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APPRECIATION OF THE RENMINBI:
WHATOS HAPPENEDDAND WHAT HASNOT

The agreementcreating the International Monetary Fund establishedas a central
objective of the postWar international system the Gzontinuing developmentof the
orderly underlying conditionsthat are necessaryor financial and economicstability.O
To thatend,IMF Article 4.1 obligatesnembergo Gavoid manipulatingexchangeatesor
the internationalmonetarysystemin order to preventeffective balanceof payments
adjustmentor to gain an unfair competitive advantageover other members.O That
obligationlies at the heartof the six-yearstrugglebetweenChinaandits tradingpartners.
The IMF rule makesit clearthat whentradeflows and/orbalanceof paymentsbecome
substantiallyunbalancedgovernmentsare expectedto allow exchangeratesto correct
those imbalances.

Three yearsago,on July 21, 2005, Chinaabandonedhe hard pegof the renminbito the
dollar, making an initial revaluationof approximately2 percent. Sincethenthe RMB
hasgraduallyappreciatedy meansof a OdirtyGloat within a daily bandof initially 0.3
and currently 0.5 percent.

Whetherthesemeasuresiaveprovedto be adequaten termsof the objectivesof Article
4 canbe gaugedonly by referenceto objectivedataon the performanceof the Chinese
economy. This paperprovidesthe latestavailabledatafrom official Chinesesourceson
the results for the Chinese economy since July 2005 in terms of:

the growth of ChinaOs gross domestic product;

the share of exports as a percentage of ChinaOs GDP;

the share of domestic consumption as a share oBOSIGDP;

consumer price infléon in China;

ChinaOs balance of trade with the rest of the world and with the Unite¢ &tdtes
holdings of official foreign exchange reserves by the Chinese government.
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GDP Growth

For mostof this decadegconomistsn Chinaandthroughoutthe world havefrettedover
thethreatof overheatingn the Chineseeconomy. A strongercurrencyovertime would
be expectedo reducethatthreat. While overallgrowth probablymight not haveto slow
markedly if at all, the composition of this growth would be expected to change.

In the caseof China, GDP growth hasremainedstrongfor the pastthreeyears. In fact,
asshownin Table 1, sincethe appreciatiorprocesshegan,ChinaOseal GDP has grown
at a higher rate than it did just prior to July 2005.



Table 1

China Real GDP Growth

2005 2006 2007 2008

Q1 10.50% 11.40% 11.70% 10.60%
Q1-Q2 10.50% 12.00% 12.20% 10.40%
Q1-Q3 10.40% 11.80% 12.20% NA
Q1-Q4 10.40% 11.60% 11.90% NA

Source: National Bureau of Statistics of China
http://www.stats.qgov.cn/tjsi/jidusj/

Shortly after the initial revaluation,former Treasury SecretaryJohn Snow arguedin
public that ChinaOseconomy had been misshapenby its undervalued currency.
Unfortunately,thereis not muchevidencethat the compositionof ChinaOsconomyhas
changedsincethen,as might be expectedo resultfrom a substantiabppreciatiorof the
RMB. Table2 showsthatexportshavecontinuedto amountto aboutonethird or more
the sizeof ChinaO&DP. Table3 showsthatdomesticconsumptiorhasbeenfalling as
a percentagef GDP. Currently,consumptioraccountsfor only 35 percentof ChinaOs
GDP, while investmentcontinuesto exce=d 40 percent. In otherwords, despitethe
appreciatiorto date,ChinaOsconomiagrowthis still generatedargely by exportsandby
domesticand foreign investment. While growing, domesticconsumptioncontinuesto
lag behind overall GDP growth.

Table?2
China Export/GDP Ratio
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Source: China Customs Statistics
http://www.chinacustomsstat.com/CustomsStat/hgtj/hgtj main.aspx




Table 3
China Final Consumption/GDP Ratio
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Source: World Development Index, World Bank
http://go.worldbank.org/6HAY AHG8HO

Inflation

ChinaOgroblemswith inflationary pressureshave beenmuch in the news. By one
count,the Chinesegovernmenhaslong maintainedorice controlsof onetype or another
in 13 sectors,including certain agricultural products, energy, water, transportation,
fertilizer and pharmaceuticals. Earlier this year, Otemporary@rice controls were
imposedon grains,edibleoils, milk, eggs meatandliquefiednaturalgas. Nevertheless,

as Table4 shows,ChinaOsonsumerprice inflation hasbeenrising sincethe summerof
2005.

