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economic policy has been stable for a decade. With the pegged
renminbi exchange rate at its heart, China has pursued growth based
on exports and the investment to support them. But with the
downturn in the US economy, cuts in Federal Reserve interest rates,
and falls in the dollar, the need to rebalance is more urgent than ever
beforeJ 0D 00000 0OOO0OOODOODOOOOOONO
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[1 Lower US rates causes pressure through two channels: losses to the
People’ sBank of China, and the monetary stimulus they give to an
economy where inflation is already a problem. Rises in core
consumer prices may be moderate, but with food sending headline
Inflation up by 7.1 per cent in the year to January, the central bank
still needs to keep the brakesondemand.J O OO0 OO0 OO0 O
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' s huge current account surplus, the PBoC has to sell renminbi and
buy dollar assets to maintain the currency peg. It then mops up the
renminbi by selling local currency bonds. But because it now earns
less interest on its dollar bonds, and because the renminbi has been
allowed to go up somewhat faster against the US currency in recent
weeks, the PBoC is now losing billions of dollars a month on its new
and accumulated reserves. That is an uncomfortable position for a
centralbanktobeinO 0D OO0 0D0OO0OOO0OOOOOOOOO
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DO00000000000000 0 While the renminbi may
have appreciated somewhat faster, its rise has been against a dollar
that was falling against other currencies, such as the euro and the yen.
The weak US economy has slowed China’ s exports somewhat but
has not been aheavy dragondemand. O O OO OO 0O OO O
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tighten monetary policy to keep a lid on inflation but its options are
limited. It can raise reserve requirements for banks, but there is a



limit to how far it can do so without undermining their profitability.
It can raise interest rates, but that would make the dollar reserve
problem even more acute. China’ s best bet is to allow still faster
appreciation of the renminbi, against a basket of currencies, and not
justthedollar,0 DO DO 00000000 OoooooOooOn
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000000 O O There is a danger that faster appreciation will
attract speculators: if a currency is expected to rise, it makes sense to
buy now. But China’ s capital controls, and its past success in
containing hot money flows, suggest it can keep control of the
process. The alternative a large, one-off revaluation is unattractive
given the disruption it would cause to an economy so heavily
dependentonexports.0 D D 00 OO0 O0OO0O0OOOOOO
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long been clear that the renminbi peg was storing up trouble and
China needed to start rebalancing away from exports. Now it has a
spur to do so. China needs to take this chance and let the renminbi
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