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PREFACE 
 
 
A currency is a unit of exchange, facilitating the transfer of goods and services. It is one 

form of money, where money is anything that serves as a medium of exchange, a store of 
value, and a standard of value. A currency zone is a country or region in which a specific 
currency is the dominant medium of exchange. To facilitate trade between currency zones, 
there are exchange rates, which are the prices at which currencies (and the goods and services 
of individual currency zones) can be exchanged against each other. Currencies can be 
classified as either floating currencies or fixed currencies based on their exchange rate 
regime. In common usage, currency sometimes refers to only paper money, as in coins and 
currency, but this is misleading. Coins and paper money are both forms of currency.  

In most cases, each country has monopoly control over the supply and production of its 
own currency. Member countries of the European Union's Economic and Monetary Union are 
a notable exception to this rule, as they have ceded control of monetary policy to the 
European Central Bank.  

This new book presents the latest developments in this crucial field of international 
relations. 

Chapter 1 - The continued rise in China’s trade surplus with the United States and the 
world, and complaints from U.S. manufacturing firms and workers over the competitive 
challenges posed by Chinese imports have led several Members to call for a more aggressive 
U.S. stance against certain Chinese trade policies they deem to be unfair. Among these is the 
value of the Chinese yuan relative to the dollar. From 1994 to July 2005, China pegged its 
currency to the U.S. dollar at about 8.28 yuan to the dollar. On July 21, 2005, China 
announced it would let its currency immediately appreciate by 2.1% (to 8.11 yuan per dollar) 
and link its currency to a basket of currencies (rather than just to the dollar). Many Members 
complain that the yuan has only appreciated only modestly (about 7%) since these reforms 
were implemented and that China continues to “manipulate” its currency in order to give its 
exporters an unfair trade advantage, and that this policy has led to U.S. job losses. Numerous 
bills were introduced in the 109th Congress to address China’s currency policy, and these 
efforts have continued in the 110th session.  

If the yuan is undervalued against the dollar (as many analysts believe), there are likely to 
be both benefits and costs to the U.S. economy. It would mean that imported Chinese goods 
are cheaper than they would be if the yuan were market determined. This lowers prices for 
U.S. consumers and dampens inflationary pressures. It also lowers prices for U.S. firms that 
use imported inputs (such as parts) in their production, making such firms more competitive. 
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When the U.S. runs a trade deficit with the Chinese, this requires a capital inflow from China 
to the United States. This, in turn, lowers U.S. interest rates and increases U.S. investment 
spending. On the negative side, lower priced goods from China may hurt U.S. industries that 
compete with those products, reducing their production and employment. In addition, an 
undervalued yuan makes U.S. exports to China more expensive, thus reducing the level of 
U.S. exports to China and job opportunities for U.S. workers in those sectors. However, in the 
long run, trade can affect only the composition of employment, not its overall level. Thus, 
inducing China to appreciate its currency would likely benefit some U.S. economic sectors, 
but would harm others.  

Critics of China’s currency policy point to the large and growing U.S. trade deficit ($233 
billion in 2006) with China as evidence that the yuan is undervalued and harmful to the U.S. 
economy. The relationship is more complex, for a number of reasons. First, an increasing 
level of Chinese exports are from foreign-invested companies in China that have shifted 
production there to take advantage of China’s abundant low cost labor. Second, the deficit 
masks the fact that China has become one of the fastest growing markets for U.S. exports. 
Finally, the trade deficit with China accounted for 26% of the sum of total U.S. bilateral trade 
deficits in 2006, indicating that the overall U.S. trade deficit is not caused by the exchange 
rate policy of one country, but rather the shortfall between U.S. saving and investment. That 
being said, there are a number of valid economic arguments why China should adopt a more 
flexible currency policy. For a brief summary of this report, see CRS Report RS21625, 
China’s Currency: A Summary of the Economic Issues, by Wayne M. Morrison and Marc 
Labonte. This report will be updated as events warrant.  

Chapter 2 - Japan’s intervention to slow the upward appreciation of the yen has raised 
concerns in the United States and brought charges that Tokyo is manipulating its exchange 
rate in order to gain unfair advantage in world trade. This coincides with similar charges 
being made with respect to the currencies of the People’s Republic of China and South Korea. 

In the 110
th

 Congress, H.R. 2886 (Knollenberg)/S. 1021(Stabenow) (Japan Currency 
Manipulation Act), H.R. 782 (Tim Ryan)/S. 796 (Bunning) (Fair Currency Act of 2007), S. 
1677 (Dodd) (Currency Reform and Financial Markets Access Act of 2007), and S. 1607 
(Baucus) (Currency Exchange Rate Oversight Reform Act of 2007) address currency 
misalignment in general or by Japan in particular.  

In the past, Japan has intervened (bought dollars and sold yen) extensively to counter the 
yen’s appreciation, but since March 2004, the Japanese government has not intervened 
significantly, although some claim that Tokyo continues to “talk down the value of the yen.” 
This heavy buying of dollars has resulted in an accumulation of official foreign exchange 
reserves that exceeded a record $893 billion (June 2007) by Japan. The intervention, however, 
seems to have had little lasting effect. It may only have slowed the rise in value of the yen 
rather than reverse its direction of change. For the past few years, the yen has been 
depreciating and is now at a 20-year low. Estimates on the cumulative effect of the 
interventions range from an undervaluation of the yen of about 3 or 4 yen to as much as 20 
yen per dollar. Private company estimates of the misalignment of the yen range from an 
overvaluation of 1.8% to an underevaluation of 29%. The median value of these estimates is 
that the yen is about 15% undervalued, but it is not known how much of the undervaluation 
resulted from market forces and how much from intervention.  
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In 2006, the U.S. Secretary of the Treasury indicated that it had not found currency 
manipulation by any country, including by Japan. An April 2005 report by the Government 
Accountability Office reported that Treasury had not found currency manipulation because it 
viewed “Japan’s exchange rate interventions as part of a macroeconomic policy aimed at 
combating deflation...” In its May 2006 report on consultations with Japan, the International 
Monetary Fund (IMF), likewise, did not find currency manipulation by Japan. The criteria for 
finding currency manipulation, however, allows for considerable leeway by Treasury and the 
IMF.  

One problem with the focus on currency intervention to correct balance of trade deficits 
is that only about half of the increase in the value of a foreign currency is reflected in prices 
of imports into the United States. Periods of heaviest intervention also coincided with slower 
(not faster) economic growth rates for Japan.  

Major policy options for Congress include (1) let the market adjust ; (2) clarify the 
definition of currency manipulation; (3) require negotiations and reports; (4) require the 
President to certify which countries are manipulating their currencies and take remedial action 
if the manipulation is not halted; (5) take the case to the World Trade Organization or appeal 
to the IMF; or (6) oppose any change in governance in the IMF benefitting Japan. This report 
will be updated as circumstances require.  

Chapter 3 - The United States has accused the Democratic People’s Republic of Korea 
(DPRK or North Korea) of counterfeiting U.S. $100 Federal Reserve notes (supernotes) and 
passing them off in various countries. This is one of several illicit activities by North Korea 
apparently done to generate foreign exchange that is used to purchase imports or finance 
government activities abroad.  

Although Pyongyang denies complicity in any counterfeiting operation, at least $45 
million in such supernotes of North Korean origin have been detected in circulation, and 
estimates are that the country has earned from $15 to $25 million per year from 
counterfeiting. The illegal nature of any counterfeiting activity makes open-source 
information on the scope and scale of DPRK counterfeiting and distribution operations 
incomplete. South Korean intelligence has corroborated information on North Korean 
production of forged currency prior to 1998, and certain individuals have been indicted in 
U.S. courts for distributing such forged currency. Media reports in January 2006 state that 
Chinese investigators have independently confirmed allegations of DPRK counterfeiting.  

For the United States, North Korean counterfeiting represents a direct attack on a 
protected national asset; might undermine confidence in the U.S. dollar and depress its value; 
and, if done extensively enough, potentially damage the U.S. economy. The earnings from 
counterfeiting also could be significant to Pyongyang and may be used to purchase weapons 
technology, fund travel abroad, meet “slush fund” purchases of luxury foreign goods, or even 
help fund the DPRK’s nuclear program.  

U.S. policy toward the alleged counterfeiting is split between law enforcement efforts and 
political and diplomatic pressures. On the law enforcement side, individuals have been 
indicted and the Banco Delta Asia bank in Macao (a territory of China) has been named as a 
primary money laundering concern under the Patriot Act. This started a financial chain 
reaction under which banks, not only from the United States but from other nations, have 
declined to deal with even some legitimate North Korea traders. North Koreans appear to be 
moving their international bank accounts to Chinese and other banks. In December 2006, 
North Korea agreed to return to the six-party talks on its nuclear weapons program, but during 
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the talks Pyongyang refused to discuss denuclearization officially until the Banco Delta 
financial sanctions were lifted. It is not known whether North Korea currently is engaged in 
supernote production, but such notes suspected to be from earlier production runs reportedly 
are readily available in a Chinese town just north of the DPRK border.  

The political/security track attempts to stop the alleged counterfeiting activity though 
diplomatic pressures, the Illicit Activities Initiative, and direct talks with North Korea through 
a working group on U.S. financial sanctions that in December 2006 first met alongside the 
six-party talks. In these talks, the U.S. side stated that U.S. sanctions on Banco Delta could be 
resolved if North Korea punishes the counterfeiters and destroys their equipment. This report 
will be updated as circumstances warrant.  

Chapter 4 - Since 2002, the dollar has depreciated against a broad basket of currencies 
and against the euro. This depreciation has prompted some observers to question whether the 
“cheap” dollar is leading to a “fire sale” of U.S. firms, especially of those firms that can be 
identified as part of the Nation’s defense industrial base. Congress has displayed a long and 
continuing interest in foreign direct investment and its impact on the U.S. economy. Since 
September 11, 2001, Congress has demonstrated a heightened level of concern about the 
impact of foreign direct investment in critical industries or in sectors that are vital to 

homeland security. In the 110
th

 Congress, Members are considering H.R. 556, the National 
Security Foreign Investment Reform and Strengthened Transparency Act of 2007, which was 
adopted by the full House on February 28, 2007. The measure reflects a heightened level of 
concern about the presence of foreign investors in the economy by increasing Congressional 
oversight over federal reviews of foreign direct investment and by expanding the current 
areas of review to include homeland security and critical infrastructure.  

Academic research and analysis has been relatively limited on the topic of the 
relationship between a depreciated dollar and any impact on foreign purchases of U.S. firms. 
There is also a relatively limited amount of information on this topic. Nevertheless, direct 
investment transactions as a whole seem to be tied more directly to the relative rates of 
economic growth between economies, as well as expected long-run rates of return and other 
economic factors, than to relatively short-term movements in the exchange rate of the dollar. 
Actual and expected movements in the exchange rate may influence the timing and the 
magnitude of foreign investors’ decisions, but little research has been done on this issue.  

Firms also engage in a variety of tactics to nullify or mitigate the effects of movements in 
the exchange rate, which would weaken the linkage between movements in the exchange rate 
and direct investment transactions. U.S. and foreign multinational firms have come to raise a 
significant part of their investment funds in the capital markets in which they are investing, 
which also lessens the impact of movements in the exchange rate. Furthermore, U.S. and 
foreign multinational firms have become skilled at using various techniques to hedge the risks 
of changes in exchange rates. This report assesses the current state of knowledge concerning 
the role of exchange rate movements in direct investment transactions, presents data on some 
of the major factors that influence direct investment, and provides an overview of some of the 
factors that influence the way in which firms finance their investments.  

This report will be updated as events warrant.  
Chapter 5 - The Single European Payments Area (SEPA) is a planned electronic 

payments system that upon completion in 2010 would allow individuals, small- and medium-
sized businesses, and corporations to make electronic payments throughout the European 
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Union as efficiently and safely as such payments are being made on the national level today. 
However, the implementation process has been plagued with delays. The most recent delay 
occurred on December 12, 2006, when a vote on the Payment Services Directive was 
scheduled to be taken. But unresolved regulatory policy issues among member states 
prevented it from happening. One reason for the delay is pressure from European bankers 
who are uncertain about their ability to profitably recoup their costs once the system is 
constructed. The legislative status of the directive is that the President of the European 
Council is re-drafting it and between July 12 and September 12, 2007, a vote should be taken 
in the Plenary Committee of the European Parliament.  

Congress is interested in SEPA because it has been monitoring the European Union’s 
effort to unify its 27 member countries’ financial markets. Congress recognizes that upon 
implementation of these efforts, such as the EU Financial Services Action Plan (FSAP), the 
Financial Conglomerate Directive (FCD), and now the Payment Services Directive (PSD), 
American firms doing business with the European Union could be significantly impacted.  

The European payments systems are extremely fragmented. There are 27 national 
systems governed by national and local laws and practices. On average, the cost of making 
payments in the EU remains relatively expensive, even though more less-expensive electronic 
payments are being made, replacing the more costly cash and paper-check payments. 
European payment services costs include the inefficiencies caused by the use of non-standard 
customer interface, incompatible formats between foreign and domestic banks, and a low 
degree of automation in banks’ internal systems. By one measure, these inefficiencies and 
others are estimated to cost the EU between 2% to 3% of its gross domestic product (GDP) 
(the EU GDP was $13.4 trillion in 2005 which would mean between $268 and $402 billion).  

This report presents a brief background on the efforts to create SEPA by the European 
government and the banking industry. It assesses the current electronic payments systems 
from the wholesale (large value) level and the retail (small value) level of payments. The 
report then examines the attempts to develop the pan-European automated clearinghouse 
system (PEACH). It summarizes the provisions of the Payment Services Directive that 
establishes the legal and regulatory basis for SEPA. The last two sections examine the 
implications of SEPA for U.S. international banks and conclude with an outline of the 
potential advantages and disadvantages of SEPA for European and American financial 
services providers.  

This report will be updated as developments warrant.  
Chapter 6 - Globally, central bank holdings of reserve currency assets have risen sharply 

in recent years. These “official holdings” have nearly tripled since 1999 to reach $5 trillion by 
the end of 2006. Nearly $3 trillion has been amassed by developing Asia and Japan. China, in 
particular, now has official reserves that exceed $1 trillion. In addition, the oil-exporting 
countries have increased their official reserves by about $700 billion. The dollar’s status as 
the dominant international currency has meant that as much 70% of this large accumulation of 
official reserves are of some form of dollar asset.  

There are significant advantages for the United States in having the dominant reserve 
currency. These advantages include reduced exchange rate risk and lower borrowing costs. 
However, these large accumulations of dollar assets in foreign official holdings also means 
that foreign central banks have become important participants in and influences on U.S. 
financial markets and the wider U.S. economy.  
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Four factors — share of world output and trade, macroeconomic stability, degree of 
financial market development, and network externalities — combine to influence the choice 
of a reserve currency. The euro has improved its standing in all four areas but the dollar 
retains significant advantages. Available data show only modest diversification from dollar 
assets by foreign central banks from the time of the euro’s introduction in 1999 through the 
end of 2006. The dollar’s share of total official reserves rose through the 1990s, reaching a 
peak value of about 72% global reserves in 2001. By 2003 that share fell to about 66% and 
remained near that level through 2006. The euro’s share of global official reserves rose from 
about 18% in 1999 to 25% in 2003, but has remained near this level through 2006.  

Looking to the future, the dollar’s status as the dominant reserve currency may be 
challenged by the euro because it increasingly offers many of the advantages of the dollar but 
fewer of the risks. The dollar’s most important advantage is the size, quality, and stability of 
dollar asset markets, particularly the short-term government securities market where central 
banks tend to be most active. The high liquidity of these financial markets makes the dollar an 
excellent medium of exchange. A further advantage is the power of “incumbency” conferred 
by the “network-externalities” that accrue to the currency that is dominant. Together these 
factors make it unlikely there will be a large or abrupt change in the dollar’s reserve currency 
status.  

However, the euro is seen by some as poised to challenge the dollar in the store of value 
function of a reserve currency. The sheer magnitude of dollar assets in the official reserves of 
foreign central banks and the realistic prospect of continued, and perhaps disorderly, 
depreciation of the dollar against most currencies, place central banks at considerable risk of 
incurring large capital losses on their dollar asset holding. With more than enough dollar 
reserves to meet liquidity needs, prudent asset management would seem to dictate some 
diversification away from the dollar and toward the euro. This report will be updated as 
events warrant.  

Chapter 7 - The International Monetary Fund (IMF) and World Trade Organization 
(WTO) approach the issue of currency manipulation differently. The IMF Articles of 
Agreement prohibit countries from manipulating their currency for the purpose of gaining 
unfair trade advantage, but the IMF lacks effective means for enforcing that rule. The WTO 
has rules against export subsidies, but these are very narrow and specific and do not seem to 
encompass currency manipulation. Several options might be considered for addressing this 
matter in the future, if policymakers deem this a wise course of action. This report will be 
updated as conditions require.  

This report describes how the International Monetary Fund (IMF) and World Trade 
Organization (WTO) deal with the issue of currency manipulation. It identifies possible 
venues for the discussion of currency manipulation. It also discusses apparent discrepancies 
in their charters and ways those differences might be addressed.  

Chapter 8 - Many Members of Congress charge that China’s policy of accumulating 
foreign reserves (especially U.S. dollars) to influence the value of its currency constitutes a 
form of currency manipulation intended to make its exports cheaper and imports into China 
more expensive than they would be under free market conditions. They further contend that 
this policy has caused a surge in the U.S. trade deficit with China and has been a major factor 
in the loss of U.S. manufacturing jobs. Threats of possible congressional action led China to 
make changes to its currency policy in 2005, which has since resulted in a modest 
appreciation of the yuan. However, many Members have expressed dissatisfaction with the 
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pace of China’s currency reforms and have warned of potential legislative action. This report 
summarizes the main findings CRS Report RL32165, China’s Currency: Economic Issues 
and Options for U.S. Trade Policy, by Wayne M. Morrison and Marc Labonte and will be 
updated as events warrant.  

From 1994 until July 21, 2005, China maintained a policy of pegging its currency (the 
renminbi or yuan), to the U.S. dollar at an exchange rate of roughly 8.28 yuan to the dollar. 
The Chinese central bank maintained this peg by buying (or selling) as many dollar-
denominated assets in exchange for newly printed yuan as needed to eliminate excess demand 
(supply) for the yuan. As a result, the exchange rate between the yuan and the dollar basically 
stayed the same, despite changing economic factors which could have otherwise caused the 
yuan to either appreciate or depreciate relative to the dollar. Under a floating exchange rate 
system, the relative demand for the two countries’ goods and assets would determine the 
exchange rate of the yuan to the dollar. Many economists contend that for the first several 
years of the peg, the fixed value was likely close to the market value. But in the past few 
years, economic conditions have changed such that the yuan would likely have appreciated if 
it had been floating. The sharp increase in China’s foreign exchange reserves (which grew 
from $403 billion at the end of 2003 to $1.2 trillion at the end of March 2007) and China’s 
large merchandise trade surplus (which totaled $178 billion in 2006) are indicators that the 
yuan is significantly undervalued.  
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CHINA’S CURRENCY: ECONOMIC ISSUES AND 
OPTIONS FOR U.S. TRADE POLICY* 

 
 

Wayne M. Morrison1 and Marc Labonte2 
1 Specialist in International Trade and Finance Foreign Affairs,  

Defense, and Trade Division 
2 Specialist in Macroeconomics Government and Finance Division  

 
 

ABSTRACT 
 

The continued rise in China’s trade surplus with the United States and the world, and 
complaints from U.S. manufacturing firms and workers over the competitive challenges 
posed by Chinese imports have led several Members to call for a more aggressive U.S. 
stance against certain Chinese trade policies they deem to be unfair. Among these is the 
value of the Chinese yuan relative to the dollar. From 1994 to July 2005, China pegged 
its currency to the U.S. dollar at about 8.28 yuan to the dollar. On July 21, 2005, China 
announced it would let its currency immediately appreciate by 2.1% (to 8.11 yuan per 
dollar) and link its currency to a basket of currencies (rather than just to the dollar). Many 
Members complain that the yuan has only appreciated only modestly (about 7%) since 
these reforms were implemented and that China continues to “manipulate” its currency in 
order to give its exporters an unfair trade advantage, and that this policy has led to U.S. 
job losses. Numerous bills were introduced in the 109th Congress to address China’s 
currency policy, and these efforts have continued in the 110th session.  

If the yuan is undervalued against the dollar (as many analysts believe), there are 
likely to be both benefits and costs to the U.S. economy. It would mean that imported 
Chinese goods are cheaper than they would be if the yuan were market determined. This 
lowers prices for U.S. consumers and dampens inflationary pressures. It also lowers 
prices for U.S. firms that use imported inputs (such as parts) in their production, making 
such firms more competitive. When the U.S. runs a trade deficit with the Chinese, this 
requires a capital inflow from China to the United States. This, in turn, lowers U.S. 
interest rates and increases U.S. investment spending. On the negative side, lower priced 
goods from China may hurt U.S. industries that compete with those products, reducing 
their production and employment. In addition, an undervalued yuan makes U.S. exports 

                                                        
* Excerpted from CRS Report RL32165, dated July 15, 2007. 
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to China more expensive, thus reducing the level of U.S. exports to China and job 
opportunities for U.S. workers in those sectors. However, in the long run, trade can affect 
only the composition of employment, not its overall level. Thus, inducing China to 
appreciate its currency would likely benefit some U.S. economic sectors, but would harm 
others.  

Critics of China’s currency policy point to the large and growing U.S. trade deficit 
($233 billion in 2006) with China as evidence that the yuan is undervalued and harmful 
to the U.S. economy. The relationship is more complex, for a number of reasons. First, an 
increasing level of Chinese exports are from foreign-invested companies in China that 
have shifted production there to take advantage of China’s abundant low cost labor. 
Second, the deficit masks the fact that China has become one of the fastest growing 
markets for U.S. exports. Finally, the trade deficit with China accounted for 26% of the 
sum of total U.S. bilateral trade deficits in 2006, indicating that the overall U.S. trade 
deficit is not caused by the exchange rate policy of one country, but rather the shortfall 
between U.S. saving and investment. That being said, there are a number of valid 
economic arguments why China should adopt a more flexible currency policy. For a brief 
summary of this report, see CRS Report RS21625, China’s Currency: A Summary of the 
Economic Issues, by Wayne M. Morrison and Marc Labonte. This report will be updated 
as events warrant.  
 
 

INTRODUCTION  
 
From 1994 until July 21, 2005, China maintained a policy of pegging its currency (the 

renminbi or yuan) to the U.S. dollar at an exchange rate of roughly 8.28 yuan to the dollar. 
The Chinese central bank maintained this peg by buying (or selling) as many dollar-
denominated assets in exchange for newly printed yuan as needed to eliminate excess demand 
(supply) for the yuan. As a result, the exchange rate between the yuan and the dollar basically 
stayed the same, despite changing economic factors which could have otherwise caused the 
yuan to either appreciate or depreciate relative to the dollar. Under a floating exchange rate 
system, the relative demand for the two countries’ goods and assets would determine the 
exchange rate of the yuan to the dollar. Many economists contend that for the first several 
years of the peg, the fixed value was likely close to the market value. But in the past few 
years, economic conditions have changed such that the yuan would likely have appreciated if 
it had been floating. The sharp increase in China’s foreign exchange reserves (which grew 
from $403 billion at the end of 2003 to $1.3 trillion at the end of June 2007) and China’s 
large trade surplus (which totaled $178 billion in 2006) are indicators that the yuan is 
significantly undervalued. Because its currency is not fully convertible in international 
markets, and because it maintains tight restrictions and controls over capital transactions, 
China can maintain the exchange rate policy and still use monetary policy to pursue domestic 
goals (such as full employment).[1]

 
 

The Chinese government modified its currency policy on July 21, 2005. It announced that 
the yuan’s exchange rate would become “adjustable, based on market supply and demand 
with reference to exchange rate movements of currencies in a basket,” (it was later announced 
that the composition of the basket includes the dollar, the yen, the euro, and a few other 
currencies), and that the exchange rate of the U.S. dollar against the yuan would be 
immediately adjusted from 8.28 to 8.11, an appreciation of about 2.1%. Unlike a true floating 
exchange rate, the yuan would (according to the Chinese government) be allowed to fluctuate 
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by 0.3% on a daily basis against the basket. Since July 2005, China has allowed the yuan to 
appreciate steadily, but slowly. It has continued to accumulate foreign reserves at a rapid 
pace, which suggests that if the yuan were allowed to freely float it would appreciate much 
more rapidly. The current situation might be best described as a “managed float” — market 
forces are determining the general direction of the yuan’s movement, but the government is 
retarding its rate of appreciation through market intervention.  

The modest increase in the value of the yuan to date has done little to ease concerns 
raised in the United States, but the Chinese, with concerns about their own economy, have 
been reluctant to make significant changes to their currency. This paper reviews the various 
economic issues raised by China’s present currency policy.[2] Major topics surveyed include  

 
• The economic concerns raised by the United States over China’s currency policy and 

China’s concerns over changing that policy.  
• How China’s fixed exchange rate regime works and the various economic studies 

that have attempted to determine China’s real, or market, exchange rate.  
• Trends and factors in the U.S.-China trade imbalance. (What is causing it? Is China’s 

currency policy to blame?)  
• Economic consequences of China’s currency policy for both China and the United 

States.  
• Policy options on how the United States might induce China to reform its present 

currency policy, including current legislation introduced in Congress.  
 
 

U.S. CONCERNS OVER CHINA’S CURRENCY  
POLICY AND RECENT ACTION  

 
Many U.S. policymakers, business people, and labor representatives have charged that 

China’s currency is significantly undervalued vis-a-vis the U.S. dollar by as much as 40%, 
making Chinese exports to the United States cheaper, and U.S. exports to China more 
expensive, than they would be if exchange rates were determined by market forces. They 
further argue that the undervalued currency has contributed to the burgeoning U.S. trade 
deficit with China, which has risen from $30 billion in 1994 to an estimated $232 billion in 
2006, and has hurt U.S. production and employment in several U.S. manufacturing sectors 
(such as textiles and apparel and furniture) that are forced to compete domestically and 
internationally against “artificially” low-cost goods from China. Furthermore, many analysts 
contend that China’s currency policy induces other East Asian countries to intervene in 
currency markets in order to keep their currencies weak against the dollar to remain 
competitive with Chinese goods.[3] Several groups are pressing the Bush Administration to 
pressure China either to revalue its currency or to allow it to float freely in international 
markets.[4]

 
These issues are addressed in more detail later in the report.  

President Bush and Administration officials have criticized China’s currency policy on a 
number of occasions, stating that exchange rates should be determined by market forces. 
Initially, the Bush Administration rejected calls from several Members of Congress to apply 
direct pressure on China to force it to abandon its currency peg. Instead, the Administration 
sought to encourage China to reform its financial system — under the auspices of a joint 
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technical cooperation program agreed to on October 14, 2003, for example — and take other 
measures that would pave the way toward adopting a more flexible currency policy.  

The Administration’s position on China’s currency peg appears to have toughened 
beginning around April 2005 when then-U.S. Treasury Secretary John Snow asserted at a G-7 
meeting (on April 16, 2005) that “China is ready now to adopt a more flexible exchange rate.” 
This was likely driven in part by growing complaints from Members over China’s currency 
policy and the introduction of numerous currency bills.  

During the 109th congressional session, the Senate on April 6, 2005, failed (by a vote of 
33 to 67) to reject an amendment (S.Amdt. 309) attached by Senator Schumer to S. 600 (a 
foreign relations authorization bill), which would have imposed a 27.5% tariff on Chinese 
goods if China failed to substantially appreciate its currency to market levels.[5] In response 
to the outcome of the vote, the Senate Republican leadership negotiated an agreement with 
the supporters of the bill to allow a vote on S. 295 (which was sponsored by Senator Schumer 
and which has same language as S.Amdt. 309) at a later date as long as the sponsors of the 
amendment agreed not to offer similar amendments to other bills for the duration of the 109th 
Congress. Supporters of S. 295 threatened to bring the bill up a vote on the bill on two 
separate occasions in 2006, but were convinced not to by Administration and Chinese 
officials.  

 
 

Most Recent Events  
 
Over the past year, some of the most significant events concerning China’s currency 

policy have including the following:  
 
• On December 14 and 15, 2006, the United States and China held high level talks 

under the newly-created “Strategic Economic Forum” (SED), designed to be a forum 
to meet on “bilateral and global strategic economic issues of common interests and 
concerns.” China’s currency policy was a major item of discussion. According to 
Treasury Secretary Henry Paulson, the two sides agreed on the need for balanced, 
sustainable growth in China, without large trade imbalances, with more exchange 
rate flexibility and greater emphasis on domestic consumption.[6]

 
 

• On May 15, 2007, the Chinese government announced it would increase the daily 
band in which the yuan is allowed to fluctuate against the dollar from 0.3% to 
0.5%.[7]

 
 

• On May 17, 2007, 42 House Members filed a Section 301 petition with the U.S. 
Trade Representative’s office over China’s currency practices and requested that a 
trade dispute case be brought to the World Trade Organization (WTO). On June 13, 
2007, the USTR’s office announced that it had declined the petition.  

• On May 22-23, 2007, the second round of SED meetings was held. Although China 
reiterated its commitments to greater reform and flexibility, it did not agree to any 
new major changes to its currency policy.  

• On July 11, 2007, the Bank of China reported the yuan/dollar exchange rate at 7.57, 
an appreciation of 6.7% since July 21, 2005 (after the currency was reformed).[8]
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Treasury Department Reports on Exchange Rates  
 
The 1988 Omnibus Trade and Competitiveness Act requires the Treasury Department to 

annually report on the exchange rate policies of foreign countries that have large global 
current account surpluses and large trade surpluses with the United States and to determine if 
they “manipulate” their currencies against the dollar in order to prevent “effective balance of 
payment adjustments” or to gain an “unfair competitive advantage in international trade.” If 
currency manipulation is found, Treasury is required to negotiate an end to such practices. 
Over the past several years, Treasury has issued a Report on International Economic and 
Exchange Rate Policies on a semi-annual basis, focused mainly on major U.S. trading 
partners. China was cited under this report for manipulating its currency five times from May 
1992 to July 1994, largely because of its use of a dual exchange rate system (which it unified 
in early 1994) and restrictions that were imposed on access to foreign exchange by domestic 
firms. Neither China nor any other country has been designated as a currency manipulator 
since 1994.[9] However, over the past few years, the Treasury Department reports have 
increased their focus on China and have stepped up criticism of China’s currency policy and 
the pace of its reforms. For example:  

 
• In its May 17, 2005 report on exchange rate policies, the Treasury Department stated 

that China’s currency peg policy was a substantial market distortion and posed a risk 
to its economy, its trading partners, and to global economic growth, and that “China 
is now ready to move to a more flexible exchange rate and should move now.” The 
report noted that China had “committed to push ahead firmly and steadily to a 
market-based exchange rate and is taking concrete steps to bring about exchange rate 
flexibility,” but warned that Treasury would monitor progress on China’s foreign 
exchange market developments “very closely” over the next six months in advance 
of the preparation of the fall report.  

• The Treasury Department’s November 28, 2005 report praised China’s July 2005 
currency reforms, but stated that it had failed to fully implement its commitment to 
make its new exchange rate mechanism more flexible and to increase the role of 
market forces to determine the yuan’s value. The report further stated that China’s 
new managed float exchange rate regime, which Chinese officials described as 
“based on market supply and demand with reference to a basket of currencies,” did 
not appear to play a significant role in determining the daily closing level of the 
yuan, and that trading behavior since the reforms strongly suggested that “the new 
mechanism remains, in practice, a tightly managed currency peg against the 
dollar.”[10] However, Treasury stated that it decided not to cite China as a currency 
manipulator under U.S. trade law because of assurances it had received from Chinese 
officials that China was committed to “enhanced, market-determined currency 
flexibility” and that it would put greater emphasis on promoting domestic sources of 
growth, including financial reform.[11]

 
 

• The May 2006 Treasury report stated that the Chinese government has recognized 
the need to lessen its reliance on net exports for economic growth (and pledged to 
reduce the current account surplus) and to increase the role of domestic consumption. 
The report emphasized ongoing bilateral and multilateral discussions that were being 
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held with China to induce it to adopt a more flexible currency policy and noted that a 
Treasury Department Financial Attache had been posted to Beijing in April.  

• The Treasury Department’s December 2006 report on exchange rate policies called 
China’s currency policy “a core issue” in the U.S.China relationship. The report 
noted that China had made progress in 2006 in making its currency more flexible, but 
stated that such reforms were cautious and “considerably less than needed.”[12]

 
 

• The Treasury Department’s June 2007 report stated that although China’s central 
bank continued to heavily intervene in currency markets and that China’s currency 
was significantly undervalued, it did not meet the technical requirements under U.S. 
law regarding currency manipulation. However, the report stated that “Treasury 
forcefully raises the Chinese exchange rate regime with Chinese officials at every 
available opportunity and will continue to do so.”[13]

 
 

 
Many Members have been critical of Treasury’s decision (since 1994) not to cite China 

as a currency manipulator, despite its large scale currency interventions to control the 
exchange rate with the dollar, its large global current account surpluses, and large and 
growing trade surpluses with the United States. Many Members have called for enactment of 
legislation to revise the criteria Treasury uses to make its currency manipulation 
determination or to require it to estimate the level of the yuan’s misalignment against the 
dollar (see section on legislation in the 110th Congress).  

