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Is the Chinese Renminbi
Undervalued?
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john.tatom@isunetworks.org

he Chinese government has come

under increasing criticism from

both the U.S. government and
some critics in U.S. industry for manipulat-
ing its currency. This is largely because of
concern about China’s large and growing
bilateral trade balance with the United
States. The most extreme view, at least in
terms of the size of the purported problem
and proposed remedy, is contained in a bill
introduced in February 2005 that would im-
pose a 27.5 percent tariff on Chinese goods
unless China revalues, or raises the value,
of its currency, the renminbi, whose basic
unit is the yuan, by 27.5 percent. This fig-
ure is the midpoint of a range of estimates
of how much the Chinese undervalue their
currency in order to be able to make their
goods cheaper in the United States and
elsewhere. While the proposed legislation
died with the end of the last session, it is
uppermost in the minds of China critics and
will continue to provide a benchmark for
discussions of China’s trade policy.

China did begin to push up the value of
the yuan against the dollar in June 2005,
but not by the 27.5 percent suggested by
some critics. The rise in the dollar price of
the yuan was only 6.8 percent from July
2005 until February 2007. It rose 3.4 per-
cent in the first year and has risen slightly
faster in the past year, up 3.9 percent in the
year ending in February 2007. This is
hardly a breakneck response to U.S. pres-
sures. Moreover, while the appreciation has
quickened recently, so has U.S. inflation so
that the dollar prices of Chinese goods are

not rising much faster than dollar prices of
U.S. goods. Thus, there has been little gain in
the pricing competitiveness of U.S. goods. This
lack of competitiveness gains highlights the
importance of what is called the real exchange
rate, the observed nominal exchange rate ad-
justed for prices in the two countries.

The Real Exchange Rate matters

It is the real exchange rate that affects the
price competitiveness of two countries’ goods,
not the nominal exchange rate. China’s cur-
rency could rise in value relative to the U.S.
dollar, but if China’s yuan prices are rising
more slowly than the dollar prices of U.S.
goods, China’s goods could end up selling at
lower dollar prices in the United States than
U.S. goods do. The real exchange rate is the
nominal yuan price of the dollar times the rela-
tive price level in the United States relative to
China. Chart 1 shows the nominal and real
exchange rates for the dollar in terms of yuan.
The real exchange value is constructed using
the U.S. consumer price index (CPI) divided by
the CPI in China, where each is set equal to
100 in 2005. The nominal and real exchange
rates are the same in 2005 when the ratio of
CPIs is equal to one.

Note that an inverted scale is used to meas-
ure the exchange rates so that increases in ei-
ther line reflect an improvement in the respec-
tive value of the yuan. Since the exchange rate
1s the yuan price of the dollar, an increase in
the value of the yuan (in dollars) means a fall
in the value of the dollar (in yuan). Increases
in the exchange rate, as shown, are increases
in the value of the yuan and reductions in the
value of the dollar, as desired, but it is the use
of the inverted scale that accomplishes this.
Like nearly all explanations of exchange rates
and their movements, the conventional effort
to make the discussion as simple as possible is
somewhat complicated.



Chart 1

The Chinese currency has risen slightly in recent years

The yuan has been rising for four years,
in real terms
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* Real exchange rate based on CPIs (2005 = 100)

If the yuan were undervalued and fixed, as
critics claim, it would be expected to appreciate
in real terms through faster inflation in China
than in the United States. This would occur
because an under-valued yuan would acceler-
ate China’s export growth and restrict its im-
ports, putting upward pressure on prices,
wages and rates of return for its export and
import-competing industries, until the cost ad-
vantage was eliminated. This would be fostered
by the general inflow of dollars, which would
accumulate as reserves at the central bank and
support more inflationary growth of the Chi-
nese money supply. The responses to an under-
valued yuan would lead to a rise in Chinese
prices relative to U.S. prices pushing up the
real exchange rate for the yuan, given the
nominal exchange rate.

What is the “right” yuan-dollar exchange rate?

