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The Case for Stabilizing China’s
Exchange Rate: Setting the Stage
for Fiscal Expansion
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Abstract

China’sfinancial conundrum arisesfromtwo sources Firg, itslarge saving (trade) surplus
resultsin a currency mismatch becauseit isan immature creditor that cannot lend in its own
currency. Instead, foreign currency claims (largely US dollars) build up within domestic
financial institutions. Second, economists, both American and Chinese, mistakenly attribute
the surpluses to an undervalued RMB. To placate the USA, the result was a gradual and
predictable appreciation of the RMB against the dollar of 6 percent or more per year from
July 2005 to July 2008. Together with thefall in USinterest rates since mid-2007, this one-
way bet in theforeign exchanges markets not only attracted hot money inflows but inhibited
private capital outflows fromfinancing China’s huge trade surplus. Therefore, the People’s
Bank of China had to intervene heavily to prevent the RMB fromratcheting upwards, and so
became the country’s soleinternational financial intermediary as official exchangereserves
exploded. Because of the currency mismatch, floating theRMB isneither feasblenor desirable,
and a higher RMB would not reduce China’strade surplus. Instead, monetary control and
normal private-sector finance for the trade surplus require a return to a credibly fixed
nominal RMB/USD rate similar to that which existed between 1995 and 2004. However, for
any newy reset RMB/USD rate to be credible as a monetary anchor, foreign “China
bashing ” to get the RMB up must end. Then the stage would be set for fiscal expansion to
both stimulate the economy and reduce its trade surplus.
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I. Introduction

China’strade surplus (net saving surplus) has spiraled up rapidly since 2000, resulting in
its overall current account surplus reaching US$359bn by 2007, which is equivalent to
approximately 10 percent of GDP. This coversamost half of the much larger US current
account deficit of US$750bn (6.1 percent of GDP in 2007), and if recent trends continueit
will soon cover morethan half. Of course, thistradeimbal ance can only be corrected in the
longer term if China’s net saving (i.e. saving minusinvestment asshown in Figure 1) falls,
and the inverse occursin the USA (the slver lining in the housing crisis?).

However, in the near term, Chinafaces afinancial conundrum. Because of political
pressurefrom the USA, from 21 July 2005 to July 2008, the RMB’speg to the dollar crawled
steadily upward at approximately 6 percent per year. (Since July 2008, this gradual
appreciation has been suspended because of the dollar’s unexpected srength in the foreign
exchanges: having risen more than 25 percent against the euro, the pound, and other
important currencies, savethe Japanese yen, into December 2008. However, thissuspension
could well provetemporary if US political pressurereturns.) Because of this one-way bet
on RMB appreciation, private Chineseinvestors shun building up dollar assets. Therefore,
since 2004, more than 100 percent of China’s huge current account surplus has been
financed by building up official exchange reserves.

Clearly, Chinawith its ever-rising official exchange reserves contrasts sharply with
other large surplus-saving countries such as Germany and Japan, whose current account
surpluses are matched by private short-term and long-term capital outflows. Could foreign
exchange restrictions be the problem? By 2007, China had virtually eliminated foreign

Figure 1. Saving-investment Balance and Current Account,
China and USA
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exchange controlson capital outflows by industria corporations and financial ingitutions,
and individuals now have generous foreign exchange allowances for travelling abroad.
Although now freeto diversify by investing outd de of the country, private (non-state) financial
ingtitutionsand individualsrefusetodo 0. In contrast, China’'s State Admini stration of Foreign
Exchange (SAFE) is4till struggling, somewhat vainly, to restrict the deluge of “hot” money
inflows.

What is behind this abnormality? Because all participantsin the foreign exchange
markets now expect that the RMB will continue appreciating against the dollar, they are
reluctant to hold dollar assets. This reluctance is accentuated even more when US interest
ratesare abnormally low, asthey now are with the USfederal fundsrate at below 1 percent.

Therefore, at thisjunctureininternationa finance we distingui sh between two meanings
of the concept of “global imbalance.” Thefirst is the great saving imbal ances across
countries that are reflected in the large trade (saving) deficit of the USA and large trade
(saving) surpluses of China, Japan, Germany, oil exporters, and ahost of smaller countries.
The second isthe further massiveimbalance in financia intermediation for China’s huge
current account surplus with the USA. Instead of a normal outflow of private capital to
finance China’s trade surplus, China’s central bank accumulates vast amounts of foreign
exchange: much of which isinvested in UStreasury bonds.

Of the two types of global imbalance, saving-investment imbal ances across countries
are at once the best known and most intractable in the short run. Rebalancing by jointly
reducing excess saving in large creditor countries whileincreasing net saving in the USA,
without disturbing exchange rates, is certainly possible in the longer run (McKinnon,
2007a). On 10 November 2008, China announced the beginning of a fiscal expansion of
morethan half atrillion dollars. However, this welcome start in the rebalancing of net
saving propensitiesis best accompanied by currency stabilization.

Consequently, we initially focus on the sub-problem of unbalanced international
financial intermediation and loss of monetary control in China. Because of the one-way
bet on RMB appreciation since 2004 and the extraordinary cuts in US interest ratesin
2007-2008, the People’s Bank of China (PBC) has had to intervene massively to buy
dollars and inject base money into the economy. However, to better understand China’s
current monetary impasse, we first consider a brief history of China’s foreign exchange
policies sinceits market-oriented liberalization began in 1979.

Il. Three Phases of the RMB/USD Exchange Rate

At the risk of overamplifying, Figure 2 partitions the evolution of China’s exchange rate
regimeinto three phases: currency inconvertibility and exchange depreciation before 1994,
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thefixed dollar exchangeratefrom 1995 to 21 July 2005, and the subsequent appreciation by
apredictable upward crawl through July 2008.

1. Phase 1

Before 1994, China’s currency was inconvertible in the strong sense of theword. There
were multiple exchange rates (an official rate and floating swap rates for new exports of
manufacturesin different parts of the country), exchange controls on both current and
capital account transactions, and exports and imports had to be funneled through state
trading companies. Going back into the 1980s, this so-called “airlock system” insulated
domesticrdative prices still influenced by central planning from those prevailing on world
markets, except for afew fledgling Special Economic Zones on the east coast.

Therefore, without free arbitrage between domestic and foreign pricesin Phase 1, how
the official exchange ratewas set wasarbitrary. Figure 2 shows only the path of the official
exchangerate from RMB1.5/USD back in 1979 and devalued in stepsto RMB5.8/USD by
theend of 1993. However, incentivesfor exporting or importing were not much affected, nor
wasthe domestic pricelevel. In addition, tight exchange controls prevented “hot” money
flows. Theofficial exchange rate was not economically very meaningful.

2. Phase 2
1994 was China’s banner year for sweeping financia reforms both in domesti c taxation and
in the organization of foreign trade. The Chinese authorities abolished exchange controls
on current account transactions (exporting, importing, interest and dividends) and unified

Figure 2. RMB/USD Exchange Rate, 1980-2008
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Figure 3. RMB/USD Exchange and China-US Inflation Differential
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the exchange rate. Separate and more favorable exchange rates for manufactured exports
were abolished. By 1996, China had formally satisfied the IMF’ s Article V111 on current
account convertibility.

Thenew consolidated official ratewas set at RMB8.7/USD in 1994, which was closer to
the average of the previous swapsrates. True, this represented a substantial devaluation
of the official rate from RMB5.8/USD, but the period 1993-1995 was a period of high
inflation in China. Figure 3 shows that the nominal depreciation of the official rate was
about the same order of magnitude of the excess of China’sinflation over that prevailingin
the USA (asmuch as 20 percent in 1994). With the currency unification, real depreciation, if
any, wasminimal.

