Revaluing China’s Currency:
Prospects and Implications
 
Conference Call Discussion
Wednesday, June 29, 2005
 
Panelists
 

David Malpass, Senior Managing Director & Chief Economist, Bear, Stearns & Co. Inc.
 

Nouriel Roubini, Associate Professor of Economics and International Business, 
Stern School of Business, New York University
 
Joseph Stiglitz, University Professor, Columbia University
 
Moderator
 
Stephen A. Orlins, President, National Committee on U.S.-China Relations
 
 --PROGRAM TRANSCRIPT—

Steve Orlins

Good afternoon.  This is Steve Orlins, I am president of the National Committee as you all know, and I’ll moderate today’s discussion.

 

First, allow me to thank AIG for providing us with this conference call facility.  They are great supporters of the National Committee as well as great supporters of strong U.S.-China relations.  We appreciate it.

 

We at the National Committee are very pleased to host this distinguished panel for discussion of such a timely topic.  Since you all received biographies of today’s speakers, I won’t use our precious time restating their extraordinary credentials, except to say it is hard to imagine finding three more qualified speakers on this subject.

 

The discussion could not be more timely.  Today’s Wall Street Journal aptly summarizes the issue.  The “Heard on the Street” column, and I didn’t plan this, says “With some members of Congress now threatening tariffs on Chinese goods unless Beijing agrees to a currency revaluation, investors and economists are warning that either action threatens to upend this intricate economic and financial relationship, and could disrupt the U.S. economy and stock market as well as global financial markets.”

 

I think the Journal got the issue right.  Each of our panelists will discuss his view of the policy and implications of an RMB revaluation, or linkage to a basket of currencies, for the U.S., China and the world financial system.  Each panelist will speak for 5 to 7 minutes, which should leave us with around 30 minutes for questions.

 

I should also note that we have an outstanding group of listeners on this call and we look forward to your questions.

 

Professor Roubini, if you could start, followed by Mr. Malpass and Professor Stiglitz.

 

Nouriel Roubini
Thanks. Well, my view about the question of whether China should revalue or not is that China should revalue the currency.  I’ll try to explain the reasons why.  

 

I would like to say, at the outset, that I’m certainly not someone who is a China basher.  I think that those in Congress who are saying that either China move its currency or we’re going to impose a big tariff are playing a dangerous game.  I also believe that the kind of excessive pressure that the administration has put on China to move its currency is going to be counterproductive politically.  

 

So I come to this question from two points of view.  One is that, given the current account imbalances, I believe that every region of the world has to do its share.  If that complex of a global readjustment intends to be orderly then it makes sense for China to also move its currency.  And I’ll flesh out that point.

 

The second point I want to make is that, regardless of the political pressure from the United States on China today to move its currency, I think there are a number of reasons why it is in the economic interest of China to move its currency.  If they do not, over time the risk of a hard landing of the Chinese economy would be severe.

 

Now let me consider the first point, that is the question of the global imbalances.  We know that they are large.  The U.S. is running a huge and growing current account deficit, and the rest of the world, essentially, a surplus.  Now, I think that in order to get global rebalancing that is orderly, every region of the world has to do its share.  That means that the United States has to significantly reduce its budget deficit by controlling spending and, in my view, also by reversing some of the tax cuts that are not sustainable.  It also means that Japan and Europe should accelerate the structural reforms to stimulate growth.  In the case of Europe probably there needs to be monetary easing.  

 

But if the U.S. does its part, and Europe and Japan do their parts, China and Asia also have to do their parts.  Part of these global imbalances are due to the fact that, in addition to our fiscal imbalances, the currencies in China and Asia are undervalued.  Oer time the dollar has to fall, there has to be a real depreciation of the dollar relative to a wide basket of currencies, including China’s.  I don’t believe that the adjustment of currencies is going to lead to a rapid movement of the current account imbalance; it’s going to take many years.  But the process has to be one in which the U.S. does its part, in terms of reducing its fiscal deficit, and China also does its part.  If we all do our share, then the global adjustment is going to lead a reduction of these imbalances.  So that’s the first point.  

 

The second point is that, regardless of the pressure politically of the United States on China, I think there are lots of good reasons why China, considering its own domestic economic interests, should appreciate its currency.  Right now in China you have a situation in which the economy is severely overheated.  Not only is there no soft landing of the economy, there is no landing at all.  And this overheating is increasing the chance of the hard landing.  

