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China: Just Say No to Monetary Protectionism

by Gerald P. O'Driscoll Jr., senior fellow at the Cato Ingtitute, and Lee Hoskins, senior fellow at the Pacific
Research Ingtitute and former president of the Federal Reserve Bank of Cleveland

The Bush adminigtration is prone to wrapping protec-
tionist policy in free-market rhetoric. Treasury Secretary
John Snow recently urged Chinas leaders to adopt "a flexi-
ble, market-based, exchange rate” for its currency. China
currently pegsits currency, the renminbi, at 8.28 to the U.S.
dollar. A strong economic case can be made for countries
adopting freely floating exchange rates. The administration's
god, however, is the political one of increasing the value of
the renminbi in order to make Chinas exports less competi-
tive in the United States. In part, administration officias may
be responding to congressiond initiatives, such as the Senate
bill cogponsored by Lindsay Graham (R-SC) and Charles
Schumer (D-NY). That bill would impose a 27.5 percent
across-the-board tariff on Chinese goodsif China does not
float its currency within six months of the bill's passage.

The congraints set by the World Trade Organization's
rules on placing quotas or tariffs on Chinese imports—exem-
plified by the ill-fated experience with sted tariffs—leaves
the administration the option of trying monetary protection-
ism to gppesase U.S. manufacturers. Monetary protectionism
occurs when government officials try to obtain atrade or
current account objective through monetary manipulation of
nominal exchange rates.

The Bush adminigtration wants China to bresk its long-
held currency peg to the U.S. dollar, thereby causing the dol-
lar to fall in nominal value relative to the renminbi and mak-
ing U.S. goods more competitive with those of China. But
such apolicy will work only if areal depreciation of the dol-
lar occurs. If Chinese manufacturers were to adjust their
pricesto reflect the new nomina exchangerate, any rea
depreciation of the dollar would be short-lived. Nevertheless,
monetary protectionism gives the appearance that politicians
are doing something for their manufacturing constituents.

The problem is not Chinds peg to the dollar. Many other
countries peg to the dollar, or "dollarize" their economies, but
they are not Sngled out as unfair competitors. Some econo-

mists favor floating exchange rates, while others prefer fixed
exchange rates. Most agree, however, that either a pure fixed
exchange rate system or a pure floating rate system is superi-
or to asystem of moving pegs and "dirty floats." A dirty float
occurs when a centra bank intervenes arbitrarily to dter the
exchange rate in pursit of monetary protectionism.*

China has been and should be criticized for its system of
capita controls, which impedes the free flow of capital. It is
the capital controls that permit Chinese authorities to pursue
monetary protectionism. The focus on fixed exchange rates
ismisplaced.

Hong Kong is a Specia Adminigtrative Region of China
with its own lega system, customs policy, and currency. The
Hong Kong dollar isaso tightly linked to the U.S. currency.
The Hong Kong Monetary Authority will not permit the
Hong Kong dollar to fal below 7.8 to the greenback and, in
practice, keeps the upper bound within 1 percent of that fig-
ure. No one in the Bush administration has hectored Hong
Kong to float its currency.

In contragt to its mother country, Hong Kong has no capi-
tal controls. As do goods, money moves fregly into and out of
the city. Getting rid of capita controls would compel Chinas
monetary authority to deal with market pressures on its cur-
rency. Either anew peg or afreefloat would be adopted.

U.S. protectionists could no longer claim that Chinals
policy of undervaluing its currency provides its exporters
with a competitive advantage. At the same time, China's cen-
tral bank would no longer need to purchase U.S. Treasury
obligations in voluminous quantities to maintain its currency
peg. Economist David Hale estimates that the monetary
authorities of China and Hong Kong purchased nearly $100
billion of U.S. Treasury securities (including mortgege-
backed securities) in the last 18 months. That policy props
up the value of the U.S. dallar.

Currently, Chinaisin no position to eiminate capital
contrals. Four large state-owned banks in China have $300
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billion to $400 billion of nonperforming loans. Cleaning up
those loans would force state-owned enterprises (SOES) to
rationdize and downsize. SOES, the mgor borrowers, still
employ more than two-thirds of the [abor force. The unem-
ployment resulting from their sudden restructuring could
lead to socid upheava and apolitical criss.

Chinain crissis not the Bush administration's god, so it
will not press on the real economic issue. Caling for China
to float its currency is political rhetoric to salve U.S. domes-
tic political wounds, not serious international economic poli-
cy. Under its WTO accession agreement, China.committed to
open itsfinancial markets. Overall, Chinaisliving up to that
agreement. Freer movement of capital will follow. Then
China’s leaders can decide whether to adopt a new peg or
float the currency.

The monetary experience in Hong Kong confirms that a
monetary authority can maintain a peg if it forgoes monetary
sovereignty. With a peg, changesin the domestic money sup-
ply are triggered by change in international reserves. The
monetary authority cannot guarantee domestic price stability

with such amonetary system. Hong Kong has suffered price
deflation for about five years. Because of the economy's
flexibility, the didocations caused by that deflation have
been less severe than they would have been in many other
countries.

It is doubtful, however, that Mainland China would
choose such asystem for the long run. Perhaps after one or
more revauations, Chinawill float its currency. The question
will then be whether to adopt afree or adirty float.

An open trading and investment relationship between
Chinaand the United States would benefit the citizens of
both countries. Chinas leaders need to move away from pro-
tectionismin al forms. President Bush should demonstrate
leadership by not advocating further protectionism, including
the monetary variety.

1. For afuller discussion of monetary protectionism, see W. Lee
Hoskins and Owen F. Humpage, "Avoiding Monetary
Protectionism: The Role of Policy Coordination,” Cato Journal
10, no. 2 (Fall 1990): 541-55.