By 1995, the nominal exchangerate had settled down to approxi mately RMB8.28/USD
and washeld therefor 10 years: our Phase 2. The main mativation for so fixing the exchange
rate was to anchor the domestic price level and to stabilize the rate of growth. Figure 3
showsinflation in China’s CPl converging to that in the USA by 2004.

In the previousphase of currency inconvertibility going back to 1979 when liberalization
began, China had suffered from a“roller coaster” ridein therate of real output growth and
ininflation rates: peaking out with the high inflation of 1993-1995 (Figure 4). With only an
embryonic domestic capital market and with the progressive rel axation of central planning
and direct price controls, the PBC had great troubleanchoring theoverall pricelevel through
domestic meansaone. Therefore, the unification of the exchangerateregimein 1994, and
themoveto full current account convertibility by 1996, presented an opportunity to adopt
amore stable external nominal anchor. Figure 4 showsthat, asthe exchangerate remained
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Figure 4. Real GDP Growth and Consumer Price Inflation, China,

1980-2007
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Source: IMF: International Financial Statistics 2008.

fixed at RMB8.28/USD until 21 July 2005, cyclesaf inflation and real output growthin China
were smoothed, whileinflation came down tothe US levd.

Indeed, during thegreat Asian crisisof 1997-1998, sharp deval uations by neighboring
economies, not only thewell-known crisisfive?! but a so by Japan, Taiwan, and Singapore,
imposad strong deflationary pressure on China. However, Premier Zhu Rongji wisdly ignored
adviceto let the RMB becomemore“flexibl€” and depreciatein tandem. Instead, he held on
to thefixed exchangerateanchor and engagedin agreat multi-billion dollar fiscal expangon,
largdy infragtructureinvestments, over thefallowing 4 years. Inthe crisis, China’sexchange
rate and fiscal policiessaved the East Asian economy from further imploding, and allowed
the neighboring countries to recover more quickly. China’s policy of fixing the nominal
RMB exchangerateat 8.28/USD, within a narrow band of +0.3 percent, gained credibility.

In Phase 2, the fixed exchange rate’s success as an anchor for China’s pricelevel was
asmuch a guideline for domestic monetary policy as an ingrument. True, continual PBC
purchases of foreign exchange, modest by today’s standards, were the main instrument for
increasing the monetary base. However, before 2004 when the RMB was not expected to
appreciate, these purchases generally amounted to lessthan 100 percent of the growth in
base money (Table 1). Therefore, substantial Serilization operationswere not necessary. In
thisfixed rate period, the rapid increasein the demand for base money from China’s very

! These five countries are: Indonesia, Korea, Malaysia, Philippines and Thailand.
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Table 1. Foreign Reserve Holdings and Base Money of the PBC,

1990-2007
Year Reserves Base money Reserves/ A Reserves A Base mone A Reserves/
(RMBbn) (RMBbn) Base money(%) Y A Base money(%)
1990 82.0 638.7 12.8 415 147.6 28.1
1995 667.0 2076.0 321 221.8 3542 62.6
2000 1558.3 3649.2 42.7 725 2872 253
2005 6344.0 6434.3 98.6 1648.0 5487 300.3
2007 12217.1 9243.3 1322 3639.8 14675 248.0

Sources: IMF: International Financial Statistics 2008, World Economic Outlook 2008; OECD: Main Economic
Indicators 2008.
high GDP growth, coupled with an income elasticity of money demand greater than 1, more
or less balanced the rapid increase in the supply of money.

M oreover, this mechanism of monetary control was not just the exchangerate itsdf. To
prevent overheating, there remained a panoply of supporting direct controls over bank
credit, including reserve requirements, credit quotas, lending restrictions by sector, and so
on. However, for controlling inflation, the RMB’sexchangerate againg the dollar wasthe
effectiveintermediate target.

Why didn’t China rely more heavily on domestic financial indicators? With rapid
financial transformation and very high saving, the velocity of money, whether based on
MO, M1, or M2, was and istoo unpredictablefor any monetary aggregate to be useful asan
intermediate target. In addition, the velocity of money, defined as GDP/M, becomes even
more difficult to predict when nominal GDP itsdlf is subject to large revisions. Indeed,
nomina GDPwasrevised sharply upward in 2006. As Figure5 shows, since 1990, monetary
aggregatesM1 and M2 grew faster than nominal GDP, with M2 growing twice asfast soas
to approach 200 percent of nominal GDP in 2008. The high growth in M2 waslargely a
natural result of China’s very high saving rate when bank deposits were the principal
financial asset open to Chinese savers. Therefore, the authorities had, and still have, no
firm idea of what the noninflationary rate of growth in M2 should be.

In contrast, themonetary base, MO in Figure 5, grew in linewith nominal GDPasif its
veocity of circulation was stable. However, thisis somewhat artificial because so much of
MO isinvoluntarily held by commercial banks because of high and changing reserve
requirements. Asthesereserverequirementsare cut in 2009 to counter the global downturn,
the velocity of MO could rise, but unpredictably so.

Even if the noninflationary “equilibrium” rateof growth for any onemonetary aggregate
isunknown in arapidly changing financial environment, couldn’t the Chinese monetary
authorities target inflation more directly? The absence of awell-deve oped domestic bond
market, and the presence of rigid interest rate pegs for bank depositsand loans, militated
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Figure 5. Money Supply and Nominal GDP, China, 1990-2007
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Sources: OECD: Main Economic Indicators 2008; Ecowin Database 2008.

against using conventional open-market operationsto fix somekey internal interest rate (as
per the Taylor Rule) totarget inflation, asin the USA or theeuro zone, Theinternal structure
of interest rateswas (is) too fragmented and is accompanied by differentiated direct credit
controlsin variouslending categories (see Figure 6).

Figure 6. Fragmented Structure of Chinese Interest Rates,
2002-2008
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The “New Keynesian” Taylor Rule itself presumes that the authorities have fairly
accurate information on the ebb and flow of excess capacity over the business cycle, which
could not be the casein China’s era of extremely high, but somewhat unpredictable, real
economic growth. Therefore, the fixed dollar exchangerate wasthe preferred intermediate
monetary target for gabilizing the pricelevel. In Japan’ssmilar eracf extremely high real
economic growth and financial change from 1949 to 1971, the domestic price level was
safely anchored by pegging the yen at 360 to the dollar (McKinnon and Ohno, 1997).

TosummarizePhase2, the10-year fix at RM B8.28/USD was seen asaway of implementing
monetary policy, made possi ble by the currency unification in 1994 and the move to current
account convertibility in 1994-1996. It was very successful in anchoring the domestic price
leve through 2004 (Figure 3) and smoothing fluctuationsin real economic growth (Figure
4). Contrary towhat is often alleged,? the fixed exchange rate was not a device to cunningly
“undervalue” the RMB so as to create a mercantile advantage by artificially stimulating
exports.

3. Phase 3
What then pushed China off itsfixed rate anchor on 21 July 2005?

First, after 2003, unexpected net saving surpluses, coupled with largeinflows of foreign
direct investment, led to large balance of payments surpluses. Figure 1 shows the sudden
spurt in China’s current account surplusfrom 2 percent of GDP in 2003 to more than
10 percent in 2007. The USA wasthe recipient of much of thesurgein China’smanufactured
exports. China’shilateral tradesurpluswith the USA reached 1.1 percent of the USA’sGDP
in 2004, twiceaslargeas Japan’s (Figure 7). Thelossof jobsin US manufacturing disturbed
USpoliticians.