 
 

CHINA’S CONCERNS OVER CHANGING  
ITS CURRENCY POLICY 

 
Chinese officials argue that its currency policy is not meant to promote exports or 

discourage imports. They claim that China adopted its currency peg to the dollar in order to 
foster economic stability and investor confidence, a policy that is practiced by a variety of 
developing countries. Chinese officials have expressed concern that abandoning the current 
currency policy could spark an economic crisis in China and would especially be damaging to 
its export industries at a time when painful economic reforms (such as closing down 
inefficient state-owned enterprises and laying off millions of workers) are being 
implemented.[14] In addition, Chinese officials also appear to be worried about the rising 
level of unrest in the rural areas, where incomes have failed to keep up with those in urban 
areas and public anger has spread over government land seizures and corruption. Chinese 
officials contend that appreciating the currency could reduce domestic food prices (because of 
increased imports) and agricultural exports (by raising prices in overseas markets), thus 
lowering the income of farmers and further raising tensions. They further contend that the 
Chinese banking system is too underdeveloped and burdened with heavy debt to be able to 
deal effectively with possible speculative pressures that could occur with a fully convertible 
currency, which typically accompanies a floating exchange rate.[15]

 
 

The combination of a convertible currency and poorly regulated financial system is seen 
to be one of the causes of the 1997-1998 Asian financial crisis.[16] Prior to the crisis, Chinese 
officials were reportedly considering moving towards reforming their currency policy, but the 
severe negative economic impact among several East Asian countries that had a floating 
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currency appears to have convinced officials that China’s currency peg was one of the main 
reasons why China’s economy was relatively immune from crisis, and that gradually 
implementing reforms to make the currency more flexible is the best way to maintain stable 
economic growth.  

U.S. officials counter that they are not asking China to immediately adopt a floating 
currency system, but to move more quickly to reform the financial sector and to make the 
currency more flexible (including allowing faster appreciation of the yuan, widening the 
band, and decreasing the level of intervention in international currency markets). The 
economics of a fixed exchange regime is examined in the next section.  

 
 

THE ECONOMICS OF FIXED EXCHANGE RATES  
 
Fixed exchange rates have a long history of use, including the Bretton Woods system 

linking the major currencies of the world from the 1940s to the 1960s and the international 
gold standard before then. To understand how China’s currency policy works, it is easiest to 
start with an explanation of how a fixed exchange rate works, which China operated until July 
2005. Under the fixed exchange rate, the Chinese central bank bought or sold as much 
currency as was needed to keep the yuan-dollar exchange rate constant at level (formerly 
about 8.28 yuan per dollar).[17] The primary alternative to this arrangement would be a 
floating exchange rate, as the U.S. maintains with economies like the Euro area, in which 
supply and demand in the marketplace causes the euro-dollar exchange rate to continually 
fluctuate. Under a floating exchange rate system, the relative demand for the two countries’ 
goods and assets determines the exchange rate of the euro to the dollar. If the demand for 
Euro area goods or assets increased, more euro would be demanded to purchase those goods 
and assets, and the euro would rise in value (if the central bank kept the supply of euro 
constant) to restore equilibrium.  

When a fixed exchange rate is equal in value to the rate that would prevail in the market 
if it were floating, the central bank does not need to take any action to maintain the peg. 
However, over time economic circumstances change, and with them change the relative 
demand for a country’s currency. If the Chinese had maintained a floating exchange rate, 
appreciation would likely have occurred in the past few years for a number of reasons. For 
instance, productivity and quality improvements in China may have increased the relative 
demand for Chinese goods and foreign direct investment in China. For the exchange rate peg 
to be maintained when economic circumstances have changed requires the central bank to 
supply or remove as much currency as is needed to bring supply back in line with market 
demand, which it does by increasing or decreasing foreign exchange reserves. This is shown 
in the following accounting identity, used to record a country’s international balance of 
payments:  

 
Current Account Balance = Capital Account Balance  
[(Exports-Imports) + Net Investment = [(Private Capital Outflow-Inflow) + Income+ Net 

Unilateral Transfers]Change in Foreign Exchange Reserves]  
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Net investment income and net unilateral transfers between the United States and China 
are relatively small, so the current account balance is close to the trade balance (exports less 
imports). Thus, anytime net exports (exports less imports) or net private capital inflows 
(private capital inflows less outflows) increase, foreign exchange reserves must increase by 
an equivalent amount to maintain the exchange rate peg.  

For the past several years, there has been excess demand for yuan (equivalently, excess 
supply of dollars) at the prevailing exchange rate peg. For the central bank to maintain the 
peg, it must increase its foreign reserves by buying dollars from the public in exchange for 
newly printed yuan. As seen in table 1, foreign reserves grew from $75 billion in 1995 to 
$168 billion in 2000 to $1,066 billion in 2006.[18]

 
 

A significant level of China’s reserves are believed to be in U.S. assets.[19] From 2004 to 
2006, China’s foreign exchange holdings rose by $456 billion, or 75%. China overtook Japan 
in 2006 to become the world’s largest holder of foreign exchange reserves.  

China’s accumulation of foreign exchange reserves has continued to boom in 2007. From 
January-March 2007, those reserves increased by $136 billion to $1,202 billion. As long as 
the Chinese are willing to accumulate dollar reserves, they can continue to maintain the 
peg.[20] Rather than hold U.S. dollars, which earn no interest, the Chinese central bank 
mostly holds U.S. financial securities — primarily U.S. Treasury securities, but also likely 
U.S. Agency securities (e.g., the obligations of Fannie Mae and Freddie Mac).[21]

 
 

 
Table 1. China’s Foreign Exchange Reserves and  

Overall Current Account Surplus: 1995-2006  
 

 Cumulative Foreign Exchange Reserves  Current Account Balance  
Year  Billions 

of $  
% of 
GDP  

% of 
Imports  % of GDP  Billions of $  

1995  75.4  10.8  57.1  0.2  1.3  
1996  107.0  13.1  77.1  0.8  5.6  
1997  142.8  15.9  100.4  3.6  32.5  
1998  149.2  15.8  106.4  3.1  31.2  
1999  157.7  15.9  95.1  1.4  21.1  
2000  168.3  15.6  74.8  1.7  20.5  
2001  215.6  18.1  88.5  1.3  17.5  
2002  291.1  22.1  98.6  2.4  35.4  
2003  403.3  28.1  97.7  2.8  31.4  
2004  609.9  31.5  108.6  3.5  58.7  
2005  818.9  35.5  124.1  7.1  116.1  
2006  1,066.3  39.8  134.7  7.8  207.9  

Source: Economist Intelligence Unit, International Monetary Fund, and People’s Bank of China. Note: 
2006 data for GDP, imports, and current account balance are estimates.  
 
Since July 2005, China has continued to accumulate foreign reserves at a rapid pace, but, 

unlike a fixed exchange rate regime, it has no longer purchased enough foreign reserves to 
entirely prevent the yuan from appreciating against the dollar. After an initial revaluation of 
2% in July 2005, the yuan has appreciated steadily but very slowly by another 4.6% through 
the end of January 2007 (see figure 1).[22] The current situation might be best described as a 
“managed float” — market forces are determining the general direction of the yuan’s 
movement, but the government is retarding its rate of appreciation through market 
intervention (and thus, to some extent, is still pegging the yuan to the dollar).[23] Many of 
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China’s neighbors also maintain managed floats, including Japan, whose foreign reserves 
increased by more than $30 billion from the third quarter of 2005 to the third quarter of 2006. 
The continued rapid accumulation of foreign reserves suggests that if the yuan were allowed 
to freely float, it would appreciate much more rapidly. In dollar terms, China’s foreign 
reserves increased faster in 2006 than any other year despite the move to a managed float.  

 

 
Source: Federal Reserve.  
Note: Exchange rates plotted in the chart are daily values.  

Figure 1. Yuan-Dollar Exchange Rate Before and After the July 2005 Announcement.  

Preventing the yuan from appreciating is not the only reason the Chinese government 
could be accumulating foreign exchange reserves. Foreign exchange reserves are necessary to 
finance international trade (in the presence of capital controls) and to fend off speculation 
against one’s currency. A country would be expected to increase its foreign reserves for these 
purposes as its economy and trade grew. However, table 1 illustrates that the increase in 
foreign exchange reserves in China has significantly outpaced the growth of GDP or imports 
in the last few years.  

Ironically, speculation that the yuan would be revalued may have forced the Chinese 
central bank to accumulate even more reserves than they otherwise would have in the past 
few years. If investors believed that a revaluation of the yuan would soon occur, then they 
could profit by purchasing Chinese assets (popularly referred to as “hot money”), since those 
assets would be worth more in the investor’s home currency after a revaluation. As shown in 
the equation on page 8, for any given trade balance, if private capital flows increase (putting 
upward pressure on the yuan), then official foreign reserves must also increase to keep the 
exchange rate constant. Since there are capital controls limiting private capital flows in China, 
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it is not clear how well such a phenomenon could be measured. In any case, there is no way to 
differentiate between “speculative” and “non-speculative” capital flows. Nevertheless, data 
from the IMF provide evidence that is supportive of the hypothesis. In 2001, $3 billion of 
private portfolio capital flowed out of China, while in 2004 $82 billion flowed into China. To 
place that data in perspective, foreign reserves increased by $207 billion in 2004, so 40% of 
reserve accumulation offset capital inflows rather than the trade surplus. In 2005, inflows fell 
to $38 billion, perhaps because speculation subsided following the July revaluation.[24]

 
 

Economic activity, including the level of imports and exports, is not determined by the 
nominal exchange rate, but by the real (inflation-adjusted) exchange rate. Because the United 
States and China have had roughly similar increases in the overall price levels since 1994 
(39% in China vs. 31% in the United States), the difference between the real and nominal rate 
has been small between 1994 and 2003. However, China had much higher inflation than the 
United States from 1994 to 1997, so the real and nominal exchange rates diverged 
considerably during that time. The real exchange rate appreciated from China’s perspective, 
making their exports more expensive and U.S. imports cheaper. Since then, the real and 
nominal exchange rates have converged because China’s inflation rate has been lower than 
U.S. inflation in the past few years. This can be seen in figure 2. In 2003, the Chinese 
exchange rate reached its lowest level since 1994 in real terms, from the Chinese perspective, 
making their exports progressively less expensive since 1997. The yuan has risen slightly in 
real terms since 2004, so that there was virtually no difference between the nominal and real 
exchange rate in 2006.[25]

  

 

 
Source: CRS calculations based on IMF data.  
Note: Real exchange adjusted for inflation using the consumer price index. Charted is inverted for 

illustrative purposes.  

Figure 2. Nominal and Real Yuan-Dollar Exchange Rate, 1994-2006.  

In the long run, real (inflation-adjusted) exchange rates return to their market value 
whether they are (nominally) fixed or floating. Imagine that the demand for Chinese goods 
and services were to increase. If the yuan were floating, it would appreciate, as more yuan 
were acquired to purchase Chinese goods. It would continue to appreciate until the excess 
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demand for Chinese goods was exhausted (since they are now more expensive in terms of 
foreign currency), at which point the trade balance would return to its equilibrium level. With 
a fixed exchange rate, the real exchange rate returns to its market value through price 
adjustment instead, which takes time. If the exchange rate were fixed below the level that 
would prevail in the market, Chinese exports would be relatively inexpensive and U.S. 
imports would be relatively expensive. As long as this situation prevailed, the trade surplus 
with the United States would persist. The trade surplus (plus net remittances) is equal to the 
capital flowing from China to the United States. Part of this capital consists of the purchase of 
U.S. assets by private Chinese citizens. The other portion consists of the accumulation of 
dollar reserves by the Chinese central bank. By increasing its dollar reserves, the central bank 
is also increasing the supply of yuan. This causes the inflation rate in China to rise, all else 
equal.[26] Over time, as prices rise, exports will become more costly abroad and imports less 
costly. At that point, the trade surplus will return to its equilibrium value. Although the 
nominal exchange rate never changed, because of the rise in prices, the real exchange rate 
would now equal the market rate that would prevail if the exchange rate had been floating. 
Thus, undervaluing a fixed exchange rate does not confer any permanent competitive 
advantage for a country’s exporters and import-competing industries. However, because price 
adjustment takes time, floating exchange rates return to the equilibrium value much more 
quickly than fixed exchange rates.  

Thus, when a country uses its monetary policy to influence the value of it currency, it can 
no longer use its monetary and fiscal policy to counteract changes in the business cycle (the 
U.S. loses no policy flexibility from China’s peg). For example, a peg would prevent a 
country from lowering its interest rates to offset an economic downturn. If it did, capital 
would flow out of the country to assets with higher interest rates in the rest of the world, and 
the country would find its currency peg under pressure (since investors would sell the 
country’s currency and buy foreign currency to transfer their capital abroad) until it raised its 
interest rates.  

This loss of monetary autonomy is relatively unimportant for small countries that fix their 
exchange rate to large neighbors that share the same business cycle, since the large neighbor 
would also likely be affected by the downturn and lower its interest rates. But the loss in 
autonomy is costly when a country is tied to a partner to whom it is not closely linked and 
does not experience similar business cycles, as is arguably the case between the United States 
and China.  

However, China loses less monetary autonomy than most countries with a fixed exchange 
rate through its use of capital controls (legal barriers restricting access to foreign currency). 
The currency is convertible on a current account basis (such as for trade transactions), but not 
on a capital account basis (for various types of financial flows, such as portfolio investment). 
In addition, nearly all Chinese enterprises are required to turn over their foreign currency 
holdings to China’s state bank in exchange for yuan, and purchases of foreign exchange by 
individuals and firms in China are closely regulated. Because capital cannot easily leave 
China when interest rates are lowered, China retains some flexibility over its monetary and 
fiscal policy despite the fixed exchange rate.  
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A Critique of Various Estimates of the Yuan’s Undervaluation  
 
Although it is certain that the yuan would appreciate if the central bank were not 

increasing its foreign reserves, since the value of the yuan has changed little since 1994, there 
is no direct way to determine how much it would appreciate — even if there was a consensus 
about what China’s current account balance should be, there are no observations until June 
2005 to estimate how sensitive its imports and exports would be to changes in the exchange 
rate. Estimates of the extent of the yuan’s undervaluation have been cited in many articles and 
interviews. This report attempts to evaluate only those estimates in which the author explains 
how the estimate was derived. It should be noted that many of the estimates were made some 
time ago, so the yuan may be more or less undervalued at this point than when the estimates 
were made. The estimates are grouped below into two broad methodological categories: the 
“fundamental equilibrium exchange rate” method and the “purchasing power parity” method.  

 
Estimates Based on Fundamental Equilibrium Exchange Rates 

One method for estimating misalignments in exchange rates is referred to as the 
fundamental equilibrium exchange rate (FEER) method. It is based on the belief that current 
account balances at the present are temporarily out of line with their “fundamental” value, 
either because of unsustainable forces in the economy or government intervention. Once an 
estimate has been made of what the fundamental current account balance should be, one can 
calculate how much the exchange rate must change in value to achieve that current account 
adjustment. As will be discussed below, this is not an uncontroversial method. Many 
economists would reject the notion that current account balances worldwide are misaligned, 
or that economists can predictably determine how much they must be adjusted to come back 
into alignment. Thus, the following estimates are only valid if one accepts the assumptions 
underlying them.  

Ernest Preeg, senior fellow at the Manufacturers’ Alliance, estimated that the yuan was 
undervalued by 40% in 2003.[27] While this claim is not based on any formal analysis, he 
uses several rule-of-thumb estimates to reach this conclusion. His first observation is that the 
increase in Chinese foreign exchange reserves equaled 100% of the Chinese trade surplus less 
net foreign direct investment (FDI) flows in the first six months of 2002. He concludes that 
the entire trade surplus less net foreign direct investment would be zero in the absence of the 
increase in foreign exchange reserves. His second observation is a rule-of-thumb estimate that 
a 1% decline in the dollar leads to a $10 billion decline in the trade deficit in the United States 
He then observes that the dollar would need to decline by 40% according to that rule of 
thumb to eliminate the trade deficit since the U.S. trade deficit equaled about $400 billion in 
2002. Since the Chinese trade surplus plus net FDI flows equaled 100% of the increase in 
foreign exchange reserves, he concludes that if the central bank no longer increased its 
foreign exchange reserves by letting the yuan float, the surplus less FDI would be zero and 
the yuan would appreciate by 40%, based on the U.S. ratio.[28]

 
 

The Institute for International Economics (IIE) estimates that the yuan was 1525% 
undervalued in 2003. It argues that the “underlying” current account surplus was 2.5-3% of 
GDP in 2003, larger than the actual surplus (1.5%) (it does not explain why).[29] It then 
argues that the surplus should be reduced by $50 billion (or 4% of GDP) to return to 
equilibrium, which would leave China with a deficit of 1-1.5% of GDP in equilibrium. It 
believes that the revaluation required to achieve this reduction in the current account surplus 
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is unusually large because of the extensive use of imports in the production of Chinese 
exports. IIE Fellow Morris Goldstein testified that  

 
These estimates of [yuan] misalignment can be obtained either by solving a trade 

model for the appreciation of the RMB that would produce equilibrium in China’s overall 
balance of payments, or by gauging the appreciation of the RMB that make a fair 
contribution to the reduction in global payment imbalances, especially the reduction of 
the U.S. current-account deficit to a more sustainable level.[30]

 

 

 
Goldman Sachs Economic Research Group has estimated that the yuan was 9.515% 

undervalued in 2003.[31] They argue that the current account less FDI should be zero in 
equilibrium (which means that China would have a current account deficit equal to FDI), 
which could be accomplished with a 9.5-15% revaluation. This is based on their elasticity 
(i.e., the degree to which demand changes due to price changes) estimates that exports would 
fall 0.2% and imports would rise 0.5% when the exchange rate rose 1%.  

Virginie Coudert and Cecile Couharde use the most sophisticated analysis to estimate 
their parameters. They argue that China has an underlying current account deficit of between 
1.5% and 2.8% of GDP. The smaller number comes from a cross-country regression of the 
current account balance based on variables such as per-capita income, demographics, and the 
budget deficit; the larger number is an estimate of the largest current account deficit that 
would stabilize China’s debt-to-GDP ratio. They estimate that the yuan was 44%-54% 
undervalued against the dollar in 2003.[32]

 
 

All of these estimates are based on a similar logic, so a few general observations can be 
made about all of them. First, none of the estimates are the product of theoretically grounded, 
econometrically estimated economic models. Rather, they are “back of the envelope” 
estimates based on a few simple “rule of thumb” assumptions. “Rules of thumb” such as the 
Preeg 10%-$1 billion estimate or the Goldman Sachs import and export elasticities may not 
be accurate over time or over large changes in the exchange rate.  

The main source of contention in all of the estimates of the yuan’s undervaluation is the 
definition of an “equilibrium” current account balance. All of the estimates are based on the 
appreciation that would be required for China to attain “equilibrium” in the current account 
balance. But there is no consensus based on theory or evidence to determine what equilibrium 
would be; rather, the authors base equilibrium on their own personal opinion, with some 
using arbitrary assumptions and others more sophisticated ones.[33]

 
Yet this assumption is 

crucial — Dunaway et al. demonstrate that changing the assumed equilibrium current account 
balance by 2 percentage points of GDP changes the estimated undervaluation by as much as 
25 percentage points.[34] Some economists argue that the current account balance would 
always be close to zero in equilibrium, but this neglects the fact that countries with different 
saving and investment rates may willingly lend to and borrow from one another for long 
periods of time.  

In fact, the Preeg, IIE, and Goldman Sachs estimates use an assumption of equilibrium 
less favorable to China than the current account balance. These studies actually call for 
balance only in official and portfolio borrowing. They still allow for foreign direct investment 
(FDI) inflows, which means their estimate of China’s overall “equilibrium” current account 
position is actually a deficit. If they had chosen balance (the traditional “equilibrium” 
measure with a fixed exchange rate) instead of a deficit as their equilibrium benchmark, their 
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estimates of the yuan’s undervaluation would have been smaller. Even if portfolio flows are 
essentially limited by capital controls at present, it is not clear why requiring the Chinese to 
borrow from the rest of the world is any less unsustainable than the current arrangement 
where China is lending to the rest of the world. With capital controls and net FDI inflows, 
increasing foreign reserves is the only way that China can keep its net foreign indebtedness 
from increasing. And all measures rule out any accumulation of foreign official reserves for 
reasons other than to influence the exchange rate.  

It is particularly difficult to determine the equilibrium current account balance in China 
because of the presence of capital controls. If China were to maintain capital controls after 
currency reform (if, for example, they revalued the peg rather than let the yuan float), current 
account balance may be a reasonable assumption. But if capital controls were eliminated, as is 
typically the case with a floating exchange rate, the economic situation would change entirely 
— “equilibrium” could now involve persistent borrowing from or lending to the rest of the 
world by private Chinese citizens, which would result in a corresponding persistent trade 
deficit or surplus, respectively. If private citizens lent as much to the United States in 
equilibrium as the Chinese central bank is currently lending (and U.S. lending to China 
remained unchanged), then the equilibrium market exchange rate would be equal to the 
current fixed rate, and the trade deficit would remain unchanged. If private capital outflows 
exceeded the current increase in foreign reserves, the yuan would depreciate. Since China is a 
country with both a high national saving rate and a high investment rate, it is not clear 
whether China would be a net borrower (in which case it would run a current account deficit) 
or lender (current account surplus) if their currency floated and capital controls 
wereabolished. This issue is particularly relevant when the equilibrium exchange rate is 
defined as “market determined,” since capital controls currently prevent portfolio investment 
flows from being market determined. Bosworth argues that China’s high internal saving rate 
is more than sufficient to finance its investment, so it makes sense for China to offset FDI 
inflows with official outflows in the form of foreign reserve accumulation rather than run a 
current account deficit. Therefore, he argues, foreign reserve accumulation should not be 
considered proof of undervaluation.[35]

 
Wang argues that, based on estimates derived from 

other developing economies, China’s equilibrium current account surplus may be even larger 
than the actual surplus, so the yuan is overvalued.[36]

 
 

The FEER approach is also based on a belief that the overall U.S. trade deficit is 
unsustainable, and revaluing the yuan would reduce it. This goes beyond an argument that 
China has fixed the yuan at an artificially low level, and argues that the dollar, which is 
market determined against most of its trading partners, is incorrectly valued. For example, the 
Coudert and Couharde estimate that the yuan is 54% undervalued is based on a corresponding 
estimate that the dollar was 35% overvalued, the yen 37% undervalued, and the euro 27% 
undervalued in 2003. If trade and financial markets are rational over the medium run, then the 
value of the dollar and the size of the trade deficit are never unsustainable — if they were, 
investors would be unwilling to hold U.S. assets and would sell the dollar, and the trade 
deficit would decline. There is no widely accepted theoretical approach to determining trade 
deficit sustainability, and prima facie evidence does not suggest the U.S. trade deficit is 
unsustainable over the next few years — it has lasted several years, it did not prevent the U.S. 
economy from achieving record growth and low unemployment in the late 1990s, U.S. 
investment income paid to foreigners is not large, and there have not been any unusually large 
or sudden declines in the dollar since the trade deficit emerged.[37]
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Further, if the Chinese central bank stopped buying U.S. assets, and hence reduced its 
bilateral trade deficit with the United States, it is unlikely that the overall U.S. trade deficit 
would fall by a corresponding amount. Other foreigners would still be free to lend to the 
United States, which could cause its other bilateral trade deficits to widen. Thus, it is not clear 
that a “fair share” of a reduction in the U.S. trade deficit can be apportioned to China. And 
even if China’s overall trade surplus were eliminated, it might still run a bilateral trade 
surplus with the United States. Even countries with overall trade deficits, including the United 
States, have some trading partners with whom they run surpluses and some with whom they 
run deficits.  

Does international experience suggest what the Chinese current account balance would 
be in equilibrium? The closest comparison is probably to other East Asian countries, which 
also grew rapidly and maintained high saving rates in recent decades. The experience of these 
countries is mixed. From 1980 to 1997, Korea, Malaysia, Philippines, Indonesia, and 
Thailand typically ran current account deficits, while Hong Kong, Singapore, Taiwan, and 
Japan (which had already industrialized) typically ran current account surpluses. Since the 
Asian financial crisis in 1997, all of these countries have run large current account surpluses. 
This may suggest that the current economic environment is not conducive to developing 
world borrowing.  

As seen in table 2, the same combination of large foreign exchange reserves and a large 
current account surplus can be seen in several other countries in the region, even though these 
countries range in their exchange rate regimes from a float (Japan and South Korea) to a 
currency board (Hong Kong). Compared with its neighbors, China’s current account balance 
does not look unusual.  

 
Table 2. Foreign Exchange Reserves and Current  

Account Balance in Selected Asian Countries, 2006 
 

 Foreign Exchange Reserves  Current Account Surplus  
 Billions of $  % of GDP  Billions of $  % of GDP  
Japan  895.3  20.5%  185.8  4.3%  
China  1,066.3  39.8%  207.9  7.8%  
Taiwan  266.2  75.2%  21.3  6.0%  
South Korea  237.0  26.4%  3.4  0.4%  
Hong Kong  134.0  71.7%  18.6  9.9%  

Source: Economist Intelligence Unit estimates.  
 
Sensible rules of thumb for long-term sustainability, such as estimating the current 

account deficit that would keep U.S. assets a constant share of foreign investment portfolios, 
need not hold in the short run. For instance, after a change in fundamentals, current account 
deficits may persist for several years as the United States transitions to a new steady state.  

 
Estimates Based on Purchasing Power Parity 

There are other estimates of the yuan’s undervaluation based on the theory of purchasing 
power parity (PPP) — the theory that the same good should have the same price in two 
different countries. If it did not, then arbitrageurs could buy it in the cheaper country and sell 
it in the more expensive country until the price disparity disappeared.  
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One of the simplest estimates based on PPP is the Economist magazine’s Big Mac Index, 
which estimated that China’s currency was undervalued by 56% in February 2007.[38] The 
Economist portrays the Big Mac Index as a “light hearted guide” to exchange rates, and there 
are important drawbacks to relying too heavily on it. The Big Mac Index compares the price 
of a McDonald’s Big Mac in China and the United States. Since a Big Mac in China was 56% 
cheaper than in the United States, the index concludes that the yuan is undervalued by that 
much. But purchasing power parity only applies to tradeable goods, and a Big Mac is not 
tradeable. In fact, Li Ong estimates that 94% of the value of a Big Mac comes not from the 
hamburger itself, but the services associated with the hamburger.[39] These include the wages 
of employees serving the Big Mac and the rent of the restaurant in which it is eaten, both of 
which are determined by local factors. Since the hamburger itself is the only tradeable portion 
of the Big Mac, only a small fraction of the Big Mac’s value should be determined by 
purchasing power parity. As a result, a Big Mac in New York City is more expensive than a 
Big Mac purchased in the U.S. rural south. Taken literally, the Big Mac Index would imply 
that a dollar in the rural south is undervalued compared to a dollar in New York City.  

While PPP is a simple idea that is powerful in theory, it has been proven to be unreliable 
in reality: prices are consistently lower in developing countries than industrialized countries. 
Some economists have tried to estimate what the yuan’s value would be by attempting to 
control for predictable divergences from PPP. Still, these estimates should be considered with 
caution — even when sophisticated modifications have been made, PPP has been shown to 
help predict exchange rates only over the long run. Estimates based on PPP would identify 
any country’s currency as overvalued or undervalued.  

Economist Jeffrey Frankel argues that income level can be regressed on the exchange rate 
using a cross-sample of countries to find a predictable relationship between a country’s 
income level and its equilibrium exchange rate based on PPP. By this measure, he estimates 
that China’s exchange rate was undervalued by 36% in 2000.[40] He speculates that, if 
anything, the undervaluation has increased since then. Coudert and Couharde make a similar 
calculation for 2003 and estimate the yuan to be undervalued by 41%-51%, depending on 
what countries are included in their sample.[41] Frankel acknowledges a number of caveats to 
this analysis. First, PPP only holds over the long run, at best, and financial flows can cause 
even market-determined exchange rates to significantly diverge from PPP for several years. 
Second, the regression does not control for other factors and only explains 57% of the 
variation in the data. Third, he argues that any adjustment in the exchange rate should be 
gradual so as not to be economically disruptive. He also warns that “It is not even true that an 
appreciation of the renminbi against the dollar would have an immediately noticeable effect 
on the overall U.S. trade deficit or employment...”[42]

 
 

There should be some theoretical rationale for linking income levels to exchange rate 
values; otherwise, the results may represent nothing more than spurious correlation. One 
rationale is called the “Balassa-Samuelson” effect: as countries get richer, their exchange 
rates are predicted to appreciate because productivity growth will be more rapid for tradeable 
goods than non-tradeable goods. Since these differences in productivity growth cannot easily 
be measured directly, income levels can be used as a proxy. But if the proxy is not an accurate 
one, then neither will be the results. Another proxy is the ratio of the consumer price index to 
the producer price index. When Coudert and Couharde used this proxy over time with a 
smaller sample, they estimated that the yuan was 18% undervalued in 2003. Benassy-Quere et 
al. regressed this proxy and net foreign assets on a panel of the G20 countries and found the 
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yuan to be undervalued by 47% in 2003.[43] Wang also uses this proxy (for China only), as 
well as net foreign assets and openness to trade, in a regression, and finds evidence that the 
yuan was only modestly undervalued in 2003.[44] However, the authors cautioned that the 
price index proxy could be inaccurate for China since many consumer prices are not market 
determined. In addition, they observed that restrictions on the mobility of labor and capital in 
China may interfere with the Balassa-Samuelson effect.[45]

 
 

Cheung et al. are able to replicate others’ results that the yuan is significantly 
undervalued, but point out that these estimates do not meet generally accepted standards of 
statistical inference. Specifically, the undervaluation estimates are not statistically significant, 
which means that the results are not robust enough to be sure that the yuan is undervalued at 
all. Moreover, when they adjust their specification to take into account serial correlation (the 
fact that this year’s exchange rate is influenced by last year’s), the estimated undervaluation 
becomes much smaller.[46]

 
Dunaway et al. demonstrate that when additional explanatory 

variables are added to the PPP model, such as openness to trade, the estimated undervaluation 
becomes much smaller. They also show that the estimate changes greatly when seemingly 
insignificant changes are made to the model, such as changing the time period or omitting one 
country from the sample.[47]

  

 
Treasury Department Assessment of Economic Models 

The Treasury Department’s December 2006 report on exchange rates discusses the use of 
economic models and methodology to estimate a currency’s “misalignment” or what the fair 
market rate exchange rate should be. The report noted that there is no single model that 
accurately explains exchange rate movements, that such models rarely, if ever, incorporate 
financial market flows, and that their conclusions can vary considerably, based on the 
variables used. However, Treasury stated that examining such models can produce useful 
information in understanding exchange rate movements if they: focus only on serious 
misalignments; use real effective, not bilateral, exchange rates; utilize several different 
models, recognizing that no one model will provide precise answers; focus only on protracted 
misalignments where currency adjustments are not taking place; supplement judgments about 
misalignment with analysis of empirical data, indicators, policies and institutional factors; and 
verify whether there are any market-based reasons for a currency’s misalignment. Treasury 
points out that most models (including the two classes analyzed above) estimate equilibrium 
exchange rates in terms of trade flows, while in reality trade flows are swamped by financial 
flows.[48]

  

 
 

TRENDS AND FACTORS IN THE U.S.-CHINA TRADE DEFICIT 
 
Critics of China’s currency peg often point to the large and growing U.S.-China trade 

imbalance as proof that the yuan is significantly undervalued and constitutes an attempt to 
gain an unfair competitive advantage over the United States in trade. However, bilateral trade 
balances reflect structural causes as well as exchange rate effects. There are a number of other 
factors at work that are also important to consider when analyzing the bilateral trade deficit.  

First, although China had (according to U.S. statistics) had a $233 billion merchandise 
trade surplus with the United States in 2006, its overall trade surplus was $178 billion 
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(Chinese data), indicating that China had a trade deficit of $55 billion in its trade with the 
world excluding the United States; it had a $100 billion deficit in 2005 (see table 3).[49] If the 
yuan is undervalued against the dollar, it should also be undervalued against the other 
currencies, yet China runs trade deficits against some of those countries. For example, 
according to Chinese data, it had a $66.4 billion trade deficit with Taiwan and a $45.3 billion 
deficit with South Korea.  

 
Table 3. China’s Merchandise Trade Balance: 2002-2006  

(+surplus/-deficit) ($billions)  
 
 2002  2003  2004  2005  2006  
China’s merchandise trade balance 
(Chinese data)  

30.4  25.6  32.0  101.9  177.6  

China’s merchandise trade balance with 
the United States (U.S. data)  

103.1  124.0  162.0  201.6  232.2  

China merchandise trade balance with the 
rest of the world (U.S. and Chinese data)  

-72.7  -98.4  -130.0  -99.7  -54.6  

Sources: Global Trade Atlas.  
Note: Trade balance with the rest of the world equals Chinese data on global trade balance minus U.S. 

data on imports from China  
 
Second, the sharp rise in the U.S. trade deficit with China diverts attention from the fact 

that, while U.S. imports from China have been rising rapidly, U.S. exports to China have been 
increasing sharply as well. Table 4 lists U.S. exports to its top 10 major export markets in 
2006. These data indicate that U.S. exports to China have risen significantly faster than both 
total U.S. exports to the world and any other top 10 U.S. trading partners. In 2006, total U.S. 
exports rose by 14.7%, while those to China rose by 32.0%. From 2001 to 2006, total U.S. 
exports to China rose by 187.5%. China ranked as the 4th largest export market in 2006 and it 
will likely replace Japan as 3rd in 2007.  

