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The ongoing global imbalances has strengthened calls for the US to declare trade war with China. This column argues that the US did not emerge victorious from the last currency war with Japan, and against China the chances are even slimmer. Instead the upcoming G20 meeting should focus on a broad range of structural adjustments from both sides.

A new currency war is looming. The US Congress has already passed a bill for imposing currency import tariffs, although becoming an actual policy is still a long shot. Tim Geithner is urging the IMF and the international community to play more active roles in promoting more flexible exchange-rate regimes. Martin Wolf, following up the ideas of Gros (2010), prefers capital market restrictions, such as preventing China from purchasing US Treasury bills, as a way of avoiding trade sanctions the fight with ‘stubborn’ China (Wolf 2010). Fred Bergsten proposed countervailing currency intervention for the US to sell dollars to offset China’s intervention in foreign exchange markets (Bergsten 2010). And Paul Krugman has long advised the US government to declare trade war with China (Krugman 2010a, 2010b).

The upcoming G20 Summit in Seoul could potentially become a battlefield of a new currency war. Geithner already indicated earlier his intention of using G20 to pressure China for faster currency appreciation. After all, global rebalancing was one of the policy items identified by G20 leaders from the very beginning. But it remains unclear about the best approach for G20 to deal with the imbalance problem. Economist Bill Cline proposed a new Plaza arrangement several years ago (see Cline 2005). Current discussions indicate that some major deficit countries hope for G20 to move in that direction. Like its predecessor, a Plaza Accord II could demand substantial appreciation of currencies in major surplus economies like China, Japan, Germany, and oil exporting countries.

In order to predict likely forms and outcomes of a new currency war, we need to address the following four questions.

· Would most G20 members support a Plaza II or a currency war against China, Japan, and other surplus countries?

· How would the US and its close allies like UK fight this new currency war?

· Are flexible exchange rates sufficient conditions for resolving the imbalance problems?

· What would be the best strategy for G20 for the purpose of global rebalancing?

Let’s take these issues one by one.

The Plaza Accord was signed by G5 – major deficit countries of UK and US, major surplus countries of Germany and Japan, and France. A replay, however, is highly unlikely within the G20. While the US may be a strong supporter of some forms of Plaza II, the positions within the European Union may vary, from large deficit countries like UK to large surplus countries like Germany.

Given its previous experiences, Japan will probably be very reluctant to sign Plaza II. And Japan is one of the biggest beneficiaries of economic boom in China. Most importantly, China is not Japan. China will never let the US to force upon it any currency decisions. Other Asian members of G20 like Korea and Indonesia are also running current-account surpluses. So to start with, US and UK probably won’t be able to find enough G20 members to sign a new Plaza arrangement.

But that’s not the end of the story. If a war didn’t break out in the meeting rooms of the G20 Summit, the US still has the option of taking China and other major surplus countries to war alone, or with a couple of its close allies. And there are already enough weapons suggested for the US to use, including import tariffs, countervailing intervention, and capital market restrictions.

The trouble, however, is that all these measures are impractical.

· Taking import tariffs threatened by the US Congress as an example, even if the US survives the potential WTO rulings, such protectionism measures would mean much more expensive consumer goods and much higher inflation in the US. Is the US prepared to accept these consequences, without necessarily adding jobs?

· The so-called countervailing intervention probably won’t work, either, at least for China.

Bergsten’s idea is that the US should sell dollars to offset China’s intervention in foreign exchange market. For this to work, the US would have to sell dollars and buy renminbi. But this is impossible given China’s capital-account controls. Where would the US authorities find renminbi?

· The proposal to prevent China from purchasing the US Treasury bills is somehow ironic. 

Even if the US is able to ban China in the primary market of the Treasury bills, it has no effective way of stopping China from accessing to the secondary markets.

More importantly, China and Japan each accounts for more than 20% of the Treasury market. Does the US really have stomach for this given its gigantic fiscal problems?

A fundamental issue we need to understand is the importance of exchange-rate regimes for external imbalances. Does currency matter? Of course, it does. Exchange rate is price of one currency relative to another. An undervalued currency promotes exports, inhibits imports and, therefore, improves trade balance. Thus a more flexible exchange rate should be preferred, especially for major imbalance economies.

But does the exchange rate hold all the keys to the imbalance problem? The answer is, definitely, no.

Lessons from Plaza I

Experts who are interested in Plaza II should first study carefully the experiences of the original Plaza Accord. The yen/dollar rate dropped from 250 in early 1985 to 150 in early 1988 and further to about 80 in mid-1995. But Japan’s current-account surpluses did not disappear.

Likewise, the real effective exchange rate of the US dollar fluctuated during the past three decades, but the US current-account deficits continued to climb, especially during the ten years preceding the global crisis. If the Plaza Accord did not achieve its original goal, why all of a sudden people became interested in this old idea again?

The US politics of beating the war drums

The truth is that it is driven more by political considerations than economic factors. American politicians should know that the US loss of manufacturing jobs over the past decades was caused mainly by changing comparative advantage. And the current high unemployment rate is a symptom of recession. Forcing China to revalue its currency, however, yields political benefits for these politicians – even if it does not yield economic benefits for America as a whole.

Sadly, if there were a Plaza II, it would not be based on rational economic calculation. The danger of politically driven process is that it is easy to over-kill. That could be extremely damaging for both the Chinese and American economies. Perhaps this was what Wen Jiabao worried about when he spoke of export and job implications of the exchange rate.

A better way forward

The G20 does have an important role to play in global rebalancing. But it is far better for focus on a comprehensive package centred on structural reforms in both surplus and deficit countries. Exchange rates should be an important part of that package. For instance, in order to reduce the current account deficits, the US has to raise its saving ratio. But simply devaluing the dollar would not be sufficient for that purpose.

Likewise, the current-account surpluses in China were caused by a broad set of distortions, especially in the factor markets. For instance, the currency may be undervalued, but the interest rates are probably also repressed. All these distortions in costs of labour, capital, land and resources artificially improve competitiveness of Chinese products in the international markets (Huang 2010). Therefore, correction of China’s external imbalances also requires elimination of all these distortions. If all these needed adjustments are concentrated on the currency alone, we could easily get over-sized exchange-rate adjustment and major adjustment difficulties for the real economy.

The good news is that rebalancing is already occurring. The US current-account deficits and Chinese surpluses, as shares of their respective GDPs, have both at least halved from their respective pre-crisis peaks. There might be some cyclical reasons for such correction, but the bulk of reductions of the imbalances were structural improvement and thus sustainable (Freund 2010). It’s surprising that none of the American politicians take notice of such improvement. It is perhaps even more disappointing that these important changes slipped the eyes of fame-chasing, not truth-seeking, commentators. Rebalancing needs to continue, but we have travelled some distance already.

In China, structural improvement also took place, mainly because of changes in factor markets. Factor costs are already rising across board, from wages to electricity tariffs. These have led to effective appreciation of renminbi, even though the nominal exchange rates were relatively stable (Xiaolian 2010). China’s official CPI is currently running at 3%-3.5% year-on-year. But most economists share a consensus view that the official rate is substantially underestimated. The month-on-month annualised rate, however, is already way above 7%. If we take this as the annual rate, then renminbi actually appreciates by more than 5% in real terms against currencies of most advanced economies.

These are the types of changes that the international community should encourage and the G20 agenda should focus on. A currency war could only lead to lose-lose situation. The US did not win the past currency war with Japan. It is less likely to win a new war with China.
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