Second, China’s balance of payments surpluses were misinterpreted by economists
and politicians as an exchange rate problem: that the RMB was artificially “undervalued”
although the RMB/USD rate had been stablefor amost 10 years. Themore rapid build-up
of official exchange reserves in 2003-2005 (Table 1 and Figure 8) was taken as per se
evidence of unfair currency manipulation. Whence the US political pressure on Chinato
begin appreciating the RMB: our Phase 3. Led by Senators Charles Schumer of New York
and Ledlie Graham of North Carolina, the US Government threatened to sanction China by
imposing import tariffs unlessit appreciated the RMB. This “China bashing” was, and is,
effective. On 21 July 2005, China appreciated discretdy by 2.1 percent, and subsequently
has been appreci ating by approximatdy 6 percent per year upto July 2008, with thedisruptive

2 See, for example, Dooley et al. (2004) misinterpreting China’s fixed exchange rate, and those of smaller
Asian countries, as a deliberate attempt to undervalue their currencies.
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Figure 7. Bilateral Trade Balances of Japan and
China versus the USA
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effects on international capital flows discussed above. 3

In Japan’shigh growth eraof the 1950sand 1960sunder afixed exchangerate, significant
inflows of foreign direct investment had been prohibited and domestic saving and
investment werein better balance. However, from the mid-1970s to the mid-1990s, Japan
developed large current account (saving) surpluses: much of which showed up asalarge
bilateral trade surpluswith the USA (Figure 7). Theresult was political “Japan bashing” by
the USA to get the yen up from 1978 through 1995, which was ultimately economically
disastrous for Japan, as we shall see. Figure 7 also shows that China’s rapidly rising
bilateral trade surpluswith the USA had surpassed Japan’s by 2000, with China bashing
succeeding Japan bashing.

In 2007-2008, the expectation of further appreciation of the RMB coupled with the
sharpfall in USinterest ratesto below theChineseleve (the US Federal Fundsratefdl from
5.25 percentin August 2007 to bel ow 1 percent in 2008) havebecomethecrucial determinants
of the huge accumulation of official exchange reservesin China(Table1 and Figure 8). For
2007, Figure 9 showsthat virtually thewhol e of China’s huge balance of payments surplus,
including its current account surplus, inflowsof foreign direct investment, and other financial

3 Another less obvious sanction has been to impose US anti-dumping restrictions more frequently on
Chinese goods much beyond what China’s large share in US imports would warrant. This arises out of the
US Department of Commerce classifying China as a “non-market” economy, which makes it much easier
for private anti-dumping suits to succeed legally (Roberts, 2008).
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Figure 8. Foreign Reserves of China, Japan, Germany,
and the USA, 1990-2007
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Sources: IMF: International Financial Statistics 2008; People’s Bank of China 2008: http://www.pbc.
gov.cn.

Figure 9. Balance of Payments, China, 1990-2007
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Sources: IMF: International Financial Statistics 2008, World Economic Outlook 2008; SAFE 2008:
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inflows (hot money?), was financed by the PBC intervening to build up official exchange
reserves. In the absence of private capital outflows, China’s central bank has becomeits
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soleinternational financial intermediary.

Theincreased magnitude of the PBC’s purchases of foreign exchange explain itsloss of
monetary control in 2005 to mid-2008. The scopefor sterilizing themonetary effectsof massive
official exchange intervention was limited. As aresult, China had turned from being a
deflationary force in the world economy before 2005 into an inflationary one afterwards
through mid-2008. However, after July 2008, an abrupt appreciation of thedollar againgt other
major currencies caused the PBC to stop appreciating, and posed a deflationary threat tothe
world economy aswell asto China, asis discussed in more detail in Section IV below.

I11. Currency Mismatches in Immature
Creditor Economies

Animmature creditor country is onethat cannot lend to foreignersin its own currency to
financeits cumulating current account surpluses. Either its domestic financial markets are
underdeveloped or the international capital markets have been pre-empted by major
currencies from areas that do have highly developed financial markets. Today, the US
dollar remainsinternationally dominant for short-term interbank transacting, but the euro
has risen to be almost asimportant asthe currency of denomination for new international
bond issues, particularly on the European periphery, although the dollar still has the edge
inAdaandLatin America. Asdefromrdatively illiquid foreign direct investment outflows,
an immature creditor economy continually accumulates liquid claims on foreigners
denominated in someinternational ly acceptable currency, such asthe USdollar. However,
theresulting currency mismatch makes securing portfolio equilibrium in domesticfinancia
markets, and monetary management, moredifficult.

In theworld economy today, Chinaisthe primeexample of an immature creditor because
it cannot lend in RMB. However, thisinability to lend in your own currency is also shared
by the smaller East Asian creditor economies, such as Taiwan, Korea, Malaysia, and
Singapore, and by oil-producing countries with large trade surpluses, such as the Gulf
Coast gatesand Russia. In China’s case, continuing interest rate restrictions on domestic
bank deposits and loans, aswell as high reserve requirements on domestic banks, ensure
that the RMB will not be used much for international lending into the indefinite future.

Historically, large creditor countries have been able to lend in their own currencies
because they have had open capital markets and have also provided the principal vehicle
currency for theinternational monetary system: these are“mature “creditors. Britain in the
19th century lent in sterling (backed by gold) on a massive scale throughout the world. For
25 years after World Wer 11, the USA had large current account surplusesthat were financed
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by making dollar loansto foreigners.

In the new millennium, Germany, at the center of the euro system, isamature creditor
because it financesiits large current account surplus by lending heavily abroad in euros.
German financia institutions face no currency risk for intermediating Germany’s saving
surplus internationally because its banks, insurance companies, pension funds, and so on,
which areall funded in euros, build up euro claims on fore gners on the asset sides of their
balance sheets. The upper panel of Figure 10 showsthat since 2002, the private financial
outflow from Germany hasbeen greater than itslarge current account surplus: the surplus
is“overfunded.” However, even if banksin amature creditor country face no currency risk,
default risk in foreign lending remains, much asit doesin domegtic lending.

In contrast, in an immature creditor country like China, and like Japan beforeit, its
privatefinancial intermediariesfaceenormouscurrency risk, i.e. risk from (potential) exchange
rate fluctuations and from buying dollar assets. If China’s banks, insurance companies,
and so forth, invest in (dollar) claims on foreigners on a scale commensurate with the
country’s huge saving surpluses, then, on their balance sheets, these dollar assets would
loom ever larger relativeto their domestic liahilities: bank deposits, annuity claims, and so
on, denominated in RMB. Then, even putting aside the one-way bet on RMB appreciation
(dollar depreciation), just random exchange rate fluctuations could wipe out the net worth
of awd|-capitaized bank.

This currency mismatch isan additional reason for China being so anxiousto keep its
currency pegged to the dollar to lessen the currency risk facing (potential) domestic private
holdersof dollar assets. During Phase 2 of the credibly fixed RMB/USD rate from 1994 to
2004, private holdings of dollar assets became substantial relative to the (smaller) size of
the economy, beforefalling sharply in Phase 3.

In Phase 3, with the predictable RMB upward crawl, the private sector shuns
accumulating dollar assets. Therefore, the PBC has been accumulating official (dollar)
reserves much more rapidly (than in Phase 2) to prevent large upward ratchetsin the
exchangerate. However, to dear international payments, Chinese banks making theforeign
exchange market cannat avoid holding someworking balancesin dollars, asmust importers
and exporters, even though they face losses on exchange rate movements. Therefore,
besidesintervening to smooth high frequency (short-term) exchange fluctuations, the PBC
further reducesthe risks seen by banks by swapping dollars for RM B today, while agresing
to buy them back some months hence at aknown forward rate.