Third, productivity gains in Chinese exporting firms have increased rapidly in the past 
few years, a boost to exports that is unrelated to the fixed exchange rate. For example, 
Chinese export prices have fallen by a cumulative 27% since 1995 in Chinese prices.  

 
Table 4. U.S. Merchandise Exports to Major Trading Partners in 2001 and 2006  
 

 2001 
($billions)  

2006 
($billions)  

Percent Change 
2005-2006  

Percent Change 
2001-2006  

Canada  163.7  230.3  8.9  40.7  
Mexico  101.5  134.2  11.8  32.2  
Japan  57.6  59.6  7.7  3.5  
China  19.2  55.2  32.0  187.5  
United Kingdom  40.8  45.4  17.5  11.3  
Germany  30.1  41.3  21.0  37.2  
South Korea  22.2  32.5  32.5  46.4  
Netherlands  19.5  31.1  17.4  59.5  
Singapore  17.7  24.7  19.6  39.5  
France  19.9  24.2  8.1  21.6  
World  731.0  1,037.3  14.7  41.9  

Source: USITC DataWeb. Note: Ranked by top 10 U.S. export markets in 2006.  
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Finally, there is strong evidence to suggest that a significant share of the growing level of 
imports (and hence U.S. trade deficit) from China is coming from export-oriented 
multinational companies, especially from East Asia, that have moved their production 
facilities to China to take advantage of China’s abundant low-cost labor (among other 
factors). Chinese data indicate that the share of China’s exports produced by foreign-invested 
enterprises (FIEs) in China has risen dramatically over the past several years. As indicated in 
table 5, in 1986, only 1.9% of China’s exports were from FIEs, but by 1996, this share had 
risen to 40.7%, and by 2006 it had risen to 58.2% A similar pattern can be seen with imports: 
FIEs accounted for only 5.6% of China’s imports in 1986, rose to 47.9% by 2000, and to 
59.7% in 2006. FIEs import raw materials and components (much of which come from East 
Asia) for assembly in China, after which point, much of the final product is exported. As a 
result, China tends to run trade deficits with East Asian countries and trade surpluses with 
countries with high consumer demand, such as the United States. These factors have led many 
analysts to conclude that much of the increase in U.S. imports (and hence, the rising U.S. 
trade deficit with China) is a result of China becoming a production platform for many 
foreign companies (who are the largest beneficiaries from this arrangement), rather than 
unfair Chinese trade policies.[50] The rising importance of FIEs may represent a fundamental 
change in trade between China and the United States that could affect the bilateral trade 
deficit independently of the exchange rate regime.  

 
Table 5. Exports and Imports by Foreign-Invested Enterprises in China: 1986-2006  

 
 FDI in 

China  Exports by FIE  Imports by FIEs  U.S. Trade  
Year  $ billions 

 
$ billions  
 

As a % of Total 
Chinese Exports  $ billions  

 

As a % of 
Total Chinese 
Imports  

Deficit 
with China 
($ billions)  

1986  1.9  $0.6  1.9%  $2.4  5.6%  -1.7  

1990  3.5  7.8  12.6  12.3  23.1  -10.4  

1995  37.5  46.9  31.5  62.9  47.7  -33.8  

2000  40.7  119.4  47.9  117.2  52.1  -83.8  

2001  46.9  133.2  50.0  125.8  51.6  -83.1  

2002  52.7  169.9  52.2  160.3  54.3  -103.1  

2003  53.5  240.3  54.8  231.9  56.0  -124.0  

2004  60.6  338.2  57.0  305.6  58.0  -162.0  

2005  60.3  444.2  58.3  387.5  57.7  -201.6  

2006  63.0  563.8  58.2  472.6  59.7  -232.2  

Source: China’s Customs Statistics and U.S. International Trade Commission Dataweb.  
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The sharp rise in the share of China’s trade by FIEs appears to be strongly linked to the 
rapid growth in foreign direct investment (FDI) in China, which grew from $1.9 billion in 
1986 to $63.0 billion in 2006, much of which went to export-oriented manufacturing, a large 
share of which was exported to the United States. Table 5 indicates that the U.S. trade deficit 
with China began to increase rapidly beginning in the early 1990s; a significant rise in FDI 
and exports by FIEs in China occurred at roughly the same time. By comparing exports and 
imports in table 5, one can see that FIEs have little effect on China’s overall trade balance, 
since the FIEs import roughly 88% as much as they export.  

Table 6 provides an illustration of how foreign multinational companies have shifted a 
significant level of production from other (mainly) East Asian countries to China in one 
industry. The table lists data on U.S. imports of computer equipment and parts from its major 
suppliers for 2000-2006. In 2000, Japan was the largest foreign supplier of U.S. computer 
equipment (with a 19.6% share of total shipments), while China ranked 4th (with a 12.1% 
share). In just six years, Japan’s ranking fell to 4th , the value of its shipments dropped by over 
half, and its share of shipments declined to 7.5% (2006). China was by far the largest foreign 
supplier of computer equipment in 2006 with a 47.8% share of total U.S. imports. While U.S. 
imports of computer equipment from China rose by 382% over the past six years, the total 
value of U.S. imports from the world of these commodities rose by only 22%. Many analysts 
contend that a large share of the increase in Chinese computer production has come from 
foreign computer companies that have manufacturing facilities in China.  

 
Table 6. Major Foreign Suppliers of U.S. Computer  

Equipment Imports: 2000-2006 
($ in billions) 

 
 

2000  2001  2002  2003  2004  2005  2006  
2000-
2006 % 
change  

Total  68.5  59.0  62.3  64.0  73.9  78.4  83.8  22.3%  

China  8.3  8.2  12.0  18.7  29.5  35.5  40.0  381.9  

Malaysia  4.9  5.0  7.1  8.0  8.7  9.9  11.1  126.5  

Mexico  6.9  8.5  7.9  7.0  7.4  6.7  6.6  -4.3  

Japan  13.4  9.5  8.1  6.3  6.3  6.1  6.3  -53.0  

Singapore  8.7  7.1  7.1  6.9  6.6  5.9  5.6  -35.6  

Source: U.S. International Trade Commission Trade Data Web.  
Note: Ranked according to top 6 suppliers in 2006.  

 
 
ECONOMIC CONSEQUENCES OF CHINA’S CURRENCY POLICY 

 
If the yuan is undervalued against the dollar, as many critics charge, then there are 

benefits and costs of this policy for the economies of both China and the United States.  
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Implications for China’s Economy  
 
If the yuan is undervalued, then Chinese exports to the United States are likely cheaper 

than they would be if the currency were freely traded, providing a boost to China’s export 
industries (which employ millions of workers and are a major source of China’s productivity 
gains). An undervalued currency also increases the attractiveness of China as a destination for 
foreign investment in export-oriented production facilities, much of which comes from U.S. 
firms. Foreign investment is an important source of technology transfers, which contribute to 
economic development. However, an undervalued currency makes imports more expensive, 
hurting Chinese consumers and Chinese firms that import parts, machinery, and raw 
materials. Such a policy, in effect, benefits Chinese exporting firms (many of which are 
owned by foreign multinational corporations) at the expense of non-exporting Chinese firms, 
especially those that rely on imported goods. This may impede the most efficient allocation of 
resources in the Chinese economy in the long run.  

In the short run, a revaluation of the yuan could reduce aggregate spending in China by 
raising imports and reducing exports. Whether this would be desirable depends on the current 
state of the Chinese economy. Some observers argue that the Chinese economy is currently 
overheating, and revaluation would help place it on a more sustainable path and prevent 
inflation from rising. Others argue that there is a large pool of underemployed labor in rural 
China that the undervalued yuan is helping to absorb. In this view, revaluation could be 
economically and socially disruptive.  

Many economists note that China’s currency policy essentially denies the government the 
ability to use monetary policy (such as interest rates) to promote stable economic growth 
(e.g., fighting inflation). Secondly, they contend that the currency policy has skewed the 
economy into becoming overly dependent on fixed investment and net exports for economic 
growth, which, in the long run can not be sustained. Thirdly, they maintain that China’s 
currency policy may actually be undermining the financial viability of the banking system by 
expanding the level of easy credit, which has made the banks more prone to extend loans to 
risky and/or speculative ventures, and thus may increase the level of bank-held non-
performing loans. In addition, the policy has contributed to an inflow of “hot money” into 
short-term speculative ventures (such as real estate and the stock market) by investors hoping 
to cash in on future appreciation of the currency. Banks are restricted from using interest rate 
policies to better regulate investment decisions because raising interest rates beyond a certain 
level could increase flows of foreign capital into the country. Keeping interest rates low in a 
booming economy may prevent the most efficient allocation of capital and could lead to 
overproduction in some sectors.[51]

 
 

The accumulation of large foreign exchange reserves by China may make it easier for 
Chinese officials to move more quickly toward adopting a fully convertible currency (if the 
government feels the reserves could defend the currency against speculative pressures). 
However, the accumulation of large foreign exchange reserves also entails opportunity costs 
for China: such funds could be used to fund China’s massive development needs (such as 
infrastructure improvements and pollution control), improvements to China’s education 
system and social safety net, and recapitalization of financially shaky banks. These 
alternatives may have higher rates of return to the economy than U.S. Treasuries or Chinese 
bonds held by banks to sterilize the effects of exchange rate intervention.[52]
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Implications for the U.S. Economy  
 

Effect on Exporters and Import-Competitors 
When a foreign reserve accumulation causes the yuan to be less expensive than it would 

be if it were determined by market forces, it causes Chinese exports to the United States to be 
relatively inexpensive and U.S. exports to China to be relatively expensive. As a result, U.S. 
exports and the production of U.S. goods and services that compete with Chinese imports fall, 
in the short run.[53] Many of the affected firms are in the manufacturing sector, as will be 
discussed below. This causes the U.S. trade deficit to rise and reduces aggregate demand in 
the short run, all else equal.  

China has become the United States’s second largest supplier of imports (2006 data). A 
large share of China’s exports to the United States are labor-intensive consumer goods, such 
as toys and games, textiles and apparel, shoes, and consumer electronics. Many of these 
products do not compete directly with U.S. domestic producers — the manufacture of many 
such products shifted overseas several years ago. However, there are a number of U.S. 
industries (many of which are small and medium-sized firms), including makers of machine 
tools, hardware, plastics, furniture, and tool and die that are expressing concern over the 
growing competitive challenge posed by China.[54] An undervalued Chinese currency may 
contribute to a reduction in the output of such industries.  

On the other hand, U.S. producers also import capital equipment and inputs to final 
products from China. For example, U.S. computer firms use a significant level of imported 
computer parts in their production, and China was the largest foreign supplier of computer 
equipment to the United States in 2006. An undervalued yuan lowers the price of these U.S. 
products, increasing their output and competitiveness in world markets. And many imports 
from China are produced by U.S.-invested enterprises (as discussed above), which benefit 
from an undervalued exchange rate.  

 
Effect on U.S. Borrowers 

An undervalued yuan also has an effect on U.S. borrowers. When the United States runs a 
current account deficit with China, an equivalent amount of capital flows from China to the 
United States, as can be seen in the U.S. balance of payments accounts. This occurs because 
the Chinese central bank or private Chinese citizens are investing in U.S. assets, which allows 
more U.S. capital investment in plant and equipment to take place than would otherwise 
occur. Capital investment increases because the greater demand for U.S. assets puts 
downward pressure on U.S. interest rates, and firms are now willing to make investments that 
were previously unprofitable. This increases aggregate spending in the short run, all else 
equal, and also increases the size of the economy in the long run by increasing the capital 
stock.  

Private firms are not the only beneficiaries of the lower interest rates caused by the 
capital inflow (trade deficit) from China. Interest-sensitive household spending, on goods 
such as consumer durables and housing, is also higher than it would be if capital from China 
did not flow into the United States. In addition, a large proportion of the U.S. assets bought 
by the Chinese, particularly by the central bank, are U.S. Treasury securities, which fund U.S. 
federal budget deficits. According to the U.S. Treasury Department, China held $414 billion 
in U.S. Treasury securities (as of April 2007), making it the second largest foreign holder of 
such securities (after Japan).[55] From June 2006 to April 2007, China’s Treasury security 
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holdings increased by nearly $42 billion. If the U.S. trade deficit with China were eliminated, 
Chinese capital would no longer flow into this country on net, and the U.S. government 
would have to find other buyers of its U.S. Treasuries at higher interest rates. This would 
increase the government’s interest payments, increasing the budget deficit, all else equal.  

 
Effect on U.S. Consumers 

A society’s economic well-being is usually measured not by how much it can produce, 
but how much it can consume. An undervalued yuan that lowers the price of imports from 
China allows the United States to increase its consumption of both imported and domestically 
produced goods through an improvement in the terms-of-trade. The terms-of-trade measures 
the terms on which U.S. labor and capital can be exchanged for foreign labor and capital. 
Since changes in aggregate spending are only temporary, from a long-term perspective the 
lasting effect of an undervalued yuan is to increase the purchasing power of U.S. 
consumers.[56]

  

 
U.S.-China Trade and Manufacturing Jobs 

Critics of China’s currency policy argue that the low value of the yuan has had a 
significant effect on the U.S. manufacturing sector, where 2.7 million factory jobs have been 
lost since July 2000. While job losses in the U.S. manufacturing sector have been significant 
in recent years, there is no clear link between job losses and imports from China. First, only 
some manufacturers export to China or compete with Chinese imports. Second, the economic 
recession and subsequent “jobless recovery” that ended in August 2003 reduced employment 
across the entire economy. Since then, manufacturing output has reached an all-time high; 
manufacturing employment has fallen over this time because of productivity growth, not a 
decline in output. Third, the growing trade deficit has not been limited to China; the overall 
trade deficit is still increasing.  

Finally, there is a long-run trend that is moving U.S. production away from 
manufacturing and toward the service sector.[57] U.S. employment in manufacturing as a 
share of total nonagricultural employment has fallen from 31.8% in 1960 to 22.4% in 1980, to 
10.7% in 2005, to 10.5% in 2006.[58] This trend is much larger than the Chinese currency 
issue, and is caused by changing technology (which requires fewer workers to produce the 
same number of goods) and comparative advantage. With enhanced globalization, 
comparative advantage predicts the United States will produce knowledge- and technology-
intensive goods that it is best at producing for trade with countries, such as China, who are 
better at producing labor-intensive goods. Since the production of some manufactured goods 
is labor-intensive and some services cannot be traded, trade leads to more manufacturing 
abroad, and less in the United States.[59] Over time, it is likely that the trend shifting 
manufacturing abroad will continue regardless of China’s currency policy.  

The decline in manufacturing employment is not unique to the United States. According 
to a study by Alliance Capital Management, employment in manufacturing among the 
world’s 20 largest economies declined by 22 million jobs between 1995 and 2002. At the 
same time, the study estimated that total manufacturing production among these economies 
increased by more than 30% (due largely to increases in productivity). As indicated in table 7, 
while the number of manufacturing jobs in the United States declined by 1.9 million (or 
11.3%) during this period, they declined in many other industrial countries as well, including 
Japan (2.3 million or 16.1%), Germany (476,000 or 10.1%), the United Kingdom (446,000 or 
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10.3%), and South Korea (555,000 or 11.6%). The study further estimated employment in 
manufacturing in China during this period declined by 15 million workers (from 96 million 
workers in 1995 to 83 million in 2002), a 15.3% reduction.[60] In the United States and 
United Kingdom, the employment decline began in 1999; in the other countries in table 6, the 
decline began earlier. In 2004, the industrialized countries experienced a loss of 865,000 more 
manufacturing jobs, and a cumulative 6.3 million manufacturing job losses over the previous 
five years.[61] 

 
Table 7. Manufacturing Employment in Selected Countries: 1995 and 2002  

(in thousands and percent change)  
 

 Manufacturing 
Employment (thousands)  

Change in Manufacturing 
Employment: 1995/2002  

 
1995  2002  

Total Change 
(thousands)  Percent Change  

United States  17,251  15,304  -1,947  -11.3  
Japan  14,570  12,230  -2,340  -16.1  
Germany  8,439  7,963  -476  -10.1  
United Kingdom  4,402  3,956  -446  -10.3  
South Korea  4,796  4,241  -555  -11.6  
China  98,030  83,080  -14,950  -15.3  

Source: Alliance Capital Management L.P., Alliance Bernstein, Manufacturing Payrolls Declining 
Globally: The Untold Story, U.S. Weekly Economic Update, October 10, 2003.  
 
The sharp increases in U.S. imports of manufactured products from China over the past 

several years do not necessarily correlate with subsequent production and job losses in the 
manufacturing sector. Alan Greenspan, former Chairman of the Federal Reserve, testified in 
2005 that “I am aware of no credible evidence that ... a marked increase in the exchange value 
of the Chinese renminbi relative to the dollar would significantly increase manufacturing 
activity and jobs in the United States.”[62] A study by the Federal Reserve Bank of Chicago 
estimated that import penetration by Chinese manufactured products (i.e., the ratio of 
imported manufactured Chinese goods to total manufactured goods consumed domestically) 
was only 2.7% in 2001.[63]

 
The study acknowledged that, while China on average is a small-

to-moderate player in most manufacturing sector markets in the United States, it has shown a 
high growth in import penetration over the past few years, growing by nearly 60% between 
1997-2001 (from 1.7% to 2.7%). However, the study concluded that “the bulk of the current 
U.S. manufacturing weakness cannot be attributed to rising imports and outsourcing,” but 
rather is largely the result of the economic slowdown in the United States and among several 
major U.S. export markets.[64]

  

 
Net Effect on the U.S. Economy 

In the medium run, an undervalued yuan neither increases nor decreases aggregate 
demand in the United States. Rather, it leads to a compositional shift in U.S. production, 
away from U.S. exporters and import-competing firms toward the firms that benefit from the 
lower interest rates caused by Chinese capital inflows. In particular, capital-intensive firms 
and firms that produce consumer durables would be expected to benefit from lower interest 
rates. Thus, it is expected to have no medium- or long-run effect on aggregate U.S. 
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employment or unemployment. As evidence, one can consider that while the trade deficit 
with China (and overall) has widened, the overall unemployment rate has fallen from 6.3% in 
2003 to 4.5% in February 2007. However, the gains and losses in employment and production 
caused by the trade deficit will not be dispersed evenly across regions and sectors of the 
economy: on balance, some areas will gain while others will lose.  

Although the compositional shift in output has no negative effect on aggregate U.S. 
output and employment in the long-run, there may be adverse short-run consequences. If 
output in the trade sector falls more quickly than the output of U.S. recipients of Chinese 
capital rises, aggregate spending and employment could temporarily fall. If this occurs, then 
there is likely to be a decline in the inflation rate as well (which could be beneficial or 
harmful, depending if inflation is high or low at the time). A fall in aggregate spending is 
more likely to be a concern if the economy is already sluggish than if it is at full employment. 
Otherwise, it is likely that government macroeconomic policy adjustment and market forces 
can quickly compensate for any decline of output in the trade sector by expanding other 
elements of aggregate demand.  

By shifting the composition of U.S. output to a higher capital base, the size of the 
economy would be larger in the long run as a result of the capital inflow/trade deficit. U.S. 
citizens would not enjoy the returns to Chinese-owned capital in the United States. U.S. 
workers employing that Chinese-owned capital would enjoy higher productivity, however, 
and correspondingly higher wages.  

 
The U.S.-China Trade Deficit in the Context of the Overall U.S. Trade Deficit 

While China is a large trading partner, it accounted for only about 15.5% of U.S. imports 
in 2006 and 26.0% of the sum of the bilateral trade deficits. Over a span of several years, a 
country with a floating exchange rate can run an ongoing overall trade deficit for only one 
reason: a domestic imbalance between saving and investment. This has been the case for the 
United States over the past two decades, where saving as a share of gross domestic product 
(GDP) has been in gradual decline.[65] On the one hand, the United States has high rates of 
productivity growth and strong economic fundamentals that are conducive to high rates of 
capital investment. On the other hand, it has a chronically low household saving rate, and 
recently a negative government saving rate as a result of the budget deficit. As long as 
Americans save little, foreigners will use their saving to finance profitable investment 
opportunities in the United States; the trade deficit is the result.[66] The returns to foreign-
owned capital will flow to foreigners instead of Americans, but the returns to U.S. labor 
utilizing foreign-owned capital will flow to U.S. labor.  

China’s situation is very different. As table 8 shows, China’s gross national saving as a 
percent of GDP (51.3%) is nearly five times greater than the U.S. level (13.5%).[67] 
Conversely, the rate of private consumption as a percent of GDP is significantly higher in the 
United States (70%) than it is in China (36.8%). China maintains a higher rate of gross fixed 
investment as a percent of GDP than does the United States (42.8% versus 20.0%). Finally, 
China’s gross national saving as a percent of its gross national investment is equal to 118% 
versus 68% in the United States. Thus, the United States must borrow from abroad to fund its 
investment needs while China has excess saving that it can invest overseas. The net result of 
these differences can be seen in the data on current account balances as a percent of GDP: 
7.7% for China compared with -6.5% for the United States. These data imply that both China 
and the United States would need to make fundamental changes to their saving/investment 
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patterns to reduce the overall U.S. trade deficit and China’s overall trade surplus in the long 
run.  

 
Table 8. Comparisons of Savings, Investment, and 

Consumption as a Percent of GDP Between  
the United States and China, 2006 

 
 China  United States  
Gross savings as a % of GDP  51.3  13.5  
Private consumption as a % of GDP  36.8  70.0  
Gross fixed investment as a % of GDP  42.8  20.0  
Gross national savings as a % of gross national investment  117.8  67.5  
Current account balance as a % of GDP  7.7  -6.5  

Source: BEA and EIU.  
 
Some analysts contend that China is moving in this direction, based on a number of 

statements by high level officials that China plans to boost consumer spending. The Treasury 
Department’s November 2005 report on International Economic and Exchange Rate Policies 
stated that a key factor in Treasury’s decision not to designate China as a country that 
manipulates its currency was “China’s commitment to put greater emphasis on sustainable 
domestic sources of growth, including by modernizing the financial sector....” However, 
others contend that it will take several years for China to switch its reliance on exports and 
domestic investment to consumption for much of its GDP growth.  

Economists generally are more concerned with the overall trade deficit than bilateral 
trade balances. Because of comparative advantage, it is natural that a country will have some 
trading partners from which it imports more, and some trading partners to which it exports 
more. For example, the United States has a trade deficit with Austria and a trade surplus with 
the Netherlands even though both countries use the euro, which floats against the dollar. Of 
concern to the United States from an economic perspective is that its low saving rate makes it 
so reliant on foreigners to finance its investment opportunities, and not the fact that much of 
the capital comes from China.[68] If the United States did not borrow heavily from China, it 
would still have to borrow from other countries.[69]

  

 
 

POLICY OPTIONS FOR DEALING WITH CHINA’S CURRENCY POLICY 
 
The United States could utilize a number of options to try to put more pressure on China 

to make further reforms to its exchange rate policy if U.S. policymakers desired. Options for 
currency reform include making the yuan fully convertible, allowing the currency to 
appreciate by a certain amount (immediately or gradually), lessening China’s intervention in 
currency markets, widening the band in which the currency is allowed to fluctuate, and 
furthering reforms to the financial sector to enable greater currency flexibility.[70]

 
 

Options to induce China to reform its exchange rate regime (including proposed 
legislation) are listed below (see also section on legislation in the 110th Congress):  
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Tighten Requirements on Treasury Department’s Report on Currency 
Several Members of Congress have expressed frustration over the Treasury Department’s 

failure to designate China as a currency manipulator (since 1994) in its semi-annual exchange 
rate policies report. They contend that such a designation would itself increase pressure on 
China to reform its currency.[71]

 
According to the Treasury Departments’s November 2005 

currency report: “Reaching judgments about countries’ currency practices and their 
relationships to the terms of the Act (i.e. currency manipulation) for the purpose of 
designation is inherently complex, and there is no formulaic procedure that accomplishes this 
objective.” H.R. 782, H.R. 2942, S. 796, and S. 1607 (110th Congress) would require 
Treasury to identify “fundamentally misaligned currencies” rather than manipulated 
currencies. S. 1677 would require to Treasury to cite a country for currency manipulation 
regardless of the “intent” of its currency policy. These bills would increase the likelihood that 
China would be designated, which, some observers claim, would increase pressure on 
Treasury to make greater efforts to induce China to reform its currency and might make 
China more willing to boost reform efforts to avoid being designated.[72]

  

 
Intensify Diplomatic Efforts 

The U.S. government could attempt to persuade China through direct negotiations to 
change or reform its exchange rate policy. President Bush and Administration officials have 
contended that China’s currency policy is bad for China’s economy, as well as that of its 
trading partners and world growth as a whole. The United States has attempted to assist China 
in reforming its financial sector to provide a foundation for further currency reforms. In 
addition, the United States has sought to utilize high level talks, such as the Strategic 
Economic Dialogue and the U.S.-China Trade Promotion Coordinating Committee to 
encourage (and assist) China to adopt policies to promote greater domestic consumption and 
lessen its dependence on exports and fixed investment.  

In recognition of its growing importance as a major world economy, China (since 2004) 
has been invited to attend G-7 (group of seven largest economies) finance meetings.[73] 
China’s currency policy has been a major topic in these discussions, and the United States has 
sought to use the forum to bring pressure on China to quicken steps to make the currency 
more flexible. A February 10, 2007 joint statement of G-7 finance ministers and central bank 
governors stated that “In emerging economies with large and growing current account 
surpluses, especially China, it is desirable that their effective exchange rates move so that 
necessary adjustments will occur.”[74] The United States could attempt to build a greater 
consensus within the G-7 to put more pressure on China to reform its currency policy, 
including by linking China’s possible future membership in the G-7 to such reforms.[75]

 
 

Alternatively, the United States could attempt to persuade China to participate in talks 
with other East Asian economies (that are viewed as intervening in currency markets) in order 
to reach a consensus on exchange rate policy.[76] Proponents of this approach argue that, 
because of China’s size, other East Asian countries are afraid that their exports would be 
uncompetitive if they made any unilateral change in their currency’s value that was not 
matched by a similar change by China. Finally, the United States could press the International 
Monetary Fund to become more active in working with China to help it understand the long-
term economic risks of over-relying on exports and domestic investment for much of its 
growth, and promote the development of policy tools that lead to more balanced economic 
growth (such as more domestic consumption).[77] A key factor in any negotiations would be 
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to convince China that liberalization of its exchange rate system would serve China’s long 
term economic interests and not lead to economic instability.  

 
Utilize Section 301 or other Trade Sanctions 

The U.S. government could attempt to pressure China by threatening to impose unilateral 
trade sanctions. For example, it could threaten to initiate a Section 301 case, a provision in 
U.S. trade law that gives the U.S. Trade Representative authority to respond to foreign trade 
barriers, including violations of U.S. rights under a trade agreement, and unreasonable or 
discriminatory practices that burden or restrict U.S. commerce.[78]

 
 

U.S. obligations in the WTO would likely require the United States to purse a Section 
301 case in the WTO. If the United States failed to use the WTO dispute resolution 
procedures and instead imposed unilateral trade sanctions under Section 301, China might file 
a WTO case against the United States. On May 17, 2007, 42 House Members filed a Section 
301 petition with the USTR’s office over China’s currency practices and requested that a 
trade dispute case be brought to the WTO. However, the USTR declined the petition in June.  

Some Members support legislation, such as H.R. 1002, that would impose additional 
tariffs of 27.5% on imports from China unless it appreciates its currency to fair market levels. 
Proponents of such legislation contend that congressional threats to sharply increase tariffs on 
Chinese goods were instrumental in moving China to reform and appreciate its currency 
policy in July 2005 and hence should be further utilized to press China for greater action to 
reform and appreciate its currency. Opponents of such legislation contend that imposing 
sanctions against China would violate WTO rules, and that threats of sanctions may backfire 
because Chinese officials would be less likely to reform its currency if they felt that such 
moves were seen as resulting from U.S. political pressure.[79] Some proposals seek to 
impose sanctions on currency policy that would avoid violating WTO rules. For example, S. 
1607 would deny certain designated countries with misaligned policies access to U.S. 
government procurement, direct U.S. officials to vote against any new multilateral bank loans 
for such countries, and cut off any new financing by the U.S. Overseas Private Investment 
Corporation (OPIC).[80]

  

 
Utilize the Dispute Resolution Mechanism in the WTO 

Some critics have charged that China’s currency policy violates WTO rules.[81] The 
United States could file a case before the WTO’s Dispute Settlement Body (DSB) against 
China’s currency peg.[82] If the DSB ruled in favor of the United States, it would direct 
China to modify its currency policy so that it complies with WTO rules. If China refused to 
comply, the DSB would likely authorize the United States to impose trade sanctions against 
China. The advantage of using the WTO to resolve the issue is that it involves a multilateral, 
rather than unilateral, approach, although there is no guarantee that the WTO would rule in 
favor of the United States.[83]

 
 

In 2004, the Bush Administration rejected two Section 301 petitions on China’s exchange 
rate policy: one by the China Currency Coalition (a group of U.S. industrial, service, 
agricultural, and labor organizations) and one filed by 30 Members of Congress. Both 
petitions sought to have the United States bring a case before the WTO against China in the 
hope that the WTO would rule that China’s currency peg violated WTO rules. The Bush 
Administration has expressed doubts that the United States could win such a case in the WTO 
and contends that such an approach would be “more damaging than helpful at this time.”[84] 
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H.R. 321, H.R. 782, H.R. 2942, S. 796, S. 1607, and S. 1677 contain provisions that would 
require U.S. officials (under certain circumstances) to bring a case against China over its 
currency policy, and H.R. 321 also calls on the United States to work within the WTO to 
modify and clarify rules regarding currency manipulation for trade advantage to reflect 
modern day monetary policy not envisioned at the time current rules were adopted in 1947.  

 
Apply U.S. Countervailing Trade Laws to Non-Market Economies 

U.S. countervailing laws allow U.S. parties to seek relief (in the form of higher duties) 
from imported products that have been subsidized by foreign governments. For many years, 
the Commerce Department contended that countervailing laws could not be applied to non-
market economies, such as China, because it would be nearly impossible to identify a 
government subsidy in an economy that was not market based. However, in November 2006, 
the Commerce Department decided to pursue a countervailing case against certain imported 
Chinese coated free sheet paper products. On March 30, 2007, the Commerce Department 
issued a preliminary ruling to impose countervailing duties (ranging from 11 to 20%) against 
the products in question. Commerce contends that, while China is still a non-market economy 
for the purposes of U.S. trade laws, economic reforms in China have made several sectors of 
the economy relatively market based, and therefore it is possible to identify the level of 
government subsidies given to the Chinese paper firms in question.  

Some Members contend that China’s currency policy constitutes a form of export subsidy 
that should be actionable under U.S. countervailing laws. H.R. 782, H.R. 2942, S. 364, and S. 
796 would apply U.S. countervailing laws to non-market economies and would also specify 
that currency misalignment or manipulation be actionable under those laws. Several Members 
contend that such legislation would be consistent with WTO rules (which allows countries to 
utilize countervailing duty procedures). However, critics contend that it would be difficult to 
determine the subsidy level conveyed by China’s currency, and possible U.S. countervailing 
measures applied against China over its currency could be challenged in the WTO.  

 
Apply Estimates of Currency undervaluation to U.S. Antidumping Measures 

U.S. antidumping laws allow U.S. parties to seek relief (in the form of increased duties) 
from imports that are sold at less than fair value and injure U.S. industries. Many critics of 
China’s currency policy contend that undervaluing the value of the yuan is a major factor 
affecting the price of Chinese exports to the United States and that this has harmed many U.S. 
industries. For example, H.R. 2942 and S. 1607 would require the government to factor in the 
impact of certain fundamentally misaligned currencies on export prices when determining the 
level of antidumping duties that should be applied. Critics of this approach contend that it 
would be very difficult to come up with a precise figure on how much a country’s currency is 
undervalued, and it is not clear whether such a method would be compatible with WTO rules 
on trade remedies.  

 
Utilize Special Safeguard Measures 

Another option might be to utilize U.S. trade remedy laws relating to special provisions 
that were part of China’s accession to the WTO. For example, the United States could invoke 
safeguard provisions (under Sections 421-423 of the 1974 Trade Act, as amended) to impose 
restrictions on imported Chinese products that have increased in such quantities that they 
have caused, or threaten to cause, market disruption to U.S. domestic producers.[85] This 
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option could be used to provide temporary relief for U.S. domestic firms that have been 
negatively affected by a surge in Chinese exports to the United States (regardless of its 
cause).[86] The sharp increase in textile and apparel imports from China over the past few 
years led the Bush Administration on a number of occasions to invoke the special China 
textile and apparel safeguard to restrict imports. Eventually, the Administration sought and 
obtained (in November 2005) an agreement with China to limit the level of certain textile and 
apparel exports to the United States through the end of 2008. However, the Bush 
Administration on six different occasions has chosen not to extend relief to various industries 
under the China-specific safeguard. H.R. 782 and S.796 would require that exchange rate 
misalignment by China be considered a factor in making determinations of market disruption 
under the China-specific safeguard.  

