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The Chinese Yuan ---Its Future
Note for Panel Discussion
By David Cowen

Regional Office for Asia and the Pacific (Tokyo),
International Monetary Fund

As noted in my morning lecture, by most measures, the
Chinese Yuan appears undervalued.

Its future path, of course, is difficult to predict, as this

depends on a number of factor guiding China's

exchange rate policy. What is clear, especially since
July 2005, is that China is moving towards greater exchange rate flexibility, which
should serve macroeconomic and financial stability well in better enabling
policymakers to pursue a more independent monetary policy and allowing the
exchange rate to find its true equilibrium value.
I also noted in my lecture that a more flexible exchange rate could help facilitate a
smoother adjustment in global imbalances that have emerged over the past decade.
Naturally, the burden of resolving these imbalances does not rest solely on China or
its exchange rate policy. As the IMF noted in its April 2006 World Economic Outlook
(WEO), "an orderly resolution of global imbalances will require measures to
facilitate a rebalancing of demand across countries and a realignment of exchange
rates over the medium term, with the U.S. dollar needing to depreciate significantly
from currently levels, and currencies in surplus countries-including in parts of Asia
and among oil producers to appreciate."
So far, very limited progress has been made in resolving global imbalances, and the
risk remains of a disorderly adjustment remains. Again in 2007, for example, the
U.S. and China are expected to run large current account imbalances. The IMF has
studied closely how imbalances might adjust in various regions and across different
scenarios. In its view, an orderly adjustment, at least, requires measures to reduce
the budget deficit and spur private savings in the United States; promote structural
and other reforms to boast demand in surplus countries; and, as noted above, allow
greater exchange rate flexibility in China and some other countries to bring a

necessary strengthening of their currencies to take place.
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Further delaying this adjustment could raise the risk that exchange rates overshoot.
That 1s, Asian currencies might strengthen too much if, for instance, imbalances
were to further increase, capital flows were to slow significantly most importantly
those to the U.S. to finance its large current account deficit and, as a result, the
dollar were to weaken substantially. In the event, this could have adverse effects on
global output and employment, including in China. These negative effects could be
compounded if protectionist pressures were to increase in places like the U.S. in the
event of a major slowdown.

As for currency convertibility, this issue probably remains a medium-term objective
for

China. To this end, China foremost will need to improve the soundness of its
financial system and maintain a strong fiscal position, which are key conditions for
further capital account liberalization, in particular outflows. Under these conditions
and backed by a reliable monetary transmission mechanism, the Chinese Yuan will

be well placed to eventually move to full convertibility.



0% 8% ARm7+—74 (20064 10 A% EARNE LR

Japan's Support of the U.S. Dollar: Lessons for China?
By R. Taggart Murphy

Drawing parallels can be dangerous, but can also be
instructive provided we are aware of the limitations. I
should like, therefore, to court danger by drawing a
parallel between the role Japan played in the 1970s
and 1980s in supporting a dollar based global financial
order and that of China today.

The emergence of structural trade deficits in the

United States in the late 1960s and their mirror images, structural trade surpluses
in Japan and - to a much lesser extent - in West Germany, spelled the end of the
Bretton Woods regime.

That regime, established in 1944 by John Maynard Keynes and Harry Dexter White,
consisted of a set of formal arrangements that tied the currencies of all participants
to the U.S. dollar and institutionalized the dollar as the linchpin of the global
financial order. It could have been saved only if the United States had had the
political will to suppress consumption and boost savings while Japan did the
reverse.

Neither happened. Bretton Woods collapsed in 1973-Worldwide recession and
inflation followed. Within five years, the dollar would lose some half its value in yen
and Deutschemark terms.

Yet the dollar continued to maintain its position at the center at the global financial
order, despite the end of the formal arrangements that had supported it. This was
largely thanks to Japan and its policy of retaining most of Japan's export earnings
in dollars. The motives were hardly altruistic; Tokyo intended to suppress the value
of the yen, thereby giving Japanese companies a significant competitive advantage
in global markets. But the policy allowed the United States to live beyond its means
and escape the normal discipline that balance of payments constraints place on
countries that permit consumption to outstrip production for too long.

Imbalances and contradictions grew in the 1980s. The administration of President
Reagan abandoned fiscal discipline under the rubric of "supply side economics" - the
bizarre notion that cutting taxes increases revenues. The experiment demonstrated
something quite different from what its proponents anticipated: that just as Keynes
had argued, deficit spending can revive consumption in a stagnant economy,

provided the deficit can be financed.
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And given Japan's insatiable appetite at the time for U.S. government debt,
financing the exploding deficits was never a problem.

With high interest rates, demand for dollar securities soared, and with it, the value
of the currency in yen terms and the U.S. external deficits.

