” Reuters, July 1, 2005, at
[http://today.reuters/PrinterFriendlyPopup.aspx 2type=live8News& Storyi D-uri:2005-0.html].

314 G8 summit offersHu awindow to adjust yuan policy.” South China Morning Post (Hong
Kong), July 6, 2005, p. 2.
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From this perspective, it would be helpful to know whether Chinese officias
intend to move towards a market-based val uation of the yuan or whether their recent
announcements are designed to deflect pressure and to delay the process as much as
possible. If China adopted the reforms announced to date mainly in response to
foreign pressure, then it is possible that further pressure might persuade them to go
further. However, if Chinese officials adopted these recent changes because they
believe that market-based reform is in China’'s best interests, foreign pressure can
either enhance or complicate their progress. China has along tradition, in reaction
to the capitulations that outsiders extracted from Chinain earlier centuries, of not
giving in to foreign pressure. Foreign pressure might strengthen the hand of the
reformers, but it might also stiffen resistence by the opponents of reform and make
it harder for the reformers to achieve their ends.

It might be helpful, if the U.S. Government decides to press China for more
rapid and broader reforms in their exchange rate system, if U.S. officials and
legidators had more information about China's internal decision making process.
How strong are the reformers? What key choices do Chinese officials believe they
face as regards the economy and value of the yuan? Would the United States be
pushing against a closed door if it sought faster and broader reform or isthe door at
least partly open? Inthe latter case, will the door open further or will it close and
lock itself when it feelsforeign pressure? Thisisadilemma. Pressure might work
if the Chinese authorities does not really want to reform and if their recent
announcements are intended to deflect or delay criticism. Pressure might be
counterproductive, on the other hand, if Chinese officialsreally want to reform and
thelr recent announcements are a blueprint to the future. In the latter case, public
pressure might weaken the proponents of reform and cause Chinato slow the process
of reform.

The dilemmamay belessof aconcernif the United States wantsto push China
into adopting exchange rate reforms which exceed those which most Chinese
proponents of reform will accept. This might include, for examples, efforts to
accel erate the pace of the exchange rate liberalization process beyond the rate which
Chinese officials believe prudent for their economy. A close examination of the
Chinese policy process might show whether it is likely that foreign pressure can
accomplish such goalsor an alternative approach might bemoreeffective. Thelatter
might include, for example, efforts to persuade China that it has more economic
options than it thinks and that rapid increase in the value of it currency would not
produce the results that Chinese officials fear.

The other question iswhether the United Stateswould have the support of other
countriesif it sought to press Chinato adopt further reforms. It ispossiblethat other
countries might be prepared to follow the U.S. lead, now that Chinahas announced
the July 21 program of reform. Inthat case, they would be urging Chinese officials
to proceed with a plan which has already been announced rather than pressing them
to do something new. However, it is also possible that other countries will stand
aside — as the Europeans, Japanese and others have done to date — in order to let
the United States make this effort on itsown. They would stand to benefit from any
changes Chinamight adopt but they could decide (asthey seem to have doneto date)
that it might be more advantageous for them to show understanding towards the
Chinese position in their public stance.
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Restrict Exports to the United States

Alternatively, instead of using verbal pressure, the United States could adopt
legiglation restricting China’ saccessto the U.S. market until it raisesthe value of its
currency. The English bill (H.R. 3282) and the proposed Schumer/Graham
amendment (both mentioned above) would have this effect. By raising the price of
Chineseimports, they would reducetheflow of Chineseexportsto the United States.
Among other things, thiswould make U.S. products more competitive with Chinese
goods in the United States, with some possible positive employment effects in
competing U.S. industries. It would also raise the prices paid by U.S. purchasers.

Itisunclear what the Chinese authoritieswould do if faced by restrictiveimport
legislation of this sort. It is possible that they would raise the value of the yuan in
hopes that this will eliminate the new U.S. tariffs on their goods. There being no
internationally recognized standard, however, it would be uncertain how much the
yuan would need to beincreased in order to satisfy U.S. requirements. Chinacould
make unilateral changes in its exchange rate in hopes of finding one that satisfied
U.S. concerns. Alternatively, the issue could be settled by negotiations. The yuan
exchange rate being a matter which affects many countries, it seems unlikely that
China and its other major trading partners would wish to see the question settled
through bilateral talks with the United States alone.

