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Summary

In recent years, the United States and other countries have expressed
considerable concern that China's national currency (the yuan or renminbi) is
seriously undervalued. Some analysts say the yuan needsto rise by as much as 40%
inorder toreflect itsequilibriumvalue. Criticssay that China sunderval ued currency
provides it with an unfair trade advantage that has seriously injured the
manufacturing sector in the United States. Chinese officials counter 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 that is vital for the functioning of its
domestic economy.

On July 21, 2005, China announced a new foreign exchange system which is
intended to allow more flexibility and to permit the international value of the yuan
to be established by market forces. The yuan was increased in value by 2% and a
“managed float” was introduced. However, the value of the yuan has changed little
since then. Despite the publication of many studies, scholars do not agree whether
or by what percent the yuan is undervalued. The wide range of estimates suggests
that thereis no reason to believe that any particular figureiscorrect. Itisnot clear
that the U.S. trade deficit would be lower or U.S. manufacturers would benefit if
Chinaraised the value of the yuan. Inthe short run, U.S. producers might be ableto
sell higher-priced products to U.S. consumersiif the inflow of Chinese goods were
reduced. In thelong run, though, aslong asthe United Statesis a net importer of
capital, it would have a trade deficit and other countries would ultimately replace
China as suppliers of low-cost goods to the U.S. market.

The Treasury Department has strongly urged China in recent years to adopt
procedures that would allow the yuan to rise in value. Congress is considering
legislation that would penalize China if its currency is not revalued. The United
States has pursued the yuan-dollar exchange rate issue as a bilateral U.S.-China
issue. Other countriesare also affected by the presumably underval ued yuan— some
more than the U.S. — but they have allowed the United States to take the lead.

Thereareat | east fivewaysthe United States could deal with theyuan exchange
rate issue. Some of these would involve other countries more explicitly in the
process. First, the United States could continue pressing Chinapublicly to raise the
value of the yuan on the assumption that change will not occur without foreign
pressure. Second, it could stop pressing Chinapublicly, ontheexpectationthat China
might move more rapidly towards reform if it is not pressured. Third, the United
States could restrict imports from China pending action to revalue the yuan. Fourth,
the U.S. could ask the IMF to declare that China is manipulating its currency in
violation of IMF rules. Fifth, the United States could 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’'s currency. The WTO,
inturn, could authorizetrade remedies (tariffson Chinese goods, for example) aimed
at correcting this abuse. This report will be updated as new developments arise.
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China, the United States and the IMF:
Negotiating Exchange Rate Adjustment

Scope and Content

Overview

In recent years, there has been growing concern in the United States and
elsewhere that China may be manipulating the value of its currency to gain unfair
trade advantages. Many believethat China snational currency, the yuan or renminbi
(RMB), may be seriously undervalued compared to the dollar and other major
currencies." The United States and other countries have urged China to raise the
value of its currency. Chinese officials say they want to make their exchange rate
system moreflexible, but they say Chinaalso needslong-term stability initscurrency
valuein order to avoid internal dislocations. Discussion of this question hastaken
place at the International Monetary Fund (IMF) and at other multilateral forasuch as
the periodic meetings of the G-8 (the seven largest industrial countries plus Russia.)
The United States and other countries have aso spoken directly to China on a
bilateral basis about this issue.

The key issue is what — if the yuan is undervalued — China and the world
should do about it. Chinais undergoing a major shift from a state-dominated to a
market-based economy. It has pursued a policy of export-led growth in order to
generate the employment and income necessary to facilitate change in the overall
structure of its economy. It has priced its currency in order to facilitate that policy.

In July 2005, China adopted reforms aimed at giving market forces a possible
rolein the valuation of the yuan. Most observers say theinitial changes(a2% risein
value) were too small and they note that little change has occurred since. Chinese
officias retain firm control over the mechanisms which produce the yuan-dollar
exchange rate and the criteria they use in this process remain opague. International
discussions have sought to persuade Chinato accel erate the process but — while the
concerns of other countries may bear weight in the thinking of Chinese officials —

! For a comprehensive discussion of the China exchange rate issue, see CRS Report
RS21625, China’'s Currency Peg: A Summary of the Economic Issues, and CRS Report
RL 32165, China' sExchangeRate Peg: Economic | ssuesand Optionsfor U.S TradePolicy,
both by (name redacted) and (namer edacted). See also CRSIssueBrief 1B91121,S.--
China Trade Issuesand CRS Report RS22338, China’s Currency: A Brief overview of U.S.
Options, by (name redacted). The term “renminbi” means “ peopl€’ s currency” while
“yuan” is the unit of account (one yuan, two yuan, etc.) In this report, for simplicity,
China’'s currency will be called the “yuan” except in instances where the term “renminbi”
isused in aquotation or officia statement.
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there are no effective “teeth” in the International Monetary Fund that could compel
Chinato change its policies and procedures more rapidly than it wishes to do so.

Many in the United States believe that the large volume of Chinese exports to
the United States is damaging the U.S. manufacturing sector and feeding the U.S.
trade deficit. They believe that the undervalued yuan is an important reason why
Chinais able to priceits goods so competitively and why production in many areas
is shifting to China. Other analysts believe that — by virtue of its undervalued
currency — China is damaging the world trading system and denying export
opportunities to other countries whose currencies are more fairly priced. Congress
is considering legislation which would place countervailing duties or special tariffs
on Chinese goods entering the U.S. in order to offset the trade benefits China
presumably gains from its present exchange rate policies.

This Report in Four Parts

Events and Issues. Thisreport hasfour parts. Thefirst part discusses the
issues and events surrounding the yuan-dollar controversy. It describes the actions
which Chinese authorities have taken to revalue the yuan and, arguably, to lay the
groundwork for a larger future role for market forces in its valuation. It aso
describes the methods the Chinese authorities have used and still use to hold the
value of the yuan at the level they prefer. This section discusses the efforts the
International Monetary Fund, the U.S. Government and other governments have
made to encourage or press Chinato revalue its currency. It also reviewsthe U.S.
Treasury Department’s discussion of China in its semi-annual report on currency
mani pul ation and | egi sl ation currently pendingin Congresswhichwould levy special
duties on Chinese goods if the yuan is not increased considerably in value.

Five Questions which Frame the Controversy. The second part of this
report looksat five central questions. First, istheyuan undervalued and, if so, by
how much? Thisquestion may be harder to answer than many peopleassume. Most
economists agree the yuan isundervalued, but the 17 studiesreviewed in thisreport
show widely different conclusions. Some say the yuan isslightly overvalued, others
say itis15% or 25% or perhaps 49% undervalued, while severa say itisimpossible
to make an accurate computation. The dataare poor, Chinais changing rapidly, and
scholars use different assumptions in their studies. Moreover, new economic data
published in December 2005 seem to render all previous studies obsolete, as they
give avery different picture of the Chinese economy than was available before. In
recent studies, IMF experts say the yuan is undervalued but they also say it is
impossible to know how large the distortion might be. The IMF also saysthat it is
impossibleto separate the trade effects of that distortion from the other factors (labor
costs, productivity, etc.) which also affect the price of Chinese goods.

Without some objective way of determining what the “real” value of the yuan
might be, it may bedifficult for Chinaand other countriesto agreewhat sizeincrease
is “enough.” Likewise, without knowing the proper rate, it might be difficult to
design special U.S. tariffs which the world would consider fair and compensatory
rather than arbitrary or punitive. 1t might be helpful if China, the United States and
other countries could agree on criteria by which to decide how an appropriate
exchange rate for the dollar and yuan might be determined.
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Second, does China manipulatethe value of theyuan? TheIMF rules state
that countries may not manipulate the value of their currency in order to gain unfair
trade advantage. The second section of this report examines China s behavior in
light of the five standards the IMF uses to judge whether manipulation is taking
place. The IMF has not publicly declared that China is manipulating its currency.
China s actions seem to meet four of the IMF scriteriain thisregard. The IMF has
no evident means other than persuasion to make countries comply with itsrules. In
this context, it is not clear that an IMF announcement that China was violating its
ruleswould help or hinder the current discussionsaimed at persuading Chinato raise
the value of the yuan.

Third, howfast could Chinarevaluetheyuan if it wanted to? Theoreticaly,
the People’'s Bank of China could raise the exchange value of the yuan to any
specified level overnight. However, Chinese officials are concerned about the
growth and employment effects any change in the value of the yuan may have on
their economy. A too-rapid increase might have serious negative effects on
employment, output and growth. Some alsoworry that “hot money” could complicate
the process of revaluation and may require China to delay any changes until the
perceived speculative pressure abates. Many experts believe that a gradua and
measured approach to currency revaluation is appropriate for China. The IMF says,
for example, that emerging market countries generally do not handle rapid and large
exchange rate movements well and that serious dislocations can occur. Others
believe, however, that basic fairness to other countries requires Chinato raise the
value of itscurrency. Some analysts believe China could suffer serious damage to
itseconomy if it does not changeiseconomic strategy. Itsheavy reliance on export-
led growth makes it vulnerable, for example, to a slowdown in world demand.
Higher currency values would stimulate growth of its domestic economy.

Fourth, hasChina“ cooked thebooks” in termsof itstrade surplus? Some
analysts believe that China s actual net income from trade is many timeslarger than
that which China’'s publishes in its official trade statistics. Data published by the
IMF show that, while China reports that it had a net trade surplus of $41 billion in
2004, itstrading partnersreport that they had acombined trade deficit of $267 billion
with China. Some people say that a trade surplus this large is proof that China's
currency is substantially undervalued.

Otherswould ask, however, where— if Chinaisaccruing an extra$200 billion
annually in trade income beyond the amounts accounted for in its balance of
payments figures — that money might be. It might be hard, for example, for China
to hide al this additional income year after year in secret undeclared foreign
exchange reserves without somebody discovering that it exists.

Trade datafor other countries also show (though on asmaller scale) this same
mismatch between the amount reported by exporter countries and the amounts
reported by those who import their products. Bad data collection by individual
countries and methodological problems in the reporting system seem to be better
explanationsfor these discrepanciesthanisthe uniform prospect that exportersfudge
their data while importers report their incoming trade data correctly.
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Fifth, would the U.S. economy benefit if China revalued the yuan?
Correcting the international value of the yuan may improve the efficiency of
international trade. But will it reduce the U.S. trade deficit and strengthen the U.S.
manufacturing sector? Most economists believe not. The U.S. and Chinese
economies have become increasingly interdependent in recent years. China is
pursuing apolicy of export-led growth and the United States providesaready market
for itsgoods. Meanwhile, the United Statesimports large quantities of capital from
abroad (by borrowing or by opening its economy to foreign investment) and — in
order (more money chasing the same quantity of goods) to avoid turning that
imported money into inflation — it must also import goods and services for the
imported money to buy. If China raised the value of the yuan, its exports to the
United Stateswould likely shrink and the amount of money it could placeinthe U.S.
economy would decline.

Multinational firms based in the United States are a magjor presence in the
Chinese economy and a large share of China's exports to the United States are
produced by or mediated through those firms. For them, the undervalued yuan
provides major benefits because it keeps down their production costs and it enables
them to produce things which might be too costly to produce in the United States.
U.S. consumerswho purchasethe output from thesefacilitiesin Chinaare ableto get
more product at a lower cost than they would be able to get if the products were
produced domestically or if the value of the yuan were higher. Thesefirmssay they
need to produce some of their output in low-cost places such as China and they
would move their facilities elsewhere (but not back to the United States) if China
were no longer available to them.

On the other hand, many U.S.-based small and medium size enterprises cannot
or wish not to move their operations abroad. For them, the undervalued yuan is a
major threat to their commercia viability and their bottom line. To compete with
goods produced in China, they must reduce their costs (perhaps by economizing on
labor or lowering their profit margins), find non-price based reasons for consumers
to prefer their products to those produced abroad, merge some of their operations
with similarly affected domestic firms, or seek some type of political remedy to
shield them from the foreign competition.

Temporarily, if exportsfrom Chinawererestricted because of trade legislation,
U.S. producers might be ableto take over some of the market (albeit at higher prices)
previously supplied by China. From alonger perspective, though, it is likely that
multinational firmswould shift much of their production to other low-cost countries
and these would ramp up their exportsin order to supply the U.S. market previously
supplied by Chinese goods. The inflow of foreign goods might decline and U.S.
manufactured goods might be more competitive in U.S. and foreign markets if the
U.S. savings rate increased, the United States borrowed less and received fewer
investments from abroad, and the international vaue of the dollar declined.?

2 For afurther discussion of the effects of the undervalued yuan on the U.S. economy, see
CRS Report RS21625, China's Currency Peg, and CRS Report RL32165, China’s
Exchange Rate Peg, both by (name redacted) and (name redacted).
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However, thiswould require major changes in American economic behavior which
cannot be easily legislated.

It is difficult to know on a net basis whether the U.S. economy benefits or
whether on anet basisit is hurt from thelow cost of productsit imports from China.
Theinterests of thelarge and small-to-medium sized firms appear to conflict and the
interests of U.S. consumers seem to conflict in somewayswith theinterests of some
U.S. producersof productswhich compete with Chinese exports. From an economic
point of view, the profit margins realized by the Chinese exporters appear to be
relatively small whereas the profit margins earned by the distributors of those
products in the United States may be higher. Meanwhile, though the data are not
clear, many expertsbelievethat on atrade-weighted basis, the U.S. producers benefit
more from their exports to China than Chinese exporters do on their sales to the
United States. At the same time, China s investmentsin the United States provide
badly needed capital which helps spur growth in the American economy at the same
time that the growing volume of debt owed to foreignersincreases the international
exposure of the U.S. economy. Weighing al of these factors together in order to
determine on an overall basiswhether the undervalued yuan isabenefit or burden to
the U.S. economy is adifficult task.

Three Dilemmas for China. Thethird section of this report looks at some
of the monetary and financial dilemmas which affect China's views about exchange
ratepolicy. First, what should Chinado about itsforeign exchange (forex) reserves?
China has $819 billion in foreign exchange reserves (rough 70% in dollars). These
are an important source of income, influence, and future spending power. However,
they are also a problem. For one thing, the growth in China's forex reserves fuels
domesticinflation. For every dollar the People s Bank of Chinabuys (to hold down
the value of the yuan and to increase its reserves), it injects 8 yuan into China's
economy. China's reserves grew by $100 billion in 2005, so thisis a lot of new
“printing press’ money. The central bank hastried with limited successto bottle up
theinflationary effect of thismoney with public debt transactions and tight monetary
policy. If Chinaraised the value of the yuan, the growth in its foreign exchange
reserves would slow or stop and — if it relaxed its monetary policy — the growth
and reform prospects of itsinternal economy might be enhanced.

On the other hand, revaluation would cost Chinaagreat deal of money. If the
yuan increased in value by 20%, the purchasing power of China’s foreign reserves
would go down corresponding. It would lose, from China’s perspective, about 1.3
trillion yuan (about $200 billion) in purchasing power. 1f Chinabegan withdrawing
assets from the U.S. market and converting them to other currencies, in order to
reduce its exposure, it would lose money because its actions would push down the
valueof the securitiesand thedollarsit sold. When it purchased other currenciesand
foreign assetsto replaceitsformer U.S. holdings, it would lose money again because
itsactionswould also push up their prices. Chinese officials may want to reducethe
inflationary pressurewhich comesfrom growthintheir foreign exchangereservesbut
they may not be happy about the prospect of major financial lossesif they revalue or
if they move their current assets el sewhere.

Second, where is the money coming from that fuels those growing reserves?
Many people believethat exports and incoming foreign investment account for most
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of the increase in China s foreign exchange reserves. Some suggest, however, that
“hot money” — speculative inflows of foreign funds seeking to profit from
revaluation of the yuan — may account for most of the growth in China’ s reserves.

Depending on the source of the money, the policy implications for China are
very different. If trade and investment are the main source of the funds, then — if
Chinese officials want to slow the growth in reserves — they should raise the value
of the yuan. However, if speculative inflows are the primary source, then China's
policy choices are more difficult. A large quick revaluation would stop the
speculative pressure but it might also damage China s economy. Gradual increases
would allow the Chinese economy to adjust but it might al so encourage speculators
to bring more money into China in hopes of profiting as the currency goes up in
value. A refusal to consider any changein the value might discourage the specul ators
over along period of time. But if the status quo prevailed during that period, this
would also make China’'s trading partners angry and give them reasons to doubt
whether Chinese officials are sincere when they say they want to revalue the yuan.

Third, would revaluation strengthen or weaken China’sbanking system?
China sbanksareriddled with bad debt and their competitivenessweakened by years
of state control. If theyuan wereincreased in value, would the shock cause Chinese
banksto strengthen their procedures or would it put the system at risk? A changein
exchangerateswhich weakened theexport sector without simultaneously stimulating
domestic commerce could hold bad news for China s banks.

Some experts point out that Chinese banks hold only a small portion of their
assets in foreign currencies and the government has recently established asset
management compani es (similar to themechanismsthe U.S. Government used inthe
1980s to resolve the U.S. savings and loan crisis) to take bad debt off the books of
the banks. However, export-related activities account for a major share of the
customers in China's banking system. Nevertheless, most experts agree that bad
debts (non-performing assets) account for perhaps 30% of the assets of Chinese
banks and they say the government will need to spend hundreds of billions of dollars
in yuan to recapitalize and restructure the magjor banks. The IMF says that the
strength of China's banking system should not be an impediment to a gradual
increase in the value of the yuan. However, Chinese officials have expressed
reservations and may not be willing to revalue the yuan very quickly until their
concerns about the impact on their national banking system have been alleviated.
External pressureto revaluerapidly might be seen asan effort by foreignersto create
more opportunities for their firmsto buy ailing Chinese banks.

