Revaluing the Chinese currency

For the past 10 years, the Chinese currency, the yuan has been ‘pegged’ to the dollar at a rate of 8.28 Yuan to the dollar. This fixed exchange rate has enabled the Chinese to build a significant trade surplus and huge foreign exchange reserves. The Chinese government is estimated to hold foreign exchange reserves of around $750bn and it can use these reserves to keep the currency at its fixed value when necessary through intervention in foreign exchange markets.

In recent years, the Chinese government has come under increasing pressure, particularly from the Americans, to float the yuan on international markets. The Americans have felt that the fixed rate gives the Chinese an unfair trading advantage. The under-valuation of the yuan helps keep export prices relatively lower on world markets and with their enormous labour force and low labour costs, the Chinese have been making significant inroads into many world markets. Since China joined the World Trade Organisation (WTO) in 2004, this pressure has increased and in July this year, the Chinese bowed to the pressure and revalued their currency.

The yuan was revalued by 2.2%, but the Chinese also broke the peg with the dollar and decided to peg the rate of the yuan to a basket of currencies. The details of this basket were not announced immediately but emerged in August 2005. The People’s Bank of China announced that, as well as the US currency, the basket was predominantly composed of the euro, yen and Korean won. According to Zhou Xiaochuan, the People’s Bank’s Governor, the basket also includes sterling, the Singapore dollar, the Malaysian ringgit, the Russian rouble, the Australian dollar, the Thai baht and the Canadian dollar. The basket of currencies is weighted to reflect the proportion of Chinese trade with each country, but Mr Zhou did not disclose the weights of the currencies included.

The reasons for the move are likely to be just as political as economic. The revaluation will help reduce import prices and as Chinese firms increasingly become global players, this will help with their development (and ease inflationary pressures). However, it may be that good economic reasons of this nature have been overshadowed by the political nature of the decisions. The Chinese are hosting world trade talks in 2006 and they want to be seen as a responsible world trade player, particularly given their nascent membership of the WTO. President Hu Jintao was due to visit Washington in September for a state visit and although the revaluation did not completely satisfy George Bush and the American Congress, it helped to make the visit easier. The Chinese were also keen to put the ball firmly back into the court of the West and try to persuade them to address China's legitimate concerns and abandon discriminatory, punitive trade policies toward China.

So what impact is the revaluation likely to have? The most immediate impact will be an increase in China’s export prices and a decrease in their import prices. This will perhaps slowdown the rate of export growth, and given that much of China’s economic growth has been export-led, this may have an impact on the rate of economic growth as well. However, the revaluation is relatively small and given the competitive advantage that China has through low labour costs and economies of scale, the overall impact may be minimal. If China’s export-led growth does slow a little then firms in both the developed and developing world will breathe a collective sigh of relief, but it may be a short-lived bout of relief. Consumers, however, may not be relieved. Inflation has been low across much of the Western world, not least because steadily falling prices for consumer goods 'Made in China' helped to keep prices down.

There may also be some dangers for the rest of the world from this move. The fact that the economic powerhouse of China has had a fixed exchange rate has helped to maintain stability in the region. For example, in the 1997-8 Asian financial crisis, China resisted calls to devalue its currency to help the Asian economies and this helped to provide a degree of stability as many other Asian countries were forced to abandon their fixed rates.

The break with the link to the dollar may also cause some problems for the USA. A significant proportion of China’s foreign exchange reserves are held in US Treasury bonds and these will be less valuable following the revaluation. Given that the yuan is now tied to a basket of currencies, the Chinese authorities will also want to shift some of their reserves into currencies that are part of the basket. This will make it more difficult (and expensive) for the Americans to fund their massive budget deficit. If the Chinese do eventually move towards full flotation of their currency, it may completely change the balance in the world trading system and leave China vulnerable to future financial crises.

Want to find out more?

Alternative exchange rate systems are covered in more detail in Economics (5th ed), Chapter 24 with fixed exchange rate on p.688, section 24.2. Box 24.2 looks at the effectiveness of fiscal and monetary policy under a fixed exchange rate regime. This is contrasted with floating exchange rates in Box 24.5 on p.699. Fixed and floating exchange rates are covered in the Essential of Economics (3rd ed) in section 12.4.

For more detail on China and Chinese trade and exchange rate and web links to related articles see News Item 12 in the November/December 2004 edition of the Economics News Articles part of the site.