1. Conflicted Virtue
Thecurrency mismatchitsaf pasesproblemsof risk management within animmeaturecreditor
country. However, this“natural” problem of managing therisk from the currency mismatch
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Figure 10. Balance of Payments, Germany and Japan, 1980-2007
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The Casefor Sabilizing China’s Exchange Rate

is greatly compounded if foreigners agitate to have the creditor country’s currency
appreciate, aswith Chinabashing today. I ncorrectly, they accuse the Chinese Government
of manipulating the RMB/USD ratein order to undervalue the RMB and secure an unfair
mercantileadvantage. These complaintsthen lead towhat we call the syndromeof conflicted
virtue (McKinnon and Schnabl, 2004; McKinnon, 2005).

Countriesthat are“virtuous” by having a high saving rate (like China and Japan but
unlike the USA) tend to run surpluses in the current account of their international balance
of payments (i.e. lend tofore gners). However, becausetheir domegtic currenciesaregenerally
not used for international lending, theseforeign claims are denominated largdly in dollars.
With the passage of time two things happen. First, as the stock of liquid dollar claims
cumulates, domestic holders of dollar assets worry more about an appreciation of the
domesgtic currency. Second, foreigners start complaining that the country’s ongoing flow
of trade surplusesis unfair, and threaten trade sanctions unless the currency is appreciated.
Because of the destahilizing properties of open-ended currency appreciation, the virtuous
country becomes conflicted. Whence conflicted virtue.

Somewhat strangely for amajor industrial country, Japan isalsoanimmatureinternational
creditor. Japan still runslarge current account surpluses but does not lend much abroad in
yen, although its overseas direct investment finances make up approximately one-quarter
of itssaving surplus (lower pand of Figure 10). Thus, domestic Japanese banks, but more
itsinsurance companies, accumul ate higher yied dollar assets, which they seeto beriskier
becausethe liabilities of Japanesefinancial ingitutionsaremainly in yen. (Theyied on yen
assetsis abnormally low because of Japan’s liquidity trap.) With thisinternal currency
mismatch, portfolio equilibrium in Japanese financial markets is precarious even though
thereis no longer any one-way bet that the yen will appreciate.

Neverthel ess, any unexpected shock can gill create arun from dollarsinto yen within
Japan. Thissdf-reinforcing process of runsinto the domestic currency was experienced by
Japan most prominently following the PlazaAgreement in 1985, and again in 2003 into 2004
when the USfederal funds rate had been cut to just 1 percent. Inthelatter case, the Bank of
Japan purchased over US$330bn, mainly from private Japanese financial institutions, to
prevent the yen from agai n ratcheting upwardsin theforeign exchanges (M cKinnon, 2007b).
In thelower panel of Figure 10, this episode of an internal run into yen showsup dearly as
the sharp build up in Japanese officia reserve assetsin 2003-2004.

Why should conflicted governmentsin immature creditor countriesintervene to resist
currency appreciation even though that might cause them to lose monetary control in the
near term? First, as stressed by Dooley et al. (2004), a strong appreciation of the domestic
currency in the short run crowds out exports, which are an important source of growth
dynamics. Despite more than one decade of high growth, as shown in Figure 4, China’s
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GDP per capitaremainslow. Faltering growth islikely to cause palitical discontent and
social unrest among migrant workersand the rural population.

Second, from the principle of purchasing power parity, thelong-run effect of sustained
nominal appreciation isto cause an eventual fall in the domestic price leve relative to that
prevailing in international markets. When the yen rosefrom 360 tothedollar in 1971 to peak
out at 80 tothedollar in 1995, eventually the Japanesepriceleve fell rdativetothe US price
level and threw the Japanese economy into a deflationary sump in the 1990s repletewith a
near-zero interest liquidity trap (McKinnon and Ohno, 1997) from which it has yet to fully
recover (McKinnon, 2007b).

2. Anticipatory Sterilization and Sovereign Wealth Funds
Green (2008) calculates that the total foreign exchange inflowsinto Chinain 2007 were
US$550bn, and considers why they are even higher than the published build up of official
exchangereserves of US$459bn. Hisreasons are many, including withdrawal sfrom official
reserves to support China’s new sovereign wealth fund (Chinalnvestment Corporation),
and lodging some of the dollar reserves with domestic commercial banks. Thus, Green
cdaimsthat theincreasein official reserves understated the volume of actua foreign exchange
interventionsby the PBC in 2007, perhapsgoing back to 2005. Whether one accepts Green’s
higher estimate or not, the flow of funds through the PBC was extraordinary. The currency
denomination of the official foreign assets can be assumed to be mainly in dollars.

Because massive official intervention in the foreign exchanges leads to a parallel
expansion in the domestic monetary base and potentially in bank lending, near-term
monetary control over inflation in Chinahas become difficult. To counteract thisthreat of
inflation and overheating, starting in 2002, the PBC engaged in extensive sterilization
operations.

To analyze the scope and types of sterilization, Figure 11 plots the most important
items of the PBC balance sheet. In the upper pand, the asset side of the balance sheet is
plotted with positivesigns. It showsthat liquidity has been created mainly by accumulating
foreign exchange reserves. Also on the asset side, the substantial increasein claims on
government in theyear 2007 isaresult of the creation of a sovereign wealth fund: the China
Investment Corporation (CIC). For financing the CIC, 10-year RMB bondswereissued by
the Chinese Government and swapped for US$200bn from the PBC’s foreign exchange
reserves.* Through this operation, foreign assets were removed from the PBC’s balance
sheet into an external overseas fund which invests these funds mainly in lessliquid assets
such as stakes in Morgan Stanley, Blackstone and Visa. In line with Green (2008), this

4 For more details see Chan (2007).
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Figure 11. People’s Bank of China Sterilization Operations
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Sources: IMF: International Financial Statistics 2008; Peoples Bank of China 2008: http://www.pbc.
gov.cn.
Note: |.h.s., left-hand side; r.h.s., right-hand side.

makes the stocks of official reserves, asreported in the central bank’s balance shest, look
smaller.

However, this asset swap between the two agencies of China’s government does not
itself reduce the monetary base. Rather, it enablesthe CIC to invest in riskier foreign assets
that potentially (but not so far in practicel) bear ahigher yield than SAFE’s moretraditional
holdings of liquid assets, such as US Treasury bonds. The formation of the CIC isaresponse
to the absence (because of the one-way bet) of normal private capital outflowsintermediated
by Chinese banks, insurance companies and so forth. However, the CIC’s purchase of
foreign-currency assets does not offset theimpact of the PBC’s own purchases of dollarson
increasing domestic base money, andisnot “sterilization” in any immediate sense.

That said, using a sovereign wealth fund today could still forestall future foreign
exchangecrises. When thereiscontinuing exchange rateuncertainty and an internal currency
mismatch, having the CIC, asagovernment corporation, accumul ateforeign-currency assets
could be safer than if they werelodged in privatefinancia intermediaries. In futureforeign
exchange crises, private financia institutions might again be tempted to liquidate their
ddllar assetsin favor of RMB, a“hot” money flow that would again underminethe PBC’s
monetary contral. | n effect, having sovereign wealth fundsundertakeinternational financial
intermediation instead of privatefinancia ingtitutionsamountsto “anticipatory” sterilization;
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that is, possible future hot money flows arising out of the currency mismatch are avoided.