Policy Options for the United States. The fourth part of this report
identifiesfivemajor optionswhich U.S. policy-makers might consider if they want
to encourage Chinato revalue the yuan. They are not mutually exclusive, though it
might be difficult for some of them to be pursued simultaneously.

First, the United States could continue pressing China publicly for further
changesin its foreign exchange system, in order that the yuan’s value would better
reflect market conditions and economic redlities. If Chinese reformers need outside
pressure to help them persuade other officialsto consider reform, this strategy might
help. Second, as areciprocal of the first option, U.S. policy-makers might refrain
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from pressing China to move more quickly with its reforms. This might be an
effective strategy if the Chinese proponents of change find that outside pressure
strengthens the hand of those resisting reform.

Third, the United States could levy specia tariffs on Chinese imports in an
effort to encourage Chinato be more accommodating in their discussions with the
United States about the yuan. However, such dutiesmay violate WTO rules. Also,
Chinese exporters may be able to absorb some of the cost of the new duties. Further,
if the yuan were revalued, the price of Chinese exports would need not increase by
the same rate as did the yuan. Chinese exports include a high proportion of inputs
imported from other countries. The price of those inputs would not change if the
yuan went up in value. To break even, producers in China would only need to
increase the price of their exports by an amount which reflects the higher dollar-
equivaent cost of Chinese-produced inputs and labor paid in yuan.

Fourth and fifth, the United Statesmight refer thedollar-yuan controversy tothe
IMF or theWorld Trade Organization. Asnoted above, thisissue hasbeen discussed
at the IMF for sometime. Proposed changes in the power of the IMF might give it
more authority over country exchange rate policies, including authority to address
problems of manipulation. Whether China would be the main country affected,
whether the United Statesand other countrieswould allow theIMFto determinetheir
exchangerates, and what impact these rule changes might have on the policies of the
countries with the world’ s largest economies are matters for speculation.

An appeal to the WTO might be based on the groundsthat China’ sunderval ued
currency allegedly constitutes asubsidy to its export sector. The WTO can evauate
tradedisputesand it can authorize countriesto levy trade penaltiesin order to enforce
itsdecisions. However, it has no authority to judge exchangerateissues. The WTO
and IMF have an agreement, though, specifying that any exchange rate issueswhich
arisein WTO deliberations shall bereferred to the IMF and the IMF s decision shall
befinal. In effect, the WTO would bethe enforcer if the IMF decided that acountry
was manipulating its currency to gain unfair trade advantage.

Issues and Events

Yuan-Dollar Exchange Rate Issue

The Controversy. In 1994, the People’ s Bank of China (PBC) lowered the
value of its currency from 5.8 to about 8.7 yuan to the dollar. The rate gradually
settled by 1997 to 8.3 and was locked at that rate during the Asian financia crisis.
In the past dozen years, China' s economy has grown substantially, both in size and
in the level of modernization, and the proportion of its economy oriented towards
exportshasincreased considerably. One might expect that these changeswould have
had animpact aswell ontherelative exchangevalue of China scurrency, particularly
its rate compared to the U.S. dollar as the United States became China's most
important single export market. However, the value of the yuan remained largely
unchanged during most of that period and it remained fixed at 8.3 yuan to the dollar
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after 1997 as the People's Bank of China (PBC) sold yuan into the market in order
to keep the yuan’ s value constant. Many argue that this constitutes manipul ation.

Arguments Pro and Con. Many arguethat Chinaismanipulating thevalue
of its currency in order to gain unfair trade advantage.> They believe this has
seriously injured the manufacturing sector in the United States and contributed
significantly to the U.S. trade deficit.

The act of currency manipulation is often hard to see. However, the effect of
mani pulation on currency pricesis more apparent. Critics of China s exchangerate
policies argue that China' s currency is perhaps 25% to 50% undervalued compared
tothe U.S. dollar. They cite various studies which support their view. They say the
undervalued yuan adds to the U.S. trade deficit and hurts U.S. output and
employment. Many have urged the Administration to put pressure on Chinain order
to make it stop manipulating the yuan. They say Chinashould either raise the value
of the yuan by official action (“revalue”’) or let it trade freely in foreign exchange
markets (“float™) so that the free market can determine its real international value.

The issue of manipulation is controversial. The IMF says, in its Articles of
Agreement (ArticlelV), that countries shall “ Avoid manipul ating 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.”*
Member countries are supposed to comply with this requirement. In addition, the
U.S. Omnibus Trade and Competitiveness Act of 1988 requiresthat the Secretary of
the Treasury determine whether other countries “manipulate the rate of exchange
between their currency and the United States dollar for the purpose of preventing
effective balance of payments adjustments or gaining unfair competitive advantage
in international trade.”®

Chineseofficials say they are not tryingto gain unfair trade advantagewith their
foreign exchange policies. Rather, they are seeking economic stability. Chinais
experiencing rapid and far-reaching economic changes, they say. Mgjor reformsin
China s economic policies and institutions have taken place, in this view, but more
areyet needed. The economy has grown rapidly in the past decade, they say, but the
distribution of the benefits has been uneven and the strains between the needs of the
old economy and the new economy aregreat. Meanwhile, they say, the export sector
isthe engine of growth for the Chinese economy.

Chineseofficialsacknowledgethat China sforeign exchangepoliciesstimulate
economic growth. However, they say, the goal is not the attainment of unfair trade
advantage but rather continued growth in the export sector. Many Chinese export

3 See, for example, areport and data published by the China Currency Coalition. Chinese
Currency Manipulation Fact Sheet, April 2005. The Coalitionisagroup of U.S. industrial,
service, agricultural, and labor organizations seeking change in the yuan exchange rate. In
addition tolabor unions, most of its members appear to represent import-sensitive products.
Available at [http://www.chinacurrencycoalition.com/factsheet.html].

* Articles of Agreement of the International Monetary Fund. 60 Stat. 1401, TAIS 1501.
®> The Omnibus Trade and Competitiveness Act of 1988, P.L. 100-418, Section 3004.
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industries operate on very thin profit margins, they report, and an increase in the
value of the yuan would lead to widespread bankruptcies. China s export sector is
the engine driving the growth and modernization of China s national economy. A
downturn in that sector would lead to aslowdown in growth or even adeclinein the
national economy as awhole. This could lead to widespread instability, they say,
with potentially serious consequences. Thus, they believe, China's exchange rate
policy isaimed at promoting stability in the country’ s export sector and economy as
awhole. Achieving trade advantages through underval uation of the currency isonly
an instrumental means towards the achievement of this goal. From this point of
view, efforts by foreignersto raise the exchange rate for China s currency are aimed
not merely at the elimination of this trade advantage but at undercutting China’'s
economic and political stability and at thwarting its emergence as a great power.

Chinese officials have not entered into the debate concerning the “real” value
of Chind s currency, though some say there is no convincing evidence that the yuan
isundervalued. They could cite econometric studies (see below) which support the
view that China’ scurrency isslightly overvalued or perhapsonly alittle undervalued
compared to the dollar.

Many economists doubt that China s actions have had any appreciable impact
on the long-term value of the dollar. The dollar plays a broad role in international
finance and the amount of dollars in circulation globally is very large. A recent
survey by theworld’ sleading central banksindicated that thedaily trading of foreign
currencies totals more than $1.9 trillion, 90% of which isin dollars.®

China Announces a Change. On July 21, 2005, China's central bank
announced anew exchange rate system for China’ s currency. Firgt, it increased the
value of the yuan, which rose from 8.28 to 8.11 to the dollar.” Second, the yuan
would be referenced, not just to the dollar but to a basket of currencies, and it would
be allowed to vary by 0.3% each day above or below a central parity. Third, the
central bank said that “the closing price of...the US dollar traded against the RMB
[yuan]...after the closing...of the market each working day” would become “the
central parity for the...following working day.”® This seemed to be an exchange
system which economists call a*“crawling peg.”

® Triennial Central Bank Survey: Foreign Exchange and Derivatives Market Activity in
2004. Bank for International Settlements, March 2005, pp. 1-2. A copy of this report is
available at [http://www.bis.org/publ/rpfx05t.pdf]. The 2001 survey is: Central Bank
Survey of Foreign Exchange and Derivatives Market Activity in April 2001: Preliminary
Global Data. Bank for International Settlements, October 2001.

" A currency issaid to “rise” in value compared to the U.S. dollar when one dollar buys a
smaller amount of that currency than before. By convention, it is said that the yuan or
renminbi rosein value by alittle over 2% (even though the number gets smaller) when it
went from Rmb 8.28 to Rmb 8.11 to the dollar on July 21, 2005.

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 ., “Chinarevalues 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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If the new procedure had been all owed to function as announced, the yuan could
have increased in value by 30% in five months. On July 27, 2005, however, the
central bank announced that no further changes in the value of the yuan should be
expected. Rather, it said, China's new system would be a “managed float.” The
central bank would compare the value of the yuan to a*“basket” of currenciesissued
by its major trading partners. However, the Chinese authorities made it clear that
they would decide what the value of the yuan would be and they would determine
when and how liberalization might occur. The yuan might fluctuate compared to
other currencies, but they said its dollar value would be fixed.

Too Small? To many observers, the 2% increase in the value of the yuan
announced in July 2005 was too small and the process for possible future increases
was too obscure and uncertain.  Some might argue that the changes in the new
system reflect the current debate about economic policy within the Chinese
leadership. Some Chineseofficialsmay believethat reform, including liberalization
of theyuan, isin China sbest interest. Othersmay believethat Chinamust continue
the policy of export-led growth and the advantages of the old system should not be
disposed of lightly.

From this perspective, some might say the new system was adopted in order to
buy time, to delay reform, and to forestall outside pressure. Chinawas scheduled to
discussits exchangerate policies with the IMF executive board in August 2005 and
the advent of a new system gave the Chinese something new to present. The IMF
board was critical of China's exchange rate policies in 2004 and IMF staff had
strongly urged Chinain mid-2005 to introduce market forces into China s exchange
rateregime. The change was also announced just before Congress was scheduled to
consider several bills which sought to put pressure on Chinaif it did not revalueits
currency. Arguably, a series of ambiguous steps which seemed to herald change
might buy Chinatimeto consider itsoptionsand lay itsplans. It might givethe IMF
board a reason not to press for faster action and it might persuade Congress to
postpone action on the pending bills.’

Alternatively, instead of seeing the new system asthe product of internal debate,
onemight say that it isobscure because it seeksto confuse and frustrate specul ators.
The inflow of speculative “hot money” is serious. An official with China's State
Administration of Foreign Exchange reportedly observed that “Whether we [can]
effectively refrain speculation on yuan is the key to the success or failure of the
reform.”*® If Chinawantsto avoid instability and sharp changesin currency prices,
itsactionsmust not invite specul atorsto bringin moreforeign currency and buy more
yuan. In effect, China faces a challenge of doing what the speculators expect —
increase the value of the yuan — without encouraging them to capitalize on their
expectations.

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

10« Chinese Bank Reaffirms Reval uation Policy,” BBC Monitoring Asia Pacific, September
21, 2005.
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Theold system offered speculatorsaone-way, no-risk bet, sincetherewaslittle
chance the yuan would fall in value whereas there seemed areal possibility that the
value would eventually rise, perhaps substantially. This offered potentially large
rewards to those who owned yuan or yuan-denominated assets.* The inflow of
speculative money puts pressure on Chinato revalue the yuan to reduce the flow.*
However, if the increase were not sudden and massive, speculators might be
encouraged to buy more yuan in hopes of profiting asit goesup invalue. Aslongas
there is a general expectation that the yuan is underpriced and as long as these
speculative flows continue, Chinese officials are reluctant to allow the market to
determine the yuan's value. They worry that it might increase too much in value
(“overshoot”) if it were opened suddenly to market forces and this could also have
negative consequences for the Chinese and world economies.

New Initiatives Since July 2005. More recently, the Chinese authorities
have taken other stepsthat could allow market forcesto eventually play aroleinthe
valuation of the yuan. In mid-2005, they created a system of non-deliverable
forward contractswhich let individual stake positions and make predictions asto the
future value of the yuan.*®

In January 2006, China s State Administration of Foreign Exchange (SAFE)
authorized 13 local and foreign banks™ to buy and sell yuan for dollarsin the yuan
spot market. An experiment allowing somebanksto trade yuan for eurosand Hong
Kong dollars had begun in 2005. The new arrangement is supposed to improve
liquidity and allow market forces arolein the valuation of the yuan. Under the new
rule, the opening pricefor theyuan would be determined by the average closing price
of the 13 banks (with the two most extreme eliminated.) In principle, this would
allow yuan to move up or down in value in response to market forces. However,
observers assert that the central bank remains the biggest trader in the yuan-dollar
market and any bank which quotes too high arate will be vulnerableif it floods the
market with yuan in order to keep the rate at its preferred price.

1 See, for example, MorrisGoldstein and NicholasL ardy, “ China sReval uation ShowsSize
Redly Matters,” Financial Times, July 22, 2005, p. 13.

12 This argument is the author’s synthesis of conversations he and other members of his
group had with Chinese and U.S. officials and other persons in January 2006 during a
congressional staff visit to China and Hong Kong.

13 pPatrick Higgins and Owen F. Humpage, “Nondeliverable Forwards: Can We Tell Where
the Renminbi |s Headed?,” Economic Commentary, September 1, 2005. Federal Reserve
Bank of Cleveland. Settlement on these contracts is in dollars, not in yuan. Keith
Bradsher, “ China Loosens Limits on Trading Against Other Currencies but KeepsRein on
Dollar,” New York Times, September 24, 2005, p. C6.

1 Theseincluded five foreign banks (ABN Amro Holding NV, Bank of Montreal, Standard
Chartered PLC, Citigroup Inc. and HSBC Holdings PLC) and eight Chinese banks (Bank
of China, China Construction Bank, Industrial & Commercial Bank of China, Agricultural
Bank of China, Bank of Communications Co., ChinaMerchant’ s Bank Co., Citic Bank Co.
and Industrial Bank Co.) Jane LanheeLee. “International Investor: China Approves Banks
as Renminbi Market Makers, Move Is Set to Bring More-active Trading of Domestic
Currency,” The Wall Street Journal Asia (Hong Kong), January 3, 2006, p. 32.



CRS-12

In December 2005, the Chinese authoritiestook two additional stepsthat would
either reduce the demand for yuan or increase the demand in Chinafor dollars. The
central bank announced that it was raising the interest rate for deposits held in U.S.
or Hong Kong dollars, widening the gap between those rates and those paid for
accounts denominated in yuan.”® Thiswas aimed at discouraging speculators from
buying yuan in hopes they can turn a profit by converting them back into dollars if,
in the near future, the yuan should increase substantially in value.

The central bank also announced that it would soon scrap the existing limitson
theamountsthat Chinesefirms could take out of the country.*® Thiscould marginally
push down the value of the yuan when Chinese firms sold their national currency in
order to purchase the dollars needed to expand their overseas operations.

Market Expectations. Thedollar exchangeratefor the yuan has changed by
only alittle more than one-half of 1% since the new system was introduced, going
from Rmb 8.11 to the dollar on July 21, 2005 to Rmb 8.0424 to the dollar on
February 26, 2006. The People’ sBank of Chinaretainsfirm control of the exchange
rate through its transactions in foreign exchange markets. In January 2006, futures
contracts suggested that traders believed the value of the yuan would rise 2.1% (to
Rmb 7.86 to the dollar) in six months and 4.3% by the end of 2006. A global
markets analyst for Goldman Sachs predicted, by contrast, that the value of the yuan
would increase by 9% (to Rmb 7.34) by the end of the year.”” The Economist
Intelligence Unit said the yuan would rise 4.4% in 2006 (to Rmb 7.9) and 3.7% in
2006 (to Rmb 7.6.)*

These predictions assume that the People’'s Bank of China will bring these
results about through its exchange market transactions or (to say the samething) that
it will not act to prevent market forces from generating these rates of exchange.

International Views

Efforts by the IMF. The IMF staff proposed, in its June 2005 report on its
recent ArticlelV consultations, that Chinashouldreviseitsforeign exchangepolicies
and allow the market to play alarger role in the valuation of the yuan.** The IMF
executive board had the report prior to itsformal review of China’ s policies, though
the actual document was not published until September.

> Prashant Rao. “ RatesEase Pressureon Y uanto Strengthen,” Inter national Herald Tribune
(Paris), December 29, 2005, p. 17.

16 Shai Oster. “ Beijing Hintsat aShift inits Foreign Holdings; Desireto Diversify May Hurt
the Dollar; Controls to Be Eased,” The Wall Sreet Journal Asia (Hong Kong), January 6,
2006, p. 1.

1 Both cited in Steve Johnson, “Traders Price in Surging Renminbi,” Financial Times
(London), January 6, 2006, p. 38.

18 EJU ViewsWire, New Y ork, December 8, 2005.

9 Article IV of the IMF Articles of Agreement require it to meet annually with member
countries to discuss their economic and foreign exchange policies.
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The IMF executive board discussed China s new exchange rate policies during
its August 2005 annual Article IV consultation review. Many people believe that
China announced its new policies two weeks before that meeting in order to show
they were addressing the issue. The previous year, during its August 2004 review of
China s palicies, the board had said that greater exchange rate flexibility was in
China sbestinterests.” It also welcomed China sstatement that it would “introduce,
in aphased manner, greater exchange rateflexibility.” Some observers suggest that
it might have been awkward for Chinato go to the 2005 meeting and report that it
had done nothing.

