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More than two and a half years have passed since China announced a
number of changes to its foreign exchange regime on July 21, 2005. Dur-
ing this period, the debate on the pros and cons of China’s exchange rate
policy, which had begun in earnest several years earlier, intensified. In
this introductory chapter, we seek to convey the flavor of that ongoing de-
bate by identifying and discussing several key issues. We also provide a
summary of the other contributions to this volume—a reader’s guide, if
you will. All of these contributions (papers, discussants’” comments, and
remarks made during the conference’s wrap-up panel) were originally
presented at a conference on China’s Exchange Rate Policy held at the Pe-
terson Institute on October 19, 2007.

This section summarizes developments since China’s exchange rate
regime change in July 2005. The next section discusses four key challenges
facing the Chinese authorities in light of the increasingly undervalued ex-
change rate and the accelerating buildup of foreign exchange reserves,
namely: (1) maintaining a gradual pace of currency reform while trying to
use monetary policy as an effective instrument of macroeconomic man-
agement; (2) reducing excessive reliance on external demand to sustain
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economic growth; (3) preventing the defense of the present currency
regime from handicapping unduly efforts to strengthen and transform the
banks into truly commercial entities; and (4) containing the risk of protec-
tionism abroad in response to China’s very large global current account
surplus. The last section offers a brief scorecard on the leading options for
China’s exchange rate policy going forward, contrasting the features of a
“stay the course” policy with those of a bolder “three-stage” approach that
seeks to reduce more rapidly the current undervaluation of the renminbi.

China’s new currency regime ended the fixed nominal exchange rate
vis-a-vis the US dollar, which the authorities adopted at the time of the
Asian financial crisis.! The official bilateral rate appreciated 2.1 percent,
moving the rate from RMB8.28 to RMB8.11 to the dollar. By September
2007 the renminbi-dollar bilateral rate stood at RMB7.53, reflecting a cu-
mulative nominal bilateral appreciation against the US dollar of 10 per-
cent.? On a real trade-weighted basis, the renminbi appreciated somewhat
less, only 7.4 percent according to JPMorgan.3

China’s global current account surplus has expanded substantially over
recent years. It stood at $68.7 billion (3.6 percent of GDP) in 2004 but rose
to $160.8 billion in 2005 (7.2 percent of GDP) and then $250 billion (9.5
percent of GDP) in 2006 (National Bureau of Statistics of China 2007, 95;
State Administration of Foreign Exchange, Balance of Payments Analysis
Small Group 2007, 8).* By 2006 China’s absolute current account surplus
was, by a wide margin, the largest of any country in the world. Based on
annual data on trade in goods, we estimate that China’s current account
surplus in 2007 will approach $400 billion, about 11 percent of 2007 GDP.
A surplus of this magnitude relative to GDP is “unprecedented for a coun-
try of China’s size and stage of development” (McGregor 2007).

1. Many analyses assert incorrectly that China adopted a fixed exchange rate in 1994. On
January 1, 1994 the authorities eliminated their dual exchange rate system by raising the of-
ficial exchange rate to the then prevailing market rate of RMB8.7. However, the authorities
then continually adjusted the official rate until it appreciated to RMB8.28 in October 1997.
That remained the official rate until July 21, 2005.

2. In early February 2008 the renminbi-dollar rate was RMB7.118, reflecting a cumulative
nominal bilateral depreciation against the dollar of 15 percent. On a real trade-weighted
basis, the degree of appreciation was much smaller, 8 percent, according to JPMorgan. The
rate of renminbi appreciation relative to the dollar has not been uniform over this period. If
one takes the annualized one-month change, the rate of appreciation has varied from less
than 2 percent (even going slightly negative at one point in 2006) to almost 20 percent in late
2007 and early 2008 (Anderson 2007c, 2008).

3. Between the dollar peak in February 2002 and January 2008, the renminbi has actually de-
preciated on a real effective basis by between 0.4 and 9.8 percent, according to measures of
real effective exchange rates published by JPMorgan, Citigroup, and the Bank for Interna-
tional Settlements.

4. Again, if one goes back to 2001, the expansion of China’s global current account surplus
is much larger, as it stood at only 1 percent of GDP at that time.
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The buildup of official holdings of foreign exchange reserves has accel-
erated since July 2005.° In the 12-month periods through June 2005 and
June 2006, reserves rose by $240 billion and $230 billion, respectively. But
in the twelve months through June 2007, reserves rose by $391 billion,
about three-fifths more than in the previous two 12-month periods. At the
end of December 2007, total reserves reached $1,530 billion (People’s Bank
of China 2008).6

It is important to note that the relative importance of the current and
capital account surpluses as contributors to the reserve buildup has
changed dramatically. In 2004 the capital account surplus was more than
half again as large as the current account surplus and thus accounted for
most of the reserve buildup. In 2005, however, the current account surplus
was 2.5 times the capital account surplus (National Bureau of Statistics of
China 2007, 95). By 2006 the current account surplus was 25 times the cap-
ital account surplus and accounted for the entire reserve buildup (State
Administration of Foreign Exchange, Balance of Payments Analysis Small
Group 2007).7 Thus, for 2005 and 2006, it is incorrect to argue that China’s
rapid reserve buildup was due primarily to large capital inflows rather
than a growing current account surplus.