 
 

Other Bilateral Commercial Considerations  
 
A number of policy analysts have argued against pushing China too hard on its currency 

policy, either because it would not serve U.S. economic interests, or because U.S. pressure 
would likely be ineffective as long as the Chinese government believed changing the peg 
would damage China’s economy.[87] Such analysts argue that U.S. policymakers should 
address China’s currency policy as part of a more comprehensive U.S. trade strategy to 
persuade China to accelerate economic and trade reforms and to address a wide range of U.S. 
complaints over China’s trade practices. This appears to be the Administration’s policy in the 
SED talks. U.S. officials have urged China to boost domestic consumption while making its 
currency policy more flexible as part of a long-term solution to global trade imbalances.  

Some policymakers contend that the more immediate focus of U.S. trade policy should 
on pressing China to comply with its WTO commitments. Major WTO-related issues of 
concern to the United States include market access, inadequate protection of U.S. intellectual 
property rights (IPR), industrial policies that promote domestic content over imports, and 
indirect subsidization of Chinese state-owned enterprises by China’s banking system. 
Because China’s WTO commitments are clear and binding, and there is a legal process within 
the WTO to seek compliance with trade agreements, the United States is in a stronger position 
to get China to liberalize its economy and open its markets than it would be if it tried to push 
China to reform its currency regime (where multilateral rules and options on the issue are less 
clear). Finally, supporters of this policy argue that China’s leaders are more likely to respond 
to pressures to adhere to international rules of conduct than to perceived direct U.S. 
pressure.[88]

  

 
 

Changes to the Current Currency Policy and Potential Outcomes  
 
If the Chinese were to allow their currency to float, its value would be determined by 

private actors in the market based on the supply and demand for Chinese goods and assets 
relative to U.S. goods and assets. If the relative demand for the Chinese currency has 
increased since the exchange rate was fixed in 1994, then the floating currency would 
appreciate.[89] This would boost U.S. exports and the output of U.S. producers who compete 
with the Chinese. The U.S. bilateral trade deficit would likely decline (but not necessarily 
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disappear). At the same time, the Chinese central bank would no longer purchase U.S. assets 
to maintain the peg. U.S. borrowers, including the federal government, would now need to 
find new lenders to finance their borrowing, and interest rates in the United States would rise. 
This would reduce spending on interest-sensitive purchases, such as capital investment, 
housing (residential investment), and consumer durables. The reduction in investment 
spending would reduce the long-run size of the U.S. economy. If the relative demand for 
Chinese goods and assets were to fall at some point in the future, the floating exchange rate 
would depreciate, and the effects would be reversed. Floating exchange rates fluctuate in 
value frequently and significantly.[90]

 
 

A move to a floating exchange rate is typically accompanied by the elimination of capital 
controls that limit a country’s private citizens from freely purchasing and selling foreign 
currency. Capital controls exist in China today, and arguably one of the major reasons China 
opposes a floating exchange rate is because it fears that the removal of capital controls would 
lead to a large private capital outflow from China. This might occur because Chinese citizens 
fear that their deposits in the potentially insolvent state banking system are unsafe. If the 
capital outflow were large enough, it could cause the floating exchange rate to depreciate 
rather than appreciate.[91] If this occurred, the output of U.S. exporters and import-competing 
firms would be reduced below the level prevailing under the current exchange rate regime, 
and the U.S. bilateral trade deficit would expand. In other words, the United States would still 
borrow heavily from China, but it would now be private citizens buying U.S. assets instead of 
the Chinese central bank. China could attempt to float its exchange rate while maintaining its 
capital controls, at least temporarily. This solution would eliminate the possibility that the 
currency would depreciate because of a private capital outflow. While this would be unusual, 
it might be possible. It would likely make it more difficult to impose effective capital 
controls, however, since the fluctuating currency would offer a much greater profit incentive 
for evasion.  

Another option is to maintain the status quo. Although the nominal exchange rate may 
change little in this case, over time the real rate would adjust as inflation rates in the two 
countries diverged. As the central bank exchanged newly printed yuan for U.S. assets, prices 
in China would rise along with the money supply until the real exchange rate was brought 
back into line with the market rate. This would cause the U.S. bilateral trade deficit to decline 
and expand the output of U.S. exporters and import-competing firms. This real exchange rate 
adjustment would only occur over time, however, and pressures on the U.S. trade sector 
would persist in the meantime.  

None of the solutions guarantee that the bilateral trade deficit will be eliminated. China is 
a country with a high saving rate, and the United States is a country with a low saving rate; it 
is natural that their overall trade balances would be in surplus and deficit, respectively. At the 
bilateral level, it is not unusual for two countries to run persistently imbalanced trade, even 
with a floating exchange rate. If China can continue its combination of low-cost labor and 
rapid productivity gains, which have been reducing export prices in yuan terms, its exports to 
the United States are likely to continue to grow regardless of the exchange rate regime.  
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CONCLUSION  
 
The current debate among U.S. policymakers over China’s currency policy has been 

strongly linked to concerns over the growing U.S. trade deficit with China, the sharp decline 
in U.S. manufacturing employment over the past few years, and the rise of China as a major 
economic power. Most economists agree that China’s currency would likely appreciate 
against the dollar if allowed to float (barring any disruptive financial crisis). If it did 
appreciate, there is considerable debate over the net effects this policy would have on the U.S. 
economy since it may benefit some U.S. economic sectors and harm other sectors, as well as 
consumers. The trade deficit with China has not prevented the United States from reaching 
full employment. In addition, U.S. trade with China is only one of a number of factors 
affecting manufacturing employment, including increased productivity growth, employment 
shifts to the service sector, and the overall trade deficit. It is also not clear to what extent 
production in certain industrial sectors has shifted to China from the United States, as 
opposed to shifting to China from other low-wage countries, such as Mexico, Thailand, and 
Indonesia.[92] The extensive involvement of foreign multilateral corporations in China’s 
manufactured exports further complicates the issue of who really benefits from China’s trade, 
as well as the implications of a rising U.S. trade deficit with China (since a large share of U.S. 
imports are coming from foreign firms, including U.S. firms, that have shifted production 
from one country to China). Thus, there is considerable debate over what policy options 
would promote U.S. economic interests since changes to the current system would produce 
both winners and losers in the United States (as well as in China).  

Chinese officials have stated they plan to make the currency more flexible in the near 
term and to eventually adopt a floating currency in the long run, but they insist that reforms 
should be gradual in order to avoid disruptions to the economy. For example, they claim they 
need to first implement further reforms to the banking system and to reduce the level of non-
performing loans. Yet the present currency policy may be undermining these efforts by 
expanding the money supply (as a result of contributing to foreign reserves). A rising money 
supply promotes easy credit policies by the banks — the source of existing non-performing 
loans in the first place. Efforts to limit bank loans in booming sectors of the economy have 
mainly been the result of government administrative directives rather than market forces, 
which may undermine the ability to establish a market-based financial system where 
monetary policy is used to halt inflation and bank loans are extended to ventures that offer the 
highest rate of return. In addition, China’s currency policy constitutes a de facto subsidy, 
which, while benefitting some export industries, undermines other sectors, and prevents the 
most efficient distribution of resources in the economy.  

While U.S. officials acknowledge China’s concerns over exchange rate reforms, they 
contend that China’s exchange rate reforms are overly cautious. They further contend that 
China’s currency policy is preventing adjustments in global trade imbalances, especially in 
the United States, and that this could eventually undermine world economic growth. This 
would hurt China’s economy, given its dependence on exports. Both U.S. and Chinese 
officials publicly agree that China needs to undertake major economic reforms to boost 
domestic consumption and to obtain more even growth, and that the United States must do 
more to boost its level of domestic saving. China officials have stated their intention to boost 
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economic development in the hinterland and expand spending on social security, health care, 
and education. However, this will likely take many years to implement.  

 
 

CONGRESSIONAL LEGISLATION IN THE 110TH CONGRESS  
 
Currency legislation in the 110th Congress on China’s currency policy include the 

following:  
 
• H.R. 321 (English) would require the Treasury Department to determine if China has 

manipulated its currency and to estimate the rate of that manipulation (if such a 
determination were made), which then would require the imposition of additional 
tariffs on Chinese products (equal to the estimated rate of manipulation). The bill 
also calls on the United States to file a WTO case against China over its currency 
policy and to work within the WTO to modify and clarify rules regarding currency 
manipulation.  

• H.R. 782 (Tim Ryan) S. 796 (Bunning) would apply U.S. countervailing laws 
(dealing with government subsidies) to products imported from non-market 
economies (such as China) and would establish an alternative methodology for 
estimating the amount of government subsidy benefit provided if information is not 
available on the amount of subsidies given to various industries in that country. The 
bills also make exchange rate misalignment actionable under U.S. countervailing 
law, require the Treasury Department to determine whether a currency is misaligned 
in its semi-annual reports to Congress on exchange rates, prohibit the Department of 
Defense from purchasing certain products imported from China if it is determined 
that China’s currency misalignment has disrupted U.S. defense industries, and would 
include currency misalignment as a factor in determining (China-specific) safeguard 
measures on imports of Chinese products that cause market disruption.  

• H.R. 1002 (Spratt) would impose 27.5% in additional tariffs on Chinese goods unless 
the President certifies that China is no longer manipulating its currency.  

• H.R. 2942 (Tim Ryan) would apply countervailing laws to nonmarket economies, 
make an undervalued currency a factor in determining antidumping and 
countervailing duties, require Treasury to identify fundamentally misaligned 
currencies and to list those meeting that criteria for priority action. If consultations 
fail to resolve the currency issues, the USTR would be required to take action in the 
WTO.  

• S. 364 (Rockefeller) would apply U.S. countervailing laws on non-market economies 
and would make exchange rate manipulation actionable under such laws.  



 

Table 9. Comparison of Major Currency Legislation in the 110th Congress  
 

Major Provisions  S. 1607 (Baucus)  S. 1677 (Dodd)  H.R. 782 (Tim Ryan)/ S. 796 
(Bunning)  H.R. 2942 (Tim Ryan)  

Official Title  Currency Exchange Rate Oversight 
Reform Act of 2007  

Currency Reform and Financial 
Markets Access Act of 2007  

Fair Currency Act of 2007  Currency Reform for Fair 
Trade Act of 2007  

The Treasury Department’s 
requirement to identify 
countries that manipulate 
their currencies in its bi-
annual report on 
international monetary 
policy and currency 
exchange rates.  

Requires Treasury to identify 
countries with “fundamentally 
misaligned currencies” and to 
designate currencies for “priority 
action” (based on protracted large-
scale intervention, excessive reserve 
accumulation, restrictions on capital 
flows, and any other policy or 
action that would warrant 
designation). Requires Treasury to 
seek bilateral negotiations.  

Requires Treasury to designate 
countries that manipulate their 
currencies regardless of intent, 
establish an action plan (with 
specific timetables and 
benchmarks), and to initiate 
bilateral negotiations.  

Requires Treasury to additionally 
identify currencies that are in 
“fundamental misalignment” 
(defined as a material sustained 
disparity between the observed 
levels of an effective exchange 
rate for a currency and the 
corresponding levels of an 
effective exchange rate for that 
currency that would be consistent 
with fundamental 
macroeconomic conditions based 
on a generally accepted 
economic rationale); and to seek 
negotiations.  

Requires Treasury to identify 
countries with “fundamentally 
misaligned currencies,” 
defined as a situation in which 
a country’s prevailing real 
effective exchange rate is 
undervalued relative to the 
country’s equilibrium real 
effective exchange rate, and 
the Secretary determines that 
the amount of the 
undervaluation exceeds 5% 
over an 18 month period. 
Requires Treasury to 
designate a currency for 
“priority action” based on 
protracted large-scale 
intervention, excessive 
reserve accumulation, 
restrictions on capital flows, 
and any other policy or action 
that would warrant 
designation.  

 
 
 
 
 
 
 



 

Table 9. (Continued). 
 

Major Provisions  S. 1607 (Baucus)  S. 1677 (Dodd)  H.R. 782 (Tim Ryan)/ S. 796 
(Bunning)  H.R. 2942 (Tim Ryan)  

Countervailing laws  No provision.  No provision.  Applies countervailing laws to 
non-market economies and 
establishes alternative 
methodologies for identifying 
and measuring subsidies. 
Includes exchange rate 
misalignment as a countervailing 
subsidy.  

Applies countervailing laws to 
non-market economies and 
establishes alternative 
methodologies for identifying 
and measuring subsidies. 
Includes exchange rate 
misalignment as a 
countervailing subsidy if a 
misaligned currency is found 
to be undervalued by 5% over 
an 18month period.  

Anti-dumping laws  Would require the Commerce 
Department to factor in the 
fundamental misalignment of a 
currency (identified for priority 
action) for determining dumping 
margins on products from such 
countries.  

No provision.  No provision.  Would require the Commerce 
Department to factor in the 
fundamental misalignment of 
a currency (identified for 
priority action) for 
determining dumping margins 
on products from such 
countries.  

Restrictions on federal 
procurement for designated 
countries  

Would prohibit federal procurement 
of products from countries 
designated for priority action unless 
that country is a member of the 
WTO’s Government Procurement 
Agreement.  

No provision.  Prohibit the Department of 
Defense from purchasing certain 
products imported from China 
(waivable) if it is determined that 
China’s currency misalignment 
has disrupted U.S. defense 
industries.  

No provision.  
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Major Provisions  S. 1607 (Baucus)  S. 1677 (Dodd)  H.R. 782 (Tim Ryan)/ S. 796 
(Bunning)  H.R. 2942 (Tim Ryan)  

WTO and IMF provisions  
Would require the United States to 
request the IMF Managing Director 
to hold consultations with countries 
whose currencies have been 
identified for priority action. Would 
require the USTR to bring a WTO 
case if there was a persistent failure 
to adopt appropriate policies after 
360 days.  

Would require Treasury to 
request IMF consultations and 
to bring a WTO case within 300 
days if currency manipulation 
persists (both actions would be 
waivable).  

No provision.  Would require the United 
States to request the IMF 
Managing Director to hold 
consultations with countries 
whose currencies have been 
identified for priority action. 
Would require the USTR to 
bring a WTO case within 360 
days if the currency 
misalignment persisted.  

Financing restrictions  Would ban OPIC financing, instruct 
U.S. representatives at multilateral 
banks to oppose the approval of 
new financing, and require the 
United States to oppose proposed 
changes (in the form of increased 
voting shares or representation) of 
certain international financial 
institutions (such as the IMF) for a 
country whose currency has been 
designated for priority action.  

No provision.  Requires the United States to 
oppose proposed changes in the 
governance arrangement (in the 
form of increased voting shares 
or representation) of certain 
international financial institution 
(such as the IMF) if they are 
found to benefit countries found 
to have a currency that is 
manipulated or in fundamental 
misalignment and has an adverse 
impact on the U.S. economy.  

Would ban OPIC financing, 
instruct U.S. representatives at 
multilateral banks to oppose 
the approval of new financing, 
and require the United States 
to oppose proposed changes 
(in the form of increased 
voting shares or 
representation) of certain 
international financial 
institutions (such as the IMF) 
for a country whose currency 
has been designated for 
priority action.  
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Major Provisions  S. 1607 (Baucus)  S. 1677 (Dodd)  H.R. 782 (Tim Ryan)/ S. 796 
(Bunning)  H.R. 2942 (Tim Ryan)  

Other Major Provisions  Major actions would be waivable, 
but subject to a possible 
congressional resolution of 
disapproval. Treasury would have 
to consult with the Board of 
Governors of the Federal Reserve 
System to consider undertaking 
remedial intervention in 
international currency markets in 
response to the fundamental 
misalignment of a currency 
designated for priority action. 
Would include designations of 
currencies for priority action as a 
factor in determining if a country 
should be treated as a non-market 
economy country under U.S. anti-
dumping law.  

Would allow Congress, through 
enactment of a joint resolution, 
to disapprove the determination 
of Treasury relating to its 
findings over currency 
manipulation. Would require 
Treasury to issue annual reports 
on market access barriers for 
U.S. financial firms, including 
(in the first year) progress made 
on financial services in the 
U.S.-China Strategic Economic 
Dialogue.  

Makes China’s exchange rate 
misalignment a factor in 
determining market disruption 
under the China-specific 
safeguard provisions of U.S. law. 
Would include exchange rate 
misalignment as a factor in 
determining if a country should 
be treated as a non-market 
economy country under U.S. 
anti-dumping law.  

Establishes an Advisory 
Committee on International 
Exchange Rate Policy 
(consisting of six appointees 
by Congress and one by the 
President) to advise Treasury, 
the Congress, and the 
President.  
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• S. 1607 (Baucus) would require the Treasury Department to identify currencies that 
are fundamentally misaligned and to designate such currencies for priority action 
under certain circumstances in its semiannual reports to Congress on exchange.[93] 
If after consultations the country maintaining the designated currency policy fails to 
adopt appropriate policies within 180 days, the U.S. would make currency 
undervaluation a factor in determining antidumping duties, ban federal procurement 
of products or services from the designated country, bar financing by the U.S. 
Overseas Private Investment Corporation (OPIC),[94] and would require U.S. 
officials to oppose multilateral financing for that country. If the designated country 
failed to take appropriate measures, the USTR would be required to file a case in the 
WTO, and the Treasury Department would be directed to consider taking remedial 
intervention in international currency markets.  

• S. 1677 (Dodd) requires the Treasury Department to identify countries that 
manipulate their currencies regardless of their intent and to submit an action plan for 
ending the manipulation; and gives Treasury the authority to file a case in the WTO.  

 
A side-by-side comparison of five major currency bills (S. 1607, S. 1677, H.R. 782 and 

S. 796 (which are identical), and H.R. 2942) is outlined in table 9.  
 
 

APPENDIX: LEGISLATION IN THE 109TH CONGRESS  
 
Several bills were introduced in the 109th Congress to deal with foreign exchange rate 

policies. The listed bills provide an overview of the multiple proposals on the issue.  
 
 

Bills that Saw Legislative Action  
 
• S.Amdt. 309 (Schumer) to S. 600 would impose a 27.5% tariff on Chinese goods if 

China failed to substantiallyappreciate its currency to market levels. On April 6, 
2005, the Senate failed (by a vote of 33 to 67) to reject the amendment, In response 
to the vote, the Senate leadership moved to allow a vote on S. 295 (which has same 
language as S.Amdt. 309) no later than July 27, 2005, as long as the sponsors of the 
amendment agreed not to sponsor similar amendments for the duration of the 109

th 

Congress. However, on June 30, 2005, Senator Schumer and other sponsors of S. 295 
agreed to delay consideration of the bill after they received a briefing from 
Administration officials and were told that China was expected to make significant 
progress on reforming its currency over the next few months. Disappointment over 
China’s July 2005 currency reforms led Senator Schumer to push for consideration of 
S. 295 (under the previous compromise). On November 16, 2005, the Senate agreed 
to consider the bill no later than March 31, 2006. On March 28, 2006, Senators 
Schumer and Graham stated that they would move to delay taking up S. 295 in the 
Senate, based on their assessment during a trip to China that the Chinese government 
was serious about reforming its currency policy. However, on September 14, 2006, 
Senator Schumer stated that he was disappointed with China’s movement to date on 
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currency flexibility, and requested the Senate to take up S. 295. On September 28, 
2006, Senators Schumer and Graham announced that they had been persuaded by 
President Bush not to pursue a vote on S. 295 in order to give Secretary of Treasury 
Henry Paulson more time to negotiate with China on its currency policy.  

• H.R. 3283 (English) would (among other things) apply U.S. countervailing laws 
(dealing with foreign government subsidies) to non-market economies (such as 
China); and require the Treasury Department to define “currency manipulation,” 
describe actions that would be considered to constitute manipulation, and report on 
China’s new currency regime. The bill passed (255 to 168) on July 27, 2005. A 
similar bill was introduced in the Senate, S. 1421 (Collins).  

 
 

Other Bills  
 
• S. 2467 (Grassley) would require the Treasury Department to engage the 

International Monetary Fund and other countries to resolve major currency 
imbalances with the dollar and would take specific action against countries that 
refuse to promote the fair valuation of their currency; require the Secretary of 
Treasury to identify “fundamentally misaligned currencies” that adversely affect the 
U.S. economy; and require the USTR’s office to work more closely with Congress in 
identifying and resolving the most serious trade and investment barriers faced by 
U.S. firms.  

• S. 2317 (Baucus) would require the USTR to identify trade enforcement priorities 
and to take action with respect to priority foreign country trade practices. It also 
includes a sense of Congress that the President should instruct the United States 
Executive Director to the International Monetary Fund to request the Managing 
Director of the Fund to use more aggressively the Fund’s power to request 
consultations with any member country regarding that country’s exchange rate 
policies.  

• S. 14 (Stabenow) and H.R. 1575 (Myrick) direct the Secretary of the Treasury to 
negotiate with China to accept a market-based system of currency valuation, and 
would impose an additional duty of 27.5% on Chinese goods imported into the 
United States unless the President submits a certification to Congress that China is no 
longer manipulating the rate of exchange and is complying with accepted market-
based trading policies.  

• H.R. 3004 (English) would require the Treasury Department to determine if China 
manipulated its currency and to impose additional tariffs on Chinese goods 
comparable to the rate of currency manipulation.  

• H.R. 3157 (Dingell) and S. 377 (Lieberman) direct the President to negotiate with 
those countries determined to be engaged most egregiously in currency manipulation 
and to seek an end to such manipulation. If an agreement is not reached, the 
President is directed to institute proceedings under the relevant U.S. and international 
trade laws (such as the WTO) and to seek appropriate damages and remedies for the 
U.S. manufacturers and other affected parties.  

• H.R. 2208 (Manzullo), S. 984 (Snowe), and S. 1048 (Schumer) add changes to the 
criteria that the U.S. Treasury Department is required to consider when making a 
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determination on currency manipulation (including a protracted large-scale 
intervention in one direction in the exchange markets) in its bi-annual reports on 
International Economic and Exchange Rate Policies.  

• H.R. 2414 (Rogers, Mike) would require the Treasury Department to make a 
determination whether China’s currency policy interferes with effective balance of 
payments adjustments or confers a competitive advantage in international trade that 
would not exist if the currency value were set by market forces. If such a 
determination were made, the President would be required to bring a WTO case 
against China to seek across-the-board tariffs on Chinese goods in order to offset the 
subsidy effects of undervaluation.  

• H.R. 1498 (Tim Ryan) would apply U.S. countervailing laws to countries that 
manipulate their currencies.  

• S.Res. 270 (Bayh) expresses the sense of the Senate that the International Monetary 
Fund should investigate whether China is manipulating its currency.  
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revaluation, is that it would reduce the value of their U.S. assets. Since China held $350 
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ABSTRACT 
 

Japan’s intervention to slow the upward appreciation of the yen has raised concerns 
in the United States and brought charges that Tokyo is manipulating its exchange rate in 
order to gain unfair advantage in world trade. This coincides with similar charges being 
made with respect to the currencies of the People’s Republic of China and South Korea. 
In the 110

th

 Congress, H.R. 2886 (Knollenberg)/S. 1021(Stabenow) (Japan Currency 
Manipulation Act), H.R. 782 (Tim Ryan)/S. 796 (Bunning) (Fair Currency Act of 2007), 
S. 1677 (Dodd) (Currency Reform and Financial Markets Access Act of 2007), and S. 
1607 (Baucus) (Currency Exchange Rate Oversight Reform Act of 2007) address 
currency misalignment in general or by Japan in particular.  

In the past, Japan has intervened (bought dollars and sold yen) extensively to counter 
the yen’s appreciation, but since March 2004, the Japanese government has not 
intervened significantly, although some claim that Tokyo continues to “talk down the 
value of the yen.” This heavy buying of dollars has resulted in an accumulation of official 
foreign exchange reserves that exceeded a record $893 billion (June 2007) by Japan. The 
intervention, however, seems to have had little lasting effect. It may only have slowed the 
rise in value of the yen rather than reverse its direction of change. For the past few years, 
the yen has been depreciating and is now at a 20-year low. Estimates on the cumulative 
effect of the interventions range from an undervaluation of the yen of about 3 or 4 yen to 
as much as 20 yen per dollar. Private company estimates of the misalignment of the yen 
range from an overvaluation of 1.8% to an underevaluation of 29%. The median value of 
these estimates is that the yen is about 15% undervalued, but it is not known how much 
of the undervaluation resulted from market forces and how much from intervention.  

In 2006, the U.S. Secretary of the Treasury indicated that it had not found currency 
manipulation by any country, including by Japan. An April 2005 report by the 
Government Accountability Office reported that Treasury had not found currency 
manipulation because it viewed “Japan’s exchange rate interventions as part of a 
macroeconomic policy aimed at combating deflation...” In its May 2006 report on 

                                                        
* Excerpted from CRS Report RL33178, dated July 13, 2007. 
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consultations with Japan, the International Monetary Fund (IMF), likewise, did not find 
currency manipulation by Japan. The criteria for finding currency manipulation, however, 
allows for considerable leeway by Treasury and the IMF.  

One problem with the focus on currency intervention to correct balance of trade 
deficits is that only about half of the increase in the value of a foreign currency is 
reflected in prices of imports into the United States. Periods of heaviest intervention also 
coincided with slower (not faster) economic growth rates for Japan.  

Major policy options for Congress include (1) let the market adjust ; (2) clarify the 
definition of currency manipulation; (3) require negotiations and reports; (4) require the 
President to certify which countries are manipulating their currencies and take remedial 
action if the manipulation is not halted; (5) take the case to the World Trade Organization 
or appeal to the IMF; or (6) oppose any change in governance in the IMF benefitting 
Japan. This report will be updated as circumstances require.  
 
 
Japan’s intervention to slow the upward revaluation of the yen has raised concerns in the 

United States and brought charges that Tokyo is manipulating its exchange rate in order to 
gain unfair advantage in world trade. This coincides with similar charges being made with 
respect to the currency of China. This report provides an overview and analysis of Japan’s 
official intervention into currency markets, reviews various studies on the probable effect of 
that intervention, examines the charge that Japan has manipulated its exchange rate as defined 
by the International Monetary Fund (IMF), and reviews legislation and policy options.  

Foreign governments intervene into currency markets by buying foreign exchange — 
usually dollars, Euros, or British pounds — in order to increase demand for dollars and 
support its value relative to the intervening government’s own currency. Likewise, they can 
sell foreign exchange in order to decrease demand for dollars and increase the value of the 
country’s own currency. In Japan’s case, it has usually bought dollars from its domestic 
exporters in exchange for yen and used those dollars to buy U.S. Treasury securities or other 
liquid dollar assets.  

In the 110th  Congress, H.2886 (Knollenberg)/S. 1021 (Stabenow) (Japan Currency 
Manipulation Act) would require negotiation, reports, and other action with respect to Japan’s 
currency actions. This bill states in its findings that Japan’s exchange rate provides a subsidy 
to Japanese exporters and an unfair competitive advantage for Japanese automobile 
manufacturers. H.R. 782 (Ryan)/S. 796 (Bunning) (Fair Currency Act of 2007) would provide 
that exchange-rate misalignment byan foreign nation is a countervailable export subsidy and 
also would clarify the definition of manipulation with respect to currency.  

S. 1607 (Baucus) (Currency Exchange Rate Oversight Reform Act of 2007) would 
require the Treasury Department to identify currencies that are fundamentally misaligned and 
would require action to correct the misalignment. S. 1677 (Dodd), Currency Reform and 
Financial Markets Access Act of 2007, would require the Treasury Department to identify 
countries that manipulate their currencies regardless of their intent and to submit an action 
plan for ending the manipulation, and gives Treasury the authority to file a case in the WTO.  

Concern over currency manipulation, intervention, and misalignment stems from the 
basic U.S. interest in American national prosperity. Manipulation of exchange rates to 
undervalue foreign currencies potentially can increase the U.S. trade deficit,[1] increase U.S. 
dependency on foreign investors to finance U.S. budget deficits, affect the level of U.S. 
interest rates, and negatively affect U.S. businesses competing with imports or exporting.  
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In Japan’s case, the Bank of Japan (in consultation with the Ministry of Finance) has 
bought U.S. Treasury securities and other liquid dollar assets at times when the value of the 
dollar relative to the yen was declining. The intended result was to keep the value of the yen 
from appreciating too quickly in order to keep the price of Japanese exports from rising in 
markets such as those in the United States and to maintain the profitability of those exports.  

Some experts argue that the yen is undervalued by 10% to 29% or more. If so, this would 
give manyJapanese manufacturers a significant price advantage over U.S. competitors. The 
U.S.-headquartered automobile industry, for example, claims that the undervalued yen 
generates a price advantage of about $4,000 per car to vehicles made in Japan and a resultant 
surge in sales of such vehicles in the United States.[2]

 
As shown in figure 1, the real effective 

value of the yen has reached a 20-year low, but it is not clear whether this undervaluation has 
resulted from government intervention and manipulation or from private market forces.[3]

 
 

Most economic studies indicate that currency intervention for large countries with 
floating exchange rates, such as Japan, merely slows the rate of currency appreciation or 
depreciation over the short run (less than 30 days) and has little effect over the long term. 
Whether Japan has manipulated its exchange rate under criteria set by the International 
Monetary Fund (IMF) is open to debate. The IMF and the Secretary of the Treasury have not 
found such manipulation in recent years,[4] but others charge that such manipulation has 
taken place. Japan claims that it has not intervened in foreign exchange markets since March 
2004, although some claim that Japan still “talks down the value of the yen.”  

Even without official intervention, Japan’s holdings of foreign exchange continue to 
increase because of interest Japan earns by investing that foreign exchange in U.S. Treasury 
bills and other securities. In 2006, Japan earned $40.3 billion more on its investments 
(including business direct investments) in the United States than Americans earned on their 
investments in Japan.[5]

  

 

 
Data Source: Bank of Japan.  

Figure 1. Japan’s Real Effective Exchange Rate (March 1973=100).  
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THE INTERVENTIONS  
 
In 1971, when the link between the U.S. dollar and gold was severed and the dollar was 

allowed to float within certain bands, the yen began to appreciate in value. The yen/dollar 
exchange rate, established during the U.S. occupation of Japan in 1949, had been held at 360 
yen per dollar for 22 years. Since then, it appreciated to around 105 yen per dollar in early 
2005, but in late 2005 it had depreciated to around 120 yen per dollar before rising slightly to 
about 119 yen per dollar in March 2007.  

Japan’s government has intervened in currency markets to buy dollars or other foreign 
exchange at times when the yen was appreciating at a pace considered to be too rapid. Japan 
also has intervened by selling dollars at times when the yen was depreciating too rapidly. The 
net result of this intervention is that Japan’s holdings of foreign exchange reserves have risen 
to about $888 billion in March 2007.[6]

 
 

As can be seen in figure 2, the most significant of Japan’s interventions to counter the 
yen’s appreciation took place in 1976-1978, 1985-1988, 1992-1996, and 1998-2004. Since 
March 2004, the Japanese government has not intervened significantly in currency markets to 
support the value of the dollar.[7]

 
Figure 2 also shows that despite heavy buying (or selling) 

of dollars during certain periods of time, the intervention seems to have had little lasting 
effect. It might have slowed the change in value of the yen, but the appreciation (or 
depreciation) occurred anyway. This is called “leaning against the wind” in economic 
parlance or intervening to oppose strong short-term trends rather than to reverse the direction 
of change. In most cases, Japan’s intervention resulted in the “smoothing” of fluctuations in 
exchange rates rather changing the direction of movement. As one author put it, Japan seems 
to have won many daily battles with the foreign exchange market, yet it lost the war.[8]

  

 

 
Source: Data from World Bank. World Development Indicators. 

Figure 2. Japan’s Exchange Rate and Foreign Exchange Reserves 1972-2006.  
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Even though Japan has invested hundreds of billions of dollars in buying dollar assets 
that are then held as foreign exchange reserves, many observers point out that such 
transactions are small when compared with the average daily turnover of $1.9 trillion in 
traditional foreign exchange markets and $2.4 trillion in over-the-counter currency and 
interest rate derivatives markets.[9] Currency transactions in support of imports and exports, 
investments, remittances, and other purposes dwarf interventions by central banks. Still, it is 
the effect of central government intervention on net — rather than gross — flows that make 
the difference (since imports and exports tend to balance on a global basis). Government 
purchases and sales constitute a net addition to or subtraction from global demand and supply. 
Also government interventions can have a powerful signaling effect on market participants 
who may prudently reduce their speculative buying should it be in a contrary direction to 
what the government is doing. Central banks also often coordinate intervention (intervening 
in the same direction the same day). This multiplies the effect of the intervention. 