3. The Singapore Solution

This type of anticipatory sterilization of foreign exchange intervention is reminiscent of
Singapore. For more than 20 years, Singapore has had the world’s most persistent, and
very large, current account surpluses, now running approximately 20 percent of its GDP.
However, the Singapore dollar is not used for international lending, and indeed the
government discourageslocal banksfrom lending in Singaporedollars. Therefore, Sngapore
isalso animmature creditor, and the Monetary Authority of Singaporemanagestheexchange
rate against the US dollar with dow net appreciation, athough much slower than China’s
was before July 2008. How then does Singapore copewith itsinternal currency mismatch to
prevent runsinto the Singapore dollar as foreign currency claims bulk ever larger?

By mandating large compul sory contributions to a defined-contribution domestic
pension fund, the Provident Fund (PF), the Singapore Government nationalizes the large
flow of domestic household saving. The PF then investslarge sumsin Singapore dollarsin
two huge sovereign wealth funds: the Government of Singapore Investment Corporation
(US$330bn) and the Temasek Holdings (US$159bn). Because both funds invest mainly in
USdoallar denominated assets (such as stakesin Merrill Lynch, the Bank of Chinaand the
Union Bank of Switzerland), Singapore’s government, as represented by itstwo sovereign
wealth funds, bears the exchange risk from the currency mismatch should the Singapore
dollar appreciate. By investing in overseas assets under government control, Singapore
was (is) not vulnerable to a run into its domestic currency, despite having had a huge
current account surplusfor more than 20 years.

Isthis “Singapore solution” to the currency mismatch feasiblefor China?® Not really.
Private savings are much more decentralized in China, and largely outside of pension
funds. Households and firms make their own decisions asto whereto hold their liquid
assetsin awidevariety of banks and, occasionally, in insurance companies. Thesefinancial
intermediaries then decide whether or not to invest in foreign-currency assets. Fledgling
Chinese pension arrangements are more decentralized at the municipal and enterpriselevel
and foreign investment isnot so much under the tight control of the central government as
in Singapore. Therefore, it would beimpractical, and certainly undesirable, to nationalize
China’s huge flow of private saving just to make government-controlled investments
overseas. Foreigners might well fear that huge Chinese sovereign wealth funds would not
be market oriented and might take over substantial portions of their economies. In contragt,
thecity state of Singaporeisso small in absolute size that foreignersignore thisthreat.

5 For further discussion of this Singapore solution, see McKinnon (2005).

©2009 The Authors
Journa compilation ©2009 Institute of World Economics and Politics, Chinese Academy of Socia Sciences



The Casefor Sabilizing China’s Exchange Rate

Therefore, currency mismatches areintrinsic in immature creditor economies, such as
Chinaor Japan. Putting the Singapore solution of nationalizing most of the domestic flow
of private saving aside, the best an immature creditor government can do isto congtruct a
monetary-cum-exchangerateregimethat minimizesexchangerisk. Onlythen would “normal”
private sector intermediation for financing the current account surplus be feasible, aswe
shall discuss below.

4. Sterilization and Its Limits: The Chinese Case
Without exchange rate gability encouraging private capital outflows, however, Chinahas
had virtually no choice but to finance its huge current account surplus by building up
official exchange reserves, whiletrying to sterilize the immediate impact on the domestic
monetary base. How well hasit coped?

Theliability sde of the PBC’sbalance sheet in Figure 11 shows, with negative signs,
sterilization instruments. To mop up the surge of liquidity from the accumulation of official
exchange reserves, in 2004, the PBC began issuing central bank bonds. As long as these
salesoccur at market rates, the monetary tightening will tend to drive interest ratesupward.
However, higher interest rates attract more (hot) money inflows that force further official
foreign exchange interventions. The degree of reserve accumulation becomes a positive
function of the domestic interest rate.

The PBC was not able to fully serilize the monetary effects of reserve accumulation via
bond sales. Thesmall sizeand limited liquidity of the Chinese capital market did not allow
issuing an unlimited amount of central bank bills (without substantial hikesin interest rates).
In addition, the central bank tended to hold the interest rate on central bank bills bel ow the
market rates (Figure 6) to minimizethe serilization costs.® Thesterilization costsoriginating
in central bank bill salesfurther grew when interest rates started to rise after 2005.

Since 2005, therefore, an increasing proportion of the rapidly accumulating official
foreign exchange reserves was sterilized by requiring commercial banksto hold ever-larger
deposits with the PBC (Figure 11). These required reserves were remunerated at a
substantially lower ratethan the central bank bills.” For ingtance, in April 2008 theinterest
rate on 1-year central bank bills was roughly 4 percent while required reserves were
remunerated at 1.9 percent. The required reserveratio increased from 6 percent in August
200310 17.5 percent in June 2008. In addition, by requiring the commercial banksto hold

5 In a repressed financial system, the central bank can “force” commercial banks to hold low interest rate
central bank bonds. By doing this, the central bank shifts sterilization costs to the banking sector.

7 In Figure 11, “deposits” include both required and excess commercial bank reserves. However, the
former greatly exceed the latter.
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some of their additional reservesin dollars, the PBC could mop up dollars from Chinese
capital markets before they were exchanged into domestic currency.

Requiring commercia bank reservesto be held in dollarsreduces the need for outright
official foreign exchange intervention, but also shiftsthe sterilization coststo the banking
sector because theremuneration rate on required reservesislow. Thecentral bank becomes
“immune” from reval uation | osses because the declining RMB value of the dollar bonds
on theasset side of the balance sheet ismatched by the declining RM B val ue of commercial
bank reserves on the liability side. More of the revaluation losses are born by the
commercial banks, resulting in awider spread between their deposit and loan rates of
interest.

If sterilization costs and reval uation losses are shifted to the commercial banks, the
lending activities of the commercial banks are redtricted in two ways. First, claims on the
nonbank private sector are replaced by claims on the central bank. Lending to the private
nonbank sector shrinks, as reflected by rising lending rates of interest. Second, insofar as
revaluation losses reduce the equity of the commercia banks, lending to the nonbank
private sector declines further. Because these sterilization operations reduce investment
activitiesin Chinese enterprises, they incidentally further increase China’s net saving
surplus. Perversely, the restrictive monetary policy measurestaken by the PBCin response
to both the need for sterilization and the rising inflationary pressure have, since 2006,
contributed to a larger current account surplus.

After 2003, the fast growth of assets and liabilities on the PBC’s balance shest, as
shown in Figure 11, shows both the tremendous speed of foreign exchange accumulation
and the determined sterilization attempts. Nevertheless, in 2007, the PBC wasonly ableto
partially Serilize themonetary effects of reserve accumulation, to approximately 70 percent.
Given international capital mobility, the ever tightening of the domestic money supply
induces an upward shift in domesticinterest ratesthat triggers additional hat money inflows.
This effect is even stronger, when, as during 2007 and 2008, interest ratesin the USA
decline sharply.

Because of fast reserve accumulation and limited sterilization, currency in circulation,
which is one measure of monetary expansion in the Chinese economy, expanded fast, as
indicated by thebold black linein Figure11. Theannual growth rateof currency in circulation
rosefrom approximatdy 5 percent in 2000 up to 46 percent in 2007. On average, currency in
circulation rose by 30 percent per year since the turn of the millennium. Going back to
Figure5, broad money (M2) al so expanded significantly faster than output, although nobody
knows what the “true” noninflationary growth in the demand for any monetary aggregate
might be.
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5. Open Interest Parity and Monetary Control

Can interest rate movements in China compensate for an ever-higher RMB in securing
domestic portfolio balance? Figure 12 shows the shifting rel ationshi p between movements
inthe RMB/USD exchangerate and theinterest differential between dollar and RMB assets
from 2002 to 2008. We use annualized overnight money market ratesthat, by and large, are
determined by market forces in both the USA and China. These are plotted against year-
over-year RMB/USD exchange rate changes. Before mid-2004, there was no sustai ned
movement in theinterest differentia becausethe RMB/USD was expected to remain stable,
asper our Phase 2.