Challenges Facing the Chinese Authorities
under the Existing Currency Regime

Any methodology that defines the equilibrium exchange rate for the ren-
minbi as the real effective exchange rate that would produce “balance” in
China’s global current account position, or in its basic balance, or in its
overall balance-of-payments position, yields the qualitative conclusion
that the renminbi is significantly undervalued and probably by an in-
creasing margin over time. As noted earlier, an increasingly undervalued
exchange rate and the concomitant accelerating buildup of foreign ex-

5. Increases in official holdings of foreign exchange reserves are a downward-biased esti-
mate of the magnitude of official intervention in the foreign exchange market for three rea-
sons. First, through the end of 2006 the central government transferred $66.4 billion in offi-
cial foreign exchange reserves from the State Administration of Foreign Exchange (SAFE) to
the Central Huijin Investment Company (Kroeber 2007). Huijin has used the funds to re-
capitalize four banks and four insurance companies. Second, SAFE has engaged in swap
transactions with state-owned commercial banks that have removed large amounts of for-
eign exchange from its balance sheet. Third, starting in 2007, on several occasions when the
central bank raised the reserve requirement, it required banks to deposit the additional
amounts in the form of foreign exchange.

6. China’s annual exchange market intervention was roughly 10 percent of its GDP during
2004-06 but substantially higher at 14 percent in 2007.

7. The capital account surplus was $10 billion, and errors and omissions reflected an un-
recorded outflow of $13 billion.
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change reserves pose several economic challenges for the Chinese au-
thorities. In this section, we discuss those challenges for the independence
of monetary policy, the “rebalancing” of economic growth, the continuing
efforts to reform China’s banking system, and China’s external adjust-
ment and its contribution to correcting global payments imbalances.

Independence of Monetary Policy

A fixed exchange rate regime typically imposes a substantial constraint on
a country’s monetary policy for the simple reason that if domestic inter-
est rates diverge too much from foreign rates, the country could be sub-
ject to destabilizing capital flows. This is particularly likely to be the case
for small countries that are price takers in international goods and capital
markets. Capital controls, in theory, could prevent large inflows (out-
flows) when domestic interest rates are higher (lower) than foreign rates,
but in practice it is difficult to maintain effective controls over time, par-
ticularly in an economy that is very open to trade. Even when controls are
effective in limiting capital inflows or outflows, a country with an under-
valued fixed exchange rate, and thus a large current account surplus, will
face the challenge of sterilizing the increase in the domestic money sup-
ply resulting from the large-scale purchase of foreign exchange (i.e., sale
of domestic currency). Otherwise, the growth of liquidity in the banking
and financial systems will lead eventually to inflation, which will result in
an appreciation of the real exchange rate. Even when the authorities use
sterilization successfully to control the growth of domestic liquidity, when
the currency is increasingly undervalued, they will need over time to sell
greater quantities of bonds to acquire the funds necessary for sterilization.
This, in turn, causes an increase in the interest rate the central bank must
pay on these bonds. Eventually, the interest the central bank pays on these
bonds could exceed its earnings from its holdings of interest-bearing for-
eign currency—denominated financial assets, imposing a substantial finan-
cial constraint on sterilization operations.

Views on the extent to which China’s exercise of monetary policy actu-
ally is handicapped by its undervalued exchange rate vary widely. One
school of thought argues that China diverges substantially from the small
open economy in which a fixed exchange rate means that a country’s
monetary policy is determined abroad. According to Jonathan Anderson
(2004), “China can run an independent monetary policy under any ren-
minbi regime.” He believes China’s capital controls are relatively effective
and that sterilization—implemented mainly via the sale of central bank
bills and increases in the required reserve ratio for banks—has been suc-
cessful and can be maintained indefinitely. Thus, increases in China’s in-
ternational reserves—whether generated via a growing current account
surplus, via the capital account (motivated by the expectation of currency
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appreciation, rising Shanghai property prices, or a booming domestic
stock market), or via errors and omissions in the balance of payments—
“. .. have had virtually no impact on domestic liquidity conditions” (An-
derson 2006a, 19).

Stephen Green of Standard Chartered Bank holds a similar view. He has
tracked carefully the sterilization operations of the People’s Bank of China
(PBC) and has shown that even in the first half of 2007, when capital in-
flows through various channels increased dramatically, the central bank
had little difficulty in retaining control of the growth of the domestic
money supply (Green 2007a, 2007b).

The alternative school of thought is that China’s (quasi) fixed exchange
rate already has diminished the effectiveness of monetary policy and that
this erosion is likely to continue. Thus, increased currency flexibility is
needed to reduce the risks of macroeconomic instability, whether of do-
mestic or external origin (Goldstein and Lardy 2006; Lardy 2006; Prasad,
Rumbaugh, and Wang 2005). There are several strands to this argument.

First, central bank control of the growth of monetary aggregates in
some periods has depended on the reintroduction of credit quotas for in-
dividual banks and various types of “window guidance” on bank lending
rather than the use of interest rates. These much blunter instruments,
rather than market signals, may lead to a much less efficient allocation of
credit (Goldstein and Lardy 2004, 7-8; Goodfriend and Prasad 2006, 24).

Moreover, this alternative school of thought believes that the resultant
policy mix has left China with an interest rate structure that is far from op-
timum. On the lending side, real interest rates have been relatively low for
a rapidly growing economy. For example, in late July 2007 the central
bank adjusted the one-year benchmark bank lending rate upward to 6.84
percent. But inflation, as measured by the corporate goods price index,
was running at 5.4 percent, making the real rate less than 1.5 percent in
an economy expanding at more than 11 percent in real terms.? This con-
tributes to the underlying excess demand for credit and rapid growth of
lending from the banking system.

From the point of view of savers, deposit rates are also low. In late July
2007, demand deposits yielded only 0.81 percent and one-year deposits
3.3 percent, in the face of headline consumer price index (CPI) inflation of
5.6 percent and a 5 percent tax on interest income (reduced from the pre-
vious 20 percent rate at the same time as the upward adjustment in inter-
est rates in late July). Low or negative real returns on bank savings have
been a major contributor to the boom in the property market and, more
recently, in equity prices on the Shanghai stock exchange. By late August
2007, the Shanghai stock index was up more than fivefold compared with

8. The corporate goods price index is a more relevant indicator of inflation for firms than the
CPI, which in 2007 was pushed up largely because of rising prices for several food items.
Food currently accounts for about one-third of China’s CPL
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July 2005. Companies listed domestically were trading at a relatively lofty
38 times estimated 2007 earnings. Even more problematic, half the growth
of earnings of listed companies in the first half of 2007 came not from core
operations but from profits from stock trading (Anderlini 2007).