 

The exchange rate level is part of the problem.  It’s part of the problem for the following reason.  China last year intervened in order to maintain the peg and accumulated something like $200 billion of reserves.  That $200 billion of reserves was only partly sterilized.  The part that was not sterilized increased the liquidity, the base money of China.  That means that this excess liquidity, that is coming from the fixed rate and intervention is feeding excessive liquidity, is feeding excessive credit creation, is feeding the asset bubble of the economy, like the real estate bubble.  It’s also feeding the investment movement, which is becoming excessive.  At this point China has an investment rate that is becoming close to 50 percent of GDP and there is no country in the world that can reinvest half its GDP and have productive investment.  

 

So essentially what is happening right now in China is that the value of the currency and this partially sterilized intervention is feeding enough of an investment bubble that eventually could leave to a crush and that’s dangerous.


Second observation:  Eventually the value of the Chinese currency has to appreciate in nominal and real terms given the productivity differential between China and the rest of the world.  That means that, sooner or later, China is going to have some severe capital losses on their holding of dollar assets.  If they move now, and move say by 20 percent on $500 billion of dollar reserves, they are going to have a capital loss of $100 billion.  That’s already large, 7 percent of GDP.  If they wait for another two years until the end of 2007, and they keep on accumulating reserves to the tune of $200 billion a year, they are going to have $1 billion of dollar reserves.  At that point, a 30 percent appreciation means a $300 billion capital loss, 20 percent of their GDP.  That’s not spare change, even for China.  So total losses are going to be significant.

 

A final point.  Eventually China has to have a real appreciation of its currency because the productivity differential between China and the rest of the world implies that the real exchange rate of China has to appreciate.  There are two ways in which appreciation can occur:  either through a nominal appreciation of the exchange rate or through an increase in domestic inflation.  Of the two, the former makes more sense because inflation in China is socially and politically disastrous.  In the 1990s inflation went as high as 20 percent and eventually China had a hard landing.  Therefore it would be in the interest of China if they had to have a real appreciation through the nominal exchange rate rather than through inflation.

 

So, essentially, to conclude, I think there are good economic reasons why it is in the economic interest of China to move its own currency.  

 

Steve Orlins
Thank you so much.  Mr. Malpass.

 

David Malpass
Should China revalue?  I think there are problems for China in carrying out a revaluation that are still not getting enough attention and I’d like to go through them. 

 

If China moves the currency by, say, 10 percent or 15 percent, I think more money will flow into China .  So it won’t begin to solve the problem, it will leave a continued hot money problem.  We all recall Japan in the 1980s when it was revaluing its currency.  It caused more movement into Japan and it ended up not solving the trade imbalance between Japan and the U.S., because Japan used the added capital inflows in order to make new investments and they moved up the value-added chain.  So I think we would see China go through that same kind of process if it were in a revaluation mode.  

 

The second problem is the deflation side.  China right now doesn’t really have an inflation problem. They had a bit of one in 2004, but it was mostly food prices going up due to some poor harvests. They are running a very low year-over-year inflation rate now.  My concern would be if they moved their currency stronger, by say 10 percent, that would put downward pressure on prices and cause them to worry about a deflation problem, the way they had one in 1999 and 2000.  

 

In particular the deflation problem would affect farmers because they’re quite commodity dependent.  So if China’s yuan strengthens, that would mean that the yuan price of crops in China would go down in yuan terms.  That would be deflationary for the farmers and would take income away from farmers and move it to urban areas – exactly the opposite of the economic program that China has been trying to achieve.

 

Fourthly, the banking problem in China is quite substantial.  So if they were moving the currency to a stronger phase, I think it would also make the banking problems in China worse rather than better.  Nouriel already mentioned the loss of reserves that would occur if they were strengthening the currency.

 

From the U.S. side, a revaluation in China, as Alan Greenspan has pointed out, won’t affect our trade deficit and might lead to some price increases or more inflation in the U.S.  So we end up in a situation where it makes China more fragile and doesn’t improve the U.S. situation.  

 

Let’s stay on that point.  Why are there global imbalances, or why does the U.S. run a current account deficit?  Rather than it being a China currency problem, I think we have to recognize, and should recognize, that it’s a primarily a growth differential and a demographic differential problem.  The U.S. has a growing population of people under 60 whereas Europe and Japan have declining populations [under 60].  So the primary current account surpluses in the world are being run by Europe and Japan, buying bonds from the younger U.S. population, and that is going into the attractive investments that the U.S. has to offer.  So rather than it being a China issue it’s more of a growth differential, a demographic differential issue.

 

Adding to the current account deficit is the fact that the U.S. is running very low interest rates.  That’s creating one of the imbalances in the world: simply that we’re trying to run a 3 percent interest rate policy when our nominal growth rate is 7 percent.  That’s an imbalance that is showing up in extra consumption in the U.S.  So I think we’re trying to read  a China problem into a much more general global imbalance situation, again emphasizing that a revaluation in China won’t help rebalance these global imbalances.