However, by mid-2004, China bashing induced Chineseinterest ratesto begin falling
relative to US interest rates asif the market was anticipating the modest reval uations that
did actually begin on 21 July 2005. Theinterest differential became negativein early 2005
and, by the end of 2006, Chinese interest rates were as much as 4 percent less than US
interest rates (Chinese ratesfell alittle asUS ratesrose). Figure 12 shows that, in 2005—
2006, theinterest differential just matched the percentage appreciationsin the RMB/USD
rate, asif the principle of open interest parity (OIP) held:

OIP (2005-06): i, =iy, + E(D€e), where E(De) <0, e=RMB/USD.- (@)

Figure 12. Short-term Interest Differentials versus Percentage
Changes in the RMB/USD Exchange Rate: China, 2002-2008
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Up to January 2007, the gradual appreciation of the RMB againg the dollar reflected
roughly theinterest rate differential between thetwo countries, as per the principle of open
or uncovered interest parity. Aslong as private holdings of dollar assets within Chinawere
sgnificant and the rate of predi ctable appreci ation of the RMB was modest, arough portfolio
equilibrium between RMB and dollar assetswas maintained. Dollar holderswithin China
were not penalized by the moderate appreciation because they received a higher interest
rate.

Our hypothesis, that the well-signal ed appreciation of the RMB initially kept Chinese
interest rates below US rates in 2005-2006 when US interest rates were increasing, can
never be proved of course. However, therelatively low Chineseinterest ratesin this period
eased the monetary control problem of the PBC: theincentivesto bring hot money into the
country were dampened, and there might even have been some very modest private capital
outflows (Figure 9). Therefore, the sterilization problem confronted by the PBC was
managesable.

Even if well established, however, open interest parity can still be undermined by
macroeconomic shocks. In China’s case, the rate of exchange appreciation increased above
3-4 percent, and, by early 2007, people began to expect 6-8 percent annual appreciation. In
addition, the US short-term federal fundsratefd | precipitatey from 5.25 percent in August
2007 to just 2 percent by August 2008. Hence, interest rates on RMB assets could no longer
be pushed below those on dollar assets to reflect expected exchange appreciation. To
further aggravate the situation, the PBC began to increase some interest rates on RMB
assetsto “fight inflation” (Figure 6).

Thus, asset market equilibrium, as measured by uncovered interest parity, spun out of
control. Chinese interest rates rose above US interest rates despite the expectation that the
RMB would continue to appreciate. By August 2008 (at 1-year maturities), Chinese deposit
rates had risen almost 2 percent above dollar LIBOR ratesin London. Unsurprisingly,
within China, private individuals and institutions have unloaded all their discretionary
dollar assatsin favor of RMB. Theresult isa“corner” solution: nointerna private holdings
of dollar assets unless subsidized by the government. Consequently, in 2007-2008, the
covered interest arbitrage condition (1) fails:

OIP Fails (2007-08): iy, >>iys + E(De), where E(De)<0. 2

Hot money inflows from abroad into Chinaaccelerated. Asshown in Figure9, in 2007,
short-term capital flows aswell as errors and omissions (which can be interpreted as
unrecorded hot money flows) turned from net outflows into inflows adding to the
appreciation pressure. In thefirst half of 2008, thistrend can be assumed to have been even
stronger. Theresult was alossof monetary control and an upsurge of inflationary pressure
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Figure 13. Inflation, China and the USA, 1998-2008
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Source: Ecowin Database 2008.

in 2007 through mid 2008.

Figure 13 showsthat consumer priceinflation in Chinaincreased in 2004 with low US
interest rates, but then fel in 2005-2006 when US interest rates rose and so reduced capital
inflowsinto China. However, after August 2007, when US interest rates started to decline
again, theinflationary outlook for Chinaand theworld changed dramatically. Official reserve
accumulation further acce erated, raw material and food prices soared, and monetary growth
in China got out of control. By May 2008, Chinese consumer priceinflation had climbed
above 8 percent.

In 2007 into 2008, China changed from being a defl ati onary force on theworld economy
into an inflationary one. The combination of internal inflation and an appreciating RMB
increased the dollar prices of Chinese manufactured goods shipped tothe USA. Theimpact
of Chinaon world inflation was further amplified by its overheated economy’s demand for
indugtrial raw materialsand primary food products. I n contrast, before 2007 (dlightly) falling
dollar pricesfor goods imported from China helped to keep inflation in the USA and other
indugtrial countriesremarkably low, sometimesknown asthe “great moderation.”

IV. The Great Reversal of the Dollar Carry Trade:
July 2008 to ?

Before July 2008, thedollar had been fairly weak against most other currencies. It had fallen

©2009 The Authors
Journa compilation ©2009 Institute of World Economics and Politics, Chinese Academy of Socid Sciences

23



24

Ronald McKinnon, Gunther Schnabl /1 - 32, Vol. 17, No. 1, 2009

from 1.135 euros at the end of the high-technology bubblein 2001 all theway to just 0.63
euros per dollar at the end of June2008. The US Federal Reserve Bank had overreacted to
the collapse of the high-technology bubble in 2001-2002 by keeping dollar interest rates
too low for too long. This easy availability of cheap dollar credits, combined with loose
financial regulation of banksand mortgage companies, first soked the bubblein US house
prices beginning in 2004, and then bubblesin variousworld commodity markets beginning
in 2005-2006. Thiscould becalled thedollar carry trade.® While projecting that thedollar
would continue to decline, speculators around the world borrowed cheaply in dollars at
short-term to buy higher-yield and less-liquid assets at longer term in foreign currencies
(euraos, pesos, RMB, won, and so forth), aswell asgoing long in awide variety of primary
commodity futures, notably oil.

The crash of the gigantic US housing bubble from mid-2007 through 2008 created
chaosin thefinancial markets and a credit crunch because of counterparty risk.® With
interbank marketsin dollars freezing up by the summer of 2008, carry traders found that
they could no longer renew or roll over their short-term dollar credits. Thus, they had to sl
off their foreign-currency and primary-commodity assetsto get back into dollars to repay
their short-term debts. Beginning in July but going through November 2008, this abrupt
termination of the carry trade caused the dollar to appreciate sharply against the euro
(Figure 14), aswdll as against the Canadian dollar, gerling, and many emerging-market
currencies. The Mexican and Chilean pesos, the Brazilian real, the Korean won, and so
forth, all depreciated sharply against the dollar. Primary commodity prices slumped
everywhere, with acollapsein the price of ail.

Because of the dollar’s appreciation against so many other currencies, the PBC
suspended the upward crawl of the RMB against the dollar (Figure 14) after July 2008.
Hot money inflows into China subsided or reversed and domestic monetary control was

8 Most readers will already be familiar with the Japanese “carry trade.” In the liquidity trap, Japanese
short-term interest rates have been stuck near zero since the mid-1990s. This has encouraged speculators
to borrow short in yen and buy higher yield foreign currency assets, such as Australian and New Zealand
government bonds with yields of 6 or 7 percent, and then hope that the yen does not appreciate.
However, in the current credit crunch, in 2008, they could not renew their short-term borrowing in
Tokyo. Therefore, they suddenly had to sell their foreign currency assets to get back into yen. In the last
half of 2008, the yen appreciated even more sharply than the US dollar, whereas the Australian and New
Zealand dollars crashed. The simultaneous unwinding of both the yen and dollar carry trades has been the
prime source of recent instability in the foreign exchanges.