Table 4

China ConsumerPrice Index
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Source: National Bureau of Statistics of China
http://www.stats.gov.cn/english/statisti cal data/index.htm

One reasonfor the sofar losing battle with inflation is that the renminbi hastoo little
increasedpurchasingpowerto offset the rise in commodity pricessuchas oil and gas,
iron ore, and other basic inputs for ChinaOgsnanufacturingsector. China recently



complainedn the World TradeOrganizationthatthe weaknes®f the dollar is an engine
of inflation for food and commodity pricesworld-wide. Howevertrue that statement
might be, the still weakrenminbicompoundghe problemby forcing Chineseimporters
to pay more in renminbi for the increaseddollar pricesthat resultedin part from the

weakness of the U.S. currency.

The weak RMB also feeds the problem of excessivecredit expanson in China
Chinesebanksareawashin cash. Nominalinterestratesarelow, andrealinterestrates
turnednegativeasinflation hasrisen. The Chinesegovernmenthassoughtto tighten
credit by raising reserverequirementdor commercialbanks19 times since mid-2005.
This year alonethe reserverequirementdave beenraisedby onefifth to 17.5 percent.
Nothing seemsto work. Moreover, there is rising concernover the quality of loans.
Credit checks are virtually unknown in China; personaland political connections
guaranteexccesdo cheapcredit. This hascausedsomeobservergo cautionthat China
has its own suiprime crisis in the making.

Balance of Trade

As the languageof Article 4 clearly indicates,appreciatiorof a currencyis supposedo
reduceimbalancesn tradeflows, amongotherthings. In the caseof China,correction
in the overall tradeimbalancehasbeenslow to appeaiin the statistics. Tabe 5 shows
that, at leastuntil the secondquarterof 2008, ChinaOsveralltradesurplushascontinued
to grow, with eachnew peakandeachcyclical low point higherthanthe corresponding
point in the previous annual cycle.

Notethatthe useof official Chineseradedataalmostcertainlyunderstateghe actualsize
of Chinas net exports with the world. Analysis conductedby the China Currency
Coalitionoveranumberof yearssupportghe conclusiorthat Chinesedatasystematically
overstatethe value of Chinas imports and understatehe value of its exports. This
conclusionwasderivedby comparingthe tradedatasubmittedoy Chinato the IMF with
the comparable data submitted by its leading trade partners.

Normally, thefirst quartershowsa sutstantialdropin ChinaOsadesurplus(aswell asin

GDP growth; seeTable1). This reflectsthe slowdownin economicactivity duringthe
extendedChineseNew Year holiday as well as the effects of winter weather. This

yearOsinusuallyharshwintery corditions undoubtedlydepressegroductionand trade
figures. Nonethelesst is striking thatsincethe July 2005revaluation the overalltrend
in ChinaOsrade surplushasbeenhigher, not lower. In fact, ChinaO®verall exports
reachedan all-time high in the secondquarterof this year Growing imports have
narrowedthe overall surplus,but it remainsaboutdoublewhatit wasprior to the change
in the currency regime.



Table 5

China Trade Balance
Billions PWSD
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Source: China Customs Statistics
http://www.chinacustomsstat.com/CustomsStat/hgtj/hgtj main.aspx

The overall tradebalance of course,is impactedby the dollarOsleclinein value against
the euro, the Canadiandollar, the British pound, and other freely floating currencies.
Still effectively peggedo the dollar, therenminbilosesvalueagainstothercurrenciesas
the dollar sinksagainstthem. Interestingly,ChinaOsurpluswith the United Stateshas
showna patern quite similar to the overall surplus(seeTable 6). Note that until the

first quarter of 2008, the pattern of higher peaksand higher troughs continued for

bilateral trade as well as for ChinaOs overall trade.