In its August 2005 review, the IMF executive board “welcomed the change in
the exchange rate regime — an important move toward greater exchange rate
flexibility — and encouraged the authorities to utilize the flexibility afforded by the
new arrangement.” It reiterated itsearlier point that greater exchangerate flexibility
was both necessary and in China’ s best interests.* It also said that “amore flexible
exchange rate, not simply arevaluation, is the key to providing scope for monetary
policy independence and enhancing the economy’s resilience to external shocks.”
According to the summary of the board discussion, most directors supported a
gradual and cautious approach but many others recommended that China move
quickly to aforeign exchange level which reflects underlying market forces.

Other Countries’ Views. No other country has taken as strong a public
position on the Chinese exchangerateissue as hasthe United States, even though the
low cost of Chinese exports has been a source of concern to interests in their
countriesaswell. Nevertheless, some other countriesreportedly have been vigorous
intheir private discussionswith Chinese officias, urging them to give market forces
alarger role in determining the value of the yuan. Their public statements have
tended to show patiencewith China’ sconcerns. Some observers suggested that they
preferred to let the United States do the “heavy lifting.”

Some countries have spoken out. In early June 2005, for example, David
Dodge, Governor of the Bank of Canada, called on China to free its currency from
the fixed rate against the U.S. dollar or to risk sparking U.S. and European trade
protectionism.? At the same time, Japan’s finance minister urged Chinato reform

2 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. The
statement by Chinais taken from the IMF' s summary of the board discussion.

2 International Monetary Fund, IMF Concludes 2005 Article IV Consultation with the
People's Republic of China, September 12, 2005. Public Information Notice 05/122.
Available from the China page of the IMF website aswell asin an annex (pp. 69-72) to the
2005 Article IV staff report. See IMF, People’s Republic of China: Staff Report for the
2005 Article IV Consultation, July 8, 2005, p. 14. Available from the China page on the
IMF website.

22 paul Brent. “Dodge’ s Call to Freethe Chinese Y uan Has Strong Backing,” National Post
(Don Mills, Ontario), June 6, 2005, p. FP2.
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its tight currency peg on grounds that the current yuan-dollar exchange rate was
hurting the Chinese economy and causing it to overheat.?

European ministersreportedly have been moreaccommodatingintheir remarks.
For example, Chinese Premier Wen Jiabao told an Asia-Europe ministerial meeting
in June 2005 that China would adopt a more flexible currency policy only when it
believeditself ready. European ministersreplied, intheir public statements, that they
hoped it would not take too long? but they agreed that Chinashould not be pressured
and it had the right to determine when and how it would reform its currency.®

Since July 2005, observers have been waiting for an announcement by China
that it would further liberalize its exchange rate policy. The IMF executive board
urged thisat itsdiscussion of China spoliciesin August 2005. Thegoverning boards
of the IMF and World Bank urged it at their joint annual meetingsin late September
2005. Treasury Secretary Snow urged it during his October 2005 trip to China.
President Bush reiterated the point during a state visit to Chinain November 2005.

In September 2005, the finance ministers of the G-7 countries said, in the
communiquefollowingameetingin Washington, D.C., that “wewelcometherecent
decision by the Chinese authoritiesto pursue greater flexibility intheir exchangerate
regime.”® Thiswasthefirst time a G-7 communique had called on China by name
to take action. “We expect the development of this more market-oriented system to
improve the functioning and stability of the global economy and the international
monetary system,” they added. China's President told the G-8 leaders that China
wanted to base the yuan’ svalue on market forces but it would do thisonitsowntime
and not as aresult of foreign pressure.?’

Z«Tanigaki SaysQuick Actionon'Y uan Needed,” Economic Timesof India, The Electronic
Times Online, July 9, 2005. See the Economic Times of India 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].

2 KervinYaoand Y oko Nishikawa. “ Y uan Dominates Asia-europe Meeting,” Reuters, June
26, 2005, reported at [http://www.aardvarkbusiness.net/chat/viewtopic.php?=6237]

% 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]. Cary Huang. “World Clamoursfor Beijingto Revalue Y uan; but Therels Agreement
That China Should Dictate Timing of Any Currency Reforms,” South China Post (Hong
Kong), June 27, 2005, p. 5.

% “G-7 Ministers Urge China to Make More Progress on Exchange Rate.” Bloomberg
News, September 26, 2005, available from Bloomberg News at
[http://www.bloomberg.com/apps/news?pi d=10000080& sid=a86iuRUM x.4g& refer=asial.
“G7 Demands More Flexible Y uan Regime,” The Daily Yomiuri, September 25, 2005, p. 1.

27 Seott Hills. “China’s Hu Sidesteps Y uan Debate in G8 Address,” Reuters, July 1, 2005,
at [http://entertainment1.sympatico.msn.ca/Music/MusicNews/Live8+Coverage] .
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The G-7 finance ministers were even more specific in their communique
following their meeting in London on December 3, 2005. They said that “further
implementation of China's currency system would improve the functioning and
stability of the global economy and the international monetary system.” They said,
in language not directly mentioning China, that such disparities, along with high oil
prices, were a threat to a “solid” world economy.® They also said that “exchange
rates should reflect economic fundamentals’ and that they would monitor exchange
marketsclosely. Thiswasmuch stronger languagethan thewelcome” the ministers
had expressed three months earlier.

Individual leaders were even more specific in their remarks. European Central
Bank president Jean-Claude Trichet said at the time that the G-7’ s public comments
were “in continuity with the message that we have been giving.” He also said,
referring to Asia, that “this part of the world has to contribute to the solution of
global imbalances.”# Japan’ sfinance minister, Sadakazu Tanigaki, said, at thesame
time, that “we believe China needs some time to get accustomed to their new
currency regime, but aconsiderabletime has already passed. | expect Chinato make
its currency abit more flexible.”*® Treasury Secretary Snow said, on this occasion,
that “this rigidity constrains exchange rate flexibility in the region and thus poses
risks to China's economy and the global economy.” Jin Renging, China’'s finance
minister, did not comment directly but did say that China would over time alow
market forces to play a greater role in determining the value of the renminbi.

U.S. Views. IntheUnited States, both the Administration and Congress have
spoken to the issue of China’s currency.

Action by the Executive Branch. InJanuary 2004, President George W.
Bush told a crowd in Toledo, Ohio that “we expect countries like China to
understand that trade imbal ances mean that trade isnot balanced and fair. They have
got to dea with their currency.”® On July 21, 2005, responding to China's
announcement that it was adopting a new exchange rate system, Treasury Secretary
John Snow said that he welcomed the announcement but “we will monitor China's
managed float as their exchange rate moves to alignment with underlying market
conditions.”* He agreed that the initial 2% change was small, but he said the
important thing was China' s willingness to change. “Thisis the start of a process,”

% Simon Kennedy and Gonzalo Vina. “G-7 Prods China to Let Yuan Rise; Beijing Is
Accused of “Rigidity” as Currency Appreciates Little,” International Herald Tribune
(Paris), December 6, 2005, p. 20.

% Jane Wardell. “Economic Officials Chide China,” (Associated Press) Deseret News,
December 4, 2005, p. A12; “G-7 prods...” 1bid.

% Gonzolo Vena and Simon Kennedy. “G7 Pushes China on the Y uan; Rates ‘ Should
Reflect’” Fundamentals, it Says,” International Herald Tribune, December 5, 2005, p. 15.

3 White House. “ President Discusses Job Training and the Economy in Ohio.” January 21,
2004. See [http://www.whitehouse.gov/news/rel eases/2004/01/20040121-2.html].

32 Snow Wel comes China sCurrency Reforms, at [ http://www.treas.gov/news/index1.html].
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he said, “and the Chinese have indicated they want to get their currency based on
markets rather than a peg.”

The United States has urged the IMF to press Chinato introduce market forces
initsforeign exchange process more quickly. (Thisisdiscussed further, below.) In
January 2006, at the World Economic Forumin Davos, Switzerland, Under Secretary
Tim Adams told Bloomberg Television that China was not doing enough. “China
needs to undertake serious reforms. They’ re on the road to reform but they need to
move faster.”3* He also told a panel at the Forum that the United States had never
asked Chinato float its currency as it does not think the Chinese financial system
could withstand it. Rather, he said, the United States had urged Chinato allow more
flexibility intheir exchangerate. “ All we' ve asked them to do iswhat they’ ve agreed
to do and what they know isin their best interest to do,” he said.*

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 their currency in order to gain
unfair trade advantage. In May 2005, Treasury reported that China was not
manipulating its currency.* Someobserverssaid the Treasury Department wasmore
critical of Chinain this report than earlier in part due to congressional pressure. “If
current trends continue without substantial alteration [i.e., revaluation],” the report
said, “China's policies will likely meet the statute’s technical requirements’ for
designating China as a country which unfairly manipulates its currency value.
Nevertheless, thereport said that Chinese authoritieshad assured Treasury Secretary
Snow that they were laying the groundwork for afuture revaluation of the yuan. It
was on this basis that the Department found that China was not manipulating its
currency. Snow reportedly gave China six months to rectify the situation and he
called for an immediate 10% revaluation.®”  No such change occurred.

% Susie Gharib. “Secretary of State John Snow Sounds-off On China's Money Move.”
Nightly Business Review, July 21, 2005. Interview, available at
[http://www.nbr.com/archive/transcript/2005/transcript072105.html].

% Bloomberg News. “Dickering at Davos. Which Way Y uan; Pace of ChinaY uan Reform
TakesCenter Stage at World Economic Forum,” January 25, 2006: 2:17 PM EST. Available
at [http://207.25.71.61/2006/01/25/news/international /bc.davos.china.reut/index.htm].

% World Economic Forum Annua Meeting 2006, Fixing Up Fixed Exchange Rates,
summary of discussion, January 1, 2006. Available by searching Google by title or at
[ http:/mmw.weforum.org/site/knowl edgenavigator.nsf/Content/ S153227open& event_id=].

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

37 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 China or Congress over Currency,” The New York Times, May 17, 2005, p. 1; and
Andrew Balls, “FT.com site: Chinatold to revalue by 10% by US,” Financial Times, May
24, 2005, p. 1.
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In November 2005, Treasury reported that China s actions “are not sufficient
and do not represent fulfillment of the Chinese authorities' [earlier] commitment.”*
It said, though, that Chinese authorities had pledged in October 2005 “that they
would enhance the flexibility and strengthen the role of market forces in their
managed floating exchange rate regime.” It aso said that “President Hu told
President Bush that China would unswervingly press ahead with reform in its
exchangerate mechanism.” Therefore, by implication, they were not manipulating
the yuan. The Chinese authorities should act, the report concluded, “ by thetimethis
report is next issued” (i.e., in six months).

In May 2006, in its most recent six-month report, the Treasury Department
reported that “too little progress has been made in introducing exchange rate
flexibility for therenminbi.”* The Department determined onceagain, however, that
China s foreign exchange policies did not violate the terms of the Omnibus Trade
and Competitiveness Act of 1988. Whatever the effects of China' s policies might
be, the Department said it was unable to determine, from the evidence at hand “that
China s foreign exchange system was operated during the last half of 2005 for the
purpose (i.e., with the intent) of preventing adjustments in China's balance of
payments or gaining China an unfair competitive advantage in international trade.”
Therefore, without ademonstration of intent, “the technical requirementsfor China
to be designated under the terms of the Act have not been met.” The report cited the
various initiatives China had introduced in the past six months. It also reported that
China’ s President Hu told President Bush in April 2005 that Chinawould reduceits
trade balance in the future by boosting demand and stimul ating domestic growth.

Action by Congress. Inlate 2005, Congress passed | egidlation which urged
the President to create a comprehensive plan to address diplomatic, military and
economic issuesrelating to China.®® In particular, it said the Administration should
encourage Chinato revalue its currency further against the U.S. dollar by allowing
theyuan to float against atrade-wei ghted basket of currencies. Congressiscurrently
considering severa hills which would require the United States to limit trade with
Chinaif it does not revalue the yuan or direct the President to take the yuan-dollar
exchange rate issue to the IMF or WTO for action.

Three bills are prominent among this legislation. In July 2005, the House of
Representatives passed legisation (H.R. 3283) introduced by Representative Phil
English which would make imports from non-market economies (such as China)

% U.S. Department of the Treasury. Report to Congress on International Economic and
Exchange Rate Policies, November 2005. Available from [http://www.treas.gov], the
Treasury Department website. See especially pp. 17-21.

% U.S. Department of the Treasury. Report to Congress on International Economic and
Exchange Rate Policies, May 2006. Availablefromthe Treasury Department website. See

especialy pp. 1-2.
“0 The fiscal 2006 defense appropriations act, H.R. 1815, approved by Congress in

December 2005 and signed into law (P.L. 109-163) on January 6, 2006. The relevant
language is found in Section 1234 of that act.
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subject to U.S. countervailing duty.** Exports from China which were found to be
subsidized on account of exchange rate manipulation might be subject to these trade
rules and monetary penalties could be assessed which would raise the price of those
goodsin U.S. markets. The bill also required the Treasury Department to define the
term “ currency manipulation” for the purpose of U.S. law and to report periodically
on China'simplementation of its new exchange rate regime.*

The House is aso considering another bill (H.R. 1498), introduced by
Representatives Tim Ryan and Duncan Hunter, that would makeit clear under U.S.
law that exchange rate manipulation by Chinawould make goodsimported from that
country actionable to U.S. countervailing duties.® Proponents argue that the
language of H.R. 3283, though seemingly aimed at China, would actually make it
more difficult for firmsto levy countervailing duty claims against China. No action
has been taken on H.R. 1498, though it currently has 169 co-sponsors.

The Senateisalso considering legislation that would limit China saccessto the
U.S. market if it does not stop manipulating the value of its currency. Senators
Charles Schumer and Lindsey Graham proposed on April 6, 2005, for example, that
Congress enact a 27.5% tariff on al Chinese products entering the United States if
China does not raise the value of its currency.* Thisis deemed to be the average
degree of undervaluation identified by several studies. The Senate voted 67-33 for
this proposal, as arider on another bill, but it was later introduced as a separate bill
(S. 295). Originally scheduled for consideration in mid-2005, action was postponed.
The bill is expected to come up again for consideration sometime in 2006.

Five Key Questions

Is the Yuan Undervalued? By How Much?

The IMF said in its 2004 evaluation of the Chinese economy that it was
“difficult to find persuasive evidence that the renminbi [yuan] is substantially
undervalued.”* Since then, many economic studies have been published seeking to
determine the yuan's “equilibrium” exchange rate. (This is the exchange rate that
would prevail if the value of the yuan was not controlled and if theU.S. and Chinese
economies were both at macroeconomic equilibrium.) The results of these studies

“ H.R. 3283, passed by the House (255 to 168) on July 27, 2005. Senator Susan Collins
introduced a similar bill (S. 1421) in the Senate in July 2005 but no action has been taken.

“2 For more on the issue of countervailing duties and nonmarket economies, see CRS Issue
Brief 1B10148, Trade Remedy Legislation: Applying Countervailing Action to Nonmar ket
Economy Countries, by (name redacted) and (name redacted).

“3 H.R. 1498, the Chinese Currency Act of 2005, introduced April 9, 2005.
4 Greg Hitt. “ Senate Slams China's Currency Policy,” Wall Sreet Journal, April 7, 2005,
p. 1.

“ International Monetary Fund. People's Republic of China: Staff Report for the 2004
Article |V Consultation, July 6, 2004, p. 12. Thisreport isavailable from the Chinapagein
the country section of the IMF website at [http://www.imf.org].
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differ widely. Consequently, there is sufficient research available to support any
position about the value of the yuan that one might wish to take.

The IMF's China experts found in their 2005 evaluation that the yuan is
undervalued and therate of undervaluationisincreasing. Moreflexibility isneeded,
they said, to avoid disruption of the domestic economy.* The difficulty, however,
one expert told CRS, is the lack of any reliable way of knowing how large the
distortion may be or how its effects can be separated from the other factors (such as
labor costs and productivity) which affect the international price of Chinese goods.

In a market economy, the exchange rate of a currency (vis-avis another
currency) can be affected by many things. These including interest rates, trade
relationships, institutional arrangements the international flow of money between
currency markets, and interventions (purchases or sales of currency) by the central
bank. Market forceswill balance these factors and establish an exchange rate which
issupposed to reflect the actual value of goods and servicesin one country compared
to those in another country but sometimes — depending on other considerations
affecting the economy of either country — it does not.

