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Defusing Tensions over China’s Exchange
Rate Policy

BY CHRISTOPHER A. McNALLY

Tensions in U.S.-China relations have been rising recently. Trade spats, alleged
Chinese hacking attacks directed at American companies, differences over Internet
freedom standards, U.S. arms sales to Taiwan, and the pending meeting between
Obama and the Dalai Lama are all souring the world’s most important bilateral
relationship. An old and especially intractable issue is now being added to this long
list: the management of China’s currency, the yuan or renminbi.

Although this issue has caused considerable friction in U.S.-China relations in the
past, it promises to be even more combustible this year. Facing high unemployment
and crucial midterm elections in the fall, Washington is under pressure to coax
Beijing to adopt a more flexible exchange rate. Beijing, on the other hand, is ever
more anxious to keep the yuan’s exchange rate vis-a-vis the U.S. dollar stable in
these turbulent times. In addition, the United States has less leverage over China
than at any time since 1978. This sets both sides up for an ugly spat that could
potentially undermine the broader relationship.

Since 1994, Beijing has viewed “exchange rate stability” as a top priority. The yuan-
U.S. dollar exchange rate was kept stable with a fixed peg, even during the tumult of
the Asian Financial Crisis. Beijing only took the yuan off its peg to the U.S. dollar in
July 2005 after realizing that exchange rate flexibility could aid efforts to control
inflation.

Officially, the yuan moved to a managed floating exchange rate based on market
forces with reference to a basket of currencies dominated by four currencies: the
U.S. dollar, the euro, the yen and the South Korean won. Despite the managed
float, the yuan’s trajectory from 2005 to 2008 was one of a gradual but stable
appreciation vis-a-vis the U.S. dollar. The yuan appreciated twenty-one percent
compared to the U.S. dollar in this time period but was then pegged again at a more
or less fixed rate to the U.S. dollar in July 2008.

It is this re-pegging that is causing a renewed attention to China’s exchange rate
management in the United States. Many American economists and, above all,
politicians hold that the yuan is undervalued by twenty-five to forty percent
compared to the U.S. dollar. How much a revaluation would really help in terms of
balancing China’s trade with the United States and Europe, nevertheless, is open to
question. Because China’s strong competitive advantages are based on substantial
increases in productivity and international market penetration, minor currency
revaluations will not likely diminish China’s export prowess. Certainly, a
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substantial one-off revaluation (more than ten percent) that could dent China’s
export machine is out of the question, since it would undermine China’s export
sector and create destabilizing inflows of “hot money” to China.

In fact, the yuan, due to its peg to the dollar, experienced substantial exchange rate
volatility over the past eighteen months. It appreciated strongly against the euro in
late 2008 and early 2009 before dropping back. It is now appreciating again vis-a-vis
the euro. Only against the yen has the Chinese yuan been consistently weak. An
overall trend of yuan depreciation is not that obvious, but this is not really the
fundamental problem. The biggest problem for China is one of public image.

While the People’s Bank of China announced in 2005 its new policy of a managed
float with reference to a basket of currencies, the yuan’s only real point of reference
has been the U.S. dollar. Even with respect to the U.S. dollar, it is difficult to argue
that market forces have played a major role in the yuan’s exchange rate, especially
after its re-pegging in 2008. China’s exchange rate is clearly “managed,” or as some
politicians in the United States and other Chinese trading partners would argue,
“manipulated.”

As in other areas of Chinese governance, Beijing has given short shrift to
transparency when managing the yuan’s exchange rate. No details are available on
the weightings of individual currencies in the reference basket for the yuan.
Furthermore, the composition of China’s foreign exchange reserves, which
underpin the yuan’s value, is a closely held state secret. Beijing wants to give itself
maximum leeway, but the way the yuan has been managed gives rise to allegations
of currency manipulation to gain unfair trade advantages.

Given the rising tempers on both sides of the Pacific, it would make more sense for
Beijing to remove once and for all the lack of transparency and the aura of
manipulation surrounding the yuan’s exchange rate management. Even a one-off
revaluation of five percent, as has been rumored, will not dispel this fundamental
lack of transparency. To defuse this most contentious issue in current Chinese
economic policy, Beijing should clarify the composition and weightings of its
currency basket, perhaps widen the band within which the yuan floats, and move to
what was the stated goal in 2005: a floating rate based on market forces with a
reference to a clearly delineated basket of currencies.

In fact, if the basket is simple and based on major trading currencies, such as the
U.S. dollar, the euro and the yen, with minor shares for the currencies of other
Chinese trading partners, then such an arrangement could contribute to
international exchange rate stability, diminish China’s dependence on the U.S.
treasury market to store its foreign exchange reserves, and defuse international
tensions over China’s exchange rate policy—a win-win-win proposition.

The brewing battle over the yuan’s exchange rate could easily cause intransigence in
both Washington and Beijing. It is thus in China’s interest to settle this issue more
effectively than in the past. If the yuan were to float in a band vis-a-vis a basket of
currencies rather than just the U.S. dollar, this could defuse a lot of pressures in
Washington and allow both sides to focus on the host of other intractable issues
challenging the management of U.S.-China relations.

Christopher A. McNally is a Fellow at the East-West Center.




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJDFFile false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /Description <<

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /DAN <>

    /DEU <>

    /ESP <>

    /FRA <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /PTB <>

    /SUO <>

    /SVE <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