9 Counterparty risk prevails when private agents in the financial markets don’t trust each other. Bank A
will not lend to Bank B for fear that Bank B has so many bad assets on its balance sheet that it might not
repay its loans. For a more complete description, see McKinnon (2008).
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Figure 14. EUR/USD and RMB/USD Exchange Rates, 2008
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regained, with the RMB stabilized at approximately 6.85RMB/USD from July through
November 2008. However, this “accidental” strengthening of the dollar in the second
half of 2008 islikely to be temporary. Once speculators finish repaying their short-term
dollar credits (or default!), the backflow of thishot money to the USA will cease and with
it the upward pressure on the dollar in the foreign exchanges. Then, unless governments
coalesce to maintain exchange stability, the dollar’s exchange rate might go in any
direction.

Ancther consequence of the sudden pull back of the ddllar carry trade after July 2008
was the sudden dump in world primary commaodity prices. Thisposed adirect deflationary
threat to China and other countries worldwide, but indirectly also curbed the demand for
Chinese manufactured goods as primary product producers everywhere cut back their
spending. By thelast quarter of 2008, Chinese exports were actually declining in nominal
termsat an annualized rate of approximately 15 percent, thefirgt declinesinceliberaization
began in 1979. However, nominal importsweredeclining even faster at theincrediblerate of
over 41 percent because Chinaisamajor importer of industrial raw materials and food
grainswhose dollar prices had fallen sharply. Because of this dramaticimprovement in its
terms of trade, China’s nominal trade surpluswas increasing by morethan 50 percent by
theend of 2008.
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V. Overcoming Three Misconceptions
about Exchange Rate Stabilization

China can’t end its exchange rate impasse on its own. With proper foreign cooperation,
however, the monetary impasse from the one-way bet in the foreign exchange markets
could beresolved rather quickly. Therefore, currency stabilization should precede measures
to correct the saving-investment imbal ance, which may take months or yearsto be effective
both in China and abroad. Neverthel ess, to be successful, the political economy of any
international agreement likely requires both as a package deal. China bashing to get the
RMB up can only be stopped if China proposes definitefiscal measuresto reduceitsfuture
saving surpluses, possibly in conjunction with US efforts to reduce America’s saving
deficiency, and overly loose domestic monetary policy leading to a weak dollar.

Populist politics asde, what inhibits Chinaand the USA (representing the interests of
theindustrial economies more generally) from agreeing on such a package deal that would
be of such great mutual benefit? Strangely, theissue of exchangerate stabilization might be
the most contentious. Three common misconceptionsin economic theory on therole of the
exchange rate inhibit any political agreement from stabilizing China’s currency. Let us
consider each in turn.

1. Misconception No. 1: The Exchange Rate
Can Affect the Trade Balance

Many, if not most, economists believe that a country’s net trade balance can be controlled
by manipulating the level of its exchange rate. However, a current account surplus
(dominated by a trade surplus) just reflects a surplus of saving over investment at home,
and the converse abroad. Thus, how a discrete appreci ation of acreditor country’s currency
will diminateitssaving surplusisneither obvious nor unambiguous. True, its goodswould
become more expensive to foreigners: the relative price effect. However, in an economy
open tointernational capital flows, domestic investment would fall because appreciation
makes the country amore expensive placein which to produce. Also, because Chinaowns
huge stocks of foreign currency claims (largely dollars), a negative wealth effect from
havingthedallar fall against the RMB would further reducedomestic expenditures: including
for imports. Thisdeclinein imports offsetsthe dampening effect of higher foreign currency
pricesfor exports so as to leave any change in the net trade balance small and ambiguous
(Qian, 2007).

Toillustratethis exchange rate-trade balance misconception, it isinstructiveto revist
the consequences of Japan bashing to get the yen up more than three decades earlier
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starting with the Nixon shock of August 1971. The yen rose episodically from 360 to the
dollar inearly 1971 totouch 80tothedollar in April 1995. Despitethisenormous cumul ative
appreciation, Japan’s net trade surplus rose from being negligiblein the 1960s to average
approximately 2 percent of GDP in the 1970s, peaked out at approximately 5 percent in the
late 1980s, and remains closeto 4 percent of GDPin 2008, with theyen at 100 or soto the
dollar. Massive currency fluctuationshad no systematic impact on Japan’snet trade (saving)
balance.

However, the great nominal appreciations of the yen against the dollar, which Japan
moreor less welcomed during the worldwideinflation of the 1970s, eventually unhinged
Japan’s macroeconomy (McKinnon and Ohno, 1997). In thelate 1980s, the syndromeof the
ever-higher yen provoked bubblesin Japan’s stock and land markets, along with afalling
WH . When the bubbles brokein 1990-1991, followed by a further sharprisein theyenin
19941995, Japan wasthrown into a defl ationary dump: itsinfamous “lost decade” of 1992
to 2002. Foreign exchange risk created (and il sustains) anear zerointerest liquidity trap
that renders monetary policy virtually impotent for stimulating domestic spending (Goyal
and McKinnon, 2003). Although Japan had a modest annual growth of 2-3 percent from
2002 to mid 2008, its defl ationary hangover continued with stagnant money wages and no
growth in consumption (McKinnon, 2007b).

2. Misconception No. 2: Ongoing Exchange

Rate Appreciation Reduces Inflation
The second, but more subtle, misconception is that ongoing exchange appreciation
can reduce domestic price inflation, or, at the very least, insulate the economy from
international inflation. China used to get much gratuitous adviceto appreciate faster to
“fight inflation.” Thisadmonition iscertainly truein thelong run, as Japan’sunfortunate
experiencewith eventual deflati on from yen appreciation attests. However, for a country
emerging from afixed nominal exchange rate where domestic and foreign rates of price
inflation had been more or less aligned, the near-term effect of a well-telegraphed
transition to an appreci ating currency can be highly inflationary, aswith China’scurrent
monetary impasse. In the near-term transition, theinflationary impact from theloss of
monetary control can overwhel m the deflationary impact of ahigher level of theexchange
rate.

Again, let usrefer to Japan’searlier experiencewith thistransition problem. Under the
Bretton Woods system of fixed exchange rate parities, the yen had been successfully fixed
at 360tothedoallar from 1949 to August 1971, so that priceinflation in tradable goods (W)
between the USA and Japan were similar. As early as 1970, however, market participants
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began to project that the dollar might be depreciated. Hot money began to flow out of the
USA into European countries as well as Japan (despite its capital controls). To prevent
more precipitate appreciation, in 1971-1972 the Bank of Japan intervened heavily in the
foreign exchange marketswith arapid build-up of foreign exchangereservesand surgein
domestic money growth. By 1974, annualized WPI inflation in Japan became higher thanin
the USA: 31.3 percent versus “just” 18.9 percent in the USA. Only in the late 1970s did
Japanese inflation fall below USinflation, the “long run” relative deflationary effect of a
higher yen that most economi sts expect. However, the length and strength of the near-term
inflationary transition was surprising. Before July 2008, Chinawas ill in theinflationary
“near-term.”

Are there circumstances where China should acquiesce to continual RMB
appreciation? Clearly, if the center country under the world dollar standard continually
inflates too much, the PBC would have little choice but to acquiesce to a managed ongoing
appreciation of the RMB against the dollar.

3. Misconception No. 3: Floating the Rate Would

Equilibrate the Foreign Exchange Market
“Flexibility” is anicer word than floating. Couldn’t the PBC simply withdraw from the
foreign exchange market and | et the exchange rate be determined by private market makers,
much in the way that the euro’s value against the dollar is determined? No, because this
proposed solution presumes that a determinate market exchangerate, which could balance
the demand and supply of dollarsin termsof RMB, would actually exigt if the PBC wereto
exit themarket. Unlikethe Europe-USA situation, however, Chinafacesan ongoing currency
mismatch leading to the syndrome of conflicted virtue (McKinnon and Schnabl, 2004;
McKinnon, 2005) that prevents private market makers from clearing the excess supply of
dallars.