In short, China might be regarded as a prototypical example of the gen-
eral pattern that keeping exchange rates low requires keeping interest
rates low (Eichengreen 2004). As in other countries maintaining under-
valued exchange rates, the Chinese authorities have frequently been slow
to raise the general level of interest rates for fear of attracting higher lev-
els of capital inflows that at some point could prove more challenging to
sterilize. But one consequence is real estate and stock market booms that
heighten financial risk.

A second strand to the argument that increased exchange rate flexibil-
ity would enhance the effectiveness of monetary policy is that while the
PBC has successfully sterilized the increase in the domestic money supply
associated with the buildup of foreign exchange reserves, this sterilization
entails hidden costs or risks. These include the risk of a capital loss on dol-
lar assets in the event of eventual appreciation of the renminbi (Goldstein
and Lardy 2006).

Equally important, the sustained large-scale sale of low-yielding central
bank bills and repeated increases in required reserves both have an ad-
verse impact on the profitability of state banks, hindering their transition
to operation on a fully commercial basis (Yu 2007a, 20). In 2003 the central
bank, having sold all of its holdings of treasury bonds, began to issue
central bank bills to sterilize increases in the domestic money supply asso-
ciated with its foreign exchange operations. By end-June 2007, total out-
standing central bank bills held by banks reached RMB3.8 trillion (Peo-
ple’s Bank of China, Monetary Policy Analysis Small Group 2007, 8). From
mid-2003 through September 2007, the central bank also raised the re-
quired reserve ratio for banks by 50 or 100 basis points on 12 occasions,
taking the ratio from 6 percent of deposits to 12.5 percent. The increase in
the required reserve ratio compelled banks to deposit with the central
bank RMB?2 trillion more than would have been the case if the required re-
serve ratio had remained at 6 percent. The yield on three-month central
bank bills at mid-year 2007 was only about 3 percent, and the central bank
pays only 1.89 percent on required reserves. Because the benchmark one-
year lending rate at mid-year was 6.6 percent, the RMB5.7 trillion increase
in bank holdings of these low-yielding assets represents a large implicit
tax on Chinese banks; indeed, that tax in 2006 was two-thirds of the pre-
tax profits of the entire Chinese banking system.”?

9. Abstracting from the issue of risk and assuming holdings of these two categories of as-
sets by the banks at mid-year is equal to the average holding of these assets during the year,
the implicit tax on the banking sector can be estimated as the sum of RMB3.8 trillion times
3.6 percent (the difference between the 6.6 percent benchmark lending rate and the 3 percent
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Last but not least, it is one thing to argue that sterilization operations
can be continued indefinitely because the interest rate on China’s reserve
assets exceeds that on its sterilization bills.!? It is another thing entirely to
argue that sterilization can be continued indefinitely while simultane-
ously reducing China’s large external surplus. This is because large-scale
sterilization blocks the monetary, interest rate, and relative-price mecha-
nisms that would otherwise operate (via their effects on the saving-in-
vestment balance and on net capital flows) to reduce China’s external im-
balance. For example, in chapter 8 of this volume, Michael Mussa argues
that when large-scale sterilization produces a negative growth rate in the
net domestic assets of the PBC while the demand for base money is grow-
ing briskly, then that demand for money will be satisfied solely through
an increase of the net foreign assets of the central bank, which is of course
equivalent to an increase in international reserves.!! In short, China can ei-
ther continue its large-scale intervention and sterilization operations or
significantly reduce its large external surplus. It cannot do both.

In the end, there is no definitive methodology to measure which of the
two alternative views on the independence of monetary policy is correct.
It appears to be a matter of judgment. Supporters of the status quo point
to studies showing that capital controls continue to provide some degree
of independence to China’s monetary authority (Ma and McCauley 2007).
And they are not persuaded that the resulting interest rate structure leads
to excess investment. Despite China’s uniquely high rate of capital for-
mation in recent years, some studies show no evidence of a decline in the
rate of return to capital (Bai, Hsieh, and Qian 2006). Some go even further,
arguing that financial repression is positive since it allows low-cost bank
financing of infrastructure and other strategic public investments that un-
derpin China’s economic expansion (Keidel 2007).

In contrast, those who believe China should allow greater exchange
rate flexibility acknowledge that sterilization so far has limited the infla-
tion and credit growth consequences of large and rapid reserve accumu-
lation but emphasize the negative aspects of the resulting financial re-
pression. It contributes to growing risks in property and stock markets,

interest banks receive on central bank bills) and RMB2 trillion times 4.7 percent (the bench-
mark lending rate minus the 1.89 percent interest banks receive on required reserves) or
RMB231.4 billion. In 2006 the pretax profits of the entire Chinese banking sector were
RMB338 billion (Chinese Bank Regulatory Commission 2007, 33).

10. The central bank has traditionally earned a profit on its sterilization operations. How-
ever, the combination of the falling yields on short term US treasury bonds, because of re-
cent large decreases in the federal funds rate, and the rising rates the central bank is paying
on its own sterilization bonds means these profits are under pressure and could even turn
into losses.

11. For further elaboration of the “monetary approach” to the recent evolution of China’s
balance of payments, see the discussion later in this section on alternative explanations for
the post-2003 surge in China’s net exports.
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subsidizes capital-intensive industries with adverse effects on the envi-
ronment and the pace of job creation, and, as will be discussed below,
makes it more difficult to transition to a more balanced and sustainable
growth path.