Proponents of the view that the yuan is un-
dervalued point to the large and persistent bi-
lateral trade deficit that the United States has
with China. There is no reason why any one
country’s trade with another has to balance,
however. Economic theory and accounting only
dictate that in the long run a country’s overall
current account balance with all country’s will
tend to balance. And even then, the “long run”
for this purpose is often counted in decades. A
bilateral trade balance is not evidence of an

imbalance, at least in the sense that there are
economic forces that would eventually elimi-
nate it, or in the sense that it will ever have to
go away or that its persistence implies excess
costs or risks to either country.

International financial theory predicts that
the real exchange rate of a currency is
“stationary,” which means that it fluctuates
around its mean, with no tendency to drift off
and a systematic tendency to move back to the
mean if for some reason it is moved away from
it. This occurs because of “purchasing power
parity” (PPP), which holds that the same bun-
dle of goods and services will tend to sell for
the same price (in a given currency). As a re-
sult, the exchange rates must adjust to reflect
price differences in the domestic price levels
in the two countries, or, given a fixed nominal
exchange rate, price levels adjust to make
PPP hold. PPP rests on the ability to profita-
bly arbitrage price differences when it does
not hold.

An example of how PPP works might clar-
ify the point. Suppose, for the sake of the ar-
gument, that PPP holds but China appreci-
ates the nominal value of the yuan by 27.5
percent. PPP implies that such an apprecia-
tion would cause the price level in China to
fall eventually by 27.5 percent relative to
prices in the United States. The reason is that
the nominal, and initially real, appreciation of
the yuan by 27.5 percent would lead Chinese
goods to rise by 27.5 percent in dollar terms
and U.S. goods to fall by 27.5 percent in yuan
terms. Thus the Chinese and Americans
would buy more U.S. goods and fewer Chinese
goods, putting upward pressure on U.S. prices
and downward pressure on Chinese prices.
Since the Chinese market is so small relative
to the United States, most of the pressure
would fall on the Chinese market. The tempo-
rary incentive to switch purchases from Chi-
nese to U.S. goods would continue until prices
in China fell by 27.5 percent relative to U.S.
prices and then PPP would be restored.

Some price differences across countries
could arise from taxes, transport cost or natu-



ral endowments of specialized resources. These
differences in prices cannot be easily eliminated
by arbitrage, so PPP may not as readily hold in
these cases. Even when there are such factors,
however, the real exchange rate is expected to
be stationary in the long run so long as these
distorting factors remain unchanged or change
In a non-systematic way. But again, the long
run can be very long.

The real value of the yuan shown in Chart 1
appears to have a downward drift in the value
of the yuan, or upward drift in the value of the
dollar until 1991. This should not be surprising,
The chart begins soon after reform
and opening of the Chinese market began.
Highly-centralized socialist economies attempt
to control prices and hold the prices of essential
consumer goods and services at artificially low
levels and to control access in order to ration
them. They also control exchange rates and ac-
cess to foreign exchange. In China’s case it ap-
pears that the real exchange rate may have
been set artificially high so that foreign demand
was relatively low and domestic demand for for-
eign goods and foreign exchange (dollars) were
rationed. As the economy opened, the real ex-
change rate fell. It might seem that it could
take a long time for the real exchange rate to

however.

become stationary, but actually simple aug-
mented Dickey-Fuller tests indicate that there
is no significant trend and that the real ex-
change rate shown is stationary (ADF statistic
equals -3.93, critical value equals-2.98, signifi-
cance level equals 0.6 percent). Depending on
the period used, it would appear that the real
exchange rate has been slightly overvalued, but
by no more than 4 percent in 2005. Of course, it
1s not possible to have much confidence in such
a conclusion based on only 25 years data for an
economy in such dramatic transition, but the
results are surprising, powerful and suggestive.