The task of assessing exchange rates is more difficult when market forces are
constrained and currency values are set by official action. A simple method would
have one look at the price of a single product in world markets, on the theory that
properly functioning currency markets should adjust to equalize product costs. One
exampleisthe Economist’ swell known “Big Mac Index,” alight-hearted procedure
which compares the cost of McDonad’s hamburgers around the world.*” By its
calculation, based on the price of hamburgers sold in both markets, the yuan is 59%
undervalued compared to the U.S. dollar. Most economists agree that this index
provides only a general suggestion of the relative valuation of currencies® The
disparity in hamburger prices around the world can also be read asacomment on the
valuation of the U.S. dollar. The Economist says that the index shows that the U.S.
dollar ismore overvalued now, compared to most other currencies, than at any time
since measure was introduced 16 years ago.*

A more substantive effort to calculate the equilibrium value requires
construction of an econometric model for the countries whose currencies are being
compared. Much statistical information isrequired aswell as a clear concept of the
way the institutions and sectors relate to each other. Often, information is not

6 IMF, 2005 Article IV Staff Report, footnote 21.

47 See [ http://www.economist.com/markets/bigmac/displayStory.cfm?story _id=5389856].
See a so [http://www.stanford.edu/cl ass'msande247</bigmac02.htm] for areferenceto the
“light hearted” nature of the measure.

“8 For one thing, consumption patternsfor this product vary from country to country. Also,
whilethe hamburgersare the sameworldwide, most of their inputsare suppliedlocally. Few
hamburgers are exported from Chinato the United States. Labor, rent and paper products
are cheaper in China, for instance, than in the United States. Other factorsbesides currency
valuation can influence the cost of these local components.

4 See the first source cited in footnote 47.
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availableand analysts haveto substitute data based on their understanding asto how
each economy works and what the correct number would be if it were available.®

In 2005, the Chinese Currency Coalition published areport citing eight reports
or statements (in addition to the Big Mac Index) which said that, to varying degrees,
the yuan was substantially undervalued.® Two of the sources dated from 1998 or
2000. The others dated from 2002 or 2003. These included (in addition to the
hamburger index) areference saying that the World Bank thought the yuan was 75%
undervalued and other studies, statements or testimony to Congress saying the yuan
was priced 10% to 40% below its “real” value.>

The IMF published a paper in late 2005 which compared eight major studies
released in 2004 and 2005 that sought to calculate China's “real” exchange rate on
the basis of macroeconomic and econometric analysis.>® One scholar found, in two
studies using 2003 data, that the yuan was either dlightly undervalued or dlightly
overvalued that year. He found in alater study (using the next year’s data) that the
yuan was 5% overvalued in 2004. Another analyst found, using the same data, that
the yuan was only dlightly undervalued in 2004. By contrast, other scholars have
found, using essentially the same statistics, that the yuan has been substantially
undervalued in recent years. One team concluded, for example, that the yuan was
pegged (in a study using 2002 data) at a rate that 18%-49% and (in another study
using 2003 data) 23% below its“real” value. Another researcher found, in a study
using 2000 data, that the yuan was undervalued by 35% that year. Yet another
scholar concluded, on thebasisof 2004 data, that the official ratethat year was 15%-
30% below its “real” market equilibrium value.

Meanwhile, Funke and Rahn, two scholars from Hamburg University in
Germany, found “compelling evidence that the renminbi is not substantially
undervalued.” They seem to have employed the same econometric equilibrium
modeling techniques used by scholars cited in the recent IMF paper. The claims by

% For asimple guideto the process of cal culating equilibrium exchangerates, see Sergio Da
Silva. Classroom Guide to the Equilibrium Exchange Rate Model. It is available at
[http://ideas.repec.org/p/wpa/wuwpif/0405019.htmi].

* See Chinese Currency Manipulation Fact Sheet, cited in footnote 3.

*2Thefull names and citationsto sourceswerenot provided. Many economistswould argue
that the World Bank datawere misconstrued, asthe Bank’ sfigures are not measures of the
extent to which currencies are over- or undervalued compared to the dollar but rather two
ways that per capitaincomelevelsin poor countries may be compared internationally. The
guestion whether the World Bank’ s purchasing power parity index can be used to measure
deviationsin exchange ratesis also discussed in CRS Report RL 32165, China’s Exchange
Rate Peg, by (name redacted) and (hame redacted).

%3 Steven Dunaway and Xiangming Li. Estimating China’s“ Equilibrium” Real Exchange
Rate, IMF Working Paper WP/05/202, October 2005. Available fromthe Chinapageinthe
country section of the IMF website: [http://www.imf.org]. The eight studiesreferenced in
the IMF report were by Virginie Coudert and Cécile Couharde (2 studies), Tao Wang (3),
Morris Goldstein, Jeffrey Frankel, and J. Lee. Full citations may be found in the report.

> Michagl Funke and Jorg Rahn. “Just How Undervalued is the Chinese Renminbi?,” The
World Economy, 28:4 (April 2005), pp. 465-489.
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somethat China scurrency isgrossly undervalued areincorrect, they argue. Rather,
they say, it seems in some circles to be “politicaly expedient to scapegoat the
Chinese currency for economic difficulties elsewhere.” Higginsand Humpage, two
economists with the Federal Reserve Bank of Cleveland, report that it “is next to
impossible’to determine the equilibrium exchange rate for developing countries
through econometric modeling. * Chinais particularly difficult, they say, because
ingtitutions and patterns of economic activity are changing very rapidly.

Data on the Chinese economy are incomplete, uncertain or unreliable. In late
December 2005, China announced that — when services previously omitted from
officia statistics were taken into account — its gross domestic product (GDP) was
17% larger than expected. Thiswaslike discovering aprovincethe size of Turkey
or Indonesia that was previously not counted in national statistics. The new data
make the Chinese economy the sixth largest in theworld in dollar terms. If it grows
by 10% in 2006 and its currency appreciates by alike amount, China could surpass
Germany, Britain and Franceto becometheworld’ sthird largest economy.> All the
previous macroeconomic ratios — investment to GDP, exports as a share of GDP,
rate of growth, etc. — changed with the advent of the new data. None of the studies
cited above used the new data. Thus, even if they are correct in their use of the old
data, their calculations do not reflect this more recent data on the Chinese economy.

Thevariationsin the conclusionsof the 17 studies mentioned above may be due
in large part to the way scholars define the relationships among the different
segments of the Chinese economy and the different assumptions they use to fill in
gaps when they lack adequate information. Without careful analysis of the
methodology and assumptions used in each study, there is no way of knowing
whether the results of any of these studies are more accurate than others.™

It appears that few of the participants in the debate about the value of China’'s
currency have studied the methodol ogies or the assumptions of the various studies.
Rather, it seems that advocates select the studies they quote more because they like
their conclusionsthan becausethey believethey arethe best research available. Few
of the participants in the debate cite findings which support conclusions other than
those they support or provide reasons why their preferred studies are superior on
substantive grounds to others which disagree.

% Patrick Higginsand Owen Humpage. “ The Chinese Renminbi: What' sReal, What' sNot,”
August 1, 2005, at [http://www.clevel andfed.org/Research/Com2005/0815.pdf].

% See, for exampl e, Clifford Coonan. “ Services Sector PlaysMajor Rolein Surging Chinese
Economy,” Irish Times (Dublin), December 27, 2005, p. 16. The calculation that China
could movefromsixth tothird place was made by the Congressional Research Serviceusing
data in this and other newspaper reports.

" Some prominent studies which argue that the yuan is substantially undervalued seem to
have been based on back-of-the-envel ope cal cul ationsrather than on systematic econometric
analysis. Others use questionable assumptions or weak economic logic. For a discussion,
see CRS Report RL32165, China’ s Exchange Rate Peg, by (name redacted) and (nam

e redacted).
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Is China Manipulating Its Currency?

The IMF and Exchange Rate Policy. In the past thirty years, the role of
theIMFintheinternational financial system haschanged. Until theearly 1970s, the
IMF had a central role in determining world exchange rates. All currencies had a
fixed value (* par value”) compared to the U.S. dollar and the U.S. dollar was worth
aspecified amount of gold. If countrieswanted to changetheir par value compared
tothe 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 isfreeto
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 amixed strategy.

IMF Surveillance. ThelMFisno longer thearbiter of world exchangerates.
Rather, in the modern world, it exercises surveillance over exchange rates in order
to encourage and to hel p countriescomply withthebasicrules. ArticlelV of theIMF
charter prohibits countries from manipulating their exchange rates in order to gain
unfair trade advantage. It also says that “the Fund shall exercise firm surveillance
over the exchange rate policies of members, and shall adopt specific principles for
the guidance of all memberswith respect tothosepolicies.” Itscurrent principlesfor
surveillance were adopted by the IMF executiveboard in 1979 and have been revised
periodically since.®® The principles say that countries may peg the value of their
currency to another currency but they cannot do this in ways which violate the
requirements of Article1V. Basicaly, the pegged rate needs to reflect a country’s
underlying economic realities. 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 shifts in its domestic fiscal and monetary policies, relative rates of
productivity and of change and technological advance.

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

%8 These are published in the IMF's Selected Decisions and Selected Documents of the
International Monetary Fund, 24" issue. Washington, D.C. June 30, 1999, pp. 10-29.
Reference here is to the General Principles, Principles for the Guidance of Members
Exchange Rate Palicies, and Principles of Fund Surveillance over Exchange Rate Policies
specified in the IMF board decision Surveillance over Exchange Rate Policies: Review,
Decision No. 6026-(9/13), January 22, 1979, as amended, pp. 10-16.
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such things asincreased imports, capital inflowsto fund BOP deficits or outflowsto
offset BOP surpluses, increased domestic interest rates or price levels, and the
accumulation of excessreserves. If one country does not adjust its BOP imbalance,
the burden of adjustment will be thrown upon itstrading partners through monetary
contraction, unemployment and the like.

China and Manipulation. The IMF hassix criteriawhich might be used to
identify situations where countries are manipulating their currenciesin order to gain
unfair trade advantage. Any one of the criteriawould be sufficient to notethelikely
presence of manipulation. It appears that China s foreign exchange practices are
congruent with at least four of the IMF criteria.™

Persistent Intervention. The IMF says (its criterion number 1) that
“protracted large-scal e intervention in one direction in the exchange market” is one
indication that a country may be manipulating the value of its currency. Countries
may intervene in foreign exchange markets to counter short-term disorderly
conditionsthat cause disruptive short-term movementsin the exchangevalue of their
currencies.  However, the IMF guidelines say that persistent one-way
intervention” might indicate the need for discussion with a member.”®

If China's currency were properly priced and the goal were exchange rate
stability, the central bank would intervene in the market in both directions, buying
and selling yuan in order to dampen the effect of temporary shocksand to spread the
effects of change over alonger period of time. Instead, Chinaroutinely sellsyuanin
order to keep the market price from rising. It rarely buys yuan to keep the market
price from sinking too low. Thiswould seem to be the kind of “protracted large-
scale intervention in one direction” which the IMF specified in its first operational
definition of manipulation.

An Unchanging Peg. The IMF s second criterion which indicates that a
country might be manipulating its currency is “behavior of the exchange rate that
appears to be unrelated to underlying economic and financia conditions including
factorsaffecting competitivenessand long-term capital movements.” Countriesmay
peg the value of their currency to another currency but the pegged rate needs to
reflect the country’ s economic realities. These include, for example, changesin the
volume and composition of its domestic output, in the size, composition and
direction of itsforeign trade, in its domestic rates of growth and national income, in
the size of its reserves and in shifts in its domestic fiscal and monetary policies,
relative rates of productivity and of change and technological advance.

Theyuan-dollar exchangeratewaslargely unchanged from1994 to 2005. Since
reforms were announced in mid-2005 it has changed very little. Some might argue
that thefact that Chinaheld its exchange rate constant during this period is evidence

* In addition to the four cited here, the other IMF criteria include numbers three (a
prolonged reductions or incentives for BOP purposes affecting current transactions or the
inflow or outflow of capital) and six (unsustainable flows of private capital).

€ IMF. Selected Decisions, footnote 56. See “Principles of Fund Surveillance over
Exchange Rate Policies,” pp. 12-15, section 2(i), (iv) and (v).
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that China was not manipulating the yuan through fine-tuning of its valuation.
However, manipulation can be as much alack of change as an act of change.®*

Whether an unchanging exchange rated isaviolation of Article 1V depends on
the way the country holdsthe rate constant. Chinadid not have to micro-manage the
daily ratefor itscurrency in order to maximizeits export opportunities. They merely
sold yuan whenever the yuan-dollar exchange rate increased beyond the level the
central bank desired. Chinese authorities used domestic monetary policy and other
domestic economic practices to offset the effects of the fixed yuan-dollar rate.

Economic conditions have changed markedly in Chinasince 1994. Production
and consumption patterns changed. Import and export patterns changed. The
relative value of goods and services and therelative value of 1abor, capital and other
factors of production changed. The international value of China’s currency should
have changed aswell to reflect these changes. Among other things, thiswould have
produced pricesignalsthat could have changed consumption and production patterns,
promoted efficient and effective utilization of resources, and improved the Chinese
people’ sstandard of livingand level of real income. The behavior of the yuan-dollar
exchange rate after 1994 “appears to be unrelated to underlying economic and
financial conditions’ and is therefore consistent with the IMF' s second criterion for
identifying currency manipulation.

Prolonged Foreign Lending. The IMF's fourth criterion says that
“excessive and prolonged short-term official or quasi-official lending for balance of
payments purposes’ can be evidence that currency manipulation is taking place.
Prolonged borrowing for the same purpose is also evidence of manipulation.

Since 1994, China sforeign exchange reserves have grown sixteen-fold, from
$53 billion to $819 hillion. Some of the fundsin China sforeign exchange reserves
are equity investments. Most, however, are loansto foreign governments or private
borrowers. For example, China’ sinvestment inU.S. Government debt hasmorethan
tripled in the past five years, from $71 billion in 2000 to $242 billion in 2005. By
definition, these are loans to the U.S. Government and they are short-term, in the
sense that they can be liquidated at any time through sales in security markets. They
help the United States cover its balance of payments (current account) deficit and
they help Chinaadjust its balance of paymentsin away which does not requireit to
spend itsinternational income on purchases of goods and services from abroad. At
least on the part of China, this appears to be the kind of behavior “to prevent
effective balance of paymentsadjustment” (inthewordsof ArticlelV) that meetsthe
IMF sfourth test for currency manipulation.

Influence on Capital Movements. The IMF sfifth criterion says that a
conversation with acountry might bein order if it evidences*the pursuit, for balance
of paymentspurposes, of monetary and other domestic policiesthat provide abnormal

¢ Seg, for example, Morris Goldstein’ s argument to that effect. “ China and the Renminbi
Exchange Rate” in C. Fred Bergsten and (name redacted), eds. Dollar Adjustment: How
Far” Against Whom?, Washington, D.C.: Institutefor International Economics, November
2004. Special Report 17.
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encouragement or discouragement to capital flows.” Many observers say that the
growing size of China's reserves shows that its government is promoting an
abnormal outflow of capital for BOP purposes.

The Chinese government purchases|arge amounts of foreign exchangein order
to maintain the price of its currency. Thus, foreign money is less available to
Chinese citizens and firms than it might be otherwise. Consequently, instead of
being cleared on the current account through imports and other current activity,
China’ sbalance of paymentsiscleared through the capital account by large additions
to China’s foreign exchange reserves.

Many analysts agree that China s reserves are larger than its normal trade or
financial needswould require. They arelarger, for example, than any need Chinais
likely tofaceif itsinternational income suddenly declined — asaresult, for instance,
of an economic shock originating elsewhere in the world economy — and it needed
money for awhile to pay for imports or to service debt. In thislight, many would
argue with reference to the IMF criterion noted above, that continued expansion of
China sforeign exchangereservesisnot just an encouragement for the outward flow
of capital but an encouragement for “abnormal” flows as well.

Some would argue in addition that the continued growth of China sreservesis
inconsistent with provisions of the IMF charter. Article IV also stipulates that all
members shall “ seek to promote stability by fostering orderly underlying economic
and financial conditions and amonetary system that does not tend to produce erratic
disruptions.” Every dollar that Chinaaddsto itsreservesisadollar that some other
country adds to its foreign debt. Arguably, the accumulation of large reserves and
large debts does not enhance the stability of the world financial and trading system.
Countrieswith large foreign exchange reserves do not import as much asthey could
and debtor countrieshavedifficulty retiring their foreign obligationsby trade. Inthat
sense, high reserves are not a formal trade barrier but they have the same effect.
They hamper “the expansion and balanced growth of international trade” (one of the
purposes, stated initsArticlesof Agreement, for whichtheIMFwascreated.) China
is not the only country accumulating large reserves but many would argue that its

practices are a source of concern.

China’s View. Chinese officials say they are not seeking unfair trade
advantage. They only want exchange rate stability to protect their economy from
destabilizing change. The result, however, isthe same. Chinese officials say that,
whatever the technicalities might be, the economic benefits of stability areimportant
and are shared by many countries. Moreover, they could argue, their efforts to
influence exchange rates through intervention in currency markets differ little in
their effect from similar action which countries with floating exchange rates take to
influence their currencies’ exchange rates — changes in interest rates and other
policies, for example. Furthermore, they might say, Japan and other Asian countries
also buy dollarsin order to keep down the value of their currencies and to stimulate
their exports. Arguably, they would argue, it is unfair to single out China in this



CRS-26

regard when others do the same thing and their trade impact on the U.S. economy is
at least as great as that of China.®?

How Fast Should China Revalue?

If China can continue to contain the inflationary pressures caused by rapid
growth in its economy and its foreign exchange reserves, it can probably delay for
some time any need for amajor change in the dollar value of its currency. Unlike
countries with overvalued currencies, it will not run out of foreign exchange if it
postpones the decision. Rather, its foreign exchange reserves will grow.