Table 6

China Trade Balance withThe U.S.
Billions PWSD
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Source: U.S. Census Bureau Foreign Trade Statistics
http://www.census.gov/foreign-trade/bal ance/c5700.html




Official Reserves

Probablythe leastambiguousneasuref the impactof the appreciatiorof a curencyare
changedn the level of official foreign exchangeeserves. Redressinghe build-up of
excessivaeservess oneof the explicit meansby which IMF Article 4 aimsto promote
orderandstability in the global economy. While thereis no firmly agreedtarget,most
economistgecommendhat a country maintainenoughreservego coverthe costof 3-4
months@mports. At ChinaOsecentrate of imports, that would amountto 250 B 300
billion dollarsQvorth of reserves. WhenChinabeganthe procesf appreiation of the
renminbi, its reserves were already two to three times that benchmark.

In fact, ever since Chinahasbeenamassingeservesat a rate andto levels neverseen
beforein anycountry. Table7 showsthatthelevel of reservedasrisensteadiy; in fact

in 2007-8, therateof increasehasshiftedinto high gear. ChinaOforeignreservesoday
are conservativelyestimatedat two trillion dollars B and may in fact be considerably
higher, as explainedbelow. This is hardly what would have beenexpectedgiven the

more rapid nominal appreciationin the mostrecentperiod, major purchasedy Chinese
investorsin natural resourcedepositsand other overseasassetsand the rising cost of

energy and other imported commodities.

Table 7

Chinese FX Reserves
Billions PWSD
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Source: People@® Bank of China-Statistics
http://www.pbc.gov.cn/diaochatongji/tongjishuju

Obviously, the tradeimbalancedoesnot fully accountfor this strongsurgein reserves.
Adding in ChinaOsontinuedstronginflow of foreign direct investment (FDI) -- $75
billion in 2007 -- doesnot fully explainit, either. Thus,by subtractionsomeobservers
deducethatOhomoney,&peculativenternationalfflows, is the mostdestabilizingfactor.



By one estimate published in tRenancial Timeson July 14, 2008, the trade surplus, FDI
andintereston reservesaccountfor only 39 percentof the increasein ChinaOseserves

from JanuarythroughMay of this year. The Economistestimatedon June26 that hot
moneyaccountedor $170billion in newreservesn thefirst five monthsof 2008. This
meansthat speculatorsare betting that ChinaOsnflation and the threat of financial
instability will force a much greater appreciation sooner rather than later.

Whateverthefull explanationthe plain factis that ChinaOseservesarespiralingupward
at a time when a substantialappreciationought to be moderatingtheir growth and
eventuallyreducingthem(seeTable8). MainlandChinanow holds$1.8trillion dollars
worth of reservesmorethandoublethe pre-revaluationlevel. In otherwords,overthe
35 monthsfrom July 2005throughJune2008, ChinaOseservesncreasedn nettermsby
more than a billion dollars a day or about $35 billion per month.