The state of the debate on the links between monetary policy indepen-
dence and China’s currency regime is well illustrated in chapter 2 of this
volume. There, Eswar Prasad argues that a flexible exchange rate is re-
quired to deliver an effective monetary policy and further capital account
liberalization, and without such a monetary policy and capital account
regime, it is much harder to achieve stable macroeconomic policies and an
efficient and well-functioning financial market. Going further, the latter
two elements are essential to achieving the ultimate objective of balanced
and sustainable economic growth. Hence, in Prasad’s framework, a flexi-
ble exchange rate becomes almost a prerequisite for high-quality eco-
nomic growth. In contrast, the two discussants of the Prasad paper, Jin
Zhongxia and Shang-Jin Wei, conclude that the benefits that a more flexi-
ble exchange rate confers on monetary policy have been somewhat over-
sold in China’s case.

Prasad emphasizes that maintaining a tightly managed exchange rate
entails also maintaining a set of distortionary policies—including finan-
cial repression and a relatively closed capital account; such distortionary
policies in turn are costly. These costs include, inter alia, a low real rate of
return to savers, provision of cheap credit to inefficient state enterprises,
less scope for using monetary policy to combat shocks, slower employ-
ment growth, and a higher risk of asset price bubbles. Moreover, capital
controls are leaky and become less effective over time. He recommends
that China adopt both an explicit inflation objective as well as increased
flexibility for the renminbi. He does not see a one-off revaluation of the
renminbi as a solution to China’s monetary policy problem.

Jin points out that the renminbi exchange rate has in fact become more
flexible over the past two and a half years and hence that China’s central
bank now has more scope to implement an effective monetary policy. He
also reminds us that the effectiveness of monetary policy in China is con-
strained by a number of factors, including uncertainties about the mone-
tary transmission mechanism, rapid development of financial markets,
and technical difficulties with the aggregate price indices—and not just by
the currency regime. He maintains that the composition of inflation in
China can also result in an underestimation of the true appreciation of the
renminbi.

For his part, Wei stresses that China’s capital controls are still binding
at the margin, that China’s fiscal policy leaves room for countercyclical
policy, and that the constraint that the de facto dollar peg imposes on
China’s monetary policy has the advantage of providing effective anti-
inflationary discipline. He finds no empirical evidence to suggest that
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flexible exchange rate regimes are associated with faster current account
adjustment than are other currency regimes. In this sense, he concludes
that it is the level of the real effective exchange rate for the renminbi that
matters for China’s external imbalance (and the problems that go with
that imbalance)—not the flexibility of China’s currency regime.

Rebalancing Economic Growth

Since 2004, China’s top political leadership has assigned a high priority to
rebalancing the sources of domestic economic growth. They envision over
time transitioning to a growth path that relies more on expanding do-
mestic consumption and less on burgeoning investment and a growing
trade surplus (Lardy 2006). Expanding personal consumption is consis-
tent with President Hu Jintao’s emphasis both on creating a “harmonious
society” and on reducing the pace of growth of energy consumption (as-
sociated strongly with investment spending), thus curtailing emissions of
greenhouse gases and sulfur dioxide.

China can promote domestic consumption demand as a source of eco-
nomic growth through fiscal, financial, and exchange rate policies. Fiscal
policy options include cutting personal taxes; increasing government con-
sumption expenditures—i.e., outlays for health, education, welfare, and
pensions; or introducing a dividend tax on state-owned companies. The
first would raise household disposable income and thus consumption ex-
penditures. The second would both increase consumption demand di-
rectly and, by reducing household precautionary demand for savings,
lead indirectly to an increase in private consumption expenditure. A div-
idend tax would reduce corporate savings and investment and provide
revenues to increase government outlays on social programs.

Financial reform would reduce the extent of financial repression in
China by paying higher real deposit rates to savers, thus increasing house-
hold income and consumption as a share of GDP. Although household de-
posits in the banking system as a share of GDP almost doubled between
1993 and 2003, the stream of pretax interest earnings generated by these
savings declined from an average of about 5 percent of GDP in 1992-95 to
only 2.2 percent of GDP in 2003. The contribution of interest income to dis-
posable income has declined even more since the government introduced
a 20 percent tax on interest income in 1999. The declining contribution of
after-tax interest income to household disposable income over this period
accounts for about two-thirds of the 4.8 percentage point decline in house-
hold disposable income as a share of GDP. If interest earnings of house-
holds after 1995 had grown proportionately with the stock of household
bank deposits and the government had not introduced a tax on interest in-
come, the contribution of interest income to household disposable income
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by 2003 would have been 5.7 percentage points of GDP greater than the ac-
tual contribution (Lardy 2007, 13).

Finally, appreciation of the renminbi could contribute to China’s de-
sired transition to a more consumption-driven growth path for two rea-
sons. First, currency appreciation would reduce the growth of exports
and increase the growth of imports, reducing China’s external surplus.!?
Second, as already discussed, a more flexible exchange rate policy would
allow the central bank greater flexibility in setting domestic interest rates
and would thus increase the potential to mitigate macroeconomic cycles
by raising lending rates to moderate investment booms. That would pre-
sumably lead to a lower average investment rate and thus contribute to
the leadership’s goal of reducing China’s dependence on investment as a
source of economic growth.

Given the recent developments in China’s global current account posi-
tion, it is hardly surprising that China has become increasingly dependent
on the expansion of net exports of goods and services to sustain high
growth. Net exports jumped from $50 billion (2.5 percent of GDP) in 2004
to $125 billion in 2005 and then $210 billion (7.5 percent of GDP) in 2006.
We estimate that in 2007 net exports of goods and services were $300 bil-
lion, about 9 percent of GDP).13Asa consequence, the contribution of net
exports to economic growth has increased dramatically, from an average
of less than 5 percent (0.35 percentage points of GDP growth) in the four
years from 2001 through 2004 to an average of more than a fifth (2.4 per-
centage points of GDP growth) in 2005-06 (National Bureau of Statistics
of China 2007, 36). The contribution of net exports to economic growth in
2007 likely will be even higher.