What causes the mismatch that undermines the case for floating? The RMB, like
the currencies of other devel oping economies, isnot used significantly for international
borrowing or lending, but Chinacouplesthisgap in itscapital marketswith an enormous
saving (trade) surplus. Therefore, dollar, rather than RMB, claims on foreigners
continually pile up within theeconomy. (Thedollar isthe “default” international money.)
Natural private market makers, such as Chinese banks, or even insurance companies
and pension funds, all havetheir liabilities to depositors, policy holders, and so forth,
denominated in RMB. Thus, even if the RMB/USD rate fluctuated only randomly,
Chinesefinancial institutions would be exposed to too much exchange risk (relative to
their limited capital) to all ow dollar assets continually to pile up on their balance sheets.
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At some point, they would stop buying new dollar claims associated with the ongoing
trade surplus. Consequently, afree float would result in an indefinite upward spiral of
the RMB against the dollar, with no well-defined bal ance point where Chinesefinancial
institutions become sufficiently willing buyers of dollar assets to stop their further
depreciation.

Thisthird misconception islinked to the first. A floating but appreciating RMB would
not predictably reduce China’s trade surplus, and dollars would continue to pour intothe
economy. However, if Chinawas not an immature creditor country or foreign trade (net
saving) was close to being balanced, then no substantial internal currency mismatch would
exist and an uneasy float could be possible.X

However, theissueis somewhat broader. Suppose Chinadid not have a chronic saving
surplus, but its bond markets were still not well developed at different termsto maturity,
and therewereresidual capital controls (asin most devel oping economies). Then forward
marketsfor privatehedging againg currency risk becomesdifficul t toorganize, and expensive.
Therefore, if the government attempted tofloat the rate willy nilly, it would soon be drawn
back to smooth exchange fluctuations (if only at higher frequencies) to reduce the risks
seen by exporters and importers. This “fear of floating” iswell documented by Reinhart
(2000) and Calvo and Reinhart (2002).

V1. How Should China and the USA
Respond to the Global Crisis?

Let usfocus on just two facets of the great global crisis: the need for exchange exchange
rate stahility, and the need for coordinated fiscal policies to expand aggregate demand.

In the current crisis, where exchange rates are not tied down, governments will be
tempted to act mercantilistically: they may encourage or condone having their currencies
depreciate to stimulate exports and mitigate the national rate of deflation. In the Great
Depression of the 1930s thesewereknown as beggar-thy-neighbor devaluations. To forestall
this uncomfortabl e possibility, today’stwo largest trading countries, Chinaand the USA,
should take thelead in providing an oasis of exchange stability.

12 The nonfeasibility of a pure float applies symmetrically to a chronic debtor economy whose debts are
denominated in foreign currencies, say dollars, that continue to pile up from ongoing trade deficits.
Again, there is an internal currency mismatch where domestic foreign currency debtors are threatened
with bankruptcy should the domestic currency depreciate, and the threat thereof could easily precipitate
a run out of the domestic currency. This was the case in the great Asian crisis of 1997-1998 as the five
countries involved had run trade deficits for several years and built up large (private) dollar debts.
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First, the USA should stop bashing Chinato appreciate the RMB. In particular, the
PBC should be encouraged to stahilize the RMB/USD exchange rate at “today’s” level:
both to lessen the volatility in hot money flows and to protect the RMB value of its huge
dollar exchangereserves. After along period of undue weaknessin the foreign exchanges,
the dollar’s strengthening from July to November 2008 against all currencies (savetheyen
and the RMB) is to be welcomed. So now isa good timeto convince the USA of the mutual
advantages of returning to a credibly fixed RMB/USD rate by formalizing the de facto
stabilization of the last half of 2008 at approximately 6.85RMB/USD. (Other countries or
aress, particularly Japan and the eurozone, could takethisasareferencepoint for stabilizing
their own currency values against the RMB/USD bloc. Idedlly, the IMF should support any
suchinitiatives.)

Thereis aprecedent for this. In April 1995, the US Treasury Secretary Robert Rubin
ended 25 years of bashing Japan to appreciate the yen, and announced a new strong dollar
policy that stopped the ongoing appreciation in the yen and saved the Japanese economy
from deflationary further ruin. However, this policy was incomplete because the yen
continued to fluctuate, thusleaving too much foreign exchangerisk within Japanese banks,
insurance companies, and so forth, with large holdings of dollars. Thisrisk locks the
economy into a near zero interest liquidity trap.

Once the one-way bet on RMB appreciation was eliminated, private (non-state)
capital outflowsfrom Chinato acquireforeign-currency assets could be quite massive.
Thiswould help relax credit constraintsin devel oped-world financial marketsand allow
the PBC to better stabilize China’s domestic monetary system. When and if private
capital outflows finance the bulk of China’s trade surplus, the continual build-up of
official exchange reserves would cease. Then, the PBC could better control China’s
domestic monetary base while suspending the drastic sterilization measuresit had
been using.

Second, the Chinese Government should agree to take strong measuresto get rid of
the economy’s net saving surplusthat isreflected in itslarge and growing current account
surpluses. Thiswould reguire some combination of tax cuts, increasesin government
expenditures, increased dividendsfrom enterprises so asto increase household disposable
income, and further reductionsin reserve requirements on commercia banks. Then, as
China’strade surplusin manufactures diminishes, pressure on the US manufacturing sector
would be rel axed with a corresponding reduction in the USA’s trade deficit. Worldwide, the
increasein spending in China would offset the forced reduction in US spending from the
housing crash.

Again thereisan important historical precedent. In thefinancial crisis of 1997-1998,
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mogt East Asian countries depreciated their currencies, with Indonesia, Korea, Malaysia,
Philippinesand Thailand, whose currenci eswere attacked, suffering steep economic dumps.
Fortunately, China alone kept its dollar exchange rate stable, but it did face a potential
deflationary dowdown. However, in March 1998, Premier Zhu Rongji announced hisfamous
multi-billion dollar fiscal expansion to be spread out over thefollowing 4 yearsor so. This
prevented an economic downturn in China by sustaining domestic aggregate demand, and
China’s East Asian neighbors recovered faster because they could more easily export to
China.

Now Chinaisamuch bigger actor on the world stage. Therefore, with the lumpin
spending in the USA and dsewhere, China should step in with abig new fiscal expangon,
much more than the welcome half trillion dollars announced on 10 novermber 2008 to be
comparable to what Zhu Rongji managed in 1998. Chinais better placed now to finance a
largefiscal expansion than it wasin 1998. Itstrade surplusis proportionately bigger and
should be reduced anyway. Unlikein 1998, China’s public finances are now very strong,
with asurgein tax revenues, and the old bad loan problem with its banks has been largdy
corrected. Enterprises, both state-owned and private, are now very profitable.

In contragt, the US public financesarein amess. Thepre-crisisfisca deficit isstill with
us. In addition, thefederal government has taken on huge new contingent liabilities from
bailouts of innumerable financial institutions that will hamstring the federal budget for
yearsto come. Therefore, any new USfisca “stimuli,” or big new spending programs not
covered by tax increases, should be limited both to avoid further deterioration in the US
public finances and to avoid further increasing the US trade (saving) deficit.

Such an accord, with fiscal expansion concentrated in Chinabut with the RMB/USD
rate stabilized, isin everybody’sinterest.™
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