Table 8
Top 16 Foreign Exchange Reserves Holders
Billions of USD
Q2, 05 Q4, 05 Q2, 06 Q4, 06 Q2, 07 Q4, 07 Q1,08 | April, 08| May, 08
China 838.7 949.8 1075.6 1208.7 1480.1 1694.2 1857.3 1931.0 1970.5
Mainland 711.0 818.9 941.1 1066.3 1332.6 1528.2 1682.2 1756.6 1797.0
Hong Kong 122.0 124.3 126.6 133.2 136.3 152.7 160.8 159.9 159.0
Macau 5.7 6.7 7.9 9.1 11.1 13.2 14.3 14.5 14.5
Japan 843.5 846.9 864.9 895.3 913.6 973.4 1015.6 1003.8 997.0
Russia 151.6 182.2 250.6 303.7 405.8 476.4 507.0 534.4 547.4
India 138.4 142.8 162.9 177.3 213.4 275.3 309.7 314.2 316.2
Taiwan 253.6 253.3 260.4 266.1 266.1 270.3 289.4 289.4 290.1
South Korea 205.0 210.4 224.4 239.0 250.7 262.2 264.2 260.5 258.2
Brazil 59.9 53.8 62.7 85.8 147.1 180.3 195.2 195.8 197.9
Singapore 114.9 116.2 128.3 136.3 144.1 163.0 177.5 175.8 175.8
Germany 95.2 101.7 109.2 111.6 114.6 136.2 150.4 144.0 143.3
Algeria NA NA NA NA NA NA 126.9 NA NA
France 73.4 74.4 86.0 98.3 98.7 115.7 127.1 120.4 NA
Malaysia 74.8 70.2 78.8 82.5 98.4 101.3 120.3 124.1 125.2
Thailand 48.4 52.1 58.1 67.0 73.0 87.5 110.0 109.8 110.1
Italy 60.5 66.0 74.2 75.8 80.8 94.3 103.1 100.8 NA
U.K. 80.2 79.2 79.4 85.6 95.5 97.3 100.0 94.4 89.2
M exico 65.6 74.1 84.9 76.3 77.9 87.2 91.1 92.8 NA
TOTAL! 3103.6 3273.0 3600.2 3909.3 4459.7 5014.6 5417.7 5491.1 NA
“Algeriais excluded from the total for all periods.
Source:

IMF Special Data Dissemination Standard

http://dsbb.imf.org/A pplications/web/reservestempl ate/

(IMF DSBB-SDDSwith links to countriesOwebsites containing data on international reserves)
People@® Bank of China-Statistics

http://www.pbc.gov.cn/diaochatongji/tongjishuju

Monetary Authority of Macao-Satistics
http://www.amcm.gov.mo/economic_statistics/economic.htm

Central Bank of Taiwan

http://www.cbc.gov.tw/EngHome/eeconomi ¢/stati stics/monthly.asp




The actual situation is made worse when the reserves held by Hong Koigeagbre
included. They bring ChinaOs effective reserves to $1.97 trillion in May; by now,
ChinaOs collective reserves almost surely have passed two trillion dollars.

Finally, unlike someother countries,Chinadoesnot includein its official reserveghe
financial assetsheld by sovereignwealthfunds. That meansthat, without the creation
of the ChinalnvestmeniCorporationin Septembe007,ChinaOsfficial reservesvould
have been$200billion higherthanreported. SomeobserverdelievethatotherChinese
institutions are also accumulating reserves that donOt appear in the official statistics.

Matters are madefar worse by the fact that Chinais just one of a numberof leading
countriesthat are amassingreservesat breathtaking rates. Table 8 shows that the
leading16 holdersof foreign exchangeeservedaveexperienced combinedgrowthin

excesf 70 percentsinceJuly 2005. The combinedadditionalreservesn their hands
now amountto 2.4 trillion dollarsmorethanwhenChinawasfirst persuadedo revdue.
Thatsubstantiabndgrowing overhangof dollarsis a suresign,andin parta causepf the
growing instability in the world economy.

Conclusion

Since 2005 the US Treasuryand othershavesaid repeatedIlythat ChinaOsppreciation
was moving toward the equilibrium targetbut not fast enough. To the contrary,these
data depict an alarming situation that is worsening,in some ways rapidly. It is

undoubtedIiytrue that, absentthe real appreciationthat hastakenplacesince July 2005,

things would be that much more dire. Nonethelessit seemsincontrovertiblethat the

initial revaluationand the subsequentppreciationof the renminbi over the past 36

monthshavebeengrosslyinadequate. The Ointended¢onsequencess) a revaluationd

more consumptiorled growth, lower inflation, reducedtradeimbalances havenot yet

materialized The unbridledgrowth in reservesin particular,posesa threatto the IMFOs
objective of Ocontinuingdevelopmentof the orderly underlying conditions that are
necessary for financial and economic stability.O

Not just the value of the renminbi, but that of all managedcurrencies,needsto be
adjustedporomptly andeffectively. Oncethatis accomplishedthe marketwould ensure
an adjustmentin other, freely floating currencies. Given the magnitude of the
imbalancesthere may not be much time left to avoid a hard landing for the world
economy.