Although investment growth moderated somewhat in 2005-06, these
very large increases in net exports of goods and services have meant that
the consumption share of GDP has fallen significantly. By 2006, govern-
ment and personal consumption combined accounted for only half of
GDP, almost certainly the lowest share of any economy in the world.
China is particularly an outlier in terms of personal consumption, which
in 2006 accounted for only 36 percent of GDP (National Bureau of Statis-
tics of China 2007, 35).

In summary, China has yet to transition to a more consumption-driven
growth path. Indeed, growth has become even more unbalanced, as re-
flected in the declining consumption share of GDP. This decline is not
only because the authorities have not undertaken sufficient exchange rate
adjustment but also because they have neglected to implement the fiscal

12. See the discussion later in this section on the effectiveness of renminbi appreciation.
13. The estimate is based on Ministry of Commerce data on trade in goods in 2007 and data

on trade in services in the first half of 2007.
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and financial policies that would support the transition to more con-
sumption-driven growth (Lardy 2007).

In chapter 3 of this volume, Bert Hofman and Louis Kuijs explain why
a more sustainable growth path in China will require more reliance on
services and less on industry, more reliance on factor productivity and
less on capital accumulation, and more reliance on domestic demand and
less on net exports. To illustrate how key imbalances in the Chinese econ-
omy might evolve to the year 2035 under alternative policy packages,
Hofman and Kuijs consider two scenarios. The first one broadly incorpo-
rates features of past growth (that is, investment-led and driven by in-
dustry) and simply extrapolates it forward. The results—be it in terms of
the share of industry and investment in GDP, or the size of the current ac-
count surplus, or energy intensity, or job creation, or the rural-urban in-
come disparity—are disappointing. In contrast, a second scenario that in-
corporates five types of policies to help rebalancing yields much better
outcomes. The exchange rate plays only a minor role in this second sce-
nario, in large part because price and tax measures are used instead of the
exchange rate to alter the relative attractiveness of manufacturing (trad-
ables) vis-a-vis producing services (nontradables).

In his comment on chapter 3, Kenneth Rogoff observes that even as-
suming a fall in China’s growth rate to 8 percent for the next decade and
to 7 percent thereafter, China would on unchanged policies require a seem-
ingly incredible investment share of 60 percent of GDP just to keep up the
growth pace. He regards the model simulation more as a speculative
flourish than as a centerpiece of the analysis. In particular, he questions
how Hofman and Kuijs can regard the exchange rate as unimportant
when their model seems not to contain any meaningful monetary or fi-
nancial sector; indeed, Rogoff argues that their analysis is more consistent
with the conclusion that to obtain significant rebalancing without ex-
change rate adjustment, China would be required to perform what he
calls “policy reform miracles” on numerous fronts.

In the second comment on chapter 3, Barry Bosworth regards the con-
tribution of Hofman and Kuijs as the attention their paper directs to the
domestic side of economic imbalances that have developed in China since
2005. He argues that the public discussion has so far focused too narrowly
on exchange rate issues. He notes that the literature now contains con-
flicting estimates of the distribution of Chinese saving between house-
holds and enterprises, yet this distribution is central to the adoption of ap-
propriate policy measures. For example, if the emphasis is on enterprise
saving, then much of the problem is that only a small share of growth in
aggregate income is being passed on to the households, whereas a focus
on household saving leads naturally to an examination of how fears of ill-
ness and old age affect saving in the absence of a stronger social safety net.

Speakers in the wrap-up panel, whose remarks appear in chapter 9,
spoke strongly in favor of rebalancing the pattern of China’s growth. An-
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drew Crockett argued that it was clearly in China’s interest to create a so-
cial safety net that met the needs and aspirations of its people and that
doing so would also have the favorable dividend of reducing China’s ex-
ternal imbalance. He also thought there was considerable scope for mak-
ing more widely available to Chinese households a set of financial instru-
ments that also would increase the rate of spending. C. Fred Bergsten took
the view that appreciation of the renminbi—as important as it was—was
not the only answer to China’s external imbalance problem. It had to be
part of the broader rebalancing strategy, as laid out by Lardy (2007) and
others.

Potential Effects on China’s Banking System

There is considerable agreement both inside and outside China on the evo-
lution of China’s banking system and on efforts to date to reform it. It is
recognized, for example, that the high share of bank deposits in household
financial wealth and the dominance of bank loans in enterprises” external
financing make the performance of the banking system in China more im-
portant than in most other economies—with significant impact on, inter
alia, the growth of total factor productivity, household consumption, size
of public debt, transmission of monetary policy, and prospects for capital
account convertibility. Most observers also regard the central elements of
China’s banking reform as having moved the system in the right direc-
tion—including large-scale (over $300 billion) public recapitalization of
the state-owned commercial banks to remove a huge overhang of nonper-
forming loans from bank balance sheets; implementation of tougher asset
classification and provisioning guidelines; creation of an energetic bank
supervisor (China Bank Regulatory Commission); large reductions in the
number of bank branches and bank employees; World Trade Organization
(WTO) accession; listing of four big state-owned commercial banks on
stock exchanges; and the sale of bank shares to strategic foreign partners.