 
 

ECONOMIC STUDIES  
 
Academic studies of intervention generally conclude that interventions did increase 

exchange rate volatility (moved the market), were a good indicator that the magnitude of the 
change in exchange value on subsequent days would decrease, and that much of it amounted 
to “leaning against the wind.”[10] A recent study of the 19912002 period of Japanese 
intervention concluded that “prior to June 1995, Japanese interventions only had value as a 
forecast that the previous day’s yen appreciation or depreciation would moderate during the 
current day. After June 1995, Japanese purchases of dollars had value as a forecast that the 
yen would depreciate” in the very short run. This analysis also confirmed that large, 
infrequent interventions, which characterized the latter period, had a higher likelihood of 
success than small, frequent interventions. For 2003 and 2004, despite the record size and 
frequency of the intervention by Japan, the authors found it difficult to statistically distinguish 
the pattern of exchange rate movements on intervention days from that of all the days in that 
particular subperiod. This showed little effectiveness in the interventions for that subperiod 
and only modest effectiveness overall.[11]

 
 

Another study examining data from 1991 to 2000 found strong evidence that “sterilized” 
intervention (buying of dollars offset by domestic selling of yen-denominated bonds to keep 
Japan’s money supply unchanged) systemically affected the exchange rate in the short-run 
(less than one month). Large-scale intervention (amounts over $1 billion) — coordinated 
between the Bank of Japan and the U.S. Federal Reserve — gave the highest success rates. Of 
the 12 “large scale coordinated” interventions studied, 11 achieved the desired effect: they 
moved the yen either up or down in accordance with the policy goal of the moment, although 
the effects were short-lived.[12]

 
 

The estimate that the yen is 10% to 20% undervalued is emphasized heavily by U.S. 
automaker interests. In 2003, General Motors claimed that the yen should be trading at about 
100, rather than at 110 yen per dollar.[13] In late 2005, as the dollar strengthened, General 
Motors claimed that the relatively weak yen (111 per dollar at the time) was providing a 
significant cost advantage (about $3,000 per vehicle) to Japanese automakers. GM also raised 
the issue of “jawboning” and verbal currency intervention (talking the yen down) by high-
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ranking Japanese officials.[14] In a meeting between President Bush and the Big Three U.S. 
automakers, General Motors Chairman Rick Wagoner indicated there is still a chasm between 
the auto industry and President Bush on foreign exchange issues. Wagoner said the yen, in 
particular, was “systematically undervalued” with the car companies estimating that Japanese 
competitors gain a $3,000 to $9,000 cost advantage per vehicle over U.S. auto makers thanks 
to what is seen as an unfair currency advantage.[15]

 
In April 2007, the Automotive Trade 

Policy Council (with membership by Daimler Chrysler, Ford, and GM) claimed that Japan’s 
weak yen policy had forced U.S. automakers to contend with a $4,000 subsidy on vehicles 
that their Japanese competitors export from Japan to the United States.[16]

 
 

A leading proponent of the position that Japan has manipulated its exchange rate is Ernest 
Preeg.[17]

 
In one study, he concluded that Japan had manipulated its exchange rate and that 

the yen in 2002 was about 20% undervalued and should have been around 100 yen per 
dollar.[18] His analysis is based on the observation that Japan’s intervention has been large, 
protracted, and one-sided, but the 20% figure is a rough estimate based primarily on the 
extent of the intervention, not on a rigorous economic model.  

The International Monetary Fund also conducts surveillance over the exchange rates of 
its member countries. In the IMF’s August 2005 report on consultations with Japan, the Fund 
noted that compared to the United States and the Euro Area, Japan stands out for its active use 
of foreign exchange market intervention as a policy instrument. The IMF reported that since 
1991, the Bank of Japan had intervened on 340 days, the European Central Bank on four days 
(since its inception in 1998), and the U.S. Federal Reserve on 22 days. The IMF further stated 
that “there is some evidence that intervention has had some impact on yen movements.” It 
then quoted Takatoshi Ito, a Japanese economist, who found that intervention of about ¥2.5 
trillion (about $250 billion) on average moved the exchange rate by ¥1 per dollar or about 
1%.[19] The IMF’s May 2006 report on consultations with Japan did not discuss exchange 
rate intervention.[20]

 
 

A fundamental problem with exchange rates is that no commonly accepted method exists 
to estimate the effectiveness of official intervention into foreign exchange markets. Many 
interrelated factors affect the exchange rate at any given time, and no quantitative model 
exists that is able to provide the magnitude of any causal relationship between intervention 
and an exchange rate when so many interdependent variables are acting simultaneously.[21]

 
 

A 2007 Occasional Paper No. 7 by economists at the U.S. Treasury surveyed exchange 
rate models and misalignments in currencies. The authors concluded that currencies cannot be 
said to be misaligned without estimating what the exchange rate should be. Economists use 
various models to estimate such hypothetical exchange rates and then compare the modeled 
rates to the actual ones. The study notes that the models produce widely divergent results and 
depend heavily on their assumptions, methodologies, and mathematical structure in trying to 
capture all the relevant features of an economy, particularly the behavior of financial markets. 
For Japan, the authors note that according to the purchasing power parity approach, Japan’s 
currency in 2003 was overvalued (not undervalued) by 21%. According to a Big Mac index of 
the cost of this hamburger across countries, in May 2006, the yen at 112 yen per dollar was 
28% undervalued. Using relative labor costs to calculate real effective exchange rates, in 
2004, Japan’s yen was undervalued by 6.3%, but was overvalued by 2.2% using relative 
consumer prices in the calculation. Private sector estimates likewise varywidely. Using 
various methods, the Hong Kongand Shanghai Banking Corporation (HSBC) estimated the 
yen to have been 1.8% overvalued at the end of 2005, while Goldman Sachs estimated that it 
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was 6.9% undervalued, while J.P. Morgan Stanley came up with the figure of 14% 
undervalued.[22] In 2007, Morgan Stanley reported that the thirteen models it uses to value 
currencies provided estimates of the exchange value of the yen being between 18% 
overvalued and 29% undervalued with the median at 15% undervaluation.[23] These models 
do not, however, differentiate between undervaluation caused by intervention and that caused 
by market forces.  

Setting aside the problems with statistical estimates, what can be said is that the Japanese 
economy has generated a surplus in its trade accounts for much of recent history. Without an 
offsetting deficit in its capital account, market forces would have forced an appreciation of 
the yen that would have worked to eliminate the trade surplus. From 1977 to 2004, Japan’s 
cumulative surplus on current account (net trade in goods and services plus remittances) 
totaled $2,077 billion. Offsetting Japan’s surplus on current account was its net capital 
outflow and net official purchases of foreign exchange reserves (intervention). From 1977 to 
2004, Japan recorded a deficit in its capital flows (investments in foreign securities, buying 
foreign companies, deposits in foreign bank accounts, etc.) of $1,314 billion. In other words, 
Japan’s private investors sent $1,314 billion more abroad than foreigners invested in Japan. 
The remaining $763 billion outflow ($2,077 billion minus $1,314 billion) of dollars was 
primarily from official currency intervention that added to Japan’s foreign exchange reserves. 
This net buying of $763 billion[24]

 
in dollars — over the 1977-2004 period provided more 

than a third (37%) of the total capital outflow from Japan to offset the country’s surplus in 
trade. If Japan had not intervened to this extent, the yen likely would have appreciated more 
than it did.  

Taking the estimate by Takatoshi Ito that $250 billion in intervention moved the 
exchange rate by about 1% or ¥1, the net effect of the direct intervention that ended in 2004 
would have been around ¥3 or ¥4 per dollar. Taking the estimates by Preeg and General 
Motors, the upper bound on the effect of the intervention would be around 20% or about ¥20 
per dollar. The range, therefore, for the effect of exchange rate undervaluation because of 
Japanese intervention would be from ¥3 to ¥20 per dollar with the statistical likelihood more 
toward the lower end of the range.  

 
 

THE LINK BETWEEN EXCHANGE VALUE AND TRADE  
 
Setting aside the question of the efficacy of Japan’s intervention into exchange markets to 

weaken the yen, a second question is whether changes in the yen-dollar exchange rate 
actually affect imports and exports. In theory, Japan’s intervention by buying dollars and 
selling yen induces a cheaper yen which then assists Japan’s exporters by allowing them 
either to lower their export price or to maintain their export price while increasing profits. It 
also makes imports relatively more expensive in Japan. Lowered export prices and higher 
import prices will tend to increase Japan’s trade surplus which then contributes to a higher 
growth rate. The Bank of Japan may or may not sterilize the currency operation by selling 
Japanese bonds locally to keep the domestic money supply constant. In an economic sense, if 
the intervention is not sterilized, buying dollars is equivalent to increasing the Japanese 
money supply, since the Finance Ministry purchases the dollars from Japanese exporters with 
yen which then enters the Japanese money supply.  
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In actual practice, the operation of currency markets often deviates from that represented 
in economic theory and in models. In particular, the long-term link between intervention and 
the foreign exchange rate is difficult to show empirically. While the intervention has short-
term effects, the long-term effects on exchange rates and trade flows are much less apparent 
— especially considering that most of the time, the intervention leans against the wind rather 
than reversing the direction of change.  

A second problem is that, in practice, Japan’s automakers and other exporters to U.S. 
markets usually do not make short-run adjustments to prices in response to exchange rate 
fluctuations. Unlike generic commodities (such as crude oil or wheat that have standardized 
commodity markets), Japan’s exports tend to be brand-named products for which the sellers 
have some control over prices. When selling in the United States, dealers and retailers of 
products from Japan tend to “price to market” or set prices according market conditions.[25]

 
 

For instance, between January 5, 1994, and April 19, 1995, the Japanese yen appreciated 
by 34% against the dollar (it rose from 113 to 80 yen per dollar). Prices for exported products 
from Japan to the United States should have risen significantly, but, for example, the U.S. 
sticker price of a Toyota Celica ST Coup rose by only 2% (it went from $16,968 to $17,285), 
while the suggested retail price of a large-screen Sony Trinitron television receiver actually 
fell by 15%. Japanese exporters simply absorbed exchange rate changes into their costs. They 
tended to gain or lose profits — rather than market share — because of exchange rate 
changes. In the case of Toyota Motors, it is estimated that the company’s profit increases by 
¥25 billion ($227 million) a year for every ¥1 the currency depreciates against the dollar.[26] 
For shipments to the United States, economic studies have found that, on average, an 
exchange rate change induces a price response equal to one-half the amount, although it 
varies by industry.[27] An implication of this lack of a complete response of domestic prices 
to exchange rate changes is that a currency depreciation will not necessarily eliminate — or 
even reduce significantly — a nation’s trade deficit.  

Empirical studies indicate, however, that for most countries over the long run, a real 
depreciation (adjusting for domestic inflation) is likely to improve a nation’s current account 
balance while a real appreciation is likely to worsen it. In the short-run, however, the opposite 
is likely to occur. This is called the J-curve effect. As the value of the yen rises, for example, 
some Japanese exporters do increase their prices, and U.S. importers end up paying more for 
the quantity of goods they need. This worsens the balance of trade before U.S. importers can 
switch to other suppliers.[28]

 
 

Still, Japan’s balance of trade does respond somewhat in the long run to a large 
appreciation of the yen. Japanese exporters ultimately have to either raise prices or decrease 
costs of production, and importers of commodities in Japan face lower international prices. 
This works to reduce Japan’s surplus in trade (exports fall while imports rise).  

One economic study indicated that, in 2002, a 1% appreciation of the yen induced a 2.2% 
decrease in Japan’s current account surplus (balance of trade with the world in goods and 
services plus unilateral transfers).[29] At that time, Japan’s current account surplus was about 
$110 billion. Therefore, a 1% yen appreciation was estimated to decrease Japan’s current 
account balance by about $2.4 billion. Another study for 1985-1991 found that a 10% 
sustained appreciation of the yen would reduce Japan’s trade surplus by 0.7% of gross 
national product (GNP).[30] At that time, Japan’s GNP was around $3,000 billion. A 1% 
appreciation of the yen, therefore, would have reduced Japan’s trade surplus by about $2.1 
billion.  
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In actuality, from 2002 to 2004, the yen appreciated from ¥120 to ¥104 per dollar (up by 
13%), but Japan’s current account surplus rose (not fell) from $113 billion to $172 billion (up 
by 52%).[31] Part of this rise in Japan’s current account surplus may have been the J-curve 
effect, but in this case the yen appreciation was overshadowed by other variables. Yen 
appreciation may have slowed the rise in Japan’s current account surplus, but it did not stop 
it. Other factors also came into play. These included growth in the American and other major 
markets, relative savings and inflation rates, the level of interest rates in various markets, 
earnings from investments, the competitiveness of Japanese products, the price of petroleum, 
competition from China, and intra-firm trade by multinational corporations.  

Another question is whether Japan’s intervention into foreign exchange markets raised its 
rate of growth. Figure 3 shows Japan’s currency intervention in terms of annual rates of 
change in its foreign exchange reserves and the yen/dollar exchange rate. It also shows 
Japan’s economic growth rate (in real gross domestic product). The chart indicates that many 
of the periods of yen appreciation and intervention into foreign exchange markets to buy 
dollars also were periods of relatively slower — not faster — economic growth rates. Except 
in the late 1970s, Japan’s growth performance during periods of intervention was rather 
lackluster. Growth tended to be higher during periods without intervention, although it can be 
argued that the intervention may have helped to keep economic conditions from becoming 
worse than they actually were.  

 

 
Source: Underlying data from World Bank. World Development Indicators. 

Figure 3. Changes in Japan’s Foreign Exchange Reserves and in the Yen/Dollar Exchange rate with 
Interventions and GDP Growth Rates, 1972-2006.  
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INTERVENTION OR MANIPULATION?  
 
A question for U.S. policy is whether Japan’s intervention into currency markets 

constituted manipulation of its exchange rate. Under U.S. law,[32] the Secretary of the 
Treasury is required to analyze the exchange rate policies of foreign countries annually (in 
consultation with the International Monetary Fund) and consider whether countries 
manipulate their exchange rate for purposes of preventing effective balance of payments 
adjustment or gaining unfair competitive advantage in international trade. If the Secretary 
considers that such manipulation is occurring with respect to countries that (1) have material 
global current account surpluses; and (2) have significant bilateral trade surpluses with the 
United States, the Secretary of the Treasury shall take action to initiate negotiations with such 
foreign countries on an expedited basis, in the International Monetary Fund or bilaterally, for 
the purpose of ensuring that such countries regularly and promptly adjust the rate of exchange 
between their currencies and the United States dollar to permit effective balance of payment 
adjustments and to eliminate the unfair advantage. The Secretary of the Treasury also is to 
provide reports on exchange rate policy that contain the results of exchange rate negotiations 
conducted pursuant to this law.  

At various periods from 1988 through 1994, Treasury found that China, Taiwan, and 
South Korea were each considered to have manipulated their currencies.[33] In the March and 
November 2005 and May 2006 reports to Congress as required by the Omnibus Trade and 
Competitiveness Act of 1988, Treasury indicated that it had reviewed the exchange rates, 
external balances, foreign exchange reserve accumulation, macroeconomic trends, monetary 
and financial developments, state of institutional development, and financial and exchange 
restrictions for U.S. trading partners. In both reports, Treasury did not find currency 
manipulation by any country, including by Japan.[34] Likewise, in Treasury’s December 
2006 report to Congress, the Secretary stated that persistent Japanese deflation since 1998 has 
led to a substantial depreciation of the yen in real terms. Bank of Japan data indicate that the 
yen was at its weakest level in real trade-weighted terms in more than 20 years, even though 
Japanese authorities had not intervened in the foreign exchange market since March 
2004.[35]

 
 

In April 2005, the Government Accountability Office examined Treasury’s assessments 
of whether countries were manipulating their currencies and concluded that “although China 
and Japan have engaged in economic activities that have led to concerns about currency 
manipulation,” Treasury “did not find that Japan met the Trade Act’s definition for currency 
manipulation in 2003 and 2004.” GAO reported that Treasury viewed “Japan’s exchange rate 
interventions as part of a macroeconomic policy aimed at combating deflation....”[36]

 
 

In September 2005 testimony before the House Ways and Means Committee, Deputy 
Assistant Secretary of the Treasury David Loevinge stated that Treasury had discussed 
foreign exchange market issues with Japanese officials. He stated that Japan has supported the 
G-7 position on exchange rates, expressed in a series of G-7 Communiqués, calling for 
greater exchange rate flexibility. Japan also has worked with the United States to bring about 
greater exchange rate flexibility in China and in other large economies in East Asia.[37]

 
 

The International Monetary Fund also conducts surveillance over the exchange rates of 
its member countries. A 1977 decision by the Fund (as amended), a principle for guidance of 
member’s exchange rate policies states, “A member shall avoid manipulating exchange rates 
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or the international monetary system in order to prevent effective balance of payments 
adjustment or to gain unfair competitive advantage over other members.” The decision, does 
allow, however, for governments to intervene in the exchange market if necessary to counter 
disorderly conditions (disruptive short-term movements in the exchange value of its 
currency).[38] In the IMF’s August 2005 report on consultations with Japan, the Fund did not 
find currency manipulation, but noted that compared to the United States and the Euro Area, 
Japan stands out for its active use of foreign exchange market intervention as a policy 
instrument.[39]

 
 

As a comparison, one can compare the movement of the exchange rate between the 
German mark and the dollar with that for the yen and the dollar. Figure 4 shows the 
movement of indexes (1972 = 100) for the value of the two exchange rates. From 1972 to 
2005, the yen has appreciated more than the mark, and they generally have moved together. 
The correlation coefficient between the two indexes is 0.82 (they move together 82% of the 
time). This indicates that most of the time both currencies are responding to the same outside 
influences.  

 

 
Note: 1972 = 100. Underlying exchange rates from PACIFIC Exchange Rate Service. 

Figure 4. Indexes of the Value of the Japanese Yen and German Mark per U.S. Dollar. 

 
 

POLICY ISSUES  
 
Even though Japan claims that it has not intervened into currency markets since March 

2004, this issue still is a U.S. policy concern because of Tokyo’s past intervention and the 
possibility that it could resume intervening should the yen strengthen too rapidly or 
excessively against the dollar. Japan also may use other methods to alter the expectations of 
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currency traders and “talk down” the yen through various statements or other “jawboning.” 
Japan also could be caught up in the concern over China’s currency policy. Policies aimed at 
China also could affect Japan. Currently, Tokyo seems content to abstain from active 
intervention into international currency markets. At some point, however, Japan may want to 
decrease its $830 billion in foreign exchange holdings. It would likely do this by selling 
dollar-denominated assets, an action that would weaken the dollar and strengthen the yen. 
Depending on how this potential divestiture is conducted, it could be viewed as intervention 
into foreign exchange markets (albeit in the opposite direction of concern).  

A question remains, however, of whether the United States should take measures to 
compensate for past intervention by Japan. Setting aside the issue of how much past 
intervention actually moved the exchange rate and whether any exchange rate change affected 
actual market transactions, if U.S. industries were significantly impacted negatively, should 
remedial action be taken now? If, for example, the U.S. automobile industry lost market share 
because of past Japanese government attempts to reduce the value of the yen, is there action 
that should be taken now to remedy the lost market share?  

The major policy options for Congress include the following:  
 
• let the market adjust (do nothing);  
• clarify the definition of currency manipulation;  
• require reports and negotiations;  
• require the President to certify which countries are manipulating  their currencies and 

take remedial action if the manipulation is not halted; and  
• convene a special meeting of the International Monetary Fund to reach an agreement 

on the misalignment of the yen, oppose increased voting shares or representation in 
international financial organizations for any country that has a currency that is 
manipulated or in fundamental misalignment, initiate a dispute settlement case with 
the World Trade Organization (WTO), or block the Overseas Private Investment 
Corporation from providing services to Japan.  

 
 

Let the Market Adjust (Do Nothing)  
 
Most economists argue that currency markets are so large that only extensive and 

coordinated intervention has any lasting effects. Countries that do intervene often find 
themselves “leaning against the wind” and not materially altering either the direction of or the 
extent of change. Also, intervention is expensive. It is not clear that Japan could afford to 
invest another $800 billion in U.S. Treasury securities and other liquid dollar assets. Allowing 
market forces to determine exchange rates while permitting central banks to intervene only to 
counter abnormal market shifts is the policy pursued for most major currencies of the world.  

In terms of foreign exchange intervention, Japan differs from China in two important 
respects. First, Japan does not peg its exchange rate to any basket of currency. It generally 
intervenes to slow down rates of change not to maintain a certain exchange rate. It also does 
not require citizens to sell foreign exchange to the central bank at an official rate of exchange. 
Second, Japan allows for free flows of capital into and out of the country. This makes 
currency manipulation much more difficult in Japan, since speculators and investors can 
offset official buying and selling of foreign financial assets.  
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A currency peg without capital controls is expensive and difficult to maintain during a 
financial crisis. During the 1997-1998 Asian financial crisis, for example, Hong Kong 
maintained its pegged exchange rate partly by raising domestic interest rates to attract foreign 
capital and to retard capital flight by local investors (to reduce the incentive to convert Hong 
Kong dollars to U.S. dollars in anticipation of a drop in the value of the Hong Kong dollar). 
On October 23, 1997, the overnight rate of interest in Hong Kong jumped from 6.25% to 
100.0% as the monetary authorities tried to stem the capital outflow. Even though Hong Kong 
was able to maintain its exchange rate peg, the high interest rates caused a near collapse of 
real estate markets there. This is one reason China still maintains some capital controls.[40] 
Since the Asian financial crisis, Japan and other Asian nations have negotiated currency swap 
agreements to provide short-term sources of foreign exchange in times of crisis.[41] This 
obviates, somewhat, the need to rely on interest rates to attract foreign capital. 

Under a policy of allowing market forces to determine exchange rates, some intervention 
still may be necessary to calm excessive volatility in markets or to counter trends that 
overshoot because of herd mentality and other effects. In the past, the more successful of such 
interventions were coordinated among the large, industrialized nations.  

 
 

Clarify the Definition of Currency Manipulation  
 
A major provision of various currency bills in Congress has been to clarify the definition 

of currency manipulation. While this legislation apparently has been aimed primarily at 
China’s currency policy, in cases, the bills also have cited Japan (and South Korea) in the 
findings.  

Currently, the Department of the Treasury, in consultation with the International 
Monetary Fund, determines each year whether countries are manipulating their exchange rate 
for purposes of gaining an unfair trade advantage or preventing effective balance of payments 
adjustments and also have a material global current account surplus and a significant bilateral 
trade surplus with the United States.[42]

 
 

H.R. 1498 (Ryan)/S. 796 (Bunning) and H.R. 2886 (Knollenberg)/S. 1021(Stabenow) 
define exchange-rate misalignment as an undervaluation of a foreign currency (yen) as a 
result of protracted large-scale intervention by or at the direction of a governmental authority 
in the exchange market. Such undervaluation shall be found when the observed exchange rate 
for a foreign currency (yen) is below the exchange rate that could reasonably be expected for 
that foreign currency absent the intervention. In determining whether exchange-rate 
misalignment is occurring and a benefit thereby is conferred, the administering authority in 
each case would consider the exporting country:  

 
• bilateral balance of trade surplus or deficit with the United States,  
• balance of trade surplus or deficit with other trading partners,  
• foreign direct investment in its territory,  
• currency specific and aggregate amounts of foreign currency reserves,  
• mechanisms employed to maintain its currency at a fixed exchange rate and the 

nature, duration, and monetary expenditures of those mechanisms, and  
• may consider such other economic factors as are relevant. S. 1607 (Baucus) would 

define a currency for priority action if the country that issues such currency is:  
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• engaging in protracted large-scale intervention in one direction in the currency 
exchange market;  

• engaging in excessive reserve accumulation;  
• introducing or substantially modifying for balance of payments purposes a restriction 

on, or incentive for, the inflow or outflow of capital, that is inconsistent with the goal 
of achieving full currency convertibility; or  

• pursuing any other policy or action that, in the view of the Secretary of the Treasury 
warrants designation for priority action.  

 
The bills also specify that trade data are to be those of the United States and other trading 

partners of the exporting country, unless such trade data are not available or are demonstrably 
inaccurate, in which case the exporting country’s trade data may be relied upon if shown to be 
sufficiently accurate and trustworthy.  

The issue of which data to use applies primarily to China, mainly because of imports and 
exports that flow through, but do not originate in, Hong Kong and the general lack of 
confidence in China’s system for compiling statistics and reporting them. The data problem, 
however, also arises with Japan. In 2004 for Japan, Japanese data (as accessed through the 
IMF or Global Trade Atlas[43]) reported a merchandise trade surplus of $110 billion (2.4% of 
GDP), but a compilation of partner country data (statistics from countries that export to and 
import from Japan) showed a surplus for that year of $208 billion (4.5% of GDP).[44]

 
 

Each bill placed more emphasis on large-scale intervention by a country into currency 
markets — particularly when evidenced by large accumulations of foreign exchange. Such 
accumulations of dollars, do not constitute prima facie evidence of currency manipulation, 
but they would be used along with other criteria to determine whether a country has been 
engaged in it.  

The bills have not addressed the issue of sterilization in currency intervention.[45]
 
In 

2003 and 2004, Treasury found that Japan did not meet the criteria for currency manipulation 
in part because its exchange rate interventions were considered to be part of a macroeconomic 
policy to combat deflation.[46] (It was considered to be unsterilized intervention to increase 
the money supply.) A policy question is whether large-scale interventions are justified when 
part of macroeconomic policy even though they may have adverse affects on exchange 
markets.  

 
 

Require Negotiations and Reports  
 
Current trade law requires the President to seek to confer and negotiate with other 

countries to achieve:  
 
• more appropriate and sustainable levels of trade and current account balances and 

exchange rates of the dollar and other currencies consistent with such balances; and  
• improvement in the functioning of the exchange rate system to provide for long-term 

exchange rate stability consistent with more appropriate and sustainable current 
account balances.[47]

 

 

The United States and Japan also conduct regular cabinet and sub-cabinet meetings that 
provide a venue to discuss exchange rates. In addition, the two countries meet in G-7 summits 
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and at the APEC (Asia Pacific economic cooperation) meetings where currency and exchange 
rate policy is discussed.[48] In a 2000 G-7 meeting, for example, the communique stated that 
the group had discussed developments in exchange and financial markets and said that they 
welcomed the reaffirmation by the Japanese monetary authorities that exchange rate policies 
would be conducted appropriately in view of their potential impact and that they would 
continue to monitor developments in exchange markets and cooperate as appropriate.[49]

 
 

Current bills related to Japan’s currency in the 110th  Congress would require Treasury to 
submit a semi-annual report to Congress on currency intervention by Japan to include any 
effort by Japan to create an exchange-rate misalignment (including intervention and 
statements by Japanese government officials). The bills also would require Treasury to submit 
to Congress a proposal for a comprehensive joint U.S.-European Union plan to address the 
exchange-rate misalignment of the Japanese yen. It also would require the U.S. government to 
initiate consultations with Japan for the purpose of decreasing the foreign currency holdings 
of the government of Japan.  

 
 

Certify Currency Manipulation and Take Remedial Action  
 
In the 110th  Congress, H.R. 782 (Tim Ryan)/S. 796 (Bunning) would make exchange 

rate “misalignment” actionable under U.S. countervailing duty laws, require the Treasury 
Department to determine whether a currency is misaligned in its semi-annual reports to 
Congress on exchange rates.[50] This certification could then trigger certain remedial actions 
under U.S. trade law. S. 1677 (Dodd) would require the Treasury Department to 
identifycountries that manipulate their currencies regardless of their intent and to submit an 
action plan for ending the manipulation. It also would give Treasury the authority to file a 
case in the WTO. 

 
 

Actions with the IMF, World Bank, WTO, and OPIC  
 
The currency bills in the 110th  Congress also would require the Secretary of the Treasury 

to oppose any change in the governance arrangements in International Financial Institutions 
(such as the International Monetary Fund or World Bank) in the form of increased voting 
shares or representation if the beneficiary country has a currency that is manipulated or in 
fundamental misalignment.  

S. 1677 (Dodd) would give the Treasury Department the authority to take a currency 
manipulation case to the World Trade Organization through its dispute settlement mechanism 
or to the International Monetary Fund.  

S. 1607 (Baucus) would require the United States to inform the International Monetary 
Fund of the failure of a country to adopt appropriate policies to eliminate the fundamental 
misalignment in its currency and request a consultation by the IMF with that country. The 
United States also would not approve any new financing by the U.S. Overseas Private 
Investment Corporation (including insurance, reinsurance, or guarantee) and oppose any loan 
to the country from a multilateral bank. In the case of a persistent failure to adopt appropriate 
policies to correct the misalignment, the U.S. Trade Representative would request dispute 
settlement consultations at the WTO.  
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With respect to the WTO dispute settlement mechanism, an agreement between the IMF 
and WTO requires the WTO to refer exchange rate disputes to the IMF and accept the IMF’s 
findings as conclusive. If the IMF finds currency manipulation, it is not clear how a WTO 
dispute settlement panel would rule. There is no precedent for a case in which currency 
manipulation is considered to have the effect of an export subsidy and allows for direct 
retaliation against the exports of the offending country.  

Even though the IMF has not found that Japan was manipulating its currency during its 
Article IV consultations, the United States could inform the IMF that it believes Japan is not 
complying with the requirements of Article IV. This would trigger consultations with Tokyo 
and a report by the Managing Director to the IMF’s executive board.[51]

 
While the IMF still 

might not find Japan guilty of currency manipulation, it would put pressure on the Bank of 
Japan not to intervene in currency markets in the future.  

 
 

LEGISLATION  
 
Legislation in the 110th  Congress related to Japan’s[52] currency include the following:  
 

H.R. 782 (Ryan)/S. 796 (Bunning). Fair Currency Act of 2007. Would provide that exchange-
rate misalignment by any foreign nation is a countervailable export subsidy and clarify 
the definition of manipulation with respect to currency.  

H.R. 2886 (Knollenberg)/S. 1021 (Stabenow). Japan Currency Manipulation Act. Would 
address the exchange-rate misalignment of the Japanese yen with respect to the United 
States dollar.  

S. 1607 (Baucus). Currency Exchange Rate Oversight Reform Act of 2007. Would require the 
Treasury Department to identify currencies that are fundamentally misaligned and would 
require action to correct the misalignment. Such action would include factoring currency 
undervaluation in U.S. anti-dumping cases, banning federal procurement of products or 
services from the designated country, and filing a case against in the WTO.  

S. 1677 (Dodd). Currency Reform and Financial Markets Access Act of 2007. Would require 
the Treasury Department to identify countries that manipulate their currencies regardless 
of their intent and to submit an action plan for ending the manipulation, and would give 
Treasury the authority to file a case in the WTO.  
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APPENDIX  
 

Japan’s GDP Growth Rate, Yen/Dollar Exchange Rate, and 
Foreign Exchange Reserves, 1970-2007 

 
Year  GDP Growth Rate (%)  Exchange Rate  Foreign Exchange Reserves (US$)  
1970  10.7  360.0  4,307,530,000  
1971  4.7  350.7  14,621,900,000  
1972  8.4  303.2  17,563,610,000  
1973  8.0  271.7  11,354,560,000  
1974  -1.2  292.1  12,614,290,000  
1975  3.1  296.8  11,950,210,000  
1976  4.0  296.6  15,746,250,000  
1977  4.4  268.5  22,340,960,000  
1978  5.3  210.4  32,407,240,000  
1979  5.5  219.1  19,521,520,000  
1980  2.8  226.7  24,636,450,000  
1981  2.9  220.5  28,208,420,000  
1982  2.8  249.1  23,333,970,000  
1983  1.6  237.5  24,601,580,000  
1984  3.1  237.5  26,429,150,000  
1985  5.1  238.5  26,718,650,000  
1986  3.0  168.5  42,256,600,000  
1987  3.8  144.6  80,972,870,000  
1988  6.8  128.2  96,728,190,000  
1989  5.3  138.0  83,957,350,000  
1990  5.2  144.8  78,500,590,000  
1991  3.4  134.7  72,058,840,000  
1992  1.0  126.7  71,622,670,000  
1993  0.2  111.2  98,524,340,000  
1994  1.1  102.2  125,860,200,000  
1995  1.9  94.1  183,249,800,000  
1996  3.4  108.8  216,648,000,000  
1997  1.9  121.0  219,648,300,000  
1998  -1.1  130.9  215,470,700,000  
1999  0.1  113.9  286,916,100,000  
2000  2.8  107.8  354,902,100,000  
2001  0.4  121.5  395,155,000,000  
2002  -0.4  125.4  461,185,600,000  
2003  1.4  115.9  663,289,100,000  
2004  2.7  103.8  833,891,000,000  
2005  1.9  118.5  834,275,000,000 
 2006  2.2  116.3  874,596,000,000  
June 2007  2.8  around 123.0  892,761,000,000  

Source: World Bank. World Development Indicators. Global Insight. Japan Ministry of Finance.  
Note: The growth rate is the annual change in real gross domestic product. The exchange rate is yen per 

U.S. dollar, period average. Foreign exchange Reserves are official reserves excluding gold.  
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ABSTRACT 
 

The United States has accused the Democratic People’s Republic of Korea (DPRK 
or North Korea) of counterfeiting U.S. $100 Federal Reserve notes (supernotes) and 
passing them off in various countries. This is one of several illicit activities by North 
Korea apparently done to generate foreign exchange that is used to purchase imports or 
finance government activities abroad.  

