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A vigorous global debate over whether China's currency, the renminbi, should be revalued may force the Beijing government to declare its intention before long. Below we summarise the main issues at stake.
The significance of the renminbi
How is the renminbi's value determined?
Is the renminbi undervalued?
Should China revalue the renminbi?
Is China likely to revalue the renminbi?
 

The significance of the renminbi

With more than 1.28bn people, China is the most populous country in the world. It is the fourth-largest trading partner of the US and among the top five trading partners of Japan and many Asian and European countries. Any adjustment to the renminbi's trading value will therefore have a significant effect on international trade, as well as China's own economic and social stability.
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How is the renminbi's value determined?

The renminbi is not a freely floating currency. Since 1994 its value has been pegged to the US dollar at a rate determined by the People's Bank of China (PBoC), China's central bank. Since 2000, it has been trading against the dollar within the range of 8.276 to 8.28 renminbi to the dollar. 
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Is the renminbi undervalued?

There are two main reasons for thinking that it is.

First, China's total foreign currency reserves have been rising rapidly and have now reached $346.5bn, currently the world's second largest after Japan. This reflects the strength of China's exports and its ability to attract foreign investment. A "cheap" renminbi boosts both. As a result, some of China's trading partners claim that their trade deficits are being exacerbated by the low renminbi. China accounts for 21 per cent of the US's trade deficit, for example. Some experts argue that if the renminbi is floated, market forces will drive the currency upwards, thus lessening the trade gap. The value of the renminbi is often compared with that of the Japanese yen in the early 1980s. Trade with Japan accounted for half of the US's trade deficit during the '80s. The 1985 "Plaza Accord" forced the yen to rise against the dollar.
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For more news and analysis on the changing face of China
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Second, there is an influx of capital from speculators who consider the renminbi to be undervalued. While China's capital market remains closed, local companies are diverting their export earnings back to China, a complete turnaround from years of limiting their renminbi holdings. Foreign currencies are also flowing in through the black market. China's central bank allegedly buys US dollars at a rate of $600m a day to keep up with demand for its currency. It will continue to do so to maintain the current rate of exchange. Analysts and investment bankers generally agree that the renminbi is currently undervalued by about 15-20 per cent.
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Should China revalue the renminbi?

Yes, because:

• Section 4 of the IMF articles of agreement states that countries should "avoid manipulating exchange rates...in order to prevent effective balance of payments adjustment or to gain an unfair competitive advantage over other members." Some proponents of a renminbi revaluation claim that China, through the PBoC's daily market intervention, has been doing just that. The PBoC's foreign reserves are not just for buffering risks, but embody the blatant manipulation of exchange rates, they claim. The renminbi's value has been blamed for rising unemployment and rising trade deficits in other countries and for exporting deflation to the rest of the world.

• It is difficult for China to maintain the current exchange rate. China must meet demand for the renminbi by purchasing large volumes of foreign money every day. Having sizeable foreign reserves, mostly in US assets, is unlikely to bring returns as high as those China could gain from investing in its domestic economy or other parts of Asia. Also, the PBoC must print more money to keep up with demand. China's M2 money supply in the first half of this year increased by 20.8 per cent compared with the same period last year, causing inflationary pressure and overheating in some sectors. Revaluation would help to slow down the amount of capital flowing into China, thereby reducing the risk of over-investment.

No, because:

• A higher renminbi cannot fix the problems of the rest of the world, particularly the current slow growth in developed economies in Europe, the US and Japan. China will remain an increasingly important production base even if the renminbi rises by the highest of estimated margins. The average wage of a factory worker in China is 10 times lower than in the US. Multinationals that set up shop in China are also attracted by its sizeable domestic market. In other words, the US trade deficit is not going to vanish with a higher renminbi, nor will it do much to solve America's unemployment problem.

Other countries in Asia are claiming to be the victim of China's currency-induced competitive edge as well. This does not necessarily mean that a revaluation of the renminbi will favour their own exports, since a number of Asian currencies are also considered undervalued. In fact, the renminbi's trading value has not depreciated against the currencies of some of its trading partners, including Japan and Malaysia, in recent years.

•Local companies and banks in China will suffer under a higher renminbi. Unemployment, already rising at a worrying pace, will worsen with cheaper imports. Banks are also likely to see their non-performing loans increase with a higher renminbi, especially among companies who rely on exports.

•China's trade balance in the first quarter of this year was negative. The much-quoted trade surplus that the country enjoys appears to be short-term.

•Other Asian currencies that are considered undervalued will come under increasing international pressure to appreciate as well if China revalues.

•The US financial markets will be hurt if China reduces its foreign reserves, since these are mostly held in the form of US assets. The US Treasury bond market, in particular, will suffer a big hit. The same is true if other Asian economies revalue their currencies.
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Is China likely to revalue the renminbi?

Beijing is not expected to base its renminbi policy on political pressure from the US, its largest trading partner. Indeed, that political pressure will be tempered by the fact that the Bush government is relying on Beijing's support in dealing with North Korea. Therefore, if Beijing does change the value of the renminbi, it will be for domestic economic reasons. The most likely trigger is rising inflation. The government is said to be considering three options: 

•Remove the peg to the dollar and allow the renminbi to float

•Keep the US dollar peg but allow a wider trading band

•A once-off revaluation, where the renminbi's exchange rate with the dollar is moved upwards by official edict and then re-pegged to the dollar.

Analysts generally predict that China will keep the renminbi at its current level instead of risking damage to the agricultural, manufacturing and banking sectors. It may, however, introduce a wider trading band. At the same time, China is planning to relieve the build-up of capital in the domestic economy by relaxing rules on overseas investment. 
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