But the banking system still has some serious deficiencies and faces a
number of formidable challenges going forward. Wendy Dobson and Anil
Kashyap (2006) bemoan the still dominant (albeit declining) share of
state-owned banks in total bank lending and continuing government
pressure on these banks to direct too much credit to less-profitable state-
owned enterprises to support employment. Similarly, Richard Podpiera
(2006) concludes that, despite the de jure removal of the ceiling on loan in-
terest rates, pricing of bank loans remains largely undifferentiated and
that large state-owned banks do not appear to take enterprise profitabil-
ity into account when making lending decisions. And Anderson (2006b)
emphasizes the still relatively low profitability of China’s state-owned
banks, the high dependence of bank profitability on the huge gap be-
tween lending and deposit interest rates, and the likelihood that this in-
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terest rate gap will narrow markedly in the period ahead as financial lib-
eralization and globalization proceed.

What is much less widely agreed on is how a more appreciated and
more flexible exchange rate for the renminbi would affect bank reform.
Too often, the effects of currency reform have also been confused with the
effects of further capital account liberalization.

One popular view is that going much beyond the existing gradualist
approach to currency reform would be too dangerous for the still fragile
banking system. Mindful of financial crises in other emerging economies
over the past dozen years, proponents of this view argue that a large ren-
minbi appreciation could generate serious currency mismatches for banks
and their customers. They worry as well that appreciation could bring in
its wake a sharp reduction in growth, making it much harder to maintain
the trend decline in banks’ nonperforming loans. They point out too that
China’s financial infrastructure does not yet possess hedging instruments
adequate for protecting market participants against a marked increase in
exchange rate volatility. Their bottom line is that further strengthening of
the banking system—and of the financial system more broadly—is a nec-
essary precondition for bolder currency reform.

Others take a nearly opposite tack, seeing bolder currency reform as the
ally rather than the enemy of banking reform. They offer the following
rebuttals.

China’s banks and their customers are much less vulnerable to currency
mismatches than were their counterparts in earlier emerging-market fi-
nancial crises (Goldstein 2007b).14 After all, China is a net creditor—not a
net debtor—in its overall foreign exchange position. Exporters have lower
debt-equity ratios than firms in other sectors. Most of China’s largest ex-
porters are foreign owned and do not raise the bulk of their financing in
the domestic market. Where the authorities require bank capital to be held
in US dollars, reports indicate that the associated currency risk is hedged.

Best estimates suggest that 10 to 15 percent appreciation in the real ef-
fective exchange rate would reduce real GDP growth rate by 1 to 1.5 per-
cent a year over a two- to three-year period—hardly a disaster given that
in 2007, economic growth was 11.4 percent, consumer prices rose by al-
most 5 percent, and China’s average growth rate over the entire postre-
form (1978-2006) period was 9.7 percent (National Bureau of Statistics of
China 2007, 23).

The excessive accumulation of international reserves that has accom-
panied the increasingly undervalued renminbi has put Chinese mone-

14. Prasad in chapter 2 of this volume reaches a similar conclusion: “There is little evi-
dence . . . that Chinese banks have large exposure to foreign currency assets or external lia-
bilities denominated in renminbi that would hurt their balance sheets greatly if the renminbi
were to appreciate in the short run.”
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tary authorities in a no-win dilemma, with increasing risk to the banking
system.!®

If the authorities did not sterilize the large increase in reserves, the re-
sulting explosion of bank credit and of monetary aggregates would prob-
ably have been so large as to generate a watershed surge in nonperform-
ing bank loans and domestic inflation. Indeed, even with the ambitious
sterilization efforts of the past five years, there were costly bank credit
booms in 2003, the first quarter of 2004, and the first half of 2006. In 2007
consumer price inflation also hit nearly 5 percent, while producer prices by
December 2007 rose by almost 8 percent compared with December 2006.'°
With sticky nominal interest rates on deposits and loans, sharp increases in
inflation translate into low—and sometimes, negative—real interest rates.
This, in turn, can fuel overinvestment, slow or even negative growth in
bank deposits, and speculative runs in equity and property markets.

Alternatively, the authorities can take the high sterilization route. But
then the increase in inflation—which would otherwise appreciate the real
exchange rate—is cut off. Similarly, if the growth rate of net domestic as-
sets of the central bank is kept too low in a fast growing economy, then the
excess demand for money will induce the very expenditure patterns and
balance-of-payments inflows that will perpetuate the economy’s external
imbalance. Also, as suggested earlier, the need both to place large amounts
of low-yielding sterilization bills with the banks and to repeatedly raise
bank reserve requirements (which likewise pay low interest rates) im-
poses a “tax” on the banks that is not captured in standard calculations of
the “cost of sterilization.” If the banks absorb this tax themselves, then
their profitability—which is already low by international standards—is
further compromised; if the banks instead pass on the cost of sterilizing to
depositors in the form of lower deposit rates, then depositors have an in-
centive to put their money elsewhere. Without adequate growth of bank
deposits, bank loan growth will ultimately be constrained unduly. And if
the authorities rely on window guidance—instead of sterilization—to
control how much and to whom banks lend, then the longer-term objec-
tive of teaching credit officers how to evaluate creditworthiness and of de-
veloping a “credit culture” in China’s banks is undermined.

As indicated earlier, low flexibility of the exchange rate—even with re-
maining controls on capital flows—also means that interest rate decisions
will often be delayed beyond what would be desirable for domestic sta-
bilization purposes—for fear that more decisive interest rate policy would
trigger large capital flows, which in turn would put undue pressure on

15. Yu (2007b) puts it succinctly: “In summary, to achieve simultaneously the objectives of
the maintenance of a stable exchange rate, a tight monetary policy, and a good performance
of the commercial banks is impossible.”