Although Pyongyang denies complicity in any counterfeiting operation, at least $45 
million in such supernotes of North Korean origin have been detected in circulation, and 
estimates are that the country has earned from $15 to $25 million per year from 
counterfeiting. The illegal nature of any counterfeiting activity makes open-source 
information on the scope and scale of DPRK counterfeiting and distribution operations 
incomplete. South Korean intelligence has corroborated information on North Korean 
production of forged currency prior to 1998, and certain individuals have been indicted in 
U.S. courts for distributing such forged currency. Media reports in January 2006 state that 
Chinese investigators have independently confirmed allegations of DPRK counterfeiting.  

For the United States, North Korean counterfeiting represents a direct attack on a 
protected national asset; might undermine confidence in the U.S. dollar and depress its 
value; and, if done extensively enough, potentially damage the U.S. economy. The 
earnings from counterfeiting also could be significant to Pyongyang and may be used to 
purchase weapons technology, fund travel abroad, meet “slush fund” purchases of luxury 
foreign goods, or even help fund the DPRK’s nuclear program.  

U.S. policy toward the alleged counterfeiting is split between law enforcement 
efforts and political and diplomatic pressures. On the law enforcement side, individuals 
have been indicted and the Banco Delta Asia bank in Macao (a territory of China) has 

                                                        
* Excerpted from CRS Report RL33324, dated January 17, 2007. 
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been named as a primary money laundering concern under the Patriot Act. This started a 
financial chain reaction under which banks, not only from the United States but from 
other nations, have declined to deal with even some legitimate North Korea traders. 
North Koreans appear to be moving their international bank accounts to Chinese and 
other banks. In December 2006, North Korea agreed to return to the six-party talks on its 
nuclear weapons program, but during the talks Pyongyang refused to discuss 
denuclearization officially until the Banco Delta financial sanctions were lifted. It is not 
known whether North Korea currently is engaged in supernote production, but such notes 
suspected to be from earlier production runs reportedly are readily available in a Chinese 
town just north of the DPRK border.  

The political/security track attempts to stop the alleged counterfeiting activity though 
diplomatic pressures, the Illicit Activities Initiative, and direct talks with North Korea 
through a working group on U.S. financial sanctions that in December 2006 first met 
alongside the six-party talks. In these talks, the U.S. side stated that U.S. sanctions on 
Banco Delta could be resolved if North Korea punishes the counterfeiters and destroys 
their equipment. This report will be updated as circumstances warrant.  
 
 
The United States has accused the Democratic People’s Republic of Korea (DPRK or 

North Korea) of counterfeiting U.S. $100 Federal Reserve notes (supernotes) and passing 
them off in various countries. This is one of several illicit activities by North Korea 
apparently done to generate foreign exchange that is used to purchase imports or finance 
government activities abroad.  

The purpose of this report is to provide a summary of what is known from open sources 
on the DPRK’s alleged counterfeiting of U.S. currency, examine North Korean motives and 
methods, and discuss U.S. interests and policy options.  

Although Pyongyang denies complicity in any counterfeiting operation, estimates are that 
at least $45 million in such supernotes of North Korean origin are in circulation and that the 
country has earned from $15 to $25 million per year from counterfeiting.[1] South Korean 
intelligence has corroborated information on past production of forged currency — at least 
until 1998 — and several U.S. court indictments indicate that certain individuals have been 
accused of distributing such forged currency more recently.  

 
 

U.S. INTERESTS AND ACTIONS  
 
For the United States large-scale counterfeiting of U.S. currency, whether done by North 

Korea or not, has a direct bearing on U.S. interests. The counterfeiting, itself, could 
undermine confidence in the U.S. dollar and, if done extensively enough, potentially damage 
the U.S. economy. It also is a direct attack on a protected asset of the United States and a 
violation of U.S. and other laws. If being done by the DPRK government, it violates accepted 
international norms. It also could affect the willingness of financial institutions in certain 
areas to accept legitimate U.S. currency, or it might induce them to impose surcharges when 
exchanging certain U.S. banknotes for their currency.  

In a broader sense, the counterfeiting, to the extent that North Korea is the nation 
involved, arguably affects U.S. national security. North Korea is a Stalinist regime with self-
announced aspirations to become a nuclear power. It is led by a communist dictator with a 
taste for luxury imports and need to subsidize his inner circle of supporters and broader ranks 
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of party cadres. Yet the North Korean economy scarcely produces enough to feed its 
population and incurs a billion-dollar trade deficit each year. Proceeds from counterfeiting 
could be used to maintain the regime’s power or contribute to instability in East Asia.  

The United States is ratcheting up a two-pronged approach to stem the alleged North 
Korean counterfeiting of U.S. currency. The first is through law enforcement initiatives. The 
second is through political and diplomatic efforts. The immediate goal is to bring a verifiable 
halt to both the production and distribution of bogus U.S. currency by North Korea. In the 
broader perspective, curbing North Korea’s illicit activities is one piece of an overall U.S. 
strategy to halt Pyongyang’s nuclear weapons program, to defuse tensions in Northeast Asia, 
and to induce the DPRK to adopt policies less inimical to its own people, the region, and the 
world.  

U.S. law enforcement actions to curb the alleged counterfeiting led to financial measures 
taken by the United States in September 2005 to prevent the country from laundering 
proceeds from its alleged illicit activities through Macao’s Banco Delta Asia. As discussed 
below, this action froze some $24 million in North Korean accounts in that bank and caused 
banks in other countries also to close their North Korean accounts, even those for legitimate 
business. For the year following the financial restrictions, they have been Pyongyang’s main 
complaint and the reason it had given for boycotting the six-party talks on North Korea’s 
nuclear programs. Even after returning to the talks in December 2006, Pyongyang refused to 
discuss denuclearization officially until the Banco Delta financial sanctions were lifted.[2] 
The actions related to North Korea’s counterfeiting activities, therefore, seem to be also 
halting progress on the larger issue of North Korea’s development of nuclear weapons. (For 
discussion of U.S. policy, see section on “Policy Implications.”)  

A redesign of the U.S. $100 bill is currently in progress to include enhanced technologies 
to deter counterfeiters. The Department of the Treasury expects to introduce the redesigned 
note to the public after early 2008.[3] However, bills previously produced, are expected to 
remain in circulation for the foreseeable future making it possible for the DPRK to continue 
to circulate earlier production runs of its counterfeit supernotes.  

 
 

LIMITS ON INFORMATION  
 
Because counterfeiting is a form of clandestine criminal activity, a goal of those engaged 

in it is that it remain clandestine and undetected to the maximum extent possible. Thus, to the 
extent that the United States and other countries have information on the scope and scale of 
DPRK counterfeiting and distribution operations, such information is likely to be incomplete. 
As the DPRK is a relatively closed society, information on any production of counterfeit U.S. 
currency there — other than that received from defectors — is likely to be the product of 
intelligence sources and methods. Hence, it is unlikely that such information would be made 
public for fear of compromising ongoing intelligence gathering operations.  

On the other hand, involvement of DPRK citizens and officials in the distribution of so 
called “supernotes” is more readily demonstrated once criminal investigations have been 
completed, arrests have been made, indictments issued, and convictions/and or confessions 
obtained. Indeed, a number of such indictments have been issued, and presumably a number 
of ongoing investigations remain in the pipeline. U.S. officials appear to be increasingly 
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sensitive to a need to support public allegations with the weight of de facto legal evidence — 
fueling speculation that “Noreiga-type” criminal indictments[4] against the North Korean 
leadership may be a policy option under active consideration.  

Also at issue is the credibility of information provided U.S. authorities by the South 
Korean government and its National Intelligence Services in matters involving Pyongyang’s 
criminal activities. Whereas in past years Seoul’s reporting on such matters was considered 
highly reliable, some now suggest downplaying the scope of any such activity better dovetails 
with the goals and objectives of Seoul’s more recent conciliatory unification policy vis-a-vis 
the North.  

 
 

THE NEED TO COUNTERFEIT CURRENCY  
 
North Korea needs to raise approximately $1 billion per year to fund its merchandise 

trade deficit.[5] The DPRK imports more than it exports and must generate enough foreign 
exchange to cover the difference through some means — either legal or illegal. Legal means 
include borrowing, foreign investments, foreign aid, remittances from overseas Koreans, 
selling military equipment not reflected in trade data, and by selling services abroad. Illegal 
methods include the counterfeiting of hard currency, illegal sales of military equipment or 
technology, sales of illegal drugs or counterfeit cigarettes and pharmaceuticals, or by shipping 
illegal cargo between third countries. The country also can dip into its meager foreign 
exchange reserves. North Korea considers the United States to be a hostile nation and often 
takes actions commensurate with that policy.  

 
 

ALLEGED AREAS OF DPRK CRIMINAL ACTIVITIES  
 
Allegations of North Korean drug production, trafficking, and crime- for- profit activity 

have become the focus of rising attention in Congress, the Administration, and the press, as 
well as in the diplomatic community.[6] Areas of DPRK criminal activity commonly cited 
include production and trafficking in: (1) heroin and methamphetamines; (2) counterfeit 
cigarettes; (3) counterfeit pharmaceuticals (for example “USA” manufactured Viagra); and 
(4) counterfeit currency (e.g., U.S. $100 bill “supernotes”).[7]

 
 

DPRK production and trafficking of “supernotes” have been addressed in 2006 by both 
National Intelligence Director John Negroponte and President George W. Bush. In a January 
26, 2006, White House Press Conference, President Bush — in commenting on the issue of 
income generated by North Korean criminal activity — remarked:  

 
When somebody is counterfeiting our money, we want to stop them from doing that. 

And so we are aggressively saying to the North Koreans, just — don’t counterfeit our 
money. And we are working with others to prevent their illicit activities.[8]

 

 

 
Shortly thereafter, National Intelligence Director John Negroponte, in testimony before 

Congress, stated that North Korea “produces and smuggles abroad counterfeit U.S. currency 
as well as narcotics and other contraband.”[9]
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In a Senate Committee on Government Affairs hearing in 2003, William Bach, the 
Director of the Office of African, Asian and European Affairs in the Bureau for International 
Narcotics and Law Enforcement Affairs of the U.S. Department of State, stated:  

 
The U.S. Secret Service Counterfeit Division is aware of numerous cases of 

counterfeiting with North Korean connections. Typical of such cases was one reported in 
Macao in 1994, when North Korean trading company executives, who carried diplomatic 
passports, were arrested for depositing $250,000 in counterfeit notes in a Macao bank. 
There are numerous other counterfeiting incidents with links to Macao banks, North 
Korea, and North Korean diplomats.[10]

  

 
The State Department’s 2006 International Narcotics Control Strategy Report released 

by the Bureau for International Narcotics and Law Enforcement Affairs states that, for 
decades, citizens of the DPRK “have been apprehended trafficking in narcotics and engaged 
in other forms of criminal behavior, including passing counterfeit U.S. currency.” These have 
been carried out in league with criminal organizations around the world.[11]

 
 

Counterfeiting of foreign currency is apparently a phenomenon that is not new to the 
government of North Korea. Seoul’s War Memorial Museum reportedly contains DPRK-
manufactured South Korean currency from the 1950’s, the production of which reportedly 
continued into the 1960’s.[12] South Korean media reports cite a 1998 South Korean National 
Intelligence Service (NIS) Report to the effect that North Korea forges and circulates U.S. 
$100 banknotes worth $15 million a year. Subsequent reports to the South Korean National 
Assembly in the same year and in 1999 are cited in the media as stating that North Korea 
operates three banknote forging agencies and that more than $4.6 million in bogus dollar bills 
had been uncovered on thirteen occasions since 1994.[13]

 
 

Subsequent press reports (of February 2, 2006) cite a Uri Party Member of Parliament’s 
account of a closed briefing by South Korea’s National Intelligence Service to members of 
Korea’s National Assembly to the effect that North Koreans were arrested abroad for 
counterfeiting offenses in the 1990’s but that the Service had no evidence of the North 
making bogus currency after 1998.[14] Informed South Korean sources have confirmed the 
above stated content of the briefing, but insist that the NIS lack of hard evidence of DPRK 
supernote production after 1998 should not necessarily be construed to mean that such 
activity has ceased. Post -1998 South Korean media reports note that South Korean 
authorities have continued to seize bogus U.S. currency — including 1,400 counterfeit U.S. 
$100 bills in April 2005, but that they have not traced the source.[15] Subsequent press 
reports state that the United States has provided South Korea with examples of DPRK source 
counterfeit 2001 and 2003 series $100 notes. Moreover, the U.S. has reportedly determined 
that at least $140,000 worth of counterfeit notes seized by South Korean police in April 2005 
was manufactured in the DPRK as part of a batch produced in 2001, and distributed by 
Pyongyang.[16]

 
 

On June 13, 2003, South Korea, the United States and Japan held a North Korea policy 
coordination group meeting and announced an agreement that reportedly stated, “The three 
countries’ delegations express concern about the illegal activities of organizations in North 
Korea, including drug smuggling and money counterfeiting.”[17] Moreover, media reports as 
recent as January 20, 2006 stated that Chinese investigators have independently confirmed 
allegations of DPRK counterfeiting.[18]

 
 



Raphael F. Perl and Dick K. Nanto 76

Arrests and indictments point to DPRK trafficking in bogus U.S. currency as recently as 
2005. In August 2005, federal law enforcement authorities completed two undercover 
operations in New Jersey and in California which focused on the activities of members of 
China’s Triad criminal syndicates. The operations, named Royal Charm and Smoking 
Dragon, reportedly netted some $4 million in supernotes believed to be of North Korean 
origin. Illicit narcotics, and counterfeit brand cigarettes and pharmaceuticals were seized as 
well. U.S. government authorities indicate there is the potential that ensuing trials and/or the 
plea bargaining process will reveal direct links between some of the smugglers and North 
Korean officials or government entities.[19]

 
 

One of the indictments issued in the above cited cases identifies Chao Tung Wu, a 
Taiwanese in custody for dealing in counterfeit bills, and alleges that he told undercover 
agents that the government of a nation — identified in the indictment as “country 2” — was 
producing counterfeit notes.[20]

 
Country two has been widely cited in the media as being 

North Korea. Another law enforcement operation led to the arrest in Northern Ireland of Sean 
Garland, a leading member of an Irish Republican Army faction on charges of circulating 
more than $1 million of supernotes (believed to be DPRK government produced) in Britain 
and Eastern Europe.[21] A request for his extradition to the United States ensued in mid-
October 2005.  

A Stanford University Honors Thesis Researcher, Sheena Chestnut, lists thirteen reported 
incidents since 1994 of North Korean involvement in smuggling/distributing counterfeit U.S. 
currency. All of these incidents allegedly occurred in either Asia or Europe. In them, the use 
of DPRK diplomatic passports and the involvement of DPRK diplomats, embassy personnel, 
and DPRK government trading company officials connect most of these incidents to the 
government of North Korea in varying degrees. Taken collectively, the link is seen as being 
even stronger. Of these 13 incidents, 6 have occurred since 1999, the time after which the NIS 
reportedly is unable to conclude that the DPRK continued producing counterfeit notes.[22] 
As recently as March 2006, counterfeit supernotes were reportedly seized by police in Hong 
Kong from a Chinese-American man in transit from Macau.[23]

 
 

In April 2006, a Korean reporter claimed in an article in a South Korean newspaper that 
obtaining fake $100 bills that likely were manufactured in North Korea was a “piece of cake” 
in the Chinese town of Dandong just across the DPRK’s northern border. According to the 
reporter, counterfeit bills similar to real currency fetch about 40% of their face value. 
Carefully manufactured $100 supernotes go for $60 to $70 each. North Koreans refer to the 
counterfeit dollars as “kattalio” and the business of dealing in them as “the kattalio game.” 
After the Banco Delta financial sanctions, the article states that Pyongyang proclaimed that 
anyone involved in illegal drugs or fake notes would be severely punished. In March 2006, 
two men convicted of such activities were publicly executed. Since the Banco Delta 
sanctions, the number of counterfeit notes circulated through North Korea reportedly has 
dropped.[24]

 
However, it may be that the number of counterfeit notes circulating within North 

Korea has increased since imposition of the Banco Delta sanctions.[25] Another newspaper 
articled reported that in the North Korean counterfeit currency market, a printed counterfeit 
$100 bill trades at 30% of its face value while electronically copied currency made with color 
copy machines trades at 10% of its face value.[26]
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AMOUNT OF BOGUS U.S. CURRENCY  
 
The amount of alleged DPRK-produced counterfeit currency in circulation is unknown. 

U.S. officials have been quoted citing a figure of $45 million since 1989.[27]
 
Presumably this 

is the amount detected by the Federal Reserve. Officials familiar with the bogus currency in 
question, however, note its exceptional quality — so good that many cashier-level bank 
employees would likely not be able to detect the forgeries. This raises speculation that North 
Korea — if it is indeed producing the fakes — might need somehow to mark the currency to 
be able to identify its own bogus notes after production.  

The amount of money that the bogus supernotes allegedly bring to the coffers of the 
North Korean government is unknown as well. Hence, estimates of the profit such 
transactions bring to the Pyongyang regime — to the extent they are based on open source 
material — are speculative at best. Amounts commonly cited, which take into account many 
factors, range from $15 million to $25 million in profit per year.[28] 

 
 

DENIAL OF COUNTERFEITING BY NORTH KOREA  
 
The DPRK has consistently denied allegations of state involvement in criminal activity, 

specifically in any counterfeiting activity, and it has vowed to resist U.S. pressure over the 
matter. A January 24, 2006 commentary carried by the state-run Korean Central News 
Agency reported that Pyongyang “does not allow such things as bad treatment of the people, 
counterfeiting, and drug trafficking.”[29] In what may be an indication of DPRK willingness 
to curb any illicit counterfeiting activity, the DPRK Foreign Ministry announced on February 
9, 2006, that “there is no evidence proving (North Korea’s) issue of counterfeit notes or 
money laundering” but that the country “will as ever actively join the international actions 
against money laundering.... It is the consistent policy of the (North Korean) government to 
oppose all sorts of illegal acts in the financial field.” The Foreign Ministry spokesman went 
on to say that the DPRK has “perfect legal and institutional mechanisms to combat such 
illegal acts as counterfeiting notes and money laundering, and any illegal acts are liable to 
severe punishment.”[30]

  

 
 

STATE-SPONSORED COUNTERFEITING?  
 
Assuming that production of bogus U.S. currency is actually taking place in North Korea, 

some suggest that this does not necessarily mean that such activity is being done under 
government sponsorship, direction, or supervision. They argue that counterfeiting is a 
criminal phenomenon that is widespread throughout the world, and it is rarely, if ever, state-
sponsored. Others say that there may be merit to such arguments, but North Korea could be 
an exception to any such norms.  

It can be said that it is widely acknowledged that the Pyongyang regime engages  — or 
has engaged — in a broad range of other crime for profit activity. Hence, inhibitions against 
counterfeiting may not be strong. The sophisticated type of equipment reportedly required for 
the production of supernotes is generally tightly controlled and generally restricted for sale to 
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governments. Finally, North Korea is a closed authoritarian regime, and, as such, it is unlikely 
that any counterfeiting activity — which requires centralized production — would not be 
government sponsored, or at some point, come under government control.  

 
 

A SUMMARY OF MAIN POINTS  
 
Information publically available suggests an expansion in both the scale and scope of 

North Korean cash-generating, criminal activity. This possibly indicates a situation in which 
criminal activity is playing an increasingly pivotal role in supporting North Korea’s fragile 
economy.[31]

 
 

It is widely acknowledged that undetermined millions of dollars of so-called U.S. $100 
supernotes are currently in circulation. Given the sophistication of the bills, many have 
concluded that they are government produced. The government of North Korea has a 
demonstrated history of engaging in criminal activity to raise cash.  

It arguably has the disposition, opportunity, and technical means to produce forged 
supernotes.  

Past production by North Korea of forged U.S. currency — at least until 1998 — has 
been reported by South Korea’s National Intelligence Service. Indications of Pyongyang’s 
more recent production of forged U.S. currency have seemingly been posited by defectors, 
and by Chinese investigators as well.  

Many observers are convinced that the DPRK has been counterfeiting U.S. currency as 
matter of state policy. However, it is not fully clear from public sources whether North 
Korean state enterprises have continued to produce bogus dollars after 1998. At issue here is 
whether bills now being circulated are new or solely from stashes of earlier production runs. 
There appears to be a reasonable case that North Korea has continued to counterfeit U.S. 
currency since 1998. Also, not clear or publically announced, is the extent to which 
Pyongyang may have counterfeited — or may be counterfeiting — currencies other than the 
dollar.[32]

 
 

As North Korea is a secretive and closed society, activity taking place within the country, 
such as production of bogus foreign currencies — to the extent that such activities exist — 
may be difficult to demonstrate publically without compromising fragile intelligence sources 
and methods. In contrast, distribution of counterfeit U.S. currency is likely to take place in 
countries where the money can purchase items of value, i.e., more open and economically 
successful societies.[33] Numerous arrests outside the United States and recent indictments 
clearly involve individuals with links to the government of North Korea or its state-run 
enterprises.[34] This being the case, it is difficult to conclude that the government of North 
Korea has not been involved — at least until very recently — in distributing bogus U.S. 
currency.  

 
 

POLICY IMPLICATIONS  
 
For the United States the North Korean counterfeiting of U.S. currency combined with 

secondary effects has a direct bearing on U.S. interests. Counterfeiting of one nation’s 
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currency by another generally is considered to be an act of economic warfare — a direct 
attack on the U.S. financial system.[35] There is a large difference between criminal 
counterfeiting by private parties and that done or sanctioned by a nation. The counterfeiting, 
itself, might undermine confidence in the U.S. dollar and, if done extensively enough, 
potentially damage the U.S. economy. If the extent of counterfeiting were in the range of $15 
million to $25 million per year, however, this would represent a relatively small amount 
compared with the total U.S. supply of currency or the amount circulating abroad. As of 
February 2006, currency in circulation — that is, U.S. coins and paper currency in the hands 
of the public — totaled about $780 billion. Since 1994, the value of currency in circulation 
has risen at the rate of 6.5% per year, mostly stemming from foreign demand. The U.S. 
Federal Reserve estimates that between one-half and two-thirds of the value of currency in 
circulation is held outside the United States.[36] In the United States, most domestic 
transactions (by value) are done either electronically or by checks, not cash. As of December 
2004, 72% of the value of currency in circulation consisted of $100 notes, the denomination 
allegedly counterfeited by the DPRK.[37]

 
 

Counterfeiting also can reduce the confidence by foreigners in the dollar. The dollar has 
become the predominant medium of exchange in international transactions. Such degraded 
confidence in the dollar usually can be manifested either by a surcharge on certain 
denominations when converting dollars to foreign exchange or in certain denominations of 
the dollar not being accepted at all. Currently, this affects Americans and other holders of 
dollar currency who rely on cash for transactions rather than credit cards, checks, or bank 
transfers. If the counterfeiting were to become extensive enough, however, it might depress 
the overall exchange value of the dollar.  

Even though the suspected amount of counterfeiting by the DPRK is relatively small 
when compared with all U.S. currency in circulation, its importance to Pyongyang and the 
ruling communist party could be significant. It apparently helps fund travel abroad, meet 
“slush fund” purchases of foreign goods, and subsidize the lifestyles of the privileged class in 
Pyongyang.  

Even though the macroeconomic effect of a counterfeiting operation generating around 
$15 million to $25 million per year is minor, counterfeiting, itself, is a violation of U.S. law. 
The Treasury, including the Secret Service, and the Federal Reserve have primary 
responsibilities for addressing the counterfeiting of U.S. currency. The Federal Reserve’s role 
is to distribute and ensure the physical integrity, including the authenticity, of U.S. currency. 
The Secretary of the Treasury is responsible for issuing and protecting U.S. currency. The 
Bureau of Engraving and Printing produces the currency. It has announced that one of its 
priorities for FY2007 is to redesign the $100 note.[38]

 
The Secret Service conducts 

investigations of counterfeiting activities, provides counterfeit-detection training, and is 
responsible for anticounterfeiting efforts abroad.[39]

 
 

So far, the United States had taken a two-pronged (but overlapping) approach toward 
North Korea’s alleged counterfeiting activities: law enforcement and political/security 
pressures. The law-enforcement prong involves prosecuting or sanctioning individuals and/or 
institutions involved in the distribution of the bogus currency.  

On September 15, 2005, the U.S. Treasury imposed USA PATRIOT Act Section 311 
designations against Banco Delta Asia (BDA) in Macau. In the action, Treasury stated that 
the bank was a “primary money laundering concern” because, among other findings, sources 
indicated that “senior officials in Banco Delta Asia are working with DPRK officials to 
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accept large deposits of cash, including counterfeit U.S. currency, and agreeing to place that 
currency into circulation.”[40] On September 20, 2005, the Financial Crimes Enforcement 
Network of Treasury imposed special measures against Banco Delta Asia that prohibited U.S. 
institutions or agencies from opening or maintaining correspondent accounts on behalf of 
BDA and required covered financial institutions to exercise due diligence to ensure that no 
correspondent account is being used indirectly to provide services to BDA.[41]

 
 

The U.S. action against Banco Delta Asia caused an avalanche of responses both in 
financial and political circles. It caused such a run on accounts at the bank that the 
government of Macau had to take over BDA’s operations and place a temporary halt on 
withdrawals. According to press reports, the Macau government shut down all North Korea-
related accounts including those belonging to 20 DPRK banks, 11 DPRK trading companies, 
and 9 individuals from North Korea.[42]

 
 

The financial effects of the BDA action have been larger than expected. The crackdown 
also spread around the region, with Chinese, Japanese, Vietnamese, Thai, and Singaporean 
banks making life much tougher for North Korean account holders. In Macau, the North 
Korean trading firm used by Pyongyang as a de facto consulate rolled up its operations as the 
Macau government placed Banco Delta Asia into receivership. Not only has the action 
deprived major DPRK companies of an international financial base and cut into the secret 
personal accounts of the Pyongyang leadership, but it appears to have obstructed some 
legitimate North Korean trade. DPRK banks and traders reportedly are having difficulty 
finding other lenders to conduct their overseas business. Banks from other nations (such as 
the United Overseas Bank of Singapore and the Korea Exchange Bank of South Korea) have 
moved to sever contacts with North Korea, fearing that they, too, could face U.S. legal 
action.[43]

 
 

The political/security prong attempts to stop the alleged counterfeiting activity by 
changing the cost-benefit calculus of decision makers in Pyongyang. The strategy is to 
increase costs and reduce benefits in order to induce decision makers to halt the activity. The 
inducements used are aimed primarily at raising costs and include the Illicit Activities 
Initiative, the Proliferation Security Initiative, diplomatic pressures, as well as possible 
military threats and other policy related measures.  

The Illicit Activities Initiative, coordinated by the U.S. Department of State, is aimed 
precisely at North Korea’s alleged counterfeiting and other illicit activities. It is being 
developed in cooperation with other nations.[44] The Proliferation Security Initiative (PSI) is 
part of the larger counter proliferation effort worldwide and aimed at more countries and 
groups than just North Korea — but the DPRK does receive a particular focus. The PSI 
activity has received support from more than 60 countries and more formal participation from 
11 countries, particularly Japan, Australia, the United Kingdom, France, Germany, Italy, and 
Spain. Under the PSI, participating countries cooperate to prevent transfers of weapons of 
mass destruction-related items to or from nation states and non state actors of proliferation 
concern. It does this through intelligence sharing, diplomatic efforts, law enforcement, and 
interdiction.[45]

 
 

Policymakers reportedly are divided on the ultimate goal of squeezing North Korea on its 
alleged illicit activities. A group of policymakers (sometimes referred to as the “hawks”) 
favoring regime change seeks ultimately to induce a crisis within the DPRK that would lead 
to the downfall of Kim Jong-il. One way to achieve this is to cut off the money the DPRK 
generates from counterfeiting, selling illicit drugs, and exporting missiles. A second group of 
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policymakers more in favor of engagement, seeks to resolve the North Korean problem 
mainly by negotiations. Its goal is to change the “bad behavior” of the DPRK by bringing the 
country into the circle of peaceful nations and inducing it to act in accord with international 
standards.[46] Each group backs initiatives to curb Pyongyang’s alleged counterfeiting, but 
each sees the measures in a different light.  

Some observers surmise that the financial action against Banco Delta Asia announced on 
September 15, 2005, fell too close to the September 19 joint agreement by the DPRK, the 
United States, and other participants in the six-party talks to be a coincidence. At the end of 
this fourth round of talks, the DPRK signed an agreement that set out a “visionary view of the 
end point of the process of the denuclearization of the Korean Peninsula.”[47]

 
These 

observers opine that the action was backed by so-called “hawks” in the Bush Administration 
to scuttle progress being made on the diplomatic front. The United States had known about 
the counterfeiting and money laundering activities for years. Why wait, they say, until the 
middle of a round of the six-party talks to take action?[48] Pyongyang has used the Banco 
Delta Asia action as a pretext to stay away from the six-party talks. Other observers state, 
however, that law enforcement efforts have a timetable of their own and that the Banco Delta 
Asia action occurred after a three-year investigation when the evidence gathering and other 
preparations were complete.  

The position of the United States is that counterfeiting is an illegal activity that cannot be 
allowed to continue. This is a separate issue from the six-party talks. The South Korean 
government also has taken a firm position on this. It has clearly communicated to North 
Korea that such illicit activities are not acceptable and that Pyongyang should unequivocally 
turn away from such illicit behavior once and for all. South Korea also thinks the Banco Delta 
Asia issue and the nuclear negotiations should not be linked and that North Korea should 
return to the six-party talks.[49]

 
Seoul reportedly has tried in vain to reach a compromise with 

the United States to consider Pyongyang’s counterfeiting activities illegal conduct by 
individual North Korean firms and not by the government of the DPRK.[50] One observer 
stated that the bigger question being asked by China and South Korea is why is the United 
States chasing after North Korea’s “loose change” when the country is making plutonium, the 
real currency of state power?[51]

 
 

On March 7, 2006, North Korea’s Li Gun (head of the North America division of North 
Korea’s Foreign Ministry) met with Assistant U.S. Treasury Secretary Daniel Glaser at the 
United Nations in New York as part of a back channel for communicating with each 
other.[52]

 
The U.S. side spent about 20 minutes explaining its actions against Banco Delta 

Asia and what it expected from the DPRK. The DPRK reportedly suggested several actions to 
resolve the issue and for it to return to the six-party talks (including the lifting of the financial 
sanctions on Banco Delta Asia, forming a joint U.S.-North Korean task force to examine the 
counterfeiting concerns, giving North Korea access to the U.S. banking system, and providing 
North Korea with technical help on identifying counterfeit bills).[53] Separately, the U.S. 
ambassador in Seoul indicated that Washington wants Pyongyang to prove that tools used to 
counterfeit U.S. currency had been destroyed as evidence that North Korea had abandoned 
such illegal activities.[54]

 
 

In December 2006, North Korea agreed to return to the six-party talks, but during the 
talks Pyongyang refused to discuss denuclearization officially until the Banco Delta financial 
sanctions were lifted.[55] Pyongyang, however, did send the president of the Foreign Trade 
Bank of North Korea (Oh Gwang-chul) along with other financial experts to meet with 
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Deputy Assistant Treasury Secretary Daniel Glaser in the first meeting of a working group on 
U.S. financial sanctions that met alongside six-party talks. A second meeting is to be held in 
January 2007. In these talks, the U.S. side reportedly stated that the BDA issue could be 
resolved early if North Korea punishes the counterfeiters and destroys their equipment.[56] 
This is viewed by some as an easing of the U.S. position as it opens the possibility for 
resolving the BDA issue in order for the six-party talks to go forward.  

Although South Korea has reluctantly supported the U.S. position on the counterfeiting 
issue, the country has different interests. While Washington is using both law enforcement 
and political means to place financial pressure on Pyongyang, Seoul is looking for some 
compromise. The basic interests of the Bush Administration lie in stopping the proliferation 
of weapons of mass destruction, fighting terrorism, and protecting U.S. currency. South 
Korea, under President Roh Moo-hyun, has placed priority on attaining regional peace, 
regional prosperity, engagement, and eventual long-term unification with the DPRK.[57]

 
 

Since Portugal has returned Macao to China, Beijing now has supervisory responsibility 
over Banco Delta Asia. China has been attempting to modernize its banking system, and for 
one of its banks to be accused of money laundering clearly does Beijing no good. This places 
pressure on China to ensure that Banco Delta Asia and other banks are clean. Immediately 
after the Banco Delta action, major Chinese banks dealing with foreign exchange reportedly 
refrained from transactions with North Korean-related firms.[58] China conducted a three-
month investigation of the accusations against Banco Delta Asia that, according to South 
Korean diplomatic sources, confirmed the suspicions. Based on the findings, China reportedly 
is trying to convince North Korea that it needs to take steps in the matter.[59]

 
 

North Koreans also are reportedly attempting to circumvent the financial measures, but 
they have declined to disclose how they are doing it.[60]

 
Traditionally, North Koreans have 

used Chinese banks for many of their international transactions, and some surmise that Kim 
Jong-il’s trip to southern China in January 2006 may have included an attempt to move some 
North Korean accounts to a financial institution there. The U.S. Treasury has said that some 
reports suggest that North Korean agencies have been transferring assets to banks in 
China.[61] Others note that Austrian banks have not refrained from making transactions with 
North Korea.  