 

So what do I think will happen?  I think China will proceed with the market liberalizations that it’s already been doing and will try to redouble those efforts, including perhaps moving toward  more capital outflows, also to various types of limits on exports, as they’ve periodically looked at doing either through export taxes or through restrictions on exports.  I think there will not be a 27 percent tariff by the U.S. even though certain members of Congress advocate it.  Procedurally, it’s very difficult to get through the House of Representatives, the Ways and Means Committee, get it through the Senate and get the President to sign such a dangerous bill.  So I don’t think that will proceed.


I think the Treasury will find a way in October to avoid calling China a currency manipulator.  I think it’s such a dangerous call by the U.S. that China will be viewed as taking enough steps so that it’s not called a currency manipulator.  My worry would be that if the Treasury Department did name China as a currency manipulator, it makes it much more difficult to stop protectionist legislation on the U.S. side.  

 

I think there may be a band widening by China, meaning they would allow their currency to trade in a plus-or-minus 3 percent kind of range around the current central point of 8.27.  I don’t think there would be a currency basket arrangement that China would go into.  That would not solve any of the problems that anyone is trying to address that I can see.

 

As far as the market impact:  I don’t see this as having a catalytic effect on any of the global markets.  I know people put a lot of attention on the yuan and everyone is very excited to have more volatility in global markets.  But it seems to me that the scenario that I’ve laid out would not result in very much volatility either in global equity markets, or global bond markets, or global currency markets.  There is a core of importance to what’s going on -- the U.S. and China are having tension and that is important for the world to watch, for the U.S. to be careful of, for China to be careful of.  These are important issues.  But I think in the end there are more important issues both in the global economy and in the global geopolitical situation.  In my view, it’s unfortunate that we’ve had to spend so much time on the China currency issue in recent months.

 

Thank you.

 

Steve Orlins
Professor Stiglitz

 

Joseph Stiglitz
Let me go through a couple points.  The first point concerns the magnitudes of the imbalances that might be redressed by a change in the currency regime or currency rate at this time.  One has to interpret the data about trade imbalances with a great deal of caution because problems with under-invoicing clearly lead to overestimates of the trade surplus.  By some accounts, there presently is a substantial overestimate of China’s trade surplus with the U.S.  Some point to the build-up of reserves as evidence of a large trade surplus, but the buildup of reserves has a lot to do with speculative capital inflows.  I’ll come back to that point in a minute.  

 

Two typical symptoms of a grossly misaligned exchange rate are large trade imbalances (unclear if applicable here) and high or significantly increasing rates of inflation (clearly inapplicable here).

 

In addition, the question of whether China’s economy is overheated is debatable.  The economy needs to grow at rather a high rate (8 or 9 percent) if it’s going to provide jobs for all their people.  We know there are sectors of the economy where there’s overheating (at least in particular locations), but there is nothing like a consensus that the overall growth rate is “excessive.”  The objective of government is not to bring down the growth rate, but rather to make sure that something is done about overheating in the particular sectors or locales where it may exist and to ensure that the whole economy continues to grow at as rapid a rate as possible without a significant increase in inflation.

 

Finally, let’s go back to the question of the magnitudes of the imbalances.  It is very hard to answer the question of what would be an equilibrium exchange rate, given existing sizeable distortions in the global economy.  We have enormous distortions on the American side, brought on by our badly out-of-balance macroeconomic policy, and we obviously have distortions on the Chinese side as a result of all kinds of restrictions.  American agricultural exports are also distorted by the huge agricultural subsidies.  Therefore, I think any estimates of what a “free market” exchanges rate might be are highly speculative at best.  It is not even clear what is meant.  (I think what some commentators mean is what would happen if the government did not peg the exchange rate, but did not change any other aspect of its policy.  But it is clearly more reasonable to assume that reforms in the exchange rate system will be accompanied by other changes.) 

 

Another question is:  Will freeing the exchange rate (and assuming appreciation) solve the trade imbalances?  I think what I heard with respect to the example of Japan is fairly compelling.  Even as significant an appreciation as 20 percent is likely not to eliminate the speculative pressure on China.  Moreover, a potentially dangerous consequence would be that it would reward the speculators and feed their appetite, leading to even more speculation.

 

As I have said, in terms of the trade imbalances, the magnitude of the effect is likely to be very limited.  Some estimates, for instance by Larry Lau, Vice-Chancellor of Hong Kong Chinese University, suggest that the import content of exports to the United States is very high.  If that is correct, the net effect of 20 percent appreciation would be considerably less than it would otherwise be.  Moreover, some of the impact would likely be absorbed by lower prices.