China could increase the value of the yuan overnight to a much higher level if
it wished to do so. However, Chinese officials are concerned that too-fast and too-
steep an increase could hurt the growth rate, employment rate, and reform prospects
of the Chinese economy. Chinese officials say they want to shift away from export
led growth towards an economic program focused more on growth in the internal
economy. However, they do not want to slow down the export sector until their
internal economy is able to provide the growth they need to continue the
transformation process now underway. These considerations seem to suggest that
revaluation should take place gradually. However, if speculative capital flows are
aproblem, as discussed below, they may want to delay the process considerably.

Most experts agree that China's current situation is not sustainable and they
cannot postpone revaluation of the yuan indefinitely. If nothing is doneto slow the
growth of China sforeign exchange reserves, for instance, inflation may eventually
push up domestic pricesin Chinaand raiseits export prices. Expertsdiffer, though,
asto how quickly Chinashould movetowardsamarket-based exchange system. The
IMF says a gradual approach is needed. In July 2005, the IMF staff proposed that
China adopt a phased approach in moving towards full exchange rate flexibility.%
More recently, the director of the IMF s research department urged a deliberate
pace.** Experience hasshown, hesaid, that emerging markets do not handle large,
rapid exchange rate movements well. In China, he suggested, rapid change might
disrupt or bankrupt major segments of the economy — particularly the banking
system — and make reform along, drawn-out and painful process.

Other experts believe that policy reform must occur more quickly. Some say
that China's undervalued currency is hurting other countries and fairness requires
rapid action to remedy the situation. Some suggest that Chinarisksafinancial crisis

62 For discussion of Japan’s efforts at currency manipulation, see CRS Report RL33178,
Japan’s Currency Intervention: Current Issues, by (name redacted). See also J.T. Young.
“Japan’s Subtle Subsidy,” The Washington Times, December 5, 2005, p. A19. Japan’s
foreign exchange reserves are larger than those of Chinaand its exports have had a greater
impact arguably on the U.S. manufacturing sector than have those of China.

% |pid., p. 14.

6 Raghuram Rajan. Remarks on Global Current Account Imbalances and Financial Sector
— Reform with Examples from China. Address to the Cato Institute, November 3, 2005.
Available from the China page on the IMF website.
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if it does not revalue soon.*  One says that rapid revaluation is needed because
China's emphasis on export-led growth makes it vulnerable to any slowdown in
global demand.®® Otherwise, they say, China risks being another “Asian miracle”
country, like those that went bust during the Asian financial crisisin the 1990s.

Many also believe quick action is needed because the current economic
rel ationship between the United Statesand Chinaisunstableand harbors seriousrisk.
Roubini and Setser argue, for instance, that changeisinevitableand theonly question
is how it will take place.”” A smooth landing is possible, they say, if Chinese
officials lessen China' s emphasis on exports and the accumulation of reserves and
U.S. policy makers reduce their country’ s dependence on foreign loans and capital.
Otherwise, they believe, some unforseen event may trigger acrisiswhich could have
serious negative consequences for both countries.

Is China Hiding its Real Trade Surplus?

Some people argue that China’s trade surplus is many times larger than the
amount which Chinapublishesinitsofficial statistics. The ChinaCurrency Coalition
says, for instance, that China strade balancewas nearly six timeslarger in 2003 than
its official statistics suggest.® IMF data show that in 2004 the 156 countries it
categorized as “world” had a combined trade deficit with China of $267 billion,
roughly six and one-half times more than trade surplus of $41 billion that China
reported that year.® If China s trade income were the larger of these figures, this
would be strong evidence the yuan is undervalued.

In theory, the net trade figures reported by exporter and importer countries
should match. In practice, the dataare often inconsistent. Thereis strong reason to
believe that methodological reasons account for much of the discrepancy in data.
Perhaps countries keep better count of their imports than their exports. Perhapsthe
figures are confused and intermingled when products are imported and re-exported
or when inputsfrom several sourcesare channeled through afinal exporter countries.

The IMF s Direction of Trade Statistics (DOTS) shows, in any case, that —
when the exports of all countries to every country are subtracted from the imports
every country receives from all countries, the world had a $269 billion trade deficit

% See, for example, the argument to this effect in Chinese Currency Manipulation, footnote
3.

% Brad Setser. The Chinese Conundrum: External Financial Srength, Domestic Financial
Weakness. October 31, 2005. Available (with registration) from the RGEmonitor website
at [http://www.rgemonitor.com/redir.php?sid=1& tgid=10000& cid=108028].

" Nouriel Roubini and Brad Setser. The sustainability of USexternal deficits and Chinese
external surpluses. November 22, 2005. PowerPoint Slides. Available (with registration)
from the RGEmonitor website at [http://www.rgemonitor.com/redir.php?sid=1&t
0id=100008& cid=108683].

% See the Chinese Currency Coalition factsheet cited in footnote 3.

% For adiscussion of Chinatrade data, see CRS Report RL 31403, China’s Trade with the
United Sates and the World, by (name redacted) and (name redacted). IMF figure cited.
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with itself in 2004.”° Other countries show similar disparities between the trade
balances they report and those reported by their trade partners.” In 2005, the IMF
executive board noted weaknessesin China s BOP statisticsinitsannual Article IV
review in 2005 and it urged the Chinese authorities to take advantage of Fund’s
technical assistance to help improve them.”

The ChinaCurrency Coalition says, however, that Chinais “hidingtheball” by
deliberately reporting incorrect trade statistics. It believes the figure reported by
importer countries more accurately reflects China s net income from trade. Thisis
further evidence, the Coalition says, that the yuan is seriously overvalued.

If thisiscorrect, Chinamust bereceiving over $200 billion more each year from
trade income than it reports. In that case, the money must be somewhere. China
could not have spent this money on imports, as it would have then shown up in the
trade statistics of the exporter countries. It seems unlikely that Chinese exporters
would have brought this additional foreign currency back into China. If they had,
the People sBank of Chinawould have had to spend three times more yuan than the
amount officially announced to keep the yuan at the pegged rate. The inflationary
impact of these additional yuan would be substantial and would have manifested
itself through rapidly increasing domestic price levels.

Alternatively, the presumed $200 billion in extra annual revenue might have
been held abroad. Thiswould require the cooperation of Chinese officials, since it
would mean that roughly 80% of China stradeincome each year does not come back
to China. It seems unlikely that China has been giving the money away, since this
would make it the world’ slargest foreign aid donor (ten timesthe size of the United
States) and international effects of its generosity would be evident. Possibly, if the
money exists and is not the product of a methodological flaw, the government of
China might have accumulated it annually into secret foreign exchange reserves.
This would mean, again if the money exists, that China has perhaps $1 trillion in
clandestine funds invested in other countries (over and above its announced official
reserves.) Even if China were only using this money to acquire revenue, not
influence, it would be difficult to hide. If the assetswereregistered as Chinese at the
time of purchase, for instance, they would likely show up in host country statistics.

|MF. Direction of Trade Statistics, 2005 yearbook, p. 2. The DOT S dataare computed on
asomewhat different basis than are those for individual countries. On thistable, industria
countries are net exporters and devel oping countries are net importers. For purposesof this
table, China has a net trade deficit of over $300 billion.

™ China reported net exports of $80.29 hillion to the United States for 2004 while the
United Statesreported net importsof $176.8 billion from China.  Indiareported anet trade
surplus of $6.86 billion with the United Stateswhile the United States reported anet deficit
of $10.56 billion with India. France reported a surplus of $6.28 billion while the U.S.
figuresshow a $11.06 billion deficit. Malaysiareported asurplusof $8.49 billion whilethe
United Statesreported a $18.15 billion deficit with Malaysia. Senegal reported adeficit of
$89 million while the United States reported a surplus of $86 million. Direction of Trade,
2005, pp. 133, 203, 252, 322, and 431.

2 See IMF Article IV 2005 staff report, p. 73.
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Asanother possibility, if the government of Chinadoes not control the money,
then it might be held by Chinese citizens and companies. In any other country, the
fact that people prefer to hold foreign currenciesrather than their own currency might
be taken as evidence of capital flight. It might suggest that people “in the know”
believe the yuan is overpriced and likely to crash. Keeping their assets in foreign
currencies would be a way of protecting themselves against that eventuality. For
China, however, the genera view is one suggesting that the yuan will begoingupin
value and foreign currencieswill go down in value comparedtoit. It seemsunlikely
that Chinese insiders would see the situation so differently from the common view
or that they would have been able to hold a secret this big for so long.

The above scenarios are not be impossible, but they seem unlikely. It seems
more likely that the $200 billion difference in the trade data reported by Chinaand
its trade partners is not real money. Rather, it is probably the result of
methodological and procedural error. China sreal export figures may be higher or
itstrading partners’ import figures may be lower than the reported amounts. We do
not know. Caution in the use of published data would seem appropriate. It is
probably not a good idea, though, to ignore or discard the existing body of world
trade and finance stati stics just because some of the datado not match. TheMF and
its member countries might scrutinize their procedures to see whether errors and
inaccuracies of this sort can be reduced or eliminated over time.

Would Revaluation Help the U.S. Economy?

A Symbiotic Relationship. Thedollar-yuanexchangerateisnot determined
inavacuum. Rather, therelationship between thetwo currenciesreflectsthe broader
relationship between the countrieswhich issuethem. Therates are the consequence
of each country’s economic priorities and the way those priorities interact. The
United States needs to import capital from abroad to finance its present level of
economic activity without incurring higher interest rates. Consequently, the
international value of the dollar must be relatively high in order to encourage the
inflow of capital. Chinaneedsto encourage exportsin order to stimulate economic
growth and facilitate economic reform. Therefore, for China s purpose, the value of
the yuan must be low enough to encourage export growth. So long as these are the
main issues on each country’s economic agenda, major changes in yuan-dollar
exchangerate or the U.S. trade deficit are unlikely.

The U.S. Imports Capital. The United States does not save enough
domestically to finance simultaneously its preferred levels of consumption and
investment and to cover the Federal budget deficit. By contrast, other countries
(including several in Asia) save more than their economies can effectively absorb.
The United States needs more capital than it can generate on its own to sustain the
U.S. economy and foreigners need safe and profitable ways to invest their surplus
funds. Thisgeneratesacontinual inflow of foreign fundsinto the United States. The
inflow of funds, in turn, helps generate more demand for imported goods. The U.S.
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current account deficit equals about 6% of GDP and requires the United States to
import more than $2 billion daily from abroad.”

Thiscapita inflow pushesup theexchangevalueof thedollar, which lowersthe
relative price of imports and generates a corresponding inflow of foreign goods. It
isabasic principle of economics that countries which are net borrowers of money
from the world must be net importers of goods and servicesaswell.”*  If the value
of the yuan increased, the volume of Chinese exports and Chinese capital flowsto
the United States would likely decrease.” In the short run, U.S. producers would
probably take over a share of the market previously supplied by Chinese goods,
though consumers would likely have to pay more for those goods than they did for
Chineseimports. Profits and employmentsin those firmswould likely increase. If
China s trade balance declined, under this scenario, its rate of investment in the
United Stateswould also likely decline. Inthat case, many economistsbelieve, U.S.
interest rates would probably increase. Thiswould likely have a negative impact,
they expect, on the housing market and (with interest taking a larger share of
household income) on consumer purchases.

Over the longer run, foreign production is likely to shift from China to other
low-cost countries. Astheir exportsto the United Statesincrease, producersin these
other countries would likely recover much of the market previously supplied by the
Chinese. Ontheother hand, higher interest ratesin the United States might stimul ate
an inflow of capital from other foreign sources. One can only speculate whether
interest rateswould eventually declineto their former level and what theimpact these
changes would have on the U.S. economy.

China Wants Growth. China, for its part, also has priorities other than an
accurate valuation of theyuan. Chinese officialsbelievethey need to pursueapolicy
of export-led growth. They believe their domestic economy is too inefficient to
generate the levels of employment and resources needed for economic reform and
conversion of the economy from a state-directed to a market-based system. They
worry that the domestic economy cannot otherwise absorb the unemployment being
generated by reformin the rural sector and state-owned enterprises. They also worry
that their banking system would be unable to allocate capital effectively or to cope
with the speculative pressure that might follow the introduction of a more flexible
exchange rate system and more open capital markets.

3 See, for example: Geoff Dyer and Andrew Balls. “Questions grow over China's forex
strategy,” FT.com. (London) January 6, 2006, p. 1.

 For afurther discussion of the causes of the U.S. trade deficit, see CRS Report RL31032,
The U.S Trade Deficit: Causes, Consequences, and Cures, by Craig Elwell.

> Not all would agree with thisview. One manufacturer notes, for example, that labor and
other Chinese content account for no more than 30% of total operating costs for Chinese
exporters and — with most materials costs denominated in dollars— content priced in yuan
accounts for only about 20% of total costs. If China's currency were to increase in value,
the cost of the imported components would be unchanged and the price of China s exports
would need to be increased only marginally to recover the higher local costs. See, for
example, Kathrin Hille, “China s currency shift frays nerves.” Financial Times, August 7,
2005, p. 1, available from its website at [http://www.FT.com].
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China’ s economy has been growing at arate of about 9% annually for the past
decade. Most experts believe this rate cannot be sustained indefinitely, given both
the present level sof productivity and the strain and inflationary pressure such growth
places on the economy. Many believe China needsto slow down its growth rate in
order to consolidate recent gains and to correct imbalances. Increasing the value of
the yuan would help, they say, by slowing the growth in reserves, lowering
inflationary pressures, reducing the cost of imports, raising per capita income,
reducing distortions and encouraging the flow of resources from the export sectors
to the domestic economy. However, Chinese officials are reluctant to shift from a
policy of export-led growth to one based more on internal growth until they believe
their domestic economy is more efficient and productive and economic reform has
further progressed.

According to the IMF, most Chinese officials believe they eventually need to
liberalize the yuan and shift more to a policy of domestic led growth.” Senior
Chinese officias told the press in December 2005 that the value of the yuan would
be increasingly influenced by the market and the trend is for China's currency to
appreciate over time.”” Yu Yongding, a member of the central bank’s policy
committee, said at the time that thereisarisk that inflation could be ignited if the
exchange rate is not allowed to appreciate. He also said that China's foreign
exchange reserves had been growing too fast.

Many in the Chinese leadership believe their country is not yet ready for
substantial changesinthevaue of theyuan. Inany case, they say, effortstoresolve
theimbalancesin the world economy will require concerted action by many nations
and China should not be expected to solve them alone.™

Three Dilemmas For China

Intervention and Reserves

The People’ s Bank of Chinaintervenes in the market to buy foreign exchange
and sell yuan in order to hold the value of its currency at arelatively constant level.
Asaresult, Chinahas accumul ated foreign exchange reserves which now total more
than $819 hillion. At the present rate of growth, its reserves will surpass those of
Japan and total $1 trillion by the end of 2006.” If the bank did not sell yuan, the
value of China’ s currency would rise and its volume of exportswould fall. Many of

6 Cited in the IMF' s staff report on the 2005 Article IV consultation.

"“Beijing Officials Signal Support for Higher Y uan.” The Wall Street Journal Asia (Hong
Kong), December 13, 2005, p. 9.

8 |bid., pp. 14-16.
“China s Currency Reserves Hit $819bn,” The Times (London), January 16, 2006, p. 39.



CRS-32

China’s export industries reportedly operate on very slim profit margins and many
might go bankrupt if the yuan rose substantially in price.®

Much attention has been paid to the size of Chinaforeign exchange reserves.
Many see them as a potential financia threat to other countries. Many believe the
growth in China sreserves provesthat its currency is underval ued and manipul ated.

However, the growth in China s reserves causes problems as well. For one
thing, it puts great pressure on China's monetary system. China cannot have an
independent monetary policy, since its domestic money supply grows at the size of
itsforeign reserves expands. For every dollar bought by the central bank to maintain
the peg, the People’ s Bank of China creates 8 yuan which it givesto the seller. The
PBC has reportedly intervened in the currency market at a rate equal to about 12%
of China's GDP.#* The IMF says that only about half the liquidity caused by the
increase in reserves has been sterilized (that is, removed from circulation through
sales of government bonds.)® Thus, the central bank has had to hold down the
growth of credit and lending by state banksin order to keep thisexcessliquidity from
causing inflation. The June 2005 IMF Article 1V staff report urged Chinato wring
more excess liquidity from the system and to tighten monetary policy still further.

Thegrowthin China's reservesal so creates another problem. Roughly 70% of
itsreserves are held in dollars or dollar-denominated securities. If the yuan should
go upinvauecomparedtothedollar, thevalue of China sreserveswill go down and
Chinawould lose agreat deal of money.#® If achangeinthevalueof theyuan vis-a-
visthedollar isinevitabl e, then Chinese officialsmight want to act quickly torevalue
the yuan because the problem will only get worse the longer they wait. On the other
hand, if they raise the value of the yuan too much, they will lose large amounts of
money unnecessarily. Further, if the change in the value of the yuan is a gradual
process, China might reduce the size of its exposure if it gradually shifted some of
its present dollar-denominated assets into other currencies.

The State Agency for Foreign Exchange announced in mid-January 2006 that
it would be “actively exploring more efficient use of our FX [foreign exchange]
reserveassets’ and “widening theforeign exchangereservesscope.” It said it wanted
to “optimize the currency and asset structure” of China's reserves and to “actively
boost investment returns.”® Some market analysts thought this meant that China

8« Revised Growth Figures Send Mixed Signals,” South China Morning Post (Hong K ong),
December 27, 2005, p. 1.