Alternatively, being a member of the World Trade Organization, China might
ask the WTO to examinetheissue. It could ask adispute settlement panel to rule that
the United States acted in a manner inconsistent with its obligations under WTO
rules when it adopted unilateral tariffs and duties aimed at China. It is uncertain,
under its rules and precedents, how the WTO would respond to such a complaint.
For exampl e, countervailing dutiesand anti-dumping penaltiesare permissibleunder
WTO rules. However, exchange rates are not normally part of that calculation. The
WTO might have concern that the rules governing the world trade would be difficult
to enforce if countries were free do impose countervailing duties whenever they
found that foreign goodswere being subsidized becausethey decided unilaterally that
the exporting country had allowed its currency to become undervalued.

TheWTO might authorize Chinato apply comparabl erestrictionsof itsown but
the impact these might have on U.S. exports to Chinawould likely be less than the
impact the U.S. charges had on Chinese exports to the United States. Ultimately,
much will likely depend on whether other countries support the U.S. or the Chinese
side in this dispute. Also important would be any effects that the resulting trade
dispute between the United States and China might have on the broader picture of
world trade negotiations.

If the volume of Chinese exports to the United States declines because of new
trade legidation, the profits of the foreign firms located in China which produce
those goods will likely go down as well. Depending on technical factors, some of
those firms may be able to shift production to other countriesin the region. In that
case, unless the currencies of those other countries should increase make their
exportsuncompetitive, it ispossiblethat theissue of low-cost Chinese goods may be
superceded by a similar controversy about low-cost goods from other Asian
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countries. Itisnot clear whether thelegidative tools currently being considered for
use against Chinawould be applicable as well in situations of that sort.

Pursue a Policy of Restraint

Instead of pressing China publicly for reform, the United States might decide
on apolicy of restraint. This approach presumes that the Chinese authorities want
to proceed with their reform program as rapidly as economic conditions and the
prevailing policy consensusin Chinapermit. Thisapproach also presumesthat overt
pressurewoul d be counterproductive, slowing the processand strengthening the hand
of those in China who oppose reform.

It might be argued that the United States should keep its trade and currency
dispute with Chinain perspective. The economic issues are important, one might
argue, but it isalso important not to rai se tensionsto the point where China becomes
reluctant to cooperate with the United States on other issues, such asNorth Korea's
policies on nuclear weapons. Others might respond, however, that China will
cooperate with the United States in other areas when it believes that this servesits
interests even though there are other areas astrade and currency policy wherethetwo
countries disagree.

Ironically, it is possible that some form of pressure may be required to move
China forward on its plans for foreign exchange reform whether or not Chinese
officias really want to reform. If the recent announcements were made only to
distract foreign critics and to sidestep contrary action by Congress or the IMF, then
areduction in the amplitude of the pressure will be followed by adiminution in the
pace of reforms. On the other hand, even if Chinese authoritieswant to moveforward
with their reform program, they may need some external pressure — if only in the
form of agreed deadlines and benchmarks — to help them overcome inertia when
they encounter difficult choicesasthey put their currency reform policiesinto effect.

Take It to the IMF

The United States could al so pursueissue of China sexchangerate policy at the
International Monetary Fund. Rather than treating it as though it were a bilateral
dispute between the United States and China, the Administration could ask the IMF
to determinewhether China sexchangerate systemisconsistent withtheIMF srules
or whether China needsto take additional stepsin order to comply. The later might
include, for instance, assurancesthat the crawling peg mechanismwill be allowed to
work or benchmarks for measuring its implementation. Among other things, the
executive directors can require Chinato clarify whether the July 21 or the July 27
announcement reflects actual policy. China's exchange rate policies are a
multilateral issue which affect other countriesin addition to the United States. Most
have chosen not to challenge China publicly about its foreign exchange policies.
However, when the issueis laid before their representatives on the IMF s Board of
Executive Directors for confidential discussion they would have to take a position
and they are more likely to be frank.
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The IMF staff has finished preparation of its Article IV report on China for
2005 and the executive board is reportedly scheduled to consider it August 3, 2005.
Not aproformaexercise, thisisgenerally asubstantive review and discussion by the
executive directors of the major issues and policies affecting a country’ s economy.
Exchangerate policies are akey factor in the executive board review. The board has
beforeit the staff’ swritten analysis but the executive directors are free to make their
own analysis and to find their own conclusions. Among other things, the board will
likely consider whether China’'s newly announced exchange rate mechanism
complies with the requirements of Article IV and whether assurances are needed to
insure that it will be implemented effectively.