So I think there is very little reason to believe that revaluing the exchange rate would resolve the bilateral imbalances.  In addition, it will clearly have no effect on America’s multilateral imbalances, which should be the focus of concern in the United States.  Those multilateral trade deficits are the result of America’s macroeconomic policies.   The trade deficit reflects the large gap between America’s domestic investment and savings, which, in turn, is, affected by the huge negative savings by the government, our fiscal deficit.  Nothing that we’re talking about will have anything to do with that.  It is that imbalance which I think is a very real threat to global stability

 

Yet another issue is:  Is it in China’s own interest to revalue?  Obviously, it’s really for China to decide whether or not revaluation would be in the nation’s interest.  I don’t think China’s government leaders are likely to be convinced by arguments from American politicians telling China what is in its own interest.  But an appreciation of the currency will have a potential enormously negative effect on the rural sector, for reasons that have already been made clear.  A central concern articulated very forcefully by this government as it came into office was reducing the rural-urban differential (the income differential between farm and urban sectors).  This would lead to a massive movement in the opposite direction, widening the gap with all its inherent problems.  It was the increase in prices farmers received from selling their produce that helped reduce poverty in China in the 1990s more than anything else; currency appreciation could lower these prices—a move in the opposite direction.  If China was a rich country, like the United States, it could spend billions of dollars to compensate the farmers for the damage that’s just been done.  But China has to spend this money to promote its own development, and it doesn’t have that money to spend on agricultural subsidies.  So I think, in terms of the impact on inequality and poverty, a large revaluation could be disastrous.  

 

The arguments that were raised here about the potential inflationary pressures that might emerge if China does not revalue have to be put into the context of the macroeconomic control mechanisms that are available in China, which are different from those available in the United States.  They have a broader set of control mechanisms.  They have a whole set of administrative mechanisms that have been partially effective in, for instance, reducing some of the excess investment in steel.  Similarly, there is a report in the Financial Times today about reducing some of the excess investment in certain areas of real estate.  So, though there are concerns of the Central Bank about build-ups of liquidity, by and large these accumulations do not have the kinds of adverse effects that they might have in an economy where these other instruments of control are not available.

 

Let me just make three very quick final points.  First, from the point of view of China, a key issue here is the politics.  They are being put under enormous pressure by the United States to revalue exchange rates, and the question is, should they succumb to it?  As I suggested before, it is unlikely that an appreciation would have any significant effect on addressing the trade imbalances that exist.  This in turn means that, at best, doing so would only be a short-term solution to the problem of political pressure.  In all likelihood, the pressure would build up in three months or in six months, and so China would only be buying a little bit of time, at least for any moderate level of appreciation.

 

Second, in my Financial Times  article with Larry Lau, I wrote about an alternative proposal that represents one of many mechanisms that China could engage in that would do something to address worries about trade imbalances without having some of the adverse effects of revaluation.  One in particular is the export tax, which avoids the potential adverse effect on their rural sector.  (An export tax could, of course, be combined with a small revaluation.)

 

Thirdly, if it should turn out that the exchange rate is truly significantly undervalued, eventually China will have to address the issue.  So it may turn out the question of revaluation may be just a question of timing.  The question is:  Is now the right time?  China may, of course, decide to a little revaluation sooner, postponing to the future whether additional revaluations are desirable.

 

Steve Orlins
Thank you so much.  All three presentations were spectacular, informative.  Let me as the moderator ask the first question and then open the floor to questions.  

 

There seems to be a consensus on one point, which is that it is not good U.S. policy to be pressuring the Chinese on revaluing their currency.  As David pointed out, this should not be an important issue for us, and I think all the panelists agree.  When I was recently in China, I spoke with a number of people in the financial sector, and there seems to be growing support for something which David was somewhat dismissive of, which is linking the currency to a basket of currencies.  I would appreciate each of your comments on both the likelihood of that and the implications of linking it to a basket.

 

Joseph Stiglitz
Let me give my view first.  I think it is something that may have some political resonance.  In general, I think that it makes a great deal of sense for countries not to focus just on one country.  By linking their exchange rate  to one country, they suffer the vicissitudes of that particular country to which they’ve linked.  The issue is, how big of a deal is it?  Since the United States represents a very large proportion of their trade, it’s probably not going to be that big of a deal.  But they have been thinking about measures that are politically attractive, that show they’re responsive.  They know the current imbalances are not their problem, but rather that they are America’s problem, and they’re trying to sound responsive, knowing that the underlying problem is not going to be solved.  This is one of those things that won’t solve the underlying problem but looks like it’s going to move in the right direction.

