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Chinese policies are highly distortionary
Report to Congress on International Economic and

Exchange Rate Policies May 2005

Current Chinese policies are highly

distortionary and pose a risk to China’'s economy, its trading partners, and
global economic growth.

China’s policies will likely meet the statute’s technical

requirements for designation.

the

levying of export tariffs by Beijing won't slow U.S. efforts to control textile
shipments from China, at least in the near term.




China will face political instability if.............



Chinese officials have publicly acknowledged the need to move to

a more flexible system, have repeatedly vowed to do so and have undertaken the
necessary and appropriate preparations



. The report finds that no major trading partner of the United States met the
technical requirements for designation under the Omnibus Trade and Competitiveness
Act of 1988 during the second half of 2004. A number of economies continue to use
pegged exchange rates and/or intervene in foreign exchange markets. A peg or
intervention, though, does not in and of itself satisfy the statutory test. Treasury has
consulted with the IMF management and staff, as required by the statute, and they
concur with these conclusions.

. Nevertheless, Treasury has engaged, and will continue to engage, with several
economies, including some in Asia, to promote the adoption of market-based exchange

policies and regimes. Most notable among these is China. Current Chinese policies are

highly distortionary and pose a risk to China’s economy, its trading partners, and

global economic growth. Concerns of competitiveness with China also constrain

neighboring economies in their adoption of more flexible exchange policies. If current

trends continue without substantial alteration, China’s policies will likely meet the

statute’s technical requirements for designation.

. While China’s ten-year-long pegged currency regime may have at times contributed

to stability, it no longer does so. The peg blocks the transmission of critical price signals,

impedes needed adjustment of international imbalances, attracts speculative capital

flows and is a large and increasing risk to the Chinese economy. Indeed, Chinese

officials have publicly acknowledged the need to move to a more flexible system, have
repeatedly vowed to do so and have undertaken the necessary and appropriate

preparations. It is widely accepted that China is now ready and should move without

delay in a manner and magnitude that is sufficiently reflective of underlying market

conditions. Treasury will continue to engage with China and closely monitor changes in
its foreign exchange policy over the coming weeks and months.

. Treasury is continuing to engage actively with economies to encourage, in both
bilateral and multilateral discussions, flexible market-based exchange rate regimes
combined with a clear price stability goal and a transparent system for adjusting policy
instruments. In this light, the communiques of the G-7 Finance Ministers and Central
Bank Governors in October of 2004 and February and April of 2005 stated: “...that
more flexibility in exchange rates is desirable for major countries or economic areas
that lack such flexibility to promote smooth and widespread adjustments in the

international financial system, based on market mechanisms.”

China will take time



S Korea rules out further currency intervention

Park Seung

We now need to take more consideration of profitability, and I think we're

at a stage where we need to manage our reserves in a more useful way



Japan

Japan’s economic recovery, which began in the second quarter of 2002, stalled in the
second half of 2004. Japan’s economy contracted slightly in the second and third
quarters of the year and grew marginally in the fourth quarter. Japan also appeared to
lose some ground in its long fight to eliminate deflation, as core consumer prices (the
Japanese CPI less fresh foods) fell by 0.2 percent year-on-year during the second half of
2004, after falling 0.1 percent on a year-on-year basis in the first half of the year.
However, other price measures, such as the deflators for private consumption and GDP,

showed continued progress toward price stability.

Japan has had a persistent current account surplus and capital outflows to the rest
of the world, a consequence of a surplus of Japanese savings over domestic investment.
Rates of return on domestic investment have been generally low, although the Prime

Minister’s program of structural reform and derequlation and the recent acceleration of

corporate restructuring and mergers and acquisition activity hold out the prospect of

higher returns. Japan’s global current account surplus remained steady at about 3.5
percent of GDP (or $83.1 billion) in the second half of 2004. Japan’s bilateral

merchandise trade surplus with the United States totaled $39 billion in the second half

of 2004, up from $36.2 billion in the first half. Capital continued to flow out of Japan in



the second half of 2004 reportedly in response to changing expectations of U.S. growth
relative to Japanese growth and higher U.S. interest rates.

During the June 30 to December 31, 2004 reporting period, the yen appreciated 5.6
percent against the dollar, reaching a level of 103.8 at year-end. At the same time that
the Japanese economy appeared to weaken, economic releases from the United States
showed continued strength. This differential was reflected in currency values during
the first three months of this year. The yen hit a peak value of 101.9 to the dollar on
January 17, 2005, but by March 31 was trading at 107.0 to the dollar, a depreciation of
3.1 percent from its end-year level. Over a more extended period, since early February
2002 through the end of March 2005, the dollar has depreciated by 20 percent against
the yen, less than its 29.5 percent depreciation against the major currency component

of the Federal Reserve Board’s Broad Nominal Index of the dollar over the same period.

Japanese authorities have not intervened in the foreign exchange market since

March 16, 2004. Japanese foreign exchange reserves rose by $25.7 billion in the second

half of 2004 to $824.3 billion, due to interest earnings and a depreciation of the dollar

against other currencies held as Japanese reserves. This contrasts with an increase in

Japanese foreign exchange reserves of $145.8 billion in the first half of 2004, a period

in which the authorities did intervene.

Stock mart was upbeat and will be.......
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have a nice week
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