16. In December 2007, the CPI in China was 6.5 percent higher than a year earlier; core in-
flation (i.e., excluding food), however, was much lower—on the order of 1 percent.
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the exchange rate. This too is not good for banks. Much of good central
banking today involves taking preemptive interest rate action to ward off
both sharp growth slowdowns and inflation excesses. If, for example, the
authorities wait too long to move interest rates in response to an over-
heated economy, the dose of monetary tightening may have to be much
larger than if they acted earlier; the more volatile the operating environ-
ment facing banks, the higher the risk that bank credit growth will be too
rapid or too slow. Similarly, if the monetary authorities are constantly tin-
kering with export taxes, restrictions on capital inflows and outflows, and
the pace and volatility of the exchange rate crawl—as substitutes for more
independent monetary policy and a more market-determined exchange
rate—it is highly debatable that the need for banks and their customers to
hedge against this kind of wider policy uncertainty will be less costly than
hedging against greater exchange rate volatility.

Champions of the view that bolder currency reform should not be held
hostage to the pace of financial-sector reform do not maintain that the re-
maining fragility of the Chinese banking system is irrelevant for the se-
quencing of other reforms. But they contend that capital account convert-
ibility—not currency appreciation and flexibility—should await further
strengthening of the banking system (Prasad 2007, Goldstein and Lardy
2003b, Williamson 2003). Here the argument is that so long as restrictions
on capital outflows are reduced gradually rather than precipitously, then
the authorities will have adequate room for maneuver in countering, say,
an unanticipated setback on bank reform or an unexpected large fall in
China’s growth rate. In contrast, if bank fragility is paired with the po-
tential for large-scale capital flight, then, as other emerging economies
have discovered, the management of such a crisis is inherently much
more difficult. Yu Yongding (2007b) observes that if Chinese households
and firms decided for whatever reasons, rational or irrational, to sud-
denly increase markedly the share of their assets invested abroad, capital
outflow in a short time span could be as much as $500 billion, with very
unpleasant consequences for the Chinese economy.

Under this view, the right sequencing of reforms is to continue with
bank reform and to move now to reduce significantly both the underval-
uation and inflexibility of the renminbi—but to wait until China’s finan-
cial system is on stronger footing before opening up too widely the doors
on capital outflows.

Looking ahead, the conundrum facing China’s banking system can be
summarized as follows. The authorities have indicated, quite sensibly, that
they wish to expand the role of commercial paper, bond, and equity mar-
kets to diversify (away from banks) the sources of external financing avail-
able to firms. In addition, they have expressed an understandable inten-
tion to gradually lift restrictions on capital outflows—in part to offer
savers a higher rate of return and in part—given China’s large global cur-
rent account surplus—to take upward pressure off the renminbi. Such
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moves in the direction of further financial liberalization and globalization
are likely, however, to have the competitive effect of reducing over time the
existing 350 to 400 basis point spread between deposit and loan interest
rates—since Chinese investors and savers will then both have a wider set
of alternatives to domestic banks. As Anderson (2006b) points out, even a
100 basis point decline in the deposit-loan spread would have wiped out
all the profits of state-owned banks in 2005. So how to square this circle?
Yes, maybe costs can be reduced further by larger cutbacks in the number
of branches and bank employees. Yes, maybe Chinese banks can increase
somewhat the share of profits coming from fees so as to offset partially the
fall in interest income. But in the end, two things would seem to be re-
quired. First, credit allocation decisions will have to be improved so less
income is spent on dealing with bad loans. This in turn would seem to
imply that the influence of political factors on loan decisions has to be re-
duced vis-a-vis the influence of arm’s-length, commercial considerations.
Can this be done other than by further privatization of banks, including
probably raising the limit on foreign ownership of banks? We doubt it. Sec-
ond, the burden increasingly imposed on bank profitability by the steril-
ization requirements of defending a seriously undervalued renminbi will
need to be lowered. Can this be done other than by reducing the amount
of intervention in the exchange market? Again, we doubt it.

External Adjustment, Global Imbalances,
and the Rising Risk of Protectionism

China’s exchange rate policy also carries important implications for
China’s own external adjustment, the correction of global imbalances,
public policy toward sovereign wealth funds (SWFs), the operation of the
international exchange rate system, and efforts to maintain forward mo-
mentum on globalization. In this regard, among the most interesting is-
sues in the ongoing debate are the following:

B Given the wide range of estimates of renminbi misalignment, can one
be confident that the renminbi really is seriously undervalued?

B [f China did implement a sizeable revaluation/appreciation of the ren-
minbi, would it be effective in reducing substantially China’s large
global current account surplus?

B Would the costs of a large renminbi revaluation be prohibitively high?

B What explains the large surge in China’s current account surplus be-
tween 2004 and 20077

®  Will the effect of renminbi revaluation on global imbalances be larger
(smaller) than sometimes assumed because it will (not) lead to sym-
pathetic revaluations in other Asian and emerging-market currencies?
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®m  With China’s reserves topping $1.5 trillion at year-end 2007 and with
the recent establishment of its own SWEF, what will be the impact, and
what principles should guide the fund’s operations?

B Should the IMF have regarded China’s large-scale, prolonged, one-
way intervention in exchange markets since 2003 as currency manip-
ulation, and how should IMF exchange rate surveillance be conducted
going forward?

®  Are the several currency bills now before the US Congress a serious
threat to open markets, or are they a “third best” policy response to a
beggar-thy-neighbor exchange rate policy?