 

Nouriel Roubini

My view is that by the end of the year, they are going to move their currency.  Most likely in the beginning it is going to be actually a mini change, meaning 3 to 5.  Eventually, once they realize it’s not enough to adjust the trade imbalance, it’s not enough to appease the U.S Congress, it’s going to lead to further capital inflow, then they’ll have to do more. 

 

But the nature of the adjustments is probably going to be a step, first of all, revaluation, followed by repegging to a basket of currencies instead of repegging to the U.S. dollar and probably at that point with a band around that basket.  So essentially they are going to move to a system of a sort of managed float, a heavily managed float.  It will look like a Singapore-style of essentially a regime in which the other the weights in the baskets are not even announced, so you can fudge, you have the band around it, and effectively you can manage the currency as much as you want.  So if and when the movement occurs there will be a movement to something like a managed volatility or fluctuation around something of a basket.

 

David Malpass
I don’t disagree with that as a second stage.  In other words, if they do 3% to 5% and then they decide that they’re going to do something even more, then they might consider something like a basket.  It’s still a peg, it doesn’t improve their situation at all, so it would be a bit of a meaningless or face-saving step for them. 

 

I don’t think China will head in that direction because it undoes their efforts to have a stable economic program.  Most of the things they import are dollar-denominated and they export things that are dollar-denominated.  Having a basket would create a whole new layer of complexities that they are just not set up to deal with.

 

Question
The three speakers have spoken mostly as if the hot money and the speculation is not in the mix.  I would guess that it is very much in the mix, certainly at least in the question of timing, or announcing timing, or hiding the announcement of timing.  Could you explain what the hot money does, perhaps from an historical analogy – one mentioned Japan, the Asian financial crisis, the British pound crisis.  How does that affect all of the well-laid plans of both Americans and Chinese when this hot money comes in?

 

David Malpass
There’s a big distinction between this situation of hot money, on the one hand, and the Asian British ERM crises on the other.  Those were weak currency problems, meaning that money was fleeing.  In this case, the hot money was going into China.  I think it’s very difficult to force a country to change its currency by flooding it with money.  It’s a different matter if money floods out of their country, then you can break the peg, but to break it on the strong side is hard.

 

As the money comes in, as a first order of magnitude, China can simply raise the reserve requirements for banks, which it’s been doing.  As Nouriel pointed out, they printed monetary base to cover some of the inflow.  I tend to think that is not as inflationary as was suggested.  I think that by printing monetary base they are actually moving away from a barter economy.  There are lots of parts of China that didn’t really have much paper money to deal with and now they are using more and more paper money.  I think it’s not inflationary to meet that demand for paper money.  That’s helpfully soaking up some of the hot money.

 

One type of hot money that people are talking about is the non-deliverable forwards market which trades in Singapore.  It’s a contract that doesn’t ever settle into yuan.  My view is that speculation through that market doesn’t put any upward pressure on the Chinese currency at all.  It would be like betting on the weather.  You and I could have a gamble on whether tomorrow is going to be above 70 degrees or below 70 degrees, but it’s not going to affect tomorrow’s temperature.  That’s the way the non-deliverable forwards work.  So there’s a lot of hot money that’s simply tied up in side bets.  I think when you really get down to it, the hot money is not really putting pressure on China to do anything.

 

Nouriel Roubini
My view on hot money is actually that it’s a serious problem in the following sense.  If you look at China last year, their total current account surplus and their net FDI inflow was slightly above $100 billion.  So if there were intervention to prevent appreciation, given these surpluses, there would accumulate only $100 billion reserve.  Instead they accumulated something like $200 billion reserves.  

 

Why?  On top of the current account and FDI inflow, you had another $100 billion of essentially speculative money coming into China in expectation of a revaluation.  If you look at the latest three or four months, the pace of reserve accumulation has become as large as the last year.  Essentially, China is on the trend of accumulating another $200 billion of reserves.  

 

The problem is not only that China has to intervene and accumulate dollar assets on which they are going to have capital losses eventually (because the Chinese currency is going to move because of their own current account sooner than the FDI inflow).  They also are having to accumulate even further reserves, because everywhere else in the world where you have a current account surplus (and investors do not want to invest in dollar assets because they expect a fall in the dollar), they are trying to bet on the Chinese currency.  So essentially the Chinese are over-financing the fact that no one else wants to finance the United States.  Therefore China gets the inflow and accumulates even more dollars on which they are eventually going to have capital losses.  This inflow of reserves implies that their ability to sterilize the intervention becomes increasingly difficult and that means that the leakages in terms of partial sterilization into domestic liquidity becomes excessive.  