Financial transactions with North Korea apparently still can be done through Austria and 
Switzerland.[62]

 
 

Japan also seeks to defuse tensions with the DPRK, but Japan has cooperated with the 
United States in both the Proliferation Security and Illicit Activities Initiatives. In talks in 
February 2006 on normalization of relations with Pyongyang, Japan announced that it 
intended to take up North Korea’s illicit activities, including counterfeiting, in order to 
strengthen policy coordination with the United States and the European Union.[63]

 
 

Congress will likely continue its interest in this topic including oversight of Bush 
Administration actions, holding hearings to clarify U.S. policy, or using the congressional 
pulpit to send messages to North Korea.[64] Congress may explore possible criminal charges 
against Kim Jong-il in a manner similar to those against Manuel Noriega, the former leader of 
Panama, for drug trafficking. Other policy levers using human rights or other issues also 
could be employed. The United States has suggested to the DPRK that it join the Asia-Pacific 
Group on Money Laundering (APG), a 30 member group (including the United States, Japan, 
and South Korea) launched in 1997 as a sub-organization of the Organization of Economic 
Cooperation and Development. It is aimed at preventing illegal financial activities in the 



North Korean Counterfeiting of U.S. Currency 83

Asia-Pacific region and would subsequently require the disclosure of all of the DPRK’s illicit 
financial activities.[65] North Korea experts believe, however, that it will not be easy for the 
North to join the 30 member group.  

The current strategy of the Bush Administration reportedly is to pressure North Korea but 
continue the diplomatic process. The fundamental issue is whether the United States should 
place its policy bet on the success of the six-party talks with various economic and security 
inducements to achieve the ultimate goals of dismantling the DPRK’s nuclear weapon 
program or whether it should continue to administer economic and other pressures to induce 
Pyongyang to give up its nuclear ambitions and use the six-party talks as the vehicle to accept 
a possible North Korea capitulation.[66]

 
 

Since, the effect of the Banco Delta Asia action has Pyongyang scrambling, a question is 
whether the United States could ease its financial pressure on North Korea enough for the six-
party talks to go forward or whether it should tighten the financial squeeze more — even at 
the risk of raising the ire of China and South Korea. Neither of these countries thinks an 
economic collapse or regime change in North Korea is likely to result from economic 
sanctions, and neither desires to deal with the economic and political effects that would 
follow should such a collapse occur. Yet to be determined, is the extent to which such broader 
strategic considerations should perhaps govern the ultimate, detailed response to the problem 
of North Korean counterfeiting of U.S. currency and other crime-for-profit-activity.  

Currently the Bush Administration and Congress face a dilemma. The BDA action (along 
with the U.N. sanctions prohibiting the export of luxury goods to the DPRK) seem to be 
having a larger than anticipated negative effect on Pyongyang. The DPRK, however, refuses 
to budge in the six-party talks on its nuclear weapons program until the BDA problem is 
resolved and the sanctions are lifted. The question is whether the BDA and other sanctions 
will place enough pressure on Pyongyang to move on the nuclear weapons front or whether 
the sanctions merely will impose additional hardships on North Korea’s general population 
(non-elites without close ties to the military or Communist party) and provide a pretext for 
Pyongyang to avoid discussing its nuclear weapons program and buy more time to develop 
them. The trade-off seems to be between imposing a current real financial burden on the 
DPRK but making no progress in halting that country’s nuclear weapons program or lifting 
the financial sanctions in exchange for a verifiable halt to North Korea’s alleged 
counterfeiting activities and a dim prospect that progress might be made in the six-party talks. 
What is clear is that the BDA sanctions have made Pyongyang more willing to meet and talk 
with the United States, but indications from the December 2006 six-party talks were that the 
DPRK was focused totally on the financial sanctions and that its negotiators had not received 
authority to respond to U.S. and other proposals related to their nuclear weapons 
program.[67]
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ABSTRACT 
 

Since 2002, the dollar has depreciated against a broad basket of currencies and 
against the euro. This depreciation has prompted some observers to question whether the 
“cheap” dollar is leading to a “fire sale” of U.S. firms, especially of those firms that can 
be identified as part of the Nation’s defense industrial base. Congress has displayed a 
long and continuing interest in foreign direct investment and its impact on the U.S. 
economy. Since September 11, 2001, Congress has demonstrated a heightened level of 
concern about the impact of foreign direct investment in critical industries or in sectors 
that are vital to homeland security. In the 110

th

 Congress, Members are considering H.R. 
556, the National Security Foreign Investment Reform and Strengthened Transparency 
Act of 2007, which was adopted by the full House on February 28, 2007. The measure 
reflects a heightened level of concern about the presence of foreign investors in the 
economy by increasing Congressional oversight over federal reviews of foreign direct 
investment and by expanding the current areas of review to include homeland security 
and critical infrastructure.  

Academic research and analysis has been relatively limited on the topic of the 
relationship between a depreciated dollar and any impact on foreign purchases of U.S. 
firms. There is also a relatively limited amount of information on this topic. Nevertheless, 
direct investment transactions as a whole seem to be tied more directly to the relative 
rates of economic growth between economies, as well as expected long-run rates of 
return and other economic factors, than to relatively short-term movements in the 
exchange rate of the dollar. Actual and expected movements in the exchange rate may 
influence the timing and the magnitude of foreign investors’ decisions, but little research 
has been done on this issue.  

                                                        
* Excerpted from CRS Report RL34000, May 11, 2007. 
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Firms also engage in a variety of tactics to nullify or mitigate the effects of 
movements in the exchange rate, which would weaken the linkage between movements 
in the exchange rate and direct investment transactions. U.S. and foreign multinational 
firms have come to raise a significant part of their investment funds in the capital markets 
in which they are investing, which also lessens the impact of movements in the exchange 
rate. Furthermore, U.S. and foreign multinational firms have become skilled at using 
various techniques to hedge the risks of changes in exchange rates. This report assesses 
the current state of knowledge concerning the role of exchange rate movements in direct 
investment transactions, presents data on some of the major factors that influence direct 
investment, and provides an overview of some of the factors that influence the way in 
which firms finance their investments.  

This report will be updated as events warrant.  
 
 

OVERVIEW  
 
The United States is unique in that it is the largest foreign direct[1]

 
investor in the world 

and also the largest recipient of foreign direct investment. This dual role means that 
globalization, or the spread of economic activity by firms across national borders, has become 
a prominent feature of the U.S. economy. Through direct investment the U.S. economy has 
become highly enmeshed into the broader global economy. Some observers are concerned 
that the depreciation in the value of the dollar relative to a number of major currencies could 
lead to a “fire sale” of U.S. firms. Direct investment commonly refers to investment in new or 
established businesses and real estate, compared with portfolio investment, which refers to 
investment in U.S. government securities and corporate stocks and bonds. This report focuses 
on foreign direct investment.[2]

 
 

Foreigners invested $184 billion in U.S. businesses and real estate in 2006, according to 
balance of payments data published by the Department of Commerce.[3]

 
As figure 1 shows, 

this represents an increase over the $104 billion invested in 2005 and compares to the sharp 
increase in the amount U.S. firms invested abroad in 2006 relative to the amount they 
invested abroad in 2005. The increase in U.S. direct investment flows mirrors a turnaround in 
global flows. According to the United Nation’s World Investment Report,[4]

 
global foreign 

direct investment flows increased by 29% in 2005 and 27% in 2004, after three years of 
declining flows.  

The cumulative amount, or stock, of foreign direct investment in the United States on a 
historical cost basis[5] increased by $109 billion in 2005 to over $1.6 trillion. This marks a 
slight increase over the previous year and a significant change from the decline in foreign 
investment spending that had occurred since 2000.[6] The rise in the value of foreign direct 
investment in the United States includes an upward valuation adjustment of existing 
investments and increased spending that was driven by the relatively stronger growth rate of 
the U.S. economy, the world-wide resurgence in cross-border merger and acquisition activity, 
and investment in the U.S. manufacturing, information and depository institutions as overseas 
banks and finance and insurance companies sought access to the profitable U.S. financial 
market.[7]

 
 

New spending by U.S. firms on businesses and real estate abroad, or U.S. direct 
investment abroad, fell sharply in 2005 to $9 billion, down from the $252 billion U.S. firms 
invested in 2004, according to the Department of Commerce.[8] The drop in U.S. direct 
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investment abroad reflects actions by U.S. parent firms to reduce the amount of reinvested 
earnings going to their foreign affiliates for distribution to the U.S. parent firms in order to 
take advantage of one-time tax provisions in the American Jobs Creation Act of 2004 (P.L. 
108-357). Data indicate that U.S. direct investment abroad in 2006 rebounded to reach $249 
billion.  

 

 
Source: CRS from U.S. Department of Commerce data  
Note: the drop in U.S. direct investment abroad in 2005 reflects actions by U.S. parent companies to 

take advantage of a one-time tax provision. 

Figure 1. Foreign Direct Investment in the United States and U.S. Direct Investment Abroad, Annual 
Flows, 1990-2006. 

 
 

FOREIGN DIRECT INVESTMENT AND THE DOLLAR  
 
Since 2002, the dollar has depreciated against a broad basket of currencies and against 

the euro. This depreciation has prompted some observers to question whether the “cheap” 
nominal dollar is leading to a “fire sale” of U.S. firms, especially of those firms that can be 
identified as part of the Nation’s defense industrial base. While some aspects of foreign 
investment have been studied extensively by academics and others, relatively few economic 
studies have addressed the linkage between direct investment and movements in the exchange 
rate and even those studies have produced mixed results.  

In general terms, most economists argue that depreciation in the exchange value of the 
dollar is not the key factor that drives the decision by most foreign firms to invest in the 
United States, although the corresponding appreciation of foreign currencies would lower the 
cost of assets acquired in the United States. The lower value of the dollar, however, means 
that the value of returns from U.S. assets are reduced as well, which would leave the overall 
rate of return on such investments unchanged.[9] In one study, two economists argue that an 
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appreciation of foreign currencies relative to the dollar could boost foreign direct investment 
in the United States, because the appreciation leads to increased wealth for foreign firms 
relative to their U.S. counterparts and greater access to low-cost funds in local markets.[10]

 

Another economist argues that appreciation of the yen in the 1980s provided some impetus 
for Japanese firms to increase their direct investments in the United States, because the 
appreciated yen lowered the price of certain firm-specific assets, such as technology and 
managerial skills, but that it did not necessarily improve the nominal returns to Japanese 
firms.[11] Actual and expected changes in the exchange rate of the dollar may well influence 
the timing and the magnitude of foreign investors’ decisions, but little research has been done 
on this issue.  

 
 

Foreign Direct Investment and GDP  
 
Generally, economists argue that relative rates of growth between the U.S. and foreign 

economies are indicative of relative rates of return and corporate profitability and, therefore, 
are key factors in determining the direction and magnitude of capital flows, including direct 
investment flows.[12]

 
These flows also are affected by relative rates of inflation, taxes, 

interest rates, and expectations about the performance of national economies, which means 
they can be quite volatile at times. Since the mid1990s, a combination of strong growth and 
low inflation in the U.S. economy likely were the main factors in attracting foreign investors. 
The sheer size of the U.S. economy, the vast number of investment opportunities, and the 
relative liquidity of the market likely also enhance the appeal of investments in the United 
States. From 2002 to 2005, U.S. direct investment abroad was more than twice the amount 
foreigners invested in the U.S. economy, reflecting the period of slower growth in the U.S. 
economy from 2001-2003. Both U.S. direct investment abroad and foreign direct investment 
in the United States increased in 2006, reflecting both the stronger rate of growth of the U.S. 
economy and growth in corporate earnings.  

Table 1 shows annual data from 1999 to 2006 for U.S. and foreign direct investment. The 
data show annual inward and outward flows of direct investment and they provide some detail 
on the composition of the sources of those funds. The table also presents index numbers 
representing the nominal trade-weighted exchange rate of the dollar relative to a broad basket 
of currencies with the year 2000 as the base year and the annual rate of economic growth in 
percentage terms for the real gross domestic product (GDP) of the U.S. economy. Similar sets 
of index numbers were constructed for the Japanese yen, Japanese direct investment in the 
United States, the euro, and euro-country direct investment in the United States.[13] The 
index numbers that represent the exchange rate between the dollar and various foreign 
currencies were constructed such that an increase in the value of the index means that more 
dollars are required to buy foreign currency, or that the dollar has depreciated relative to the 
value of the foreign currency. Similarly, a decline in the index means that fewer dollars are 
required to buy foreign currency, or that the dollar has appreciated.  
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Table 1. U.S. Direct Investment Abroad, Foreign Direct  
Investment in the United States, and Indexes of Currencies, 1999-2006  

 
 1999 2000 2001 2002 2003 2004 2005 2006 

U.S. direct investment abroad (in $billions) 

Capital  $224.9 $-59.2 $142.3 $154.5 $149.9  $244.1  $9.1  228.3  
Equity capital  98.9 78.0 60.9 42.7 35.5  81.4  39.7  25.7  
Reinvested 
earnings  

64.2 93.6 69.8 85.3 121.0  157.3  -11.2  202.1  

Intercompany debt  61.8 -12.4 11.6 26.5 -6.6  5.4  -19.4  0.4  
Foreign direct investment in the United States (in $billions)  
Capital  $289.4 $321.3 $167.0 $84.4 $64.0  $133.2  $109.8  180.3  
Equity capital  221.6 259.6 140.9 105.3 93.4  74.1  57.7  81.5  
Reinvested 
earnings   

4.1 -0.3 -33.9 1.6 14.5  55.6  58.9  101.6  

Intercompany debt  63.8 61.9 60.0 -22.6 -44.0  3.5  -6.9  -2.9  
Dollar index(broad,  
nominal) 

102.9 100.0 94.8 94.2 
100.1  105.2  107.7  109.5  

Real GDP (% 
change)  

4.5 3.7 0.8 1.6 2.5  3.9  3.2  3.3  

Euro (index)  115.5 100.0 97.0 102.4 122.6  134.7  134.8  136.5  
Euro-country 
investment (index)  

70.5 100.0 38.8 6.7 22.7  18.8  20.8  N.A.  

Pound (index)  93.7 100.0 105.3 100.9 92.7  82.7  83.3  82.3  
British investment 
(index)  

131.4 100.0 3.4 25.7 -5.3  27.7  34.9  N.A.  

Japanese yen 
(index)  

94.8 100.0 88.7 86.1 
93.0  99.7  97.9  92.7  

Japanese 
investment  (index) 

147.8 100.0 -40.1 83.1 109.3  228.1  179.6  N.A.  

Source: Department of Commerce and Federal Reserve Board.  
Note: The nominal broad dollar index is the weighted average of the foreign exchange value of the U.S. 

dollar against a broad group of U.S. trading partners developed by the Board of Governors of the 
Federal Reserve System that shows the dollar price of foreign currency; the base year of the index 
is 2000 with a value of 100. Real GDP is the annual growth rate in real Gross Domestic Product 
(GDP). Euro, pound, and yen index values represent the dollar price of the respective currencies 
with a base value of 100 for the year 2000. Euro-country, British, and Japanese direct investment 
in the United States are represented by index numbers with the base year of 2000 = 100. Index 
values were developed by CRS.  
 
The index numbers in table 1 are constructed primarily as a device to facilitate the 

comparison of the timing and the direction of changes in the measures, not the relative 
magnitudes of the actual values involved. The data also show the similarity in trends between 
U.S. direct investment abroad and foreign direct investment in the United States. Such a 
similarity seems counterintuitive, since inward and outward investment flows are thought by 
some to be substitutes. If they are substitutes, U.S. direct investment abroad would be 
expected to be strongest during periods when the U.S. economy is not performing well 
relative to foreign economies and foreign direct investment in the United States would be 
expected to be weak. Instead, during periods when U.S. direct investment abroad is strong, 
foreign direct investment in the United States is also strong and vice versa.  
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U.S. direct investment abroad and foreign direct investment in the United States may 
follow similar investment trends over time as firms in both the United States and in foreign 
markets respond to increases or decreases in demand for goods and services as the U.S. 
economy expands or contracts, respectively. For instance, as the  

U.S. rate of economic growth rises, U.S. firms would increase their investments at home 
in response to improved profitability and stronger sales. In addition, these firms may well 
increase their investments abroad as production by foreign firms increases to meet the higher 
level of demand in the United States. Although U.S. foreign affiliates export only about 10% 
of their worldwide production back to the United States, increased levels of exports by 
foreign firms and the correspondingly higher levels of production abroad may well stimulate 
production and investment abroad by the foreign affiliates of U.S. firms.  

Overall, the data provide some support for the general conclusion that the inflows and 
outflows of direct investment are tied more directly to the overall rate of growth in the 
economy than they are to movements in the exchange rate of the dollar. Nevertheless, 
movements in the exchange rate of the dollar likely affect flows of direct investment through 
common linkages to the rate of growth in the economy and as firms adjust their payments of 
remittances in response to movements in the exchange value of the dollar.  

To the extent that the rate of growth of U.S. GDP, movements in the dollar, and direct 
investment flows are interrelated, these interrelationships complicate efforts to separate out 
cause and effect chains of influence and the relative importance of any one factor. The data in 
table 1 generally tend to support the concept that the rate of growth in the U.S. economy, as 
reflected by U.S. GDP, likely has a greater influence on direct investment flows than does the 
exchange rate of the dollar. Data from table 1 on U.S. GDP, the nominal broad index of the 
dollar price of a basket of foreign currencies, and an index of foreign direct investment in the 
United States are shown in figure 2. Again, the index numbers for the dollar are constructed 
such that a rise in the value of the index indicates that it takes more dollars per unit of foreign 
currency, or that foreign currencies have appreciated relative to the dollar.  

If movements in the exchange rate of the dollar were a key factor in driving inflows and 
outflows of foreign direct investment, then it would be reasonable to assume that the index for 
the dollar and for foreign direct investment in the United States in figure 2 would move in 
similar directions. In other words, a rise in the exchange rate of the dollar to foreign 
currencies means that it would take more dollars to buy foreign currency, or that the dollar 
had depreciated in value relative to the foreign currency so that it would be less costly for 
foreign investors. Then, an appreciation in the value of foreign currencies, and a 
corresponding depreciation in the value of the dollar, would be accompanied by an increase in 
foreign direct investment in U.S. businesses because such purchases would be cheaper in 
foreign currency.  

Likewise a depreciation in the value of foreign currencies and an appreciation in the 
value of the dollar would be expected to be accompanied by a decrease in foreign direct 
investment in the United States. During the 2000 to 2002 period, this type of relationship 
seemingly held as the dollar appreciated and foreign direct investment declined. In addition, 
as the dollar depreciated between 2002 and 2004, foreign direct investment increased. The 
relationship, however, did not hold after 2004 as the dollar depreciated and as foreign direct 
investment declined. The similarities between the general trend in foreign direct investment in 
the U.S. economy and the rate of growth of the U.S. economy, as represented by the index 
numbers for GDP, lends some support to the conclusion that the rate of growth in the 
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economy is likely to be a more important factor influencing the flows of direct investment 
than is the exchange rate of the dollar. Direct investment, movements in the exchange rate, 
and the relative rate of growth in U.S. GDP likely are interrelated in a number of ways that 
significantly complicates efforts to separate out the various chains of influence to determine 
direct cause-effect relationships.  

 

 
Source: U.S. Department of Commerce.  

Figure 2. Foreign Direct Investment in the United States, the Dollar Price of Foreign Currency, and 
U.S. GDP Growth Rate.  

 
 

Dollar-Euro  
 
Figure 3 shows data for the dollar/euro exchange rate and for direct investment in the 

United States by euro-area countries. In this figure, a rise in the euro/dollar index indicates an 
appreciation of the euro relative to the dollar. The data in the figure indicate that direct 
investment in the United States by euro-area countries during the 1998-2005 period runs 
counter to the concept that movements in the exchange rate determine flows of direct 
investment. In fact, as the euro depreciated against the dollar in the 1998-2000 period, direct 
investment increased and as the euro appreciated between 2000 and 2003, direct investment 
fell sharply. Euro-area country direct investment in the United States has remained fairly flat 
since 2003, despite the stronger euro.  
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Source: U.S. Department of Commerce. 

Figure 3. Foreign Direct Investment in the United States by Euro- Area Countries and the Dollar/Euro 
Exchange Rate Index. 

 
 

Dollar-Pound  
 
Figure 4 shows data for British direct investment in the United States and the 

dollar/pound exchange rate. Over the 1998-2005 period, the pound appreciated against the 
dollar until 2001, when it has trended down as the pound depreciated slightly through 2004. 
From 2004 through 2005, there was little change in the dollar/pound exchange rate. As the 
pound appreciated against the dollar between 1998 and 2001, British direct investment 
tumbled sharply in 1999 and 2000, in concert with the slowdown in the rate of growth of U.S. 
GDP and the height of the value of the pound against the dollar. Since 2002, British direct 
investment dropped again in 2003, before showing some resurgence in 2004 and 2005, even 
though the pound generally depreciated against the dollar.  
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Source: U.S. Department of Commerce. 

Figure 4. British Direct Investment in the United States, Dollar/Pound Exchange Rate Index. 

 
 

Dollar-Yen  
 
Similar trends are shown in figure 5, which displays the trend of Japanese direct 

investment in the United States and the dollar/yen exchange rate index during the 1998-2005 
period. An increase in the yen/dollar index indicates an appreciation of the yen relative to the 
dollar. This figure indicates that Japanese direct investment in the U.S. economy did indeed 
follow a trend that is somewhat similar to that for the dollar/yen exchange rate, although 
turning points in the yen/dollar exchange rate do not correlate well with the turning points in 
direct investment. In fact, the turning points in Japanese direct investment spending occurred 
prior to changes in the dollar/yen exchange rate, which runs contrary to the concept that the 
exchange rate is an important factor that determines foreign direct investment. Major turning 
points in Japanese direct investment in the United States, however, correlate more closely 
with the overall patterns of U.S. GDP performance than with changes in the dollar/yen 
exchange rate, indicating that Japanese direct investment in the United States over the 1998-
2005 period was influenced more by the relative rate of growth in U.S. GDP than by the 
dollar/yen exchange rate.  
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Source: U.S. Department of Commerce. 

Figure 5. Japanese Direct Investment in the United States, Dollar/Yen Exchange Rate Index. 

 
 

FOREIGN DIRECT INVESTMENT AND CAPITAL MARKETS  
 
There are a number of factors that complicate efforts to determine a cause-effect 

relationship between movements in the exchange rate and direct investment. First, both direct 
investment and the exchange rate are closely related to the relative rate of growth of the 
domestic economy and it may not be possible to separate out the individual effects. Second, 
one characteristic of multinational firms is that they utilize foreign and international capital 
markets.[14] To the extent that firms can raise funds in the market in which they are 
investing, they can blunt exchange rate effects and weaken an expected relationship between 
movements in the exchange rate and direct investment. Third, multinational firms have 
become skilled at using specialized foreign currency markets and foreign currency derivatives 
that help them reduce the risk and the economic impact of changes in exchange rates. Such 
activities likely would lessen the impact of changes in exchange rates on direct investment 
transactions.  

Most economists believe that the exchange rate of the dollar generally is determined by 
the relative long-term performance of the economy, although the exchange rate between any 
two particular currencies can move abruptly over the short run as a result of factors specific to 
individual currencies. Efforts to model and predict movements in the exchange rate of the 
dollar have proven to be particularly vexing because a number of factors can affect the value 
of the dollar and other currencies in the short run. One factor complicating efforts to 
determine a cause-effect relationship between movements in the exchange rate and direct 
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investment is the apparent similarity between the inflows and outflows of direct investment, 
as mentioned previously.  

In most cases, it would seem reasonable to assume that inward and outward direct 
investment generally would move in opposite directions in response to movements in the 
exchange rate and act somewhat as substitutes for one another. In fact, inward and outward 
flows of direct investment have tended to trend in the same direction over time. One possible 
explanation for this similarity is that the inward and outward flows of direct investment are 
affected by the same underlying forces, principally the relative rate of growth of the U.S. 
economy compared to other economies. The difficulties involved in unraveling the 
interrelationships between direct investment flows, the relative rate of growth of various 
economies, and movements in the exchange rate significantly complicate any efforts to isolate 
the relationship between direct investment and the exchange rate.  

During periods when the U.S. economy is growing at a relatively more rapid pace than 
are other developed economies, foreign firms are encouraged to invest in U.S. businesses, 
since profits in those firms would be expected to be strong. At the same time, rising corporate 
earnings associated with a growing economy would encourage U.S. firms to step up their 
investment spending both domestically and abroad since the commanding role of the U.S. 
economy in the global economy means that the performance of the U.S. economy would tend 
to have a positive effect on economic performance abroad. The advanced development of 
U.S. and global financial markets and the rapid pace of globalization in trade and investment 
activities likely means that the U.S. and global economies are becoming increasingly 
intertwined, which would increase the prospect that economic events would be transmitted 
more rapidly between the U.S. and other economies.  

Strong performance in the U.S. economy also tends to draw in foreign capital in various 
forms that adds to upward pressure on the dollar, so that the exchange rate of the dollar and 
the rate of growth in the economy would experience any number of direct, indirect (second-
hand), and cross effects (third-hand). Both the rate of growth of U.S. GDP and the exchange 
rate of the dollar increased through the 1998 to 2000 period. As the rate of growth of the 
economy slowed in the 2000 to 2002 period, however, the dollar continued to appreciate due 
in part to the mix of macroeconomic policies in the United States that attracted inflows of 
capital. Since 2002, however, the exchange rate of the dollar has depreciated against the euro 
and a broad basket of currencies despite a general improvement in the rate of growth of U.S. 
GDP.  

 
 

Sources of Direct Investment Funds  
 
The data in table 1 also indicate that there are differences between U.S. and foreign firms 

in the sources of their funds, which likely lessens the impact of movements of the dollar on 
both U.S. and foreign direct investment. Both U.S. and foreign firms make little use of 
intercompany debt to finance their investments. Instead, multinational firms raise the bulk of 
their funds internally or in the particular foreign markets in which they are operating, 
especially if those markets are in advanced developed economies. As a result, this apparent 
preference for host-country sources of financing would reduce the impact of movements in 
the exchange rate on cross-border flows of direct investment.[15] Since nearly three-fourths 
of U.S. direct investment abroad is in highly developed economies with well-developed 
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capital and equity markets similar to those in the United States, U.S. firms generally raise the 
funds they need in those markets.  

In 1998 and 1999 as the U.S. economy was growing at a rapid rate, U.S. multinational 
firms financed their investments abroad with a combination of equity capital, reinvested 
earnings, and intercompany debt as the U.S. parent companies loaned funds to their foreign 
affiliates. Since 1999, intercompany debt has played a smaller role in financing overseas 
investments. Instead, equity capital and reinvested earnings have accounted for over 90% of 
the source of funds to the foreign affiliates of U.S. parent companies, with reinvested earnings 
accounting for about 60% of the funds the foreign affiliates of U.S. firms invested over the 
2000-2005 period.  

In contrast, the affiliates of foreign firms operating in the United States relied heavily on 
U.S. equity markets to finance over 80% of their investments during the 1999-2006 period. 
Reinvested earnings played a significant role in financing the investments of foreign firms 
only in 2004 and 2005, when the declining value of the dollar combined with the increased 
rate of growth of the U.S. economy to encourage foreign firms to reinvest the profits they 
raised in the United States back into their U.S. affiliates. This reliance on domestic sources of 
capital means that the relative importance of the exchange rate as a factor that affects the 
investment decisions of firms likely varies over time depending on other economic factors, 
especially the overall performance of the economy; taxes; and the performance of corporate 
earnings.  

 
 

International Role of the Dollar and Derivatives  
 
Volatility in the exchange value of the dollar has spurred many multinational firms to act 

to protect themselves against such fluctuations. As a result, firms and other enterprises that 
deal in foreign currencies have become accustomed to participating in what is termed “over 
the counter” currency transactions that are aimed at reducing the risks and mitigating the 
effects of changes in the exchange value of the dollar. The growth in the U.S. economy and 
the growth in the international role of the dollar means that the dollar is now heavily traded in 
financial markets around the globe and, at times, plays the role of a global currency.  

The prominent international role of the dollar means that the exchange value of the dollar 
often acts as a mechanism for transmitting economic and political news and events across 
national borders. While such a role helps facilitate a broad range of international economic 
and financial activities, it also means that the dollar’s exchange value can vary greatly on a 
daily or weekly basis as it is buffeted by international events.[16] A recent survey by the 
world’s leading central banks indicate that the daily trading of foreign currencies totals more 
than $1.9 trillion, or more than the annual amount of U.S. exports of goods and services. The 
data also indicate that 90% of the global foreign exchange turnover is in U.S. dollars, 
substantially the same as the share reported in a similar survey conducted in 2001.[17]

 
 

In the U.S. foreign exchange market, the value of the dollar is followed closely by 
multinational firms, international banks, and investors who are attempting to offset some of 
the inherent risks involved with foreign exchange trading. On a daily basis, turnover in the 
U.S. foreign exchange market[18] averages $461 billion; similar transactions in the U.S. 
foreign exchange derivative markets[19] averages $355 billion, nearly double the amount 
reported in a similar survey conducted in 2001.[20]

 
Foreigners also buy and sell U.S. 
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corporate bonds and stocks and U.S. Treasury securities. Foreigners now own about 54% of 
the total amount of outstanding U.S. Treasury securities that are publicly held and traded.[21]

 
 

The data in table 2 provide some selected indicators on the relative sizes of the various 
capital markets in various countries and regions and the importance of international foreign 
exchange markets. Worldwide, foreign exchange and interest rate derivatives, the most 
widely used hedges against movements in currencies, were valued at $243 trillion in 2005, 
nearly 60% larger than the combined total of all public and private bonds, equities, and bank 
assets. For the United States, such derivatives total twice as much as all U.S. bonds, equities, 
and bank assets.  

 
 

CONCLUSIONS  
 
The depreciation of the dollar has raised concerns that the lowered value dollar would 

lead to a “fire sale” of U.S. firms. Such an increase of foreign direct investment would be of 
concern to Congress, which has shown a heightened level of interest in the role and presence 
of foreign-owned firms in the economy since September 11, 2001. There is little academic 
research and much still to be learned about the role of the exchange rate in the decision-
making process of U.S. and foreign multinational firms, but movements in the exchange rate 
do not appear to be a major factor in driving those investment decisions. While U.S. and 
foreign direct investment were both higher in 2006 than they were in 2005, neither U.S. direct 
investment abroad nor foreign direct investment in the United States seems to be tied too 
strongly to the depreciation of the dollar. There does appear to be a complex set of 
relationships that connect direct investment, the relative rate of growth in the economy, and 
movements in the exchange rate, but it is difficult to unwind these relationships to determine 
the relative importance of each factor. A cursory examination of the available data seems to 
indicate that the relative rates of growth between the U.S. and foreign economies likely is the 
most important factor in driving direct investment transactions.  

As U.S. and foreign firms become more adept at utilizing foreign capital markets and 
foreign currency derivatives, they likely are reducing the importance of fluctuations in 
currencies as a major factor in some of their investment decisions. Nevertheless, firms likely 
do consider the movements in currencies and the relative values of currencies as they 
determine the disposition of corporate earnings. In some cases, the depreciation of the dollar 
relative to the euro caused foreign firms operating in the United States to retain the earnings 
from those operations to invest in the United States rather than to return those profits to the 
parent company at a depreciated value. Over the near term, more developing countries are 
expected to reduce national restrictions to foreign direct investment and more firms from both 
developed and developing countries are expected to engage in the direct investment process. 
As a result, these firms likely will participate more extensively in international capital 
markets and place added pressure on global and local capital markets as sources of funds 
andlikely act as agents of reform in the capital markets of developing countries. In addition, 
the proliferation of financial techniques, communications technology, and currency hedging 
strategies means that it will become even more challenging to untangle the direct and indirect 
factors that might determine specific cause-effect linkages between direct investment and 
movements in exchange rates.



  

Table 2. Selected Indicators of the Size of Various Capital 
Markets, 2005  

(in trillions of U.S. dollars)  
 

Debt Securities  Derivatives   Bonds, 
Equities, and 
Bank Assets  

Stock Market 
Capitalization  

Public  Private  Total  

Bank Assets  

Total  
OTC Foreign 
Exchange 
Derivatives  

OTC Interest 
Rate 
Derivatives  

World  
European Union  
Euro Area  
United States  
Japan  

$151.8  
55.5  
40.8  
50.2  
20.6  

$37.2  
9.6  
6.0  
17.0  
7.5  

$23.1  
6.7  
5.7  
5.9  
6.6  

$35.9  
12.0  
9.4  
17.9  
2.0  

$59.0  
18.7  
15.2  
23.8  
8.7  

$55.7  
27.3  
18.5  
9.3  
4.4  

$243.3  
N.A.  
94.3  
100.7  
33.2  

$31.4  
N.A.  
12.9  
26.3  
7.6  

$212.0  
N.A.  
81.4  
74.4  
25.6  

Source: Bank for International Settlements, Quarterly Review, March 2007. Total derivatives does not include equity- and commodity-linked derivatives.  
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ABSTRACT 
 

The Single European Payments Area (SEPA) is a planned electronic payments 
system that upon completion in 2010 would allow individuals, small- and medium-sized 
businesses, and corporations to make electronic payments throughout the European 
Union as efficiently and safely as such payments are being made on the national level 
today. However, the implementation process has been plagued with delays. The most 
recent delay occurred on December 12, 2006, when a vote on the Payment Services 
Directive was scheduled to be taken. But unresolved regulatory policy issues among 
member states prevented it from happening. One reason for the delay is pressure from 
European bankers who are uncertain about their ability to profitably recoup their costs 
once the system is constructed. The legislative status of the directive is that the President 
of the European Council is re-drafting it and between July 12 and September 12, 2007, a 
vote should be taken in the Plenary Committee of the European Parliament.  