Renminbi Undervaluation

Some argue that China should not have been expected to appreciate earlier
and more forcefully because no one really knows the “right” or “equilib-
rium” exchange rate.!” They note that existing studies yield a wide range
of estimates of misalignment. An IMF study by Steven Dunaway and Xi-
angming Li (2005), for example, maintains that estimates of renminbi un-
dervaluation range from zero to nearly 50 percent.!® Furthermore, Dun-
away, Lamin Leigh, and Li (2006) argue that a more definitive answer is
unlikely to emerge soon because of data problems, instability in the un-
derlying relationships, and lack of consensus on the proper methodology.
Others (Goldstein 2004, 2007b) find the evidence in support of a large
renminbi undervaluation increasingly robust and, by now, simply over-
whelming. They note that China’s global current account surplus has
grown without interruption from 1 percent of GDP in 2001, to 9 percent of
GDP in 2006, to an estimated 11 percent of GDP in 2007; that China’s net
capital account position has usually also been in surplus over this period,
sometimes becoming even larger relative to GDP than the trade balance
surplus; that China’s real effective exchange rate through January 2008 has
actually depreciated on a cumulative basis over this period (see footnote
3)—notwithstanding the 15 percent nominal appreciation of the renminbi
relative to the US dollar; that China’s monthly intervention in the ex-
change market has been persistent, one-way, and growing in size; and that
China’s domestic economy has been growing at or above its potential.

17. Some in this camp (Mundell 2004) also maintain that a fixed exchange rate has served
China well, that it could continue to do so, and that claims of “overheating” of the economy
are misguided.

18. Similarly, Ahearne et al. (2007) find that renminbi appreciation of 5 to 25 percent would
be required to reduce China’s global current account surplus by between 3 to 6} percent of
GDP. Crockett, writing in chapter 9 of this volume, concludes that there is wide agreement
that the renminbi is both undervalued and insufficiently flexible but finds little agreement
either on the size of the undervaluation or on how the existing misalignment should be cor-
rected (e.g., large jumps versus small, gradual steps).
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Taking these developments together, any reasonable back-of-the enve-
lope calculation aimed at finding the level of the renminbi that would
eliminate China’s global current account surplus would generate a large
(and growing) estimate of renminbi undervaluation. A variety of studies
suggest that each 10 percent change in China’s real effective exchange rate
is associated with a change of 2 to 3.5 percent of GDP in China’s global
trade balance (Goldstein 2007b). Thus eliminating China’s global current
account surplus would require a 30 to 55 percent real appreciation of the
renminbi. Just to cut the surplus roughly in half (say, reducing it by 6 per-
cent of GDP) would imply a 17 to 30 percent undervaluation. Of course,
in earlier years (say, in 2003 and 2004) when China’s global surplus was
much smaller, the implied undervaluation would be lower—but still not
small. The fact that China’s large current account surpluses have occurred
when the domestic economy has also been booming means that China is
in what James Meade (1951) called a “nondilemma” situation, where ex-
change rate appreciation moves the economy simultaneously closer to
both external and internal balance.

Those who claim that the renminbi undervaluation verdict is clear cut
concede that the relevant empirical literature has spawned a wide range of
estimates but argue that this reflects largely a lack of comparability across
studies. Some studies (Goldstein and Lardy 2006) assume that the objective
is to eliminate entirely China’s external imbalance, while others (Ahearne
et al. 2007) assume that only part of this imbalance should or could be elim-
inated within the specified period. Some authors assume that exchange rate
revaluation would be undertaken on its own, while others assume that
revaluation would be paired with a macro policy that maintained a con-
stant level of aggregate demand; in the former case, the contractionary ef-
fect of revaluation reduces the demand for imports in the second round,
while in the latter case, there is no second-round effect on import demand.

Some studies opt for modeling explicitly the high import content in
China’s exports, while others ignore it; when the import content in ex-
ports is taken into account, renminbi revaluation leads to a smaller ex-
port-price increase than when it is not so assumed. Some studies assume
higher export and import price elasticities of demand for China’s trade
than do others. Because China’s imports and exports have been growing
faster than GDDP, the size of its traded-goods sector is larger now than it
was even half a dozen years ago. This means that a smaller exchange rate
change will be needed, ceteris paribus, to achieve a given trade balance
target than when the traded-goods sector was smaller. Studies done at dif-
ferent points in time (even when the same methodology is employed) can
produce different estimates of renminbi misalignment.

Some authors obtain point estimates that show very large renminbi un-
dervaluation but do not regard the confidence level on those estimates as
sufficiently strong to warrant an undervaluation conclusion (Cheung,
Chinn, and Fujii 2007); other authors obtain similar estimates and accept
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the point estimate. And finally, there are several methodologies for infer-
ring exchange rate misalignments—ranging from the macroeconomic bal-
ance approach, to various structural models of exchange rate determina-
tion, to a whole family of purchasing power parity models—and different
authors have not always chosen the same methodology—even if some of
those are regarded as more reliable than others.!”

The contention of the large undervaluation school is that were one to
“standardize” the misalignment exercise and to restrict attention to the
better methodologies and the more reasonable assumptions, the large un-
dervaluation verdict would emerge more clearly. They also point out that
some of the initial agnostics on renminbi undervaluation have recently
come around. In its 2004 Article IV consultation report for China, the In-
ternational Monetary Fund (IMF 2004, 12) concluded that “it is difficult to
find persuasive evidence that the renminbi is undervalued.” Two years
later the Fund’s conclusion was quite different, namely, that “All of these
developments point to the currency (the renminbi) as being undervalued
and that this undervaluation has increased further since last year’s Arti-
cle IV consultation” (IMF 2006a, 17).

In chapter 4 of this volume, William Cline and John Williamson survey
many existing estimates of the equilibrium value of the renminbi. They
find that the literature offers widely varying answers. At the same time,
only one of the 18 studies in their survey concludes that the renminbi is
overvalued. The average estimates indicate substantial renminbi under-
valuation—on the order of 20 percent for the real effective exchange rate
and 40 percent for the nominal bilateral renminbi-dollar exchange rate.
Also, they find that renminbi undervaluation has been increasing over
time, with a 17 percent real effective appreciation needed in studies using
data for the 2000-2004 period versus 27 percent for studies based on data
for the 2005-07 period.

In exp