 

Of course they’re using administrative controls of one sort of another, they’re also distortionally trying to plug the effects of this liquidity on credit creation, but that creates more distortions and you don’t see any cooldown of the economy.  You have seen an economy that after arriving at an investment level of 50 percent of GDP is still having investment growing faster than nominal GDP.  There is no economy that can have that much investment without having a hard landing.

 

China today looks to me like East Asia in 1997, in which you had over-investment.  That over-investment eventually was in lots of wrong sectors, they had excess capacity and once that over-investment leads to bust, then you get a more severe financial crisis and a more severe hard landing, like you did in China in the late 1990s.  That’s something that they are aware of and they are concerned about.  It’s triggered exactly by this currency policy and by being forced to intervene so much.

 

Joseph Stiglitz
First, despite some parallels between East Asia and China, the circumstances are markedly different.  The fundamental factor that led to the crisis in East Asia was the fact that capital flows were so free.  China, on the other hand, keeps a tighter rein on capital flows, so it isn’t as vulnerable as the East Asian countries.

 

China obviously is aware that it needs to respond to the problem of high savings and investment rates.  Lumping  all these issues together doesn’t make sense, since the appropriate way to respond to those issues will not be affected much by the exchange rate.  China’s domestic savings rate is 50 percent and  is still going to be a problem after a revaluation.  China is currently trying to address this problem through the use of instruments like lowered interest rates; there are, however,  other instruments, like increasing capital gains taxes (including capital gains taxes on real estate, which is one of the vehicles through which a lot of the speculation is being channeled) that would have a much more concrete effect, at the same time  avoiding some of the risks that a change in exchange rates would present.

 

Question
I have a question for the three distinguished economists regarding a quantitative concept.  Most people and our politicians believe that if our dollar gets cheaper versus the renminbi, our goods get cheaper, they’ll buy more from us, we’ll export more into China and therefore it leads to a reduction in the trade imbalance.  I don’t think that concept is necessarily correct.  

 

I’m going to give you a quantitative question.  Let’s say that starting tomorrow, we devalue against Chinese dollar by 10 percent and it will stay so for one full year.  Let’s say during that entire period, we actually export 5 percent more to China and China actually exports to us 5 percent less.  At the end of that year, our trade imbalance against China would actually worsen.  Isn’t that correct?

 

If there was a 10 percent change, we will have to export 11 percent more into China and China would have to export 11 percent less to us in order for us to have an improvement in our trade balance.  Isn’t that correct?

 

Nouriel Roubini
It is quite well-known that at least in the short run when there is a depreciation of a currency that a trade balance might worsen because essentially you are paying higher prices for the imports and the quantity does not change.  But as long as the elasticity of the demand for imports and supply of exports to change in prices is significant enough, and over time becomes more significant, you have this J-curve effect.  The current account might worsen for a while and then it’s going to improve.

 

I would like to make a broader point.  As I said, these very large global imbalances and they are becoming more severe.  The U.S. current account now is growing to 6 percent of GDP and soon it’s gong to 7, 8 and so on, and that’s becoming unsustainable.  The question is, can we believe we have a say in the world in which these imbalances are going to remain?  I started saying that one of the reasons there are these imbalances is that we have a budget deficit and our savings rate is too low, and therefore fiscal adjustment in the United States is a crucial part of the adjustment.

 

My view, however, is that that is not enough.  As the U.S. does its share you need also a change in relative prices.  In the real devaluation of the dollar, that means the dollar is going to have to fall relative to a basket of currencies, those that are currently floating and those like China and Asia that are not.  Think about the past, in the 1980s with twin deficits until 1985, then with the fiscal adjustment in Reagan II, increasing revenues, taxes and controlling spending, and as our budget deficit was shrinking the dollar was falling and our trade balance improved over time and with a gradual adjustment.  

 

We are facing the same problem today.  You have huge imbalances and it cannot be only an adjustment on the fiscal side, there has to be also change in relative prices.  That’s the role of the real exchange rate and therefore there has to be a contribution of China and Asia to this global rebalancing to be orderly.

 

Question
I was in southern China recently and one of the concerns expressed that I didn’t hear expressed in this call was on downward pressure on the profitability of export companies.  And I also heard that there was polling going on of these companies to come up with a number that they could reset at.  And that the number that they come up with is 10 percent in the third quarter.  What is your reaction to that?