8 Brad Setser. The Chinese Conundrum,
8 IMF. Saff Report for the 2004 Article IV Consultation, footnote 44, p. 9.

8 China keepsits books in yuan. The dollar value of the Chinese assets would not change
but their valuefrom the Chinese perspectivewould decline. Likewisetheinternational value
of assets denominated in yuan would increase.

8 The Associated Press. “China might diversify investments: U.S. mortgage industry
worried; Drop in Treasury purchases could hurt home buyers.” Columbian (Vancouver,
Washington), January 11, 2006. “ Forex reserves could be used to set up national investment

(continued...)
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intended to sell some of its dollar-denominated assets.® Their aarm abated,
however, when it became clear that Chinasimply planned to invest asmaller portion
of its new reserves in dollars and more in the currencies of other trading partners.

Where’'s the Money Coming From?

Hot Money or Trade? Chinas foreign exchange reserves are growing
because the country’ s central bank is buying dollars and other foreign currenciesin
order to stabilize the market price of the yuan. The question is where the foreign
currency is coming from. Many argue that the growth in China s reserves is the
result of its trade policies as well as the inflow of foreign investment. Recent
research suggests, however, that speculative inflows (“hot money”) may be
responsible for over three-quarters of the net increase in China s foreign exchange
reserves since 1998.

Table 1. Composition of China’s Buildup in Foreign Exchange
Reserves
(billions of U.S. dollars)

1) 2 ©)
Average Average Amount of
Foreign reserve increase ® 8.5 122.8 114.3
Current Account balance 23.7 42.2 185
Capital Account Balance 0.3 69.3 69.0
Of which FDI  net 385 46.6 8.1
Of which other -38.2 22.7 60.9
Errors and Omissions -15.4 114 26.8
Non-FDI* capital account balance ° -53.6 34.1 87.7

Source: Prasad and Wel.

a. Foreign reserveincrease isthe sum of the current account and capital account balances pluserrors
and omissions.

b. FDI is Foreign Direct Investment.

. Includes errors and omissions.

8 (...continued)
trust firms.” South China Post (Hong Kong), January 16, 2006, p. 5.

& To dampen concern, the governor of the People’ sBank of Chinapersonally met with press
to affirm that China had no plans to reduce its dollar holdings or to use them to buy other
assets, such as oil.  See “Forex reserves could be used....” (footnote 83.) Many analyst
predict that, if Chinareducesitsrate of investment in the United States, U.S. interest rates
will increase. A large sale of China's dollar assets could also drive down U.S. security
prices.
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Accounting the BOP. Table 1 shows (based on IMF data) the size and
amount of changewhichtook placein China sforeign exchangereservesand balance
of payments (BOP) during the period 1998 to 2004. Foreign exchange reserves and
aternative BOP figures have been discussed above. The balance of paymentsis a
comprehensive picture of a country’s international financial and commercial
transactions. It has three parts: the current account balance, the capital account
balance and thetotal for errorsand omissions. The current account balanceisthe net
sum of a country’s exports and imports of goods and services plus its net income
from foreign investment. The capital account balance is the net sum of all the
monetary flows to or from a country — net foreign investments, loans made or
received, transfers by individuals (remittances from migrant workers, for example)
and other transactions needed to finance activity in the current account.

Conceptually, the current account and capital account balances should cancel
each other out, one being positive and the other negative. Importswhich are not paid
for with current revenue, for example, would have to be financed directly or
indirectly by capital from abroad. Infact, however, some financia and commercial
transactionsare not recorded and the current account or capital account isoftenlarger
than the other. To make the two parts of the BOP match, economists add a third
figure, called “errors and omissions’ (E&O), which acknowledges that for
unexplained reasons more money is in one account or the other. This may reflect
incomefromillegal trade, mis-measurement, or undisclosed movement of money by
individuals (“capital flight”) seeking to protect their assets from an expected change
in the exchange rates or by speculators hoping to profit from that change.

Analyzing China’s BOP

Table 1 breaks China's balance of payments figures into these three
components. It aso provides separate figures, in the capital account, for foreign
direct investment. Prasad and Wei, the authors of the table, identified the annual
changes in China's foreign exchange reserves and the amounts recorded for each
element of China sbalance of paymentsand they present theaverageannual amounts
for each item for the first three and the last four years of the 1998 to 2004 period.®
From that data, they derive the amount of change which occurred in each instance
between the first and the last halves of that seven-year period.

Onfirst inspection, looking only at the middle column, it seemsthat most of the
growth in China s reserves was due to trade and investment. Between 2001 and
2004, Prasad and Wei note, China' s net annual current account balance was $42.2
billion while the net inflow from FDI was $46.6 billion.?” It appears, therefore, that

8 Eswar Prasad and Shang-Jin Wei. The Chinese Approach to Capital Inflows: Patternsand
Possible Explanations. National Bureau of Economic Research. NBER Working Paper
Series, Working Paper 11306, April 2005.

8 The sources of FDI coming to China have changed over the years. In 2004, the major
sourceswereHong Kong (32%), Virgin Islands (12%), Korea (11%), Japan (9%), European
Union (7%), United States (7%), Taiwan (5%), Western Samoa (2%) and Singapore (2%).
The sourcesfor the Virgin Islands and Western Samoamoney areunknown. Thefive Asian

(continued...)
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the $88.8 billion from these two sources accounted for most of the $128 billion
average annual increase in China' s foreign exchange reserves during that period.

Prasad and Wei find, however, that other factors — particularly the inflow of
“hot money” were moreimportant. AsTable 1 also shows, comparing thefirst and
second columns, that the average annual level of China sforeign exchange reserves
grew by $8.5 billion from 1998 to 2000 and by $122.8 hillion from 2001 to 2004.
In column 3, Prasad and Wei found that the annual changein China strade receipts
($18.5 hillion) and FDI ($8.1 billion), shown in column three, were not sufficient to
account for the average $114.3 billion in China’ s reserves. On the other hand, the
swing in flows from non-FDI investment and E& O were substantial.

Between 1998 and 2000, they observe, capital flowed out of Chinaopenly (non-
FDI) or covertly (E&O.) They speculate that initially Chinese firms and families
moved money abroad to take advantage of favorable investment and exchange rate
opportunities. After 2001, however, they suggest, Chinese firms and families and
foreign specul ators began moving money back into Chinain hopes of profiting from
the expected increase in the value of the yuan. They observe that, as Table 1
indicates, the net flow of fundsfrom non-FDI investment and E& O between thetwo
periods amounted to an average $87.7 billion ayear, nearly 77% of total changein
China s foreign exchange reserves during the 1998-2004 period.

Policy Implications. Thepolicy prescriptionsaredifferent, depending onthe
source, if one wants to reduce the inflow of foreign currencies and to lessen the
central bank’s incentive to sell yuan in foreign exchange markets. If trade-related
factors are the major reason why foreign exchangeisflowing to China, then changes
in the country’s trade policies and exchange rate would help diminish the flow.
China sgovernment would need to take steps, in this scenario, to shift resources and
employment from the export sector to the domestic economy.

On the other hand, if “hot money” is responsible for the buildup in reserves,
then agradual appreciation in the value of the yuan might encourage further inflows
of speculative funds. In that case, the central bank might cool the inflow of “hot
money” by holding the value of the yuan constant for a sustained period of time.

The Economist reported in late January 2006 that the delay and uncertainty of
the new Chinese exchange rate system may have had this effect.® The flow of
portfolio capital investment, one form of “hot money,” declined to about $1 billion
amonth in late 2005, it reported, from the average level of $8 billion a month seen
from late 2003 through mid-2005. It appears, the Economist suggests, that “the
speculators who have been furiously pumping money into China for the past three
years have at last given up and gone home.” The magazine predicts that China's
trade surplus may also start to fall and import growth may revive.

8 (...continued)
countries accounted for 60% of the total. See Prasad and Weli, p. 79.

8« Portfolio Investment in China: Cooling Down.” The Economist, January 28, 2006, p. 73.
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If thedatafor thelast part of 2005 are correct and if the Economist’ spredictions
are right — and it is much too soon to know whether these are so — then the
People s Bank of China may have an easier time managing monetary policy in the
future. There would be less need, for example, for it to print yuan in order to keep
down the value of the yuan by buying up the inflow of dollars. Thiswould make it
easier, if the PBC wishes to do so, for the central bank to relax its control and to
allow market forces more influence on the yuan-dollar exchange rate.

Would Revaluation Hurt China’s Banks?

Many believe China needs to reform its financia system before the yuan can
rise appreciably in value. If revaluation occurs first, they say, the banking system
may not be able to cope and this might have negative effects on economic growth.
Others believe, however, that — while more reform is needed — China's banking
system should be able to accommodate more flexibility in the value of the yuan.
Nevertheless, thereis seriousworry on the part of many that afloating exchangerate
system could lead to destabilizing capital outflows.®

ThelMF saysthat major stepshave been taken torestructurethe banking system
(even though further action is required) and the condition of the banking systemis
no longer an obstacle to exchange rate reform. Asaresult of recapitalization, sales
of nonperforming loans, and other reform efforts, the IMF staff reported, the capital
strength, asset quality and operating results for China's banks have significantly
improved. In the old days, state banks made loans to state industry with little
expectation those loans would be repaid. Thus the savings of Chinese individuals
were sunk into subsidizing these money-losing firms.

Most of these “legacy” |oans have been transferred to four government-owned
asset management corporations (AMCs), so the government budget rather than the
banking system will bear the cost of those bad |oans. Consequently, the IMF reports,
bad loan ratios for the major commercia banks (the four largest state banks and 14
joint stock commercial banks) have fallen from about 24% of loansin 2002 to about
13%in September 2005.% Theseinstitutionsaccount for about three-quartersof total
bank assets. They say that efforts to tighten the banks balance sheets and to
strengthen their internal controls and risk management procedures are still needed.

The IMF does not report figures for the ratio of bad loans (non-performing
loans) in the banking system as a whole because the procedures for reporting bad
loans by small banks are different from thosefor large banks. Two IMF economists,
Prasad and Wei, reported in their 2005 article that non-performing loans in the
banking system amounted to 30% of GDP in 2003.** IMF staff indicates that this
larger figure calcul ates the bad loan ratio for smaller banksin the same way that bad

8 As noted earlier, though China has announced that it will soon relax its controls over
capital outflows, it isunclear if thisisaprecursor for greater future exchange flexibility or
merely ameans to limit growth in China' s forex reserves.

% Author’ s interview with IMF staff, December 2005.
° Prasad and Wei, footnote 85, p. 13.
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loans are calculated for the larger banks. Prasad and Wei suggest that amajor share
of China sforeign exchangereserves may need to clear up the accumul ated bad debt.

Setser asserts that conditions in the Chinese banking system are grim and the
costs of reform will be great.”? He says the banking system is not ready yet for a
moreflexiblecurrency. Bad debt inthe banking systemis equivalent to 20% or 30%
of GDP, he says. Officials estimates reported that 40% of all loans in 2002 were
non-performing, he indicates, and “legacy” bad loans (debt owed by state firms)
totaled $400 billion. Other estimates put the figure at $650 billion, he says, or about
50% of China s2002 GDP. Therecent boom in bank lending may have reduced the
level to 25% or so, he says. However, he suggests, the total volume of bad debt may
be higher once the bad |oans made since 2002 are included in the total.

Setser saysthat many analysts believe that the government will need to buy out
the bad “legacy”debt if it wants to improve the soundness of the banking system.
The IMF s statement (see above) that some bad |oans were transferred out of the
banking system seems to confirm thisview. Setser says the government will also
need to provide large amounts of money to stabilizeits undercapitalized state banks.
Some estimatesreport, he says, that the cost of cleaning up thefinancia system could
equal 20% of national GDP (about $340 hillion of China s 2004 GDP) and nearly
all of it will be borne by the national government. Thiscould push the national debt-
to-GDP ratio, he says, from 33% in 2004 to perhaps 50% overall.

IMF experts say that China does not need to resolve the problem of bad debt in
its banking system beforeits currency can beliberalized. They arguethat — solong
as capital controls continue — the yuan-dollar exchange rate could be moreflexible
without harming the Chinese banks. The Chinese banks know how to trade
currencies and manage their foreign exchange exposure, the IMF staff reports. They
already do thisin their worldwide operations. Some economists believe that China
cannot have a flexible currency until it ends capital controls.® IMF experts argue,
however, that China s banks cannot handle full liberalization of the capital account
at thisjuncture. If capital controls were removed, they assert, a substantial outflow
of capital from the banks would likely occur and this would be very destabilizing.*

Options for the United States

There are several waysthe United States might encourage Chinato move more
quickly towards increasing the value of the yuan. These options or policy tools are

92 See Chinese Currency Manipulation, footnote 3.

% Seg, for example, comments by Gail Foster, chief economist for the Conference Board,
in Peter Bartram, “Insight — Yuan Weak Link,” Financial Director, September 30, 2005,
p. 14.

% See, for example, Edward Prasad, Thomas Rumbaugh, and Qing Wang. Putting the Cart
Before the Horse? Capital Account Liberalization and Exchange Rate Flexibility in China.
IMF Policy Discussion Paper PDP/05/01, January 2005. Available from the IMF website.
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not mutually exclusive, but it might be difficult or awkward for the United States to
pursue some of them simultaneously. %

First, theU.S. government might continue pressing Chinapublicly for additional
changesinitsforeign exchange system in order to maketheinternational valueof the
yuan better reflect market conditionsand economicrealities. Thisassumeseither that
Chinais reluctant to change or that reformers in China will be helped by external
stimulus. Second, the U.S. Government might stop pressing China publicly for
change. This option is predicated on the expectation that reformers will be able to
move China more rapidly towards currency liberalization if Chinais not pressured
from abroad. Third, the United States could enact legislation restricting Chinese
exportsto the United Statesif the value of the yuan is not increased. This assumes
that Chinawill change its exchange rate policiesonly if forced to do so. Fourth, the
U.S. government might refer the questionto the IMF, asking theinternational agency
to determine whether China has been manipulating its currency in violation of IMF
rules. This assumes that technical findings and persuasion by the IMF and its major
member countries may have effect. Fifth, the U.S. government might refer theissue
to the World Trade Organization (WTO), alleging that the United States has been
injured by unfair trade practiceslinked to the undervaluation of China’ s currency. If
the WTO found that the U.S. petition had merit, it could authorize trade remediesto
correct the allege abuse. This assumes that exchange rate issues and questions of
general system-wide subsidy will fall within the purview of the WTO rules.

Continue Public Pressure

Continued public pressure is one method the United States might use to
encourage Chinato adopt further reformsin its foreign exchange procedures. This
might include official findings by the Treasury Department that China is a
mani pulator or strong exhortations by high-level U.S. officials. Among other things,
U.S. officials might press Chinese officials to provide them more information asto
the ways they intend to link reform of their domestic economy to reform in their
exchange rate regime and the criteria they might use for discerning progress.

In evaluating thisoption, it would be helpful to know whether Chinese officials
really intend to move towards a market-based val uation of the yuan or whether they
intend to drag the process out as long 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 faster. However, if Chinese officials
adopted these reforms because they believe that market-based reform isin China's
best interests, foreign pressure may complicate this process. China has a long
tradition 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 also might be helpful if U.S. officials and legislators had more information
about China's internal decision making process. How strong are the reformers?

% Some of these options are also discussed, with similar conclusions, in CRS Report
RL 32165, China’ s Exchange Rate Peg, by (name redacted) and (name redacted).
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What key choices do Chinese official s believe they face as regards the economy and
value of the yuan? How do they think Chinaand other countries can best determine
what thetrueinternational value of the yuan might be? What criteriado they believe
are relevant for determining currency value and their timetable for change?

Given their most recent statements, other G-7 countries will likely support the
United States if it continues to press China for more rapid action. However, they
may also back away and leave the United States on its own if they believe U.S.
efforts are potentially counterproductive.

Pursue a Policy of Restraint

Instead of pressing China publicly for reform, the United States might decide
on apolicy of restraint. Thisisnot an option in favor of the status quo. Rather, it
acceptsthe premisethat Chinese officialswant to proceed with their reform program
as rapidly as economic conditions and the policy consensusin Chinapermits. This
option assumes that overt foreign pressure may be counterproductiveif it slowsthe
process and strengthens the hand of those in China who oppose reform. Arguably,
the Treasury Department has shown restraint of this sort when it said, in its recent
reports, that China was not manipulating the value of its currency.

Some might argue that the United States should view the trade and currency
dispute within the context of its overall relationship with China. While economic
issues are important, this view would suggest, it is also important not to raise
tensions to the point where China becomes reluctant to cooperate with the United
States on other issues, such as North Korea s policies on nuclear weapons. Pressing
the yuan-dollar exchange rateissueto the exclusion of other important U.S. interests
might be seen, from this perspective, as counterproductive. Others might respond,
however, that China will cooperate with the United States in other areas when it
believes that this servesitsinterests.

China may have strong reasons for wanting change in its foreign exchange
system. Asnoted before, Chinafaces the prospect of seriousinflation if it does not
slow or stop the growth initsforeign exchangereserves. Anincreasein thevalue of
its currency would be a key way of accomplishing that goal.

Ironically, some kind of external encouragement may still be needed to help
Chinaaccomplishitsplans. Even if Chinese authorities want to move forward 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 choices as they put their currency reform policies into effect.