Inits 2004 Article IV review of China s economy, the IMF staff reported that
it was*“difficult to find persuasive evidence that the renminbi [yuan] is substantially
undervalued.”* 1t is likely that the IMF staff wished to avoid entanglement in a
controversy which had seemingly become as much political as it was economic.
Nevertheless, the staff’s analysis of Chinese economic policy showed that more
exchange rate flexibility, tighter monetary policy, and a reduction in the inflow of
money from abroad were needed.** Reval uation of theyuan would be consistent with
the staff’ s recommendations.

ThelMF executive board said, initsdiscussion of theissuein 2004, that greater
exchangerateflexibility isin China sbest interest.** They welcomed the statement
by Chinese authorities that they aimed (in the words of the IMF summary of the
board discussion) “to introduce, in a phased manner, greater exchange rate
flexibility,” though several Directors said the timing of that change should be left to
China. Many Directorsalso said that “it would be advantageous for Chinato make
aninitial move towards greater exchange rate flexibility without undue delay,” with
some preferring that this decision should be made soon. Many Directors al so noted,
though, that Chinawould need to sequence the elements of this change carefully, in

% |nternational Monetary Fund. Peopl€e’s Republic of China: Saff Report for the 2004
Article 1V Consultation. July 6, 2004, p. 12. Thisreport isavailable from the IMF website
at [http://www.imf.org/external/pubs/ft/scr/2004/cr04351.pdf].

% |bid, pp. 11-13. The staff report stressed that greater exchange rate flexibility would
“enhance China’'s ability to purse an independent monetary policy and adjust to shocks.”
The staff also found that tighter monetary policy would help China slow its rate of growth
toamore sustainable pace, that money and credit growth needed to be reduced but that large
capital inflows (from investment and trade) were making it increasingly difficult for
Chinese authorities to control money and credit growth. The staff reported that the
authorities were worried that a large change in the value of the yuan would increase
unemployment. The IMF staff said, however, that balanced and sustainable growth would
“providethebest conditionsto stimulate empl oyment growth” andthat “increased flexibility
of the exchange rate would improve the effectiveness of monetary policy in reducing
overheating risks.” The staff also asserted that, despite China' s assertions to the contrary,
that increased exchange rate flexibility would not pose substantial risks for the banking
system given the limited scale of the system’ s foreign assets and liabilities.

3 International Monetary Fund. IMF Concludes 2004 Article IV Consultation with the
People’ s Republic of China, August 25, 2004 Public Information Notice 04/99. It appears
from context that “ greater flexibility” meant an upward valuation of the yuan.



CRS-17

relationto other stepsbeing takentoliberalizeand reform capital markets, the capital
account and the financial sector.

The Chinese announced their July 21 exchange rate procedures less than two
weeks before the IMF executive board was scheduled to discuss their economic
policies and exchange rate. They had talked, during the year following the board’s
meeting about them in 2004, about various possibilities but they had not taken any
action. On July 21, IMF officiastold the press, in response to the introduction of
the new procedures, that Chinashould not limit therenminbi’ smovementswithinthe
new foreign exchange framework.* IMF spokesman Thomas Dawson also told a
press conference the same day that “We would encourage the authorities to utilize
fully the scopefor flexibility inthe new exchange arrangement. Weareready to work
with the authorities on the continuing evolution of the exchange rate system.” The
IMF staff does not speak for the executive board. Nevertheless, it would appear,
fromtheseindications, that the IMF viewsthe 2.1% reval uation asthe beginning, not
the end, of the process for adjusting the yuan’'s exchange rate.