 

David Malpass
Joe was addressing this quite adeptly, that you have to look at the type of value added in China.  So perhaps for some of the companies in southern China they are using some local inputs and they would feel more profitable with a 10-percent stronger currency.  But that’s at the expense of farmers and others within China.  Now to your first point that there’s pressure on margins, or that there’s pressure on exporter profitability, that is of course the case.  We have a very low interest rate in the U.S., a world that’s awash in liquidity, and so it’s putting downward pressure on margins around the world, and particularly for Chinese exporters.

 

Question
Let me congratulate on your very good performance.  I was interested to hear Professor Stiglitz say that with respect to a revaluation, this is not the time.  It would be, his words were, that it would be “later.”  But that it seemed to implicitly say “sometime.”  Clearly, Professor Roubini thinks that some kind of movement in the currency should occur.  Most economists that I’ve read think that China is awash with liquidity, that they have a 41-percent savings rate and you’ve got to factor in the politics.  If you’re the financial minister and you come to your CEO in good times and say “I want to change the currency,” your CEO is going to tell you, “Don’t rock the boat.”  If you come in bad times, the CEO is going to tell you, “This is not the time to do it, things are in disarray.”  So for the political and general temper of the times today, China is in a position of strength.  Isn’t a small movement timely? And we can all agree that even a large movement is not going to correct the imbalance.  But isn’t a small movement hugely to China’s advantage right now?

 

David Malpass

Do you want to define small for us?  Five percent, would you say, or 10 percent?

 

Question
Ten percent.  Would that hurt the farm community?

David Malpass
Yes, I think it would.  I think it would prompt a substantial redistribution from rural to urban areas.  It would also be a huge incentive for speculation to come more heavily into China.  In other words, that’s enough profit that would be distributed to the speculators on the upward side of the currency that you would create a flood of hot money toward China.

 

Question
But aren’t the speculators there in any event?  They are just waiting for the time, and I’m not sure when you’re going to find a good time.  If you wait, one of these bills in Congress will get through or some action will be taken that will have a much more adverse effect upon the Chinese economy.

 

David Malpass
With regard to speculators, I didn’t agree with Nouriel’s view of the hot money that’s getting into China right now.  I don’t think that’s the interpretation of the numbers.  I think it’s hard for people to bring hot money into China now and with a 10-percent revaluation you would see a whole new, more aggressive ball game to try to get another 10 percent.

 

Joseph Stiglitz
I agree with David.  So that in fact, a 10% or a 20% revaluation wouldn’t solve any problems and, more than likely would make some problems worse.  One of the reasons I said it’s not clear what the right time would be, was that the magnitude of the trade imbalances obviously are going to vary in an unstable world.  Prices for oil, which China must import, have been extremely volatile and have been going up significantly.  If it goes up more, China’s trade surplus could disappear.  

 

 In general, China has benefited from having a stable exchange rate.  It is partly the change in perceptions about the exchange rate regime that they are worried about.  Once they indicate they are willing to revise the exchange rate up, then the speculators may come in and exert tremendous pressure to try to force it up even further.  .  As I said before, revaluation won’t solve any problems, and it may make some of the problems worse.  

 

In fact, it may turn out that if you look at a longer term horizon, the exchange rate is not significantly undervalued.  Remember, it wasn’t that long ago that the U.S.  was putting pressure on China not to devalue.  We said, keep your exchange rate, don’t devalue.  At that time, China took the position that they wanted to have stability above all else.  And we congratulated them on their ability to withstand all the  pressures for devaluation and maintain their exchange rate, even though a lot of the economists of the time would have argued for  lowering the exchange rate.

 

Nouriel Roubini
If I could flesh out one of the points that the speaker was making.  I think there is an important tradeoff between free trade and exchange rate flexibility.  I am the first one to be a totally free trader.  I said at the beginning I think it is very dangerous for Congress to try to push a tariff.  But I think there is a political economy of this issue in the United States that is due in part to our mistaken fiscal policies.  There is some degree of loss of jobs in the traded sector.  And it’s not just textiles, soon enough China is going to be producing and exporting things like appliances, cars, furniture, whatnot.  Therefore, this political pressure toward protectionism is severe and is going to increase.  I don’t know whether a bill is going to pass through Congress or not, but even if it doesn’t pass, it’s going to get ugly in the United States.

 

Joe was suggesting that maybe China impose an export tax.  From my point of view, it’s better to have a movement of currency and move away from managing trade either through export taxes, or reintroducing restrictions to textiles, or having voluntary export restrictions.  Because if you do that, you go back again to a world in which trade is managed, you impose tariffs, or impose export taxes, and you distort a lot of things.  There is an adjustment mechanism, a market mechanism, that tends over time, slowly, to adjust trade flow; that is the exchange rate.  Therefore going in the direction of flexibilizing the exchange rate is one way to minimize the political economy risk.  Or eventually these soaring trade imbalances, and I’m not blaming China for it, is going to lead to severe protectionist backlash in the United States and that’s something we need to be aware of.