Restrict Exports to the United States

Instead of exerting public and mostly verbal pressure, the United States could
adopt legidation restricting China saccessto the U.S. market until it raisesthevalue
of its currency. There are several ways this could be done. The English bill (H.R.
3282), Ryan-Hunter bill (H.R. 1498) and Schumer/Graham bill (S. 295), all
mentioned above, would have this effect. By raising the U.S. price of Chinese
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imports, they would presumably reduce the flow of Chinese exports to the United
States, raise the prices paid by U.S. consumers (perhaps helping some U.S.
producers) and stimulatethe growth of export industriesin other countriesthat would
take China s place.

Similar effects would likely occur if the U.S. government invoked the
provisions of Section 301, authorizing the U.S. Trade Representative to respond to
unreasonable or discriminatory practices that burden or restrict U.S. commerce. %
Likewise, if the Treasury Department found inits semi-annual report that Chinawas
manipulating the value of its currency to the detriment of the United States,
consultations with China and trade actions would also be required. Under the
Section 301 mechanism, the United States could impose trade sanctions against
Chinese goods if China does not change its trade or foreign exchange policies. The
United States could aso use other U.S. trade laws to impose specia “safeguard”
restrictions on Chinese goods if the growth in Chinese imports is found to have
caused (or threatens to cause) market disruption to U.S. domestic produce.”
Measures of this sort are allowable under WTO ruleson atemporary or limited basis
but it isless clear that they may be used across the board or for longer periods.

It isnot clear how much the price of Chinese goods would need to increase, or
the volume of Chinese exports to the United States would decrease, though, if the
valueof theyuanincreased. Componentspurchased from other countriesaccount for
amajor share of the value of exports bearing thelabel “Made in China.” The cost of
Malaysian or Thai inputs would not change for the producer in Chinaif the value of
the yuan increased. The price of thefinal product would only need to increase by an
amount sufficient to recover the higher cost of the producer’ sthat were denominated
inyuan. Depending on the products and methods of production, it ispossiblethat the
overall increasein product costswould be modest and the volume of Chineseexports
to the United States would be large even after the value of the yuan increased.

Itisuncertain what the Chinese authoritiesand Chinesefirmswould doif faced
with restrictiveimport legislation of thissort. They might cut pricesand trim profits
in order to keep unchanged their share of U.S. markets. They might retaliate against
U.S. exports, setting off a trade war between the United States and China. They
might also ask the WTO for authority to levy trade sanctions, on grounds that the
United States was not complying with the WTO rules on international trade.
Alternatively, they might raise the value of the yuan in hopesthat thiswill eliminate
the new U.S. tariffs on their goods.

TheWTO traderulesallow countriesto levy countervailing dutiesto offset any
subsidiesforeign exporters might receive from their home governments. WTO rules
do not allow countries to impose tariffs or restrictions merely for the purpose of

% Section 301 to 309 of the Trade Act of 1974, as amended. See also CRS Report 98-454,
Section 301 of the Trade Act of 1974, as Amended: Its Operations and Issues Involving its
Use by the United States, by (name redacted). See, for example, China Currency
Coalition factsheet, footnote 3.

" See CRS Report RS20570, Trade Remediesand the U.S.-China Bilateral WTO Accession
Agreement, by (name redacted).
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excluding foreign goods. If the United States hopes to persuade other countries that
itsspecia levieson Chineseimportsarefair and compensatory, it will likely need to
show that the size of thelevies match the degree of subsidy which Chinese producers
receivethrough the undervalued yuan. It might be helpful inthisregard if therewere
more agreement among scholars and the affected countries asto whether and by how
much China’s currency is undervalued.

If the United States put special levies on Chinese goods, China might ask the
WTO to rule that the United States acted in a manner inconsistent with its
obligations.® The countervailing duties and anti-dumping penalties allowed under
WTO rules are usually applied to specific goods rather than to all exports coming
from a particular country. Exchange rate manipulation might be seen as a type of
general across-the-board subsidy for acountry’ sexports. Nevertheless, thereislittle
precedent (but see below) at the WTO for considering exchange rates from this
perspective. The WTO may be concerned that the rulesgoverning world tradewoul d
be harder to enforceif countries were freeto impose countervailing dutieswhenever
they decided unilaterally that the currencies of other countries were underval ued.

If the WTO agreed with China’s petition, it could authorize Chinato retaliate
by withdrawing tariff concessions on U.S. goods. The WTO dispute settlement
process is adjudicated with reference to the WTO rules and there seems little room
for political pressure by the United States and other countries. Other countriescould,
however, submit briefs in support of the U.S. or the Chinese position. Countries
likely will give somethought to the potential impact that atrade dispute between the
United States and China might have more broadly on world trade negotiations.

If the volume of Chinese exports to the United States declines because of new
trade legidlation, the profits of foreign firms located in China which produce those
goods will likely go down aswell. Exporters could shift their production facilities
further to the west in China, where labor costs are lower than on the coast. This
might reduce costs enough for Chinese exportersto pay the new tariff and leavetheir
prices unchanged. Alternatively, Chinese companies and international firms might
shift production to other countrieswhere the costs of production have become lower
than those in China because of yuan revaluation. In that case, these countries might
replace China as major suppliers of manufactured products to the United States.

If the United States wants to keep out foreign products (not just Chinese
products) which undersell U.S. manufactures, then new legislation would beneeded
to penalize other countries asthey ramp up to take China splace. Thiswould violate
WTO rules and the terms of internationa trade agreements to which the United
Statesisaparty. Becausethe U.S. economy needsto import foreign goods of similar
value to the foreign capital it imports each year, it may be hard for the U.S.
government to stop countries from expanding their exports to the United States.
role. If the volume of imports declines, however, prices for manufactured products
in the United States may increase, giving U.S. producers some relief. U.S.

% For adiscussion of the WTO dispute resolution mechanism, see CRS Report RS20088,
Dispute Settlement in the World Trade Organization, by (name redacted).
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consumerswould likely need to spend alarger portion of their incomein thiscaseto
purchase the goods which were previously produced abroad.

Take It to the IMF

The United States could also pursue the issue of China s exchange rate policy
at the International Monetary Fund. The key issue is whether Chinais complying
with the requirements of Article IV of the IMF Articles of Agreement and, if not,
what stepsit should take to comply. Though other countries seem to have preferred
that the United Statestake the lead and break the ice for them, they are also affected
by China strade policies. Arguably, international meetings where representatives
of the major countries may speak with Chinese officias at the same time will be
morepersuasi vethan scattered bilateral talkswheretheonly strong public statements
come from the United States.

There continues to be debate as to what, if anything, the outside world can do
to accelerate the reform processin China. In late September 2005, Treasury Under
Secretary Adams demanded that the IMF crack down on countries that violate the
prohibition in Article IV against currency manipulation, though it is not clear what
tools he thought the IMF should use.*® The IMF was, he said, “asleep at the whee!”
and it should confront Chinaconcerning thedeficienciesinitsexchangeratepolicies.
IMF Managing Director Rodrigo de Rato rejected that charge.’® The IMF was
addressing all aspects of theissue, hereplied. The IMF had already investigated and
rejected suggestions that China's currency policies warrant the use of “specia
consultations.” Rather, he suggested, the United States should act more vigorously
to straighten out its own budget and economic policies rather than blaming other
countries for its problems.

Accordingto IMF sources, special consultationsbetween IM F management and
acountry haveoccurred twicepreviously in responseto formal complaintsby another
country that it was manipulating its currency. In the 1990s, the United States made
a complaint about Korea and Germany filed a complaint about Sweden. The two
countries eventually adjusted their currency values, though they may have done this
for their own reasons rather than in response to IMF consultations.

In January 2006, Adams maintained that the IMF should play a stronger role
enforcing exchange rates and preventing currency manipulation.’* The IMF should
demonstrate strong leadership on multilateral exchangeratesurveillance, hesaid. “A
strong IMF role in exchange rate issues is central to the stability and health of the
international economy,” he remarked. The IMF s leaders “should endorse such an

% Paul Blustein. “IMF Chief Pressured on Trade Imbalances,” The Washington Post,
September 29, 2005, p. D1.

19 1hid.

101 y.S. Department of the Treasury. “ Remarksby Under Secretary for International Affairs
Tim Adams at AElI Seminar Working with the IMF to Strengthen Exchange Rate
Surveillance.” February 2, 2006, JS-4002. Availablefromthe Treasury Department website
at [http://www.treas.gov/press/rel eases/js4002.htm] .
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enhanced role for the IMF, restoring its central role on exchange rates.” While
Adams did not mention China by name, he said the IMF should identify countries
“whose exchange rate policies might not be in accord with Fund principles” and it
should “seek to identify problematic or inappropriate exchange rate behavior.”

However, IMF Managing Director Rato told a session at the World Economic
Forum in Davos, Switzerland that he does not consider China to be a currency
manipulator. He rejected proposals that the Fund should put greater pressure on
China. He said “there is a trade-off between our role as confidential adviser in our
surveillancework and our role as atransparent judge.” ' He noted that the IMF had
been the first international body to urge Chinato move from its fixed peg to a more
flexible exchange rate process. Rato aso said the IMF should not take a proactive
role on exchange rates, in response to Adam’s question what the IMF should do
about countries “that are attempting to thwart balance of payments adjustments.”

On February 9, 2006, Rato outlined his future plans for the IMF. He said the
IMF should put more emphasis on surveillance but he raised severa reservations
about the Fund’ s taking the central policing role Adams had proposed.’®

The IMF is a place where the views of affected countries can be presented to
China and efforts can be made to press China to revalue its currency. The IMF
cannot force countries to have exchange rate policies which mirror underlying
economic conditions, evenif they might be non-compliant with IMF rules. However,
continuing discussion at the IMF and at other international meetings servesto focus
attention ontheissue. Attheleast, it puts Chinese officialsin asituation wherethey
need to explain or justify their policies and to respond in some way to international
pressure. Arguably, it has caused them to take steps towards liberalization that they
otherwise might be reluctant to take — or they might have taken more slowly — if
these conversations had not taken place.

If the IMF were given the broader authority contemplated by Adamsand others,
thefundamental structure of theworld exchangerate system would changeand many
countries, in addition to China, would have to seriously revise their domestic and
international economic policies. China might not be willing to make fundamental
changesin itsforeign exchange and economic policies unless other major countries
make fundamental changesin their policies as well.

Refer It to the WTO

102 Chris Giles and Krishna Guha. “Interview with Rodrigo de Rato.” Financial Times
(London), January 28, 2006, p. 8

103 Rodrigo de Rato. The IMF’'s Mid-Term Strategy: New Priorities, New Directions,
Remarks at the Aspen Ingtitute, Rome Italy, February 9, 2006. Available from the IMF
website at [http://www.imf.org/external/np/speeches/2006/020906.htm]. Some analysts
speculate that, if the IMF was given the power to police exchange rates and BOP policies,
it would probably start with theindustrial countrieswhose policies have the greatest impact
on the world economy rather than middle-income countries such as China.
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Another option might be for the United States to refer the issue of China's
undervalued currency to the World Trade Organization (WTQO). In 2004, the China
Currency Coadlition and 30 Members of Congress petitioned the U.S. Trade
Representative separately asking the Administration to take action of thissort. The
undervalued exchangeratefor the yuan isakind of subsidy for Chinese exports, they
argue. Itlowersthe cost of productionin Chinaand enables Chinese exportersto sell
products abroad at prices lower than their real costs of production should allow.
They believe this is an unfair practice which is inconsistent with the rules of the
world trading system and they appear to believethat aWTO dispute settlement panel
would support that view if theissue were put beforeit. The Administration rejected
thetwo petitions, however.™™ Officials expressed doubt that the United States could
win a case of this sort in the WTO, though they did not detail the reasons for their
doubt. They aso said that action to challenge China s exchange rate and trade
policiesin the WTO might be “more damaging than helpful at this time.”*®

TheWTO and IMF have aformal agreement between them which specifiesthat
certainkindsof international financeissuesshall bereferredto theIMFfor judgment,
if they come up in the context of WTO deliberations, and the IMF sfindingswill be
considered conclusive.’® The scope of the agreement is discussed below. China's
critics acknowledge that the WTO has no authority to adjudicate exchange rate
issues. Somebelieve, however, that if the United States complained to the WTO that
Chinawas manipulating its currency in order to gain unfair trade advantage and the
IMF agreed, the WTO could authorize the United States and other countries to put
special tariffs on Chinese goods. These would stay in effect until Chinaraised the
value of its currency.

This section discusses whether appealing this issue to the WTO is afeasible
aternative.  First, this section examines the question whether export subsidies
arranged through exchange rate manipulation area” subsidy” astheWTO definesthe
term. The WTO's list of prohibited practices is specific and limited in scope.
Complaintsthat Chinais subsidizing its exports through currency manipulation are
actionable in the WTO dispute settlement process if currency manipulation is not
considered to be covered by the agreement. Second, this section discussestwo ways
the United States might seek to change the rules of the world trading system so asto
make currency manipulation actionable in the WTO context. There are severd
contexts within the WTO where the United States could raise the issue and seek

104 Under U.S. law, the U.S. Trade Representative has the final authority to determine
whether cases should be taken to the WTO. See 19USC Secs. 2171(c), 2411-2412. WTO
rules do not permit individuals or private groups to initiate dispute settlement proceedings
in the WTO. Section 301 of the Trade Act of 1974 alows groups and individuals to
petition the USTR for action concerning harmful trade practices.

105 y.S. Trade Representative. Statement from USTR Spokesperson Neena Moorjani
Regarding a Section 301 Petition on China's Currency Regime, November 12, 2004
Available from the USTR website.

16 See Arrangement for Consultation and Cooperation with the Contracting Parties of
GATT, September 9, 1948, and Guidelines/Framework for Fund Saff Collaboration with
the World Trade Organization, April 21, 1995. Both are included in the IMF' s Selected
Decisions, footnote 57, pp. 546-9 and 552-9.
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international agreement to revise the rules and obligations of members of the
organization. In some cases, consensus or unanimity is required. In one instance,
however, avery large majority can change the requirements of the WTO inway that
applies the changes so that new requirements apply to all member countries, even
those which did not approve its adoption.

The WTO's dispute settlement process is a quasi-judicial procedure that is
intended to resolve trade disputes between countries which cannot be resolved
through conciliation or negotiation. If a complaining country so requests, a three
member panel is appointed. The panel reviews the facts and arguments in the case
and renders judgment based on the facts and WTO rules.’®” The WTO Appellate
Body may review the initial panel’s findings and, unless the panel and Appellate
Body’ sfindings are set aside by the WTO membership by consensus, the disputing
partiesare expected toimplement the panel decision, together with any modifications
made by the Appellate Body. If a country does not comply within a reasonable
period of time, the WTO may authorize the complaining country to impose
retaliatory duties on the non-compliant country’s goods or take other retaliatory
action the complainant proposes. Those duties or barriers remain in force until the
country complies or until the disputing parties otherwise resolve the issue.'®

There are several issues with the China scenario discussed above. First, some
critics may misconstrue the nature and extent of the agreement between the IMF and
the WTO. The agreement has to do with temporary trade restrictions, not with
exchangerate policiesor currency manipulation. The General Agreement on Tariffs
and Trade (GATT) and the General Agreement on Tradein Services(GATS) include
provisions which allow countries to impose temporary trade barriers in order to
safeguard their external financial situation. Certain financia and balance of
payments conditions must be present, however, in order for countriesto be justified
in taking these steps.  The IMF has the final word as to whether those conditions
prevail .*® Currency manipulation for the purpose of gaining unfair trade advantage

107 WTO rules include not only rules adopted by the WTO but also the body of
international trade agreements — which were in force at the time the WTO was created in
1994 and were subsumed by reference into its regulatory structure.

198 For further information on the WTQO’s dispute settlement procedures, see CRS Report
RS20088, Dispute Settlement in the World Trade Organization: An Overview, by (namered

acted).

109 Articles X1 and X |11 of the GATS and Articles X1l and XVIII (paragraph 9) of the GATT
allow countriesto erect temporary trade barriers and restrictions on payments or transfers
in order to safeguard their external financial position and balance of paymentsin periods of
crisis or when their reserves are inadequate for the implementation of their economic
development plans. Article XV of the GATT rules says, meanwhile, that whenever the
WTO is dealing with “problems concerning monetary reserves, balance of payments or
foreign exchangearrangements, it shall consult fully withtheInternational Monetary Fund.”
The IMF's findings as to the size of a country’s reserves or the relative stability of its
externa financial situation shall be taken as final, Article XV says, when the WTO is
judging whether a country should be allowed to establish these temporary trade or payment
barriers. Exchange arrangements are the procedures which central banks use to authorize
their national currency to be exchanged for a foreign currency and vice versa. During a

(continued...)
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and exchangerate policy are not mentioned in theinteragency agreement between the
WTO and IMF or in the text of the GATT itself. *°

Second, the key issue is not so much whether China s exchange policy givesit
unfair advantages in international trade but whether thisis akind of subsidy which
is prohibited by WTO rules. When Chinese officias say they need to keep their
currency at roughly its present rate because an increase might bankrupt large sectors
of China s export economy, they are admitting that their exchange rate subsidizes
exports. However, the WTO has aspecific definition asto the types of thingswhich
are subsidies and therefore prohibited under its rules. Currency manipulation is not
included among them.