The IMF cannot make a country revise its exchange rate. Nevertheless, a
statement by the IMF staff or the executive board can have significant impact on
currency markets and on the policies of other countries. A statement criticizing the
economic management of a country, for example, can influence the way the private
sector — particularly the financial sector — deals with that country. Likewise,
statements from the IMF executive board can have an affect on the policies of its
member countries. If the executive board saysthat a country is not complying with
itsobligationstothe IMF, countriesarelikely to takethe IMF sposition into account
when they make policy on that issue.*

The United States does not have to wait until the IMF does its 2006 annual
Article IV review in order for it to get the China exchange rate issue on the agenda
of the IMF executive board once again. Rather, it need only tell the IMF Managing
Director that it believes Chinaisnot complying with therequirementsof ArticlelV.*
The Managing Director would then be required to consult with the Chinese and to
report his findings formally or informally to the executive board. A formal report
would provide the United States with an occasion for asking the board to reconsider
the issue again in the light of developments which have occurred since the last
Article IV report. If the United States believed, for example, that China were
interfering with the operations of its crawling peg mechanism in order to keep down

% “US Treasury Welcomes,” Financial Times, July 22, 2005, note 20.

% For the IMF executive board to haveissued a statement of thissort, most major countries
would have had to vote for it and some would have had a hand in its preparation.

3 The IMF s guidelines for surveillance over exchange rate policies say that, “taking into
account any viewsthat have been expressed by other members,” the Managing Director may
consider whether acountry’ spoliciesarein accord withthe Fund' sexchangerate principles
and undertake informal and confidential discussions with the country on that issue.
Depending on hisfindings, the Managing Director is required to report his or her findings
formally or informally to the executive board. In the past, Germany has filed such a
complaint about Sweden and the United States has filed a complaint about Korea. IMF
surveillance guidelines, note 8.
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thevalue of theyuan, it could ask the executive board for afinding critical of China's
actions. This would be stronger, in its international impact, than a comparable
finding by the Secretary of the Treasury in asemi-annual report on China sexchange
rate practices.

It would be difficult for the United States to put bilateral pressure on China
while the IMF is considering whether that country’s exchange rate procedures
comply with IMF guidelines and IMF rules. An IMF statement that China's
procedures were not in compliance with the rules might help the United States
marshal support from other countriesif it decided to begin pressing Chinafor action
once again. On the other hand, if the executive board were to rule that China's
procedures are acceptable— even though the Chinese Government was limiting the
daily movementsof theyuanin order to keep it from increasing much in value— the
United States would have difficulty arguing the contrary view. The United States
might wish to consult with the G8 countries and with other countries in order to
prepare the groundwork and build a consensus before it formally brings the issue to
the IMF.

Apply to the WTO

The United States could also file a complaint with the World Trade
Organization (WTO) alleging that China has obtained an unfair trade advantage for
its exports by keeping the value of its currency artificially low. The WTO has no
authority to address exchange rate issues. However, the IMF and WTO have an
agreement which requires the WTO will refer exchange rate disputes of this sort to
the international monetary body and will accept the IMF’ s findings as conclusive.®
By itself, afinding by the IMF that Chinais manipulating its currency in violation of
ArticleV would have no “teeth” that would require Chinese officialsto changetheir
procedures. Considered in conjunction with a trade complaint before the WTO,
however, an IMF finding of thissort could result in trade sanctionsif aWTO dispute
reconciliation panel found that Chinawas subsidizing itsexports by undervaluingits
currency.

If aWTO dispute settlement panel were to rule that Chinawas gaining unfair
trade advantagethrough alow valuation of itscurrency, it might authorizethe United
States to adopt special tariffs penalizing Chinaif it failsto revalue its currency. If
countries join the U.S. complaint, they would also be empowered to adopt similar
tariff penalties. It might be awkward for the United States to apply to the WTO in
the manner if it hasalready enacted tariff restrictionsonitsown. Moreover, it would
be risky for the United States to apply to the WTO for relief if it does not know
beforehand how the IMF would rule on the exchange rate issue. Support from the
other major members of the IMF would be critical for this approach to work. The
G8 countries and other members of the European Union comprise amgjority of the

% See Arrangement for Consultation and Cooperation with the Contracting Parties of
GATT, September 9, 1948, and Guidelines/Framework for Fund Staff Collaboration with
the World Trade Organization, April 21, 1995. Both are included in the IMF's Selected
Decisionsand Selected Documentsof thel nter national Monetary Fund, pp. 546-9 and 552-9
of the 24™ issue. Washington, D.C. June 30, 1999.
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voting power in the IMF. Consultation with these countries might be appropriate
before the United States approaches the WTO with acomplaint.