 

Question
This is a question directed at David Malpass but any of the speakers are welcome to address it.  One of the arguments I’ve heard made before, and that you repeated also, is the destabilizing impact of a revaluation on China’s financial system and banking system.  Can you elaborate a little bit on that?  Assuming that even if there were revaluation they would hold onto the capital controls and so there wouldn’t be the risk of a massive capital flight.  Without that variable, what kind of damage would a revaluation inflict upon the banking system?

 

David Malpass
I’ll just say that it’s a little different from, say, Thailand in 1997 in that their problem was that their commercial banks had borrowed in dollars and lent in baht.  So when a devaluation came, it was a straight loss to the banking system.  My thinking on mentioning it is simply that China doesn’t really have banks that are conversant in trading in currencies or in making loans in various currencies.  They’ve had a peg for a long time and so I don’t think they’re ready for the type of business that would come from a change in currency.  

 

Nouriel Roubini
My view of it is actually that not moving the currency is going to make the system more vulnerable for the following reason.  In China, you already have a huge amount of non-performing loans because of the bad loans made in the last few decades to state-owned enterprises.  That’s something like an estimated 30 percent-plus of GDP.  On top of it, since 2000 you have a huge increase in credit in China, a boomlet, more than doubling, and lots of it has gone to finance all these new investments in all sorts of sectors of the economy, in real estate but also in tradable sectors, from steel to cement, to factors of every sort in every province.  

 

And you have this system in which given the current exchange rate regime and given the fact that interest rates are too low, there is a huge amount of investment and lots of that investment, frankly, is going to be garbage.  It’s going to lead to excess capacity that eventually is going to lead to a hard landing for China.  Once many of these new loans and new credits go belly up, the size of the NPLs (based on my estimates) could be as large as 50 or 60 percent of GDP.  

 

So the usual argument is made that actually moving the currency hurts the financial system, I think it can be the reverse.  If you don’t move your currency, if you don’t slow down the overheating, you are going to build up and continue this asset bubble, and financial bubble, and investment bubble and it’s going to lead you eventually to a more rotten and more unstable financial system with much more non-performing loans than today.

 

Joseph Stiglitz
I think that the main responsibility for making the banking system work is the regulatory system.  There have been significant improvements in bank regulation in the last few years, but it is certainly conceivable that more changes are needed.  Exchange rate volatility makes life just much more difficult.  I agree very strongly with David on this.  It makes it more difficult for banks and their regulators to judge which are good loans and which are bad loans.  The result is that it will make all the more difficult  the transition of the government owned banking system into a conventional commercial banking system.

 

The fundamental point, I think, is that exchange rate markets are notoriously volatile.  We know there is excess volatility, more volatility than can be explained by changes in the underlying fundamentals.  In China, there are no mechanisms in place that would help transfer or manage that risk.  Even in countries where such mechanisms exist,  they are very imperfect.  Basically, you can’t hedge against risk going out five or ten years into the future, which is what you would need to do if you were concerned about long-term investment.  Ultimately, there is a little bit of naiveté about free markets.  Theory tells us how nicely things would work if there was a complete set of well-functioning markets, including a complete set of forward (futures) and risk markets.  But these don’t exist, not even in advanced industrial countries, and especially not in a developing economy like China.  

 

So what we’re really addressing is how to handle the transition to a market economy.   Would it make more sense to try to develop some of these other institutions and strengthen the banking system before exposing the country to additional risks for which there seem to be very little benefit?

 

Nouriel Roubini
I’m not a market fundamentalist and I agree 100 percent with you that you need appropriate regulation and supervision, and to improve the financial system.  But in any economy that is moving in the direction of a market economy you have to have the right price signals.  The problem with China, in my view, is that the three main relative prices are totally out of whack.  You have the relative price of traded versus non-traded goods out of whack, leading to too many resources in the traded sector.  You have excessive investment.  The price of capital is too low.  You have interest rates at 5 percent, when the economy is growing at a nominal rate of 15 percent in GDP terms.  The price of land is too low, leading to excessive real estate speculation.  

 

So over time, you need to have regulations and so on, but all these relative prices have to go in the right direction.  Otherwise the incentive that people have in China are going to go in the direction of something that leads to a hard landing.  And that’s something we should worry about.

 

Steve Orlins
Our time is up.  I thank our panelists for the truly spectacular and enlightening discussion.  It’s an issue that is of real importance and I think you have shed a tremendous amount of light on it.  Thank you everybody for joining.