When the corerulesand obligations of theworld trading system werelaid down
in 1947, with the adoption of the GATT, the world was on a fixed-parity exchange
rate system managed by the IMF. It was difficult, during this period, for countries
to manipulate their exchange rates in order to gain unfair trade advantage. During
the 1970s, the fixed rate system broke down and the rules of the IMF were changed
to allow countriesto have floating, fixed or whatever other types of exchange rate
systems they desire.** The IMF was given the task of monitoring (“surveillance”)
exchangerates but, as discussed above, it was given no effective means of enforcing
itsrule (Article V) against currency manipulation. For its part, the GATT did not
amend itsruleswhen the IMF procedures changed to take into account the possibility
that countriesmight use exchange rate manipul ation asatrade policy tool. TheWTO
likewisetook no stepswhenit wasformed to fill thisapparent lacunain therulesand
obligations of the world trading regime.

The WTO defines the concept “subsidy” in very specific terms. If a
government’s actions do not meet the terms of the definition, even if they benefit
exporters or cause trade injury, they are not actionable (subject to chalenge) for
purposes of the WTO dispute adjudication process. Further, to be actionable,
subsidies must be specific to an industry (“specificity.”) The WTO Agreement on

109 (. .continued)

balanceof paymentscrisis, countriesmay restrict suchtransactionsevenif itinterfererswith
commercial paymentsor capital transfers. Thereisnoindication intherulesthat theWTO
would accept as final a determination by the IMF that a country was manipulating its
currency or, indeed, that the WTO would have any obligation to refer questions about
exchange rate policy to the IMF for its evaluation. See General Agreement on Tariffs and
Trade, established in 1947 and revised 1994. General Agreement on Trade in Services,
1994. Both entered into force January 1995.

10 A law review articlewritten by aSenior Counsel inthe IMF Legal Department discusses
several ways in which the work of the IMF and WTO intersect but does not mention
exchangerate policy or currency manipulation. See Deborah E. Siegel, Legal Aspectsof the
IMF/WTO Relationship: the Fund' s Articles of Agreement and the WTO Agreements. The
American Journal of International Law 96:3 (July 2002), pp. 561-599.

11 Second Amendment to the IMF Articles of Agreement, approved April 30, 1976 and
entered into force April 1, 1978. The only exchange rate system prohibited by the new
language of the IMF Articlesisthe one where countries defined the val ue of their currency
in terms of gold. The gold/dollar system had been the key feature of the fixed parity
exchange system.
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Subsidies and Countervailing Measures (ASCM) expressly prohibits™? export
subsidies, which are defined as “subsidies contingent...upon export performance.”
The ASCM deems export subsidiesto be per se specific. Domestic subsidies are not
prohibited but may be challenged if they cause trade injury, as specified in the
ASCM.

Subsidies that are not directly export contingent are also not allowed if (1) the
government makes a financial contribution and (2) it benefits the recipients.
Government financial support can take a variety of forms, such as direct payments
to the exporter, the waiver of tax payments or other revenue that would otherwise be
collected fromthe exporter, or special government purchasesor the provision of low-
cost goods and services (other than general infrastructure) which lowers the cost of
production. Tax subsidies to broad categories of exporters, through mechanisms
such as foreign sales corporations, also meet the test for specificity.

TheWTO agreement makesno mention of subsidiesprovided through exchange
rate practices or monetary policy. All of the subsidies mentioned in the agreement
occur on the fiscal side of the government’ s ledger and involve a direct cost to the
government. Some legal analysts believe that, though doing so would be difficult,
it might be possible to challenge China s actionsin the WTO.™® Benitah suggests,
for instance, that if the United States were able to show that China sfixed exchange
rate is a de facto export subsidy it could take advantage of the per se specificity
language. He also suggeststhat China' sfixed rate might be viewed asaformof “in
kind” subsidy similar to that prohibited by the ASCM. Other legal commentators
believe, however, that the likelihood that the WTO would view China s exchange
rate practices as a prohibited subsidy are at best very slim.**

Some critics of China s exchange rate policies have sought to circumvent this
difficulty by arguing that China pays a direct subsidy to Chinese exporters through
its exchange rate policy. The direct financial support occurs, they say, because
Chinese exportersreceive moreyuan in exchangefor the dollarsthey earn fromtrade
than they would if the yuan werevalued correctly. Anexporter might receive 8 yuan
from the central bank today when it exchangesitsdollarsfor yuan, whereasit might
receive 7 yuan instead if the yuan were valued appropriately. That extrayuan is a
subsidy to exporters, the theory holds, and it is therefore a direct violation of WTO
trade agreements.™

112 A greement on Subsidies and Countervailing Duties, Articles 1 to 3.

113 See, for example, Marc Benitah. “ China’ s Fixed Exchange Rate for the Y uan: Could the
United States Challenge It in the WTO as a Subsidy?’ ASL Insights. October 2003. The
American Society of International Law web page, at [ http://asil.org/insights/insight117.htm].

114 See, for example, the rejoinder to Benitah by Eric Denters, “ Manipulation of Exchange
Ratesin International Law.” ASIL Insights. November 2003. The American Society of
International Law web page, at [http://asil.org/insights/insight118.htm].

15 See, for example, testimony by David A. Harquist, on behalf of the China Currency
Cadlition, in hearings before the U.S.-China Economic and Security Review Commission,
April 4,2006. Text provided by the China Currency Coalition.
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Theideathat exports can be subsidized in this fashion seemsto contradict the
normally accepted concepts about international monetary transactions. Moreover,
the effects on the world trading system would be considerable if the idea were
accepted and applied to al countries. The Chinese are perhaps more blatant in the
way their official actions effect currency values, but most governments do things
from time to time which influence the value of their national currency. If acentral
bank lowersinterestsratesand the exchange value of its currency declines, one could
argue that the central bank is making its national exports more competitive and
increasing the amount (in local currency) that its national exporters earn from trade.
Likewise, anincreasein exchange rates might be seen as an effort to purchase goods
from other countries for less than their true value or to reduce the price that a
country’ sforeign investorswould need to pay in real termsfor foreign acquisitions.
If every changein the exchangerate for acurrency isdeemed to provide asubsidy or
raise abarrier to trade, then the current rules of the world trading system would be
unworkable in aworld of floating (or inaccurately fixed) exchange rates.

Some would also argue that the concept that exchange rate differences can
provide asubsidy to exportersisfundamentally flawed. Regardless of the exchange
rate, the exporter receivesadollar’ sworth of itslocal currency whatever the current
rate might be. When thelocal currency goesup invalue, the exporter receivesless
local currency but each unit is more valuable than before. Imported goods would
also be cheaper and adollar’ sworth of local currency would buy moreforeign goods
than before. Firms that use imports as part of their commercial process would see
their costs decline proportionaly.

In any case, the presumed subsidy implicit in the yuan exchange rateisnot paid
solely to exporters, aslikely would be necessary for it to be found in violation of the
direct payment and export contingency provisions of the ASCM. Anybody —
exporters, tourists, banks, or persons wishing to buy yuan in order to make foreign
investments in China— receives the same exchange rate for their money.

It isalso not clear that the exchange rate “subsidy” is paid by the government
or at the government’ s behest. Many organizations in China buy and sell currency
and —whilethe central bank continuesto have asubstantial effect on currency prices
— market forces determine the context in which the central bank exertsitsinfluence.
If an exporter sells dollars to a commercial bank, the implicit subsidy in the
transaction would be paid by the bank and not the government. If Chinese exports
were priced in yuan, the purchaser would have to sell dollars and buy yuan in order
to settleitsbill. Inthat case, the purchaser would pay any subsidy that isimplicitin
the transaction.

It appears that astrict interpretation of the WTO' s current ruleswould provide
littlelatitudefor afinding that China sexchangerate practices constitute a* subsidy”
for exportsinsofar asthat termis used withintheWTO. TheUnited States hastaken
a“strict construction” view of the WTO rules. Specia Trade Representative Susan
Schwab told Congress in May 2006, for example, that “the United States has
emphasized the necessity for strict adherence to the Rules negotiating mandate ...
which requiresthat the effectiveness and basic principles of the WTO Antidumping
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and Subsidies Agreements must be preserved.”*® Efforts by other countries to
interpret therulesmore broadly or flexibly have been met, she said, by vigorousU.S.
attacks.

Schwab also said that “initiating a WTO case on this matter [currency
mani pul ation] would place Chinainthe position of defending, rather than reforming,
its currency regime.”**” Thiswould bethefirst occasion wherethe WTO was asked
toresolveacurrency dispute, shesaid, and it “would therefore have an unpredictable
outcome and take arelatively long time to reach completion.” Some suggest that a
WTO decision against the U.S. position could have the effect of making currency
mani pul ation animplicitly acceptabl e practiceunder the WTO, aresult quitecontrary
to U.S. goas. Schwab said that continued dialog with China about its currency
regime would likely be a more constructive means for resolving this concern.

Article IV of the IMF charter prohibits countries from manipulating their
exchangeratesfor the purpose of gaining an unfair trade advantage. GivingthelMF
the authority to enforce that provision of its charter would be one way of addressing
the currency manipulation problem. However, as noted above, this could require
major changes in the structure of the world financial system and it could give the
IMF new authority over the economic policies of its member countries. Many
countries might be reluctant to adopt far-reaching changes of this sort merely to
address the exchange rate aspects of a controversy about international trade.

It might be possible to address this issue through adjustments in the rules
governing world trade. It could be argued, for example, that restrictions on currency
manipulation should be included in the rules of the WTO in order to make its
procedures consi stent with therequirements of the Articles of Agreement of the IMF.

The IMF may not have the effective authority to enforce the prohibition in its
Articles of Agreement against currency manipulation for the purpose of unfair trade
advantage. This does not mean, however, that the world must live with the problem
of currency manipulation and contrary effectsit may have on the relative efficiency
of international production and the patterns of international trade. The WTO could
choose instead to incorporate this same prohibition against currency manipulation
into its own text in order to take deleterious trade effects into account.

There are two ways the United States might seek to make exchange rate
mani pul ation actionable within the WTO dispute settlement framework if it wished
to pursue the issue. First, it could raise the issue during the Doha Round trade
negotiations. Second, it could raise the issue separately at the WTO Governing
Council or the WTO Ministerial Conference in hopes of garnering a sufficient
majority to reinterpret the WTO rules or to amend the trade agreements. In both
cases, the goal would be adoption of changesinthe WTO languagein order to make
exchange rate manipulation a prohibited trade practice.

116 “Written Responses to Senate Finance Committee Questions for the Record; the
Honorable Susan Schwab.” May 17, 2006, p. 31, available at
[http://www.global servicesnetwork.com/schwab-questions.pdf]

17 |bid., p. 40.
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First, the United States might broach the issue in the current world trade
negotiations. The Doha Round of trade negotiations is currently discussing major
changesin the basic ground rules for world trade as well as possible adjustmentsin
tariff rates. The United States could ask that the currency manipulation issue should
be added to the agenda. There are already many difficult subjects on the agenda,
however, and the WTO membershave not yet agreed on aframework for negotiating
the most contentious issues beforethem. Adding another controversial issueto the
agenda may not make the task of the negotiators any easier. On the other hand,
nobody knows at this point how many countries might want to make currency
mani pul ation actionable under WTO rules.

Alternatively, the United States could raise the issue of currency manipulation
in the WTO'’s Governing Council and in the biannual meeting of its Ministerial
Conference. The Doha round negotiations seem to be in trouble and it may be too
late, as a practical matter, to add another controversial issue to the agenda. The
Ministerial Conference consists of the trade ministers of al the WTO member
countries. These are the top policy making bodies of the WTO. Positive action by
them could lead to a change in WTO treatment of the exchange rate issue, either
through reinterpretation of the existing WTO rules or through amendment to the
international agreements themselves.**®

ArticlelX of the Agreement Establishing the World Trade Organization (WTO
Agreement) saysthat decisions shall be made by consensus. However, it says, when
consensus cannot be achieved, decisions shall be made on the basis of amagjority of
the votes cast, each country having one vote. Interpretation of the charter and of
international trade agreements and amendmentsto those documentsrequire ahigher
majority, however, to be effective. Article IX of the WTO charter says that the
Genera Council and Ministerial Conference have exclusive authority to adopt
interpretations of the WTO Agreement and the multilateral trade agreementssuch as
the GATT, GATS, TRIPS, ASCM, etc. Interpretations are to be based on
recommendations of the Council and require an affirmative vote of three-quarters of
the entire WTO membership.

In theory, a three-quarters vote of the General Council and Ministerial
Conference could interpret the existing traderulesin such away asto make exchange
rate manipulation for the purpose of gaining unfair trade advantage actionable under
WTO rules. However, Article IX says that the interpretation clause should not be
used to undermine the amendment clause (Article X) of the WTO charter. The
procedural difficultiesof using Article X aredaunting. A three-quartersvote of the
entire membership isrequired, yet at most meetings of the WTO lessthan that share
of themembership isin attendance at any onetime. Nevertheless, there are sections
of the GATT which might be considered anew in terms of their contemporary
relevance. Article XV says, for instance, that the contracting parties “ shall not, by
exchangeaction, frustratetheintent of the provisionsof thisAgreement, nor, by trade

118 Articles of Agreement of the WTO, Articles|X and X. See also an explanation of these
procedures in John H. Jackson, William J. Davey and Alan O. Sykee, Jr. Legal Problems
of Inter national Economic Relations: Cases, Materialsand Text. 4" ed. St. Paul, MN: West
Publishing Company, 1995, pp. 224-5.



CRS-51

action, theintent of the Articles of Agreement of the International Monetary Fund.”
Whether this could be interpreted as meaning that members of the WTO should not
violate Article IV of the IMF charter by manipulating their currency might be a
matter for debate.

The United States could also propose that the WTO Agreement should be
amended. Article X of the WTO Agreement says that any country may propose to
theMinisterial Conferencethat the WTO charter or the multilateral trade agreements
should be amended. Amendments can also be proposed by the WTO General
Council or itssubsidiary bodies. TheMinisterial Conference may adopt amendments
to these documents by consensus. If consensus is not reached, then the Conference
may recommend by atwo-thirds vote of the entire membership to submit a proposed
amendment to the WTO’s member countries for their consideration. Generaly,
amendments become effective if they are ratified by two-thirds of the WTO's
member countries. Amendments to a few articles of the WTO charter and the
multilateral trade agreements require a unanimous vote. However, none of these
seem to involve exchange rate issues or questions of export subsidy. The impact of
any amendment to the WTO Agreement or the multilateral trade agreements may be
limited, however. Article X saysthat any amendment which affects member rights
and obligations shall apply only to the countries which ratified it. One prominent
WTO lega scholar, John H. Jackson, says that, in practice, this means that any
changes of a substantive nature would apply only to the countries which endorsed
them.™ It would seem likely, then, that an amendment which said that currency
manipulation for the purpose of achieving unfair trade advantage was not an
acceptable trade practice would apply only to the countries which endorsed it.

TheMinisterial Conference can al so decide by athree-quartersvoteof theentire
membership, however, that an amendment shall apply to al countries even if al
countrieshavenot ratifieditsadoption. Article X saysthat theMinisteria Conference
may decide that a country which does not accept an amendment within atime period
specified by the Conference “shall be free to withdraw from the WTO or to remain
a Member with the consent of the Ministerial Conference.” Presumably, serious
negotiations would predate any decision that acountry would be alowed to remain
aWTO Member without accepting the application of a new amendment to itself.

It cannot be known in advance whether the United States and other countries
that are concerned about the trade effects of currency manipulation would succeed
in gaining the votes necessary to reinterpret or amend thetraderules. Thisisavery
steep requirement. While the United States and its associates were lobbying the
membership to consider the change, China and other countries which employ that
practice would presumably be lobbying the membership to vote the other way. The
result would likely depend on the strength of the arguments brought forth in support
of theinitiative and the number of countries that believe that currency manipulation
for the purpose of gaining unfair trade advantage is injuring their interests or is
otherwise undesirable.

1% Telephone conversation between the author and John H. Jackson, professor of
international law, Georgetown University Law Center, July 11, 2006.
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It may not be possible to achieve the three-quarters positive vote needed to
reinterpret the WTO agreement or to adopt amendments which are mandatory for all
member countries. Nonetheless, discussion of thisissue within the WTO may have
salutary effects. It would require the countries which favor use of thistrade practice
to defend their policies and to explain why they believe currency manipulationisan
appropriatetool of tradepolicy. The countrieswhich might be amenableto changes
inthe WTO rules might also be identified. Thisinformation may be useful if the
United States decides to seek a negotiated arrangement during a later phase of the
Doha trade negotiations or in some future round of talks.

A strategy of taking the Chinese currency issueto the WTO isnot likely to lead
to a prompt resolution of the controversy. It seems doubtful that adequate grounds
can be found, given the current language of the WTO agreement and the
accompanying multilateral trade agreements, to successfully addressthe questionin
the WTO dispute settlement process. Addressing the question in the WTO policy
process may offer opportunities for building support for changing the rules and
guidelines used by organization, however. Discussion in the General Council and
Ministerial Conference would offer the United States an opportunity to discusswhy,
as a genera principle, currency manipulation should not be a legitimate tool of
national trade policy. It need not be discussed, in this context, as an issue affecting
only China. Obtaining the three-quarters vote to change the language or prevailing
interpretation of the WTO agreementswould bedifficult. Discussioninthiscontext
may helpidentify potential supportersand lay the groundwork for possibly including
currency manipulation as an additional agendaitem in future trade negotiations.
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