Conclusion

U.S. policy toward China has been to exert
strong pressure to get the Chinese to appreciate
the yuan as part of its opening up of its foreign
exchange and other financial markets to inter-
national competition. The focus is on the latter

opening, but the expectation is that the cur-
rency would appreciate as many other policy-
makers and industry leaders hope. With a flexi-
ble, market-driven exchange rate, market par-
ticipants determine the right price for a cur-
rency in real time, minute-by-minute, so that it
is difficult to argue that the exchange rate is
‘wrong.” Under a fixed exchange rate, such as
that adopted for over 10 years by the Chinese,
market pressures arising from under- or over-
priced currencies do not move the exchange
rate, but instead move prices in each country to
eliminate any under- or overvaluation.

Price rigidities suggest that this process
could be much slower than exchange rate
changes. In any event, theory and evidence to-
day favor the notion that PPP and real ex-
change rate stationarity are the long-run deter-
minates of the exchange rate and of interna-
tional pricing relationships. The evidence sug-
gests that either way, the yuan may be close to
correctly valued. Any effort to force more appre-
ciation could be deflationary for China.

Il Tatom is Director of Research at Networks
Financial Institute.
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had more Net Loans & Leases and Assets
compared to the ones throughout the nation.

wo new banks, Evansville Com-

merce Bank and MainSource Bank

of Crawfordsville, were founded in
Indiana in 2006. For 2007, there is already
one new application by Tower Banks of Cen-
tral Indiana to be formed as a commercial
bank. Between 2000 and 2006, the number of
new bank formations averaged about two per
year. During the same time period, there was
only one bank dissolution, Indiana Members
Trust Company.

Mergers and acquisitions (MA) are a real-
ity and an important trend in the commercial
banking sector. In order to be able to stay
competitive many small and mid-size banks
are either merging or being acquired by other
banks. One of the recent MA cases involved
South Bend-based 1st Source Corp. acquiring
FINA Bancorp, Inc. in Valparaiso for $135
million in February 2007.

Although banks can gain efficiency by in-
creasing their size and bringing the same
type of service to more customers, they might
loose a certain type of customers who needs
local touch, more customized service or valu-
able speed in their loan applications. These
factors might be more important for small
business owners than others. Especially dur-
ing tough times, having a close relationship
with a local banker might be invaluable for
small business owners.

There were 34 commercial banks with as-
sets less than $100 mil. in Indiana at the end
of 2006. On average, 21 employees were em-
ployed in each bank. This number is a bit
higher than the national average of 18.5 em-
ployees per bank for this size bank. However,
on average Indiana based small banks had a
higher amount of total assets, $56.3 mil.,
than the national average of $52.4 mil. Indi-
ana-based small banks, on average, usually

Table 1

The Typical Indiana Small Bank

Indiana (1)/Nation(N) 2003 | 2004 | 2005 | 2006

$ in 000's

Employees I| 24.0 | 22.7 | 22.8 | 20.9
N| 19.8 | 19.2 | 19.0 | 18.6

Assets | [60,999|60,865|60,822|56,349
N|51,333|51,721|52,066|52,480

| | | [38,623(38,799|39,031|36,244

Netloans & leases N30 683[31,452|31,050(32,172

Liabilities | [53,777|53,321|53,246|48,667
N|45,547|45,763|45,867 (45,796

Interest-bearing de- | | [43,271]42,856|42,298|39,270

posits N|36,210(36,002|35,614|35,944

Equity Capital || 7,222 | 7,544 | 7,576 | 7,681
N| 5,786 | 5,958 | 6,199 | 6,684

Tier 1 (core) capital I{7,011 (7,391 | 7,516 | 7,552
N| 5,530 | 5,772 | 6,130 | 6,541

Source: FDIC

Net interest income as a percentage of
total assets of Indiana small banks was very
close to the national average for the period
between 2003 and 2006. This suggests that
Indiana banks usually lend with the same
rates as their peers in the nation and pay
the same rates to attract deposits from cus-
tomers. However, a higher percentage of
“Provision for loan and leases losses” in
2005 and 2006 for Indiana banks may be
the indication of Indiana small banks mak-
ing riskier loans than their peer in the na-
tion. Indiana small banks’ “Total noninter-
est expenses as a percentage of their assets”
were usually lower than their peers. One of
the factors helping Indiana banks to keep
their noninterest expenses lower than oth-
ers was the fact that they had a lower
“Salaries and employee benefits expense as
a percentage of their assets”, despite having
more employees or employees per dollar of
assets.