The political fallout from the loss of competitiveness by U.S. industry finally forced
Washington to "do something" about the imbalances. Rather than attack the
problem directly by reining in consumption and boosting savings, the U.S.
pressured its allies in 1985 to agree to a series of coordinated interventions to drive
down the value of the U.S. dollar.

The interventions succeeded in their immediate goal, but did not reduce the
payments imbalances. Japan responded with an extremely loose monetary policy
and an orgy of bank lending intended to compensate industry for the burden of a
stronger yen.

The result was the largest financial bubble in history and, when that bubble burst,
fifteen years of stagnation and a forced restructuring of a nearly ruined financial
system.

Meanwhile, in the United States, fears of the consequences of unending deficits
finally, in the early 1990s, brought on the political will to reduce the U.S.
government's deficits. But the efforts were so successful that paradoxically they
sparked a U.S. economic boom that attracted new investment from all over the
world, thereby ending hopes that the external - as opposed to government -- deficits
could be brought under control. For an influx of foreign investment will, by the laws
of national accounting, produce a current account deficit unless domestic savings
outstrip them.

And while U.S. government dis-saving temporarily disappeared in the 1990s, U.S.
private sector savings continued to fall.

More problematically, the lack of any real economic or political pain for the excesses
of the 1980s set the stage for another experiment in fiscal lunacy when the U.S.
economic boom of the 1990s finally ran out of steam. The incoming Bush
administration cut taxes while assuming vast new obligations in the form of two
wars and new entitlements spending.

At this point, China entered the picture in shouldering much of the burden of
supporting the U.S. dollar. China's purchases of U.S. government debt even
outstripped Japan's and the country continued to retain its export earnings largely
in dollars.

Like Japan thirty years earlier, China was not following these policies out of a
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disinterested altruism.

The effect was to permit China to maintain the Yuan at an exchange rate much
lower than would otherwise be the case, promoting the competitiveness of Chinese
exports.

Financing its largest customer while simultaneously attracting waves of foreign
investment has allowed China to expand production capacity at a rate than even
outstrips that of Japan in the 1960s.

The parallels do not stop there.

China is blamed today for suppressing the value of the Yuan just as Japan was
accused of "dirty floating" in the 1970s.

These accusations are as unconvincing now as they were then. To be sure, Tokyo in
the 1970s and Beijing today held or hold their currencies below market levels.

But the primary means by which this is done is the accumulation and retention of
U.S. dollars - something that allows the United States to run "deficits without
tears" to quote the French economist Jacques Rueff. An end to the dollar-centered
global financial order -implied in calls to allow "the market" to set the value of the
U.S. dollar in yen or Yuan terms - would force the United States to live within its
means; i.e., a reduction in American living standards.

I invite America's two major political parties to consider the electoral implications.
Meanwhile, Chinese policy officials would do well to remember the long range costs
to Japan of its dogged determination since 1971 to retain dollars and suppress the
yen. Following the collapse of Bretton Woods, Japan acted to recreate Bretton
Woods certainties: a stable, undervalued currency and an export-led economy.

Until the late 1960s, Japan's policy of accumulating and retaining dollars made
perfect monetary sense; the yen was not yet freely convertible and Japan's dollar
reserves provided the ultimate monetary backing for the yen.

But as Japan's dollar holdings grew far beyond any conceivable need for monetary
backing, they began to exercise a deflationary impact on the economy.

The laws of accounting required Japan's financial institutions to fund their dollar
"assets" with yen liabilities, but these assets were not genuine assets as far as
Japan was concerned since there was no intention either to spend or sell them.
China may not yet be at the point Japan was in the early 1970s when dollar
holdings grew beyond any need for domestic monetary backing.

Furthermore, China's openness to foreign direct investment contrasts sharply with
Japan's historic policy of financing its accumulation of production capacity solely

through domestic savings.
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This suggests that China might have an easier time than Japan has had in shifting
to an economy driven by domestic demand rather than by exports.

But already, China's dollar holdings are too large to be disposed of without
disrupting global markets; both China and Japan find themselves in the position of
a market player who has cornered so much of whatever is being traded that he
cannot liquidate his position without destroying its value and in the meantime has
to pony up more and more to support it.

Finally, the United States is Japan's military ally, bound by treaty to come to
Japan's aid if Japan were attacked.

One could argue that the transfer of purchasing power to the United States via
Japan's policy of accumulating and retaining dollars is a covert way for Japan to
pay its share of the costs of the alliance.

It is certainly a crucial contribution; if the dollar were to lose it status as the closest
thing to a universal currency, it is difficult to see how the United States could
continue to finance its global military reach without crushing domestic tax burdens.
Whatever the rhetoric out of Beijing, China now also plays an objectively important
role in financing the global reach of American power.

Whether this is intentional or not on the part of China's leaders - or whether indeed
China is accumulating covert leverage over Washington by building up huge dollar

reserves -- I Leave for others to ponder.