What kept the bottom line lower for
Indiana-based small banks compared with
their peers was noninterest income they re-




ceived as a percentage of their total assets. In the long term, Indiana small banks
may benefit from looking at other fee-based
areas for money generating activities, and
try to identify what products their custom-
ers and especially small businesses need

One of the significant trends in the bank-
ing industry is that banks are relying more
and more on noninterest income rather than

conventional interest income. There is almost . X )
which can generate more income. In addi-

tion, by conducting detailed product analy-
sis, small banks can better market their
products to customers.

a certain limit on what rate you can pay to
attract new deposits and lend money out to
customer and still have a healthy margin.
More and more banks are relying on fees,
such as card fees or mortgage banking fees. Erdem is Research Associate at Networks
However, one of the challenges facing the Financial Institute.

banking industry and especially small banks
is that noninterest income is not growing fast

Dr. Thomas Saving Presentation: A College
Student's Guide to Social Security s

enough or even declining. Medicare: Why You Should Care and What
Table 2 It's Going to Cost You
The Typical Indiana Small Bank Time, Date, & Location

. . Date: Wednesday, April 18, 2007
Indiana(l)/Nation(N)
06 of Total Assets 2003 | 2004 1 2005 | 2006 | fjme: 5:00: PM - 6:30: PM

554 | 5.22 | 553 | 6.13 Where: College of Business Conference Rm, 11th FL.
Where: 800 West Sycamore Street, Terre Haute, IN

Total interest income

I

N | 539 | 5.18 | 5.56 | 6.13
Total interest expense | | 175143 1178 | 2.26 | About the presentation

N [ 159|135 ]| 1.66 | 2.27

| 1379 1379 | 3.76 | 3.87 In the very near future Medicare and So-
Netinterestincome 1012 29 | 3.86| cial Security will begin to place an accelerat-
Provision for loanand || | 0.27 | 0.21 | 0.32 | 0.41 | ing fiscal burden on the federal government.
lease losses N | 027 | 0.22 | 0.19 | 0.19 | Unless these programs are cut, and remem-
Total noninterestin- || | 1.02 | 0.78 | 0.75 | 0.6 | ber that the elderly do vote, the current
come. N | 1.2 094 099]0.99 youth can expect levels of taxation that
Sliliéfi:;‘gﬁ??' :\l 1;2 1i.783 1;2 122 greatly exceed those of their parents. Is
ol nonmterestex- 1 1 3.21 | 3.25 | 3.35 | 3.48 there a solution that is both politically vi-
pense N | 353 | 333 | 3.44 | 3.48 | able and can rescue you from the coming tax

. I 11171091 063]042]| tsunami? That is the question to be dis-

Net income N |[094| 1 1 ]0.95]| cussedand perhaps even answered.
Source: FDIC Dr. Thomas R. Saving is the Director of the

Private Enterprise Research Center at
Texas A&M University. A University Dis-
tinguished Professor of Economics at Texas

Advances in technology made it easier for
customers to move away from some of the fee

generating activities of banks. One example is
paper-based checks where fees associated A&M, he also holds the Jeff Montgomery

with not sufficient fund (NSF) penalties, over- Professorship in Economics. . His current
draft fees and others have declined. Some research emphasis is on the benefit of mar-
banks are offering online bill payment ser- kets in solving the pressing issues in health
vices with a fee, but since most vendors al-  care and Social Security. On May 2, 2001,

ready have online services, customers may president Bush named Dr. Saving to the
find it more convenient to directly deal with

bipartisan President’s Commission to
vendors.

Strengthen Social Security.
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