Congress is interested in SEPA because it has been monitoring the European Union’s 
effort to unify its 27 member countries’ financial markets. Congress recognizes that upon 
implementation of these efforts, such as the EU Financial Services Action Plan (FSAP), 
the Financial Conglomerate Directive (FCD), and now the Payment Services Directive 
(PSD), American firms doing business with the European Union could be significantly 
impacted.  

The European payments systems are extremely fragmented. There are 27 national 
systems governed by national and local laws and practices. On average, the cost of 
making payments in the EU remains relatively expensive, even though more less-
expensive electronic payments are being made, replacing the more costly cash and paper-
check payments. European payment services costs include the inefficiencies caused by 
the use of non-standard customer interface, incompatible formats between foreign and 
                                                        

* Excerpted from CRS Report RL33952, dated April 5, 2007. 
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domestic banks, and a low degree of automation in banks’ internal systems. By one 
measure, these inefficiencies and others are estimated to cost the EU between 2% to 3% 
of its gross domestic product (GDP) (the EU GDP was $13.4 trillion in 2005 which 
would mean between $268 and $402 billion).  

This report presents a brief background on the efforts to create SEPA by the 
European government and the banking industry. It assesses the current electronic 
payments systems from the wholesale (large value) level and the retail (small value) level 
of payments. The report then examines the attempts to develop the pan-European 
automated clearinghouse system (PEACH). It summarizes the provisions of the Payment 
Services Directive that establishes the legal and regulatory basis for SEPA. The last two 
sections examine the implications of SEPA for U.S. international banks and conclude 
with an outline of the potential advantages and disadvantages of SEPA for European and 
American financial services providers.  

This report will be updated as developments warrant.  
 
 

INTRODUCTION  
 
The European Union (EU)[1] is developing an electronic payments system to allow 

national financial services providers to offer Eurozone-wide electronic payment services. 
SEPA is expected to allow individuals, small- and medium-sized enterprises (SMEs), and 
corporations to make electronic payments throughout the Eurozone as efficiently and as 
safely as such payments are being made domestically today. SEPA is to bring about similar 
economically unifying effects in electronic payments as the Euro (€) banknotes and coins 
brought about since their January 2002 introduction. Because of that introduction, businesses 
and individuals in the Eurozone are able to make cash payments within and across 13 
countries using a single purse of currency. SEPA has been a work in progress since its 
conception in 2002. Numerous delays and lack of regulatory agreements have frustrated the 
European Commission in Brussel, its main advocate,[2] even though the private European 
banking industry is expected to pay for SEPA. The lack of progress could be explained by the 
European bankers’ uncertainty about their ability to profitably recoup their costs once the 
system is constructed in 2010.[3]

 

 

SEPA is of interest to Congress because it continues to monitor the European Union’s 
efforts to unify its financial services markets. Congress recognizes that, upon completion of 
SEPA, American firms, customers, and investors could be significantly impacted by such 
efforts as the financial services action plan (FSAP), the Financial Conglomerate Directive 
(PSD), and the Payments Services Directive. Congress is also committed to working with 
U.S. and EU financial regulators to ensure U.S. financial services providers fair access to 
European and American financial markets.  

A major recent development in the European efforts to unify its markets was that the 
European Parliament failed to take a scheduled December 12, 2006 vote on the Payment 
Services Directive that the European Commission published in 2005.[4]

 

One reason for not 
having a vote is disagreement on legal and regulatory changes which are necessary to make 
SEPA operational. The PSD is aimed at removing most of the legal and regulatory barriers to 
market competition in the European Union, particularly the Eurozone and overcoming the 
regulatory obstacles to inter-Eurozone payments. The directive, for example, addresses 
fundamental questions raised regarding liability and burden of proof in cases of credit card 
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fraud, execution time, and value date of transactions and treatment of nonmember countries’ 
banks doing business in the Eurozone.  

This report presents a brief background of the European Commission and the European 
banking industry efforts to create a single European payments area. It examines the current 
electronic payments system as it stands from both the wholesale (large value) and retail (small 
value) levels transactions. The next part of the report assesses the attempt to develop the pan-
European automated clearinghouse system (PEACH). Then, it outlines the provisions of the 
Payment Services Directive that establish the legal and regulatory basis for SEPA. The final 
two sections of the report examine some of the implications of SEPA for U.S. international 
banks and outline some potential advantageous and disadvantageous effects of SEPA.  

 
 

SEPA BACKGROUND  
 
To plan SEPA, the European Commission gave the preparatory work to the European 

Payments Council (EPC), which is a coalition founded by 65 banks and three European credit 
sector associations. The European Commission sees the creation of an integrated payments 
system as a logical follow-up to the introduction of the Euro and expects big savings and 
greater efficiencies for consumers and businesses from SEPA. However, SEPA is likely to 
impose some significant costs on the European banking industry in the process of its 
development, including increased spending on advanced technology in software and hardware 
infrastructure. As one European Central Bank publication states, “This restructuring [for 
SEPA] will, in the short term, generate considerable costs; however, in the medium to long 
term, the European banking industry will benefit from cost savings regarding euro area 
payments, and also from potential new revenue streams.”[5] The European banking industry 
does not seem to be convinced about the future benefits. Consequently, it has been slow in 
developing SEPA. The slowness of the creation of SEPA has brought criticisms of the EPC 
and the banking industry, including a threat of possible regulatory intervention unless efforts 
to create SEPA are sped up.[6]

 
The EPC response was that SEPA is on schedule in 

accordance with the revised December 2004 roadmap. The revisions clearly overlooked the 
benchmarks set in the earlier roadmap of 2002-2010.[7]

 
 

On the government side, concerns were expressed by the European Commission, and the 
European Central Bank because the EPC has missed critical points on its own roadmap. One 
argument the European Commission put forth is that EPC’s efforts so far would not remove 
the fragmentation of the Eurozone payments system because the needed massive irreversible 
migration of users from the current dominant national systems to SEPA may not come about. 
Some in the European Central Bank argue that the banking industry should speed up the 
SEPA implementation process.[8] In defense of the EPC, Gerard Harsink, its chairman, 
responded that the council was responsible only for drawing up the rules and standards for the 
payment products and for implementing them.[9] The implementation is being held up by 
lack of approval of the PSD, which is aimed at integrating the existing national payment 
systems into a pan-European system.  
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The EU Payments System  
 
If SEPA is developed, it would be one of the world’s largest electronic payments system. 

In 2004, the then 25-member payments system made an estimated 231 billion transactions 
(cash and non-cash) with a total value of  52 trillion or $63 trillion.[10]

 
But there was a 

relatively small volume of cross-border transactions (97% of the payments were within 
member states, with only 7 billion cross-border transactions).[11] Even so, seven billion is a 
significant number of transactions. The process of switching from paper checks, notes, and 
coins to electronic payments has already begun. Non-cash payment transactions in 2004 
amounted to 65.3 billion transactions in the European Union.[12] The number of electronic 
payments (card payments, credit transfers, and direct debits) has been steadily climbing, 
replacing payments that were made with checks and cash. Total check payments declined 
from 8.9 billion in 2000 to 7.5 billion in 2004. Figure 1 shows that the total number of 
electronic payments increased from 37.9 billion in 2000 to 57 billion in 2004. Using data 
from the Commission’s retail banking study and the European Central Bank, there were an 
estimated 166 billion cash transactions in the EU in 2004.[13]

  

 

 
Source: Commission Services Retail Banking Sector Inquiry, 2005-2006. 

Figure 1. Number of Non-Cash Payments in the EU (millions).  

The estimated aggregate cost of the existing payments system ranges from 2% to 3% of 
gross domestic product (GDP) (the EU GDP was € 10.4 trillion or $13.4 trillion in 2005,[14] 
which makes the estimated cost between $268 and $402 billion). However, the cost of the 
payments systems of Belgium, the Netherlands and Sweden are between 0.3-0.5% of GDP. 
Switching to more electronic payments would lower these costs; the use of cash alone 
accounts for 60% to 70% of the total inefficiency of the system.[15] A major reason for the 
high cost is that the European payments systems are made up of many separate systems. 
There are 27 national systems governed by national and local laws and practices. 
Stakeholders who have profited from the existing systems are not likely to readily change to 
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SEPA. The prices for payment services take into account the inefficiencies caused by the use 
of nonstandard customer interfaces, incompatible formats between foreign and domestic 
banks, and a low degree of automation in banks’ internal systems.[16] The EU’s main 
argument for SEPA is that it would lead to a less fragmented payments system that would 
benefit from economies of scale and reduced transaction costs.  

The European banking industry’s concern about SEPA is partly that it will have to 
restructure its currently profitable wholesale and retail payments system to accommodate 
SEPA. SEPA is expected to have the greatest impact on retail transactions (small value 
transactions). The wholesale (large value transactions) electronic payments system, which 
handles most of the cross-border transactions, is functioning well, but it too must be 
restructured. In support of the argument for SEPA, the EU Commission found huge price 
differences in providing payment services among member nations. The difference was as high 
as eight times. In addition, in some countries, the standard execution time for cross-border 
payments is one day, while in others it takes up to three days.[17]

 

 

 
 

The Wholesale Electronic Payments System  
 
Most wholesale transactions are made through major banks with corresponding banking 

relationships with local banks in most important foreign cities. At least 80% of bank-to-bank 
cross-border payments are made through corresponding banking arrangements or via intra-
bank transactions (the same banks with offices in other countries).[18]

 
In addition, there are 

governments and private wholesale payments systems. Fedwire is Federal Reserve Wire 
Network for American bank transactions. The European Union has TARGET, which is the 
Trans-European Automated Real-time Gross Settlement Express Transfer, consisting of the 
European Central Bank (ECB) and 16 member countries’ central banks systems. TARGET 
and TARGET 2 are also critical tools for the implementation of monetary policyfor the 
EuroSystem through the European System of Central Banks. Another EU-wide wholesale 
electronic payment mechanism is the EURO1 system of the Euro banking association. 
EURO1 processes interbank payments. There are also three other smaller large-value systems 
located in France, Finland, and Spain.[19]

  

 
 

The Retail Electronic Payments System  
 
On the retail side, the construction of SEPA began in February 2004, but soon ran into 

difficulties. In assessing the different EU-infrastructures in place for processing payments, the 
European banking industry opted for the creation of a pan-European Automated Clearing 
House (PEACH). ACH systems are large volume electronic payment processing systems. The 
system usually enables corporations and consumers to make routine payments more 
efficiently than cash or checks. Payrolls, recurring bill payments, and government payments 
to individuals and agencies such as Social Security benefits are examples of typical ACH 
payments. ACHs are broadcasters of payments to many payees or receivers of payments from 
many payees for a single ACH customer.  

PEACH would be able to make these payments throughout the Europan Union, but would 
have required banks to either close their systems and move to another infrastructure, or 
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transform proven and efficient national ACHs into PEACHs. In 2005, a number of existing 
automated clearinghouses declared their intention to become SEPA-compliant without 
necessarily transforming their systems into PEACHs. Indications are that the EuroSystem 
would accept this approach. It encourages both the migration of national to SEPA-compliant 
infrastructures and the establishment of additional PEACH providers to encourage the 
necessary competition in the market.[20] The banking industry’s effort to minimize costs has 
been a contributing factor in the slowness of implementing the PEACH process.[21]

 

 

Furthermore, there is little confidence among financial analysts that these systems will 
work efficiently together. While the openness to a variety of SEPA-compliant infrastructures 
facilitates agreements among the EU-member countries, it undercuts capturing the cost 
savings from economies of scale. It is essential that a critical mass of payment instruments is 
processed in the PEACH infrasture, including local volumes, in order to be competitive with 
the lower unit costs of the large national ACHs. A major reason for the resistance to SEPA is 
that the bulk of the costs of processing intra-EU payments lies within the financial institutions 
(client order/reporting automation, back office automation). A critical mass of payments is 
needed to significantly reduce the unit cost of this processing.  

 
Excess Profits in the Retail Electronic Payments Systems 

The fragmentation in EU financial markets with 27 national regulators and local laws and 
practices could lead to excess profits for lack of competition. Figure 2 shows the profitability 
of credit cards issuing at the country level, using 2004 data (specific countries were not 
identified). While there is some controversy about the way costs were calculated in these 
estimates,[22] the data shows that the income generated from issuing credit cards was higher 
than the associated cost of issuing credit cards in all 25 member states. The weighted average 
profit ratio varied from 3% to 147% with an average of 65%, suggesting strongly that there 
are excess profits in the EU credit card market.  

 

 
Source: Commission services retail banking sector inquiry, 2005-2006.  

Figure 2. Profit Ratio Differentials in Credit Card Issuing, 2004.  

Furthermore, the fragmentation and the lack of competition were evident in the variation 
in fees for ATM withdrawals and credit transfers (not shown) between banks and across 
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member states. For example, some banks charge a fixed amount per transaction and others 
levy a percentage of the transaction amount. Others apply a mixed structure, combining 
methods of determining the charges. In the European Commission’s study from which this 
data was obtained, the weighted average fee for a €  100 ATM withdrawal on another bank 
with a debit card is € 1.14. However, the fee charged ranged from pennies to € 8. Greater 
variability was found for credit transfers. Credit transfers are payments that are made between 
bank accounts at the instruction of the payer. For the same €100 credit transfer, the weighted 
average fee in the 12 EU member states was € 2. However, the weighted average fee ranged 
from € 0 to € 10. The study concludes that the characteristics of the retail banking industry 
make it difficult to compare similar products. But, the pricing behavior of banks provides 
some initial indications on the degree of competition in the market.[23]

  

 
 

PROVISIONS OF THE PAYMENTS SERVICES DIRECTIVE  
 
In September 2005, the European Payments Council adopted the SEPA Direct Debit 

Rulebook for national consultation. What the member nations had to consider in this 
Rulebook was a complete set of business rules, practices, and standards which govern the 
direct debit scheme in SEPA. The Rulebook includes the roles and responsibilities of the 
participants, business and operational rules, and legal and contractual frameworks. A major 
unresolved issue for the EPC is the way debts are issued, amended, and cancelled. But this 
could be overcome by the passage of the Payment Services Directive. The Payment Services 
Directive could resolve issues such as whether the debtors can give the mandates to debit 
their accounts directly to the creditors, or whether the debtors should give the mandates to 
their banks, either directly or through the creditors.[24] Currently in some countries, debtors 
give the mandates to the creditors; in other countries, the debtors give the mandates to their 
banks.  

The directive being considered for approval by the European Parliament contains the 
regulatory provisions of the Rulebook. These provisions affect the following institutions: 
credit institutions, e-money issuers, money transfer companies, automated teller machine 
(ATM) providers, companies offering bill payment services, mobile phone operators, digital 
payment service providers, credit unions, and central banks in supervising proportioning of 
risk in four-party payment schemes.[25] Upon implementation these legal requirements 
would allow these institutions to operate in SEPA.  

The Payments Services Directive’s structure consists of six titles:  
 
• Title I sets out the subject matter, scope, and definitions. It excludes central banks 

and public authorities and specifies the financial institutions and services that are 
covered by the directive. It covers electronic payments in the EU and between EU 
and non-member countries  

• Title II establishes the regulatory regime for payment institutions covered by the 
directive. It provides the general rules that apply to payment institutions. It also 
covers rules governing agents of payment institutions.  

• Title III establishes the transparency of conditions for payment services. It provides 
the consumer protection provisions to be carried out mainly through disclosure 
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requirements for transparency. It also covers disclosure requirements concerning 
currency exchanges.  

• Title IV sets out the rights and obligations of participants using the payment system 
services. It covers the authorization of payments including what constitutes 
authorization and what happens when an unauthorized payment is being made and 
establishes the refunding mechanisms for different types of payments.  

• Title V establishes the payments committee and provides the schedule of directive 
updates.  

• Title VI contains the provisions specifying the transposition requirements that 
member states would have to make to harmonize the payments systems. Should the 
directive pass the European Parliament with agreed-to national amendments, it would 
then go on to the member states for implementation.[26]

 

 

 
The legislative status of the directive is that the President of the European Council is re-

drafting the directive. The European Parliament’s economic lead committee expects to get the 
President’s re-draft on May 30, 2007. June 10, 2007 is the deadline for amendments in the 
Economy Committee. On July 11, 2007, a vote is to take place in the Economy Committee. 
Between July 12 and September 12, 2007, a vote should be taken in the Plenary Committee of 
the European Parliament.[27]

  

 
 

SEPA’S IMPLICATIONS FOR THE UNITED STATES  
 
The single European payments area could have some significant implications for U.S. 

international financial services providers. However, until the system is operational, the actual 
extent of SEPA’s impact on the United States remains speculation. SEPA is not likely to 
significantly change the wholesale-side electronic payments, which rely heavily on 
corresponding banking relationships and government-operated payments systems. Where the 
impact of SEPA is likely to be felt is on the retail side of the payments business. Even if the 
system only partially reaches its optimal efficiency goals in retail payments, there is no 
assurance that these benefits will be fully shared with U.S. financial services providers. The 
main reason is that common legal and regulatory standards that are being negotiated naturally 
exclude the United States, which is mainly on the sidelines. It is possible that the outcome of 
these negotiations could make it more difficult for U.S. institutions to compete in Europe. For 
example, under SEPA, U.S. financial services providers could be relatively disadvantaged by 
additional regulatory requirements or denied benefits made possible by SEPA. In short, U.S. 
institutions’ customers may have to pay additional fees or meet specific requirements to make 
electronic payments within the Eurozone.  

U.S. financial institutions could be placed under special regulations under SEPA, as the 
EU has done in the past. Such regulation could limit the type of services U.S. providers offer 
and the price they charge for those services. The EU 2002 Visa Decision is an example. 
Interchange fees are interbank fees paid between the card payer’s bank and the payee’s bank 
for the card issuance and the electronic clearing and settlement of the card’s transactions. To 
lower the cost of credit cards for European merchants, the European Commission pressured 
Visa Europe to apply a fixed fee per transaction in determining its interchange fees. 
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MasterCard, on the other hand, was allowed to base its interchange fee on a percentage of the 
transaction value. The Commission reported that the decision had the effect of reducing Visa 
cross-border interchange fees, while MasterCard enjoyed higher revenues from its cross-
border interchange fees. 

 The European Commission complained to the European banking industry about 
interchange fees. It argued that these fees are higher than they should be in the EU. However, 
the Commission has not mandated how EU member states determine interchange fees as it 
did for MasterCard and Visa. The most recent Commission study shows that interchange fees 
remain excessive in many member countries that are using one or both methods to determine 
their fees.[28] Because U.S. financial institutions are outside these negotiations but are 
subject to their decisions, member states could gain an advantage on U.S. institutions by 
negotiating exemptions and/or amendments in favor of their countries’ financial institutions.  

A further possible concern is that the European Commission plans to build SEPA using 
Europeans enterprises exclusively. Because SEPA is European built, U.S. institutions’ access 
to SEPA doesn’t necessarily have to be a concern. However, the lack of U.S. presence in the 
rules’ negotiations as well as the physical construction could later create problems in terms of 
software and hardware compatibility and protocol for U.S. institutions’ access. Visa Europe, 
the card payment organization with vast experience in developing electronic payments 
exchanges for credit and debit cards as well as other methods of electronic payments, is 
expected to play a significant role in building SEPA.[29] However, to get this business Visa 
Europe had to separate from the Visa umbrella organization. Visa Europe is now a not-for-
profit enterprise owned by 6,000 European member banks.  

The newly incorporated Visa Europe has the opportunity to bid for new business as well 
as more flexibility to deal with the changing European payments system.[30] 

 The United States is excluded because the European banking association, whose 
members make up the majority of the European Payments Council that are responsible for 
planning SEPA, has made it clear that only European-owned and controlled organizations can 
bid for non-card processing work in constructing the pan-European Automated Clearing 
Houses (PEACHs) for debit and credit transactions.[31] According to the chief executive of 
Visa Europe, “building this single market, which we wholeheartedly support, is very unique 
and will require investment in infrastructures and — most importantly — very close co-
operation between European banks. We believe the association’s structure is the best way to 
facilitate this.”[32]

  

 
 

CONCLUSION  
 
On most fronts, SEPA’s potential impact is largely uncertain. The objectives of the 

Payment Services Directive are critical hurdles for the European Union to overcome. Like 
most government-led initiatives SEPA is focused on the reduction of costs to end users — 
individuals, SMEs, and corporations. Initially, however, the SEPA effort translates into 
higher cost for European financial services providers that supply these electronic payment 
services domestically and across borders. The European banking industry is resisting SEPA 
because they are reluctant to invest in a more efficient payment system from which there is 
little or no assurance that they will be able to profitably recover the cost of their investments. 
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Despite the heated debates in the European Parliament, it is very likely that the Payment 
Services Directive will be approved. However, like other directives, it is likely to be loaded 
with amendments, which could reduce SEPA’s effectiveness in lowering end users’ costs for 
payments transactions.  

If U.S. financial services institutions are forced to adapt to regulatory modifications of 
each national system that is permitted under the Payment Services Directive negotiations, 
U.S. financial services providers could lose their competitive advantage. On the other hand, if 
the directive is effectively implemented, harmonizing member states’ laws and regulations, 
and eliminating regulatory fragmentation, U.S. international institutions could benefit from 
dealing with one set of regulations instead of dealing with financial regulatory subtleties of 27 
member states. U.S. providers in many areas of financial services are already technologically 
competitive in the European Union, which makes them capable of exploiting the new 
opportunities that SEPA might create more quickly than some of their European competitors.  
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ABSTRACT 
 

Globally, central bank holdings of reserve currency assets have risen sharply in 
recent years. These “official holdings” have nearly tripled since 1999 to reach $5 trillion 
by the end of 2006. Nearly $3 trillion has been amassed by developing Asia and Japan. 
China, in particular, now has official reserves that exceed $1 trillion. In addition, the oil-
exporting countries have increased their official reserves by about $700 billion. The 
dollar’s status as the dominant international currency has meant that as much 70% of this 
large accumulation of official reserves are of some form of dollar asset.  

There are significant advantages for the United States in having the dominant reserve 
currency. These advantages include reduced exchange rate risk and lower borrowing 
costs. However, these large accumulations of dollar assets in foreign official holdings 
also means that foreign central banks have become important participants in and 
influences on U.S. financial markets and the wider U.S. economy.  

Four factors — share of world output and trade, macroeconomic stability, degree of 
financial market development, and network externalities — combine to influence the 
choice of a reserve currency. The euro has improved its standing in all four areas but the 
dollar retains significant advantages. Available data show only modest diversification 
from dollar assets by foreign central banks from the time of the euro’s introduction in 
1999 through the end of 2006. The dollar’s share of total official reserves rose through 
the 1990s, reaching a peak value of about 72% global reserves in 2001. By 2003 that 
share fell to about 66% and remained near that level through 2006. The euro’s share of 
global official reserves rose from about 18% in 1999 to 25% in 2003, but has remained 
near this level through 2006.  

Looking to the future, the dollar’s status as the dominant reserve currency may be 
challenged by the euro because it increasingly offers many of the advantages of the dollar 
but fewer of the risks. The dollar’s most important advantage is the size, quality, and 
stability of dollar asset markets, particularly the short-term government securities market 
where central banks tend to be most active. The high liquidity of these financial markets 
makes the dollar an excellent medium of exchange. A further advantage is the power of 
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“incumbency” conferred by the “network-externalities” that accrue to the currency that is 
dominant. Together these factors make it unlikely there will be a large or abrupt change 
in the dollar’s reserve currency status.  

However, the euro is seen by some as poised to challenge the dollar in the store of 
value function of a reserve currency. The sheer magnitude of dollar assets in the official 
reserves of foreign central banks and the realistic prospect of continued, and perhaps 
disorderly, depreciation of the dollar against most currencies, place central banks at 
considerable risk of incurring large capital losses on their dollar asset holding. With more 
than enough dollar reserves to meet liquidity needs, prudent asset management would 
seem to dictate some diversification away from the dollar and toward the euro. This 
report will be updated as events warrant.  
 
 

THE RISING INTERNATIONAL IMPORTANCE  
OF “OFFICIAL HOLDINGS”  

 
Central bank holdings of reserve currency assets have risen sharply in recent years. These 

“official holdings” have nearly tripled since 1999 to reach $5 trillion by the end of 2006. 
These large accumulations of reserves have been concentrated among countries with large 
global current account surpluses. Nearly $3 trillion has been amassed by developing Asia and 
Japan. China, in particular, now has official reserves that exceed $1 trillion. In addition, the 
oil-exporting countries have increased their official reserves by about $700 billion.[1]

 
 

The dollar’s status as the dominant international currency has meant that as much as 70% 
of this large accumulation of official reserves is held in some form of dollar asset. The U.S. 
Treasury reports that through mid-2005, 34% of the more than $3 trillion outstanding 
marketable Treasury securities was being held in foreign official reserves. (All foreign 
holdings, official and private, amount to 52% of all outstanding Treasury securities.)[2] These 
large accumulations of dollar assets in foreign official holdings mean that foreign central 
banks have become important participants in U.S. financial markets, as well as in the wider 
U.S. economy.[3]

 
 

For the United States, there are significant benefits to being the world’s reserve currency. 
Central banks’ demand for the reserve currency tends not to be as volatile as that of private 
investors. This stabilizes the demand for dollars and reduces the foreign exchange risk faced 
by U.S. companies in their international transactions. Exchange rate risk is also reduced 
because the United States borrows in its own currency so that the appreciation of foreign 
currencies against the dollar cannot increase debt service cost or raise default risk.  

Another major benefit of being the primary international reserve currency is that it 
enables the United States to borrow abroad at a lower cost then it otherwise could. This cost 
advantage occurs because there will be a willingness of foreign central banks to pay a 
liquidity premium to hold dollar assets.  

Also, the dollar’s status as the world’s reserve currency raises the likelihood of foreigners 
using U.S. asset markets. This added foreign involvement increases the breadth and depth of 
these markets, which then tends to attract even more investors, which then continually 
magnifies the benefits of being the reserve currency.  

Since 2003, sharply rising capital inflows from foreign central banks have financed on 
average about 50% of the U.S. current account deficit, increasing the sustainability of the 
trade deficit by compensating for a sizable weakening of private capital inflows.[4] It is 
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estimated that these recent official reserve accumulations have kept U.S. long-term interest 
rates from 0.5 to 1.0 percentage points lower than otherwise.[5]

 
 

Historically, a single currency has been the dominant reserve currency. In the 19th 
 

century sterling played this role, succeeded by the dollar in the 20th  century. As the 21st 
 

century has begun to unfold the dollar has remained the dominant international currency. But 
the euro, created in 1999 as part of the European monetary union (EMU), has been seen by 
some economists as a potential challenger to the dollar’s dominant position as an international 
currency in the 21st  century.[6]

 
 

To the degree that the euro displaces the dollar in the official holdings of central banks, 
the benefits to the United States of the dollar as a reserve currency will be reduced. The 
viability of the euro as a substitute for the dollar will hinge on several factors that determine 
how well it can perform the necessary roles of a reserve currency for a central bank  

 
 

THE ROLES OF A RESERVE CURRENCY  
 
An international currency is one used by non-residents to accomplish the three standard 

roles of any currency: be a medium of exchange, a unit of value, and a store of value. 
However, for central banks these three roles serve different needs than those of the private 
investor:  

 
• The medium of exchange function serves the need for foreign exchange intervention 

as central banks attempt to counter unwelcome changes in the value of their domestic 
currency caused by private inflows and outflows of capital.  

• The store of value function serves the need for reserve accumulation as self-
insurance against periodic balance of payments crisis and as a public demonstration 
of commitment to exchange rate stability.  

• The unit of account function serves the need of some countries for a monetary anchor 
to bolster domestic monetary policy in combating inflation.  

 
Typically, the currency used as the medium of exchange will also serve as the main store 

of value. Also, because of the large scale of recent reserve holdings, some central banks may 
turn more attention to the currency’s ability to also provide the store of value function of 
concern to private investors — steadiness of asset value and rate of return.  

The already large holdings of dollar assets and the prospect of continued depreciation of 
the dollar’s exchange rate are likely to be seen by foreign central banks as major disincentives 
for using dollars as their principal reserve currency. In contrast, the appreciation of the euro 
exchange rate and the substantial increase in the liquidity of the euro caused by the 
improvement in the breath and depth of euro financial markets since 1999 raises the 
attractiveness of the euro as a reserve currency.  
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FOUR FACTORS INFLUENCING CHOICE OF A RESERVE CURRENCY  
 
Economists have identified four factors that will jointly influence how well a currency 

can serve central banks as a medium of exchange, as a store of value, and as a unit of account.  
First, the larger a country’s share of world output and trade the more likely it is that other 

countries will use it as a monetary anchor or in external transactions. This factor tends to raise 
the likelihood that other countries will hold liabilities denominated in its currency and 
therefore tends to also hold more of its assets in the same currency. The euro is probably not 
at any sizable disadvantage relative to the dollar in this category. 

 Second, macroeconomic stability, particularly price stability, is needed to establish 
confidence in the currency’s value. Without this confidence a currency’s ability to play its 
role as a unit of account and as a store of value is undermined. The dollar’s status in this 
category may be eroded by the prospect of long-term exchange rate depreciation.  

Third, a high degree of financial market development, offering large size and high 
liquidity, makes it more likely that a country’s currency will be used by foreign central banks 
as the medium of exchange for currency intervention. Also, a broad and deep financial sector 
tends to reinforce overall economic stability. In this area, the dollar has been singularly 
attractive. But the development of euro area financial markets has advanced steadily since its 
1999 introduction.  

 Fourth, network externalities create a self-generating demand for a dominant currency. 
The more often a currency is used as a medium of exchange, the more liquid it becomes and 
the lower are the costs of transacting in it, leading, in turn, to it becoming even more 
attractive to new users. Network externalities create a tendency toward having one dominant 
currency and confer a substantial incumbency advantage to the dollar over the euro.[7]

 
 

None of these influences on the choice of a reserve currency is likely to change quickly, 
acting to make any shift in the status of the dominant reserve currency a slow process, with 
substantial changes most often emerging over decades.[8]

  

 
 

THE CURRENT CURRENCY COMPOSITION OF OFFICIAL RESERVES  
 
Data on the currency composition of official reserves is imperfect. The most 

comprehensive source is the International Monetary Fund’s (IMF) currency composition of 
foreign exchange reserves (COFER) database.[9] Included in this series are monetary 
authorities’ claims on non-residents in the form of banknotes, bank deposits, treasury bills, 
short-term and long-term government securities, and other claims usable to meet balance of 
payments needs. However, COFER data do not include the holdings of currency by the 
issuing country. Also, the COFER data only provides national currency specific information 
for about 70% of total global reserves because the reserves of many emerging economies are 
missing from the tally. Despite these limitations, the COFER data will most likely reveal 
basic trends in holdings of the dollar and euro in global official reserves.  

The COFER data show only modest diversification from dollar assets by foreign central 
banks from the time of the euro’s introduction in 1999 through the end of 2006. The dollar’s 
share of total official reserves was at its lowest point in the early 1990s at about 45%. 
Through the 1990s that share rose, in large measure because of accumulation of dollar 
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reserves by emerging economies, reaching a peak value of about 72% global reserves in 2001. 
By 2003, that share fell to about 66% and has remained near this level through 2006. The 
euro’s share of global official reserves rose from about 18% in 1999 to 25% in 2003, but has 
remained near this level through 2006.  

Again, the source of much of the change in both the level of official reserves and their 
distribution among currencies was central banks in developing countries, accounting for 58% 
of the growth of total foreign exchange holdings in this period, and also decreasing their share 
of dollar holdings from 70% to 60%, and increasing their share of euro holdings from 19% to 
30%. In contrast, among industrial economies the dollar share of holdings held steady and the 
share of euro holdings increased modestly.  

Another interesting change in the 1999-2006 period was a fall in the share of yen assets 
in official reserves (down from 6% to 3%) and a rise in the share of pounds sterling (up from 
2.7% to 4.4%). This relatively small increase in the international status of the pound may be 
insignificant by itself, but could very significant for the status of the euro if the United 
Kingdom were to join the EMU.  

 
 

EURO VS. DOLLAR  
 
In the framework of the three functions of a reserve currency: being a medium of 

exchange, a store of value, and a unit of account, how does the euro stack-up against the 
dollar?[10]

  

 
 

As a Medium of Exchange  
 
This is typically the most important one to be fulfilled by any well functioning currency. 

For central banks, this role will revolve around use of the currency for intervention in foreign 
exchange markets. Intervention is a task that places a premium on liquidity, the capability — 
on short notice, possibly in adverse conditions — of turning assets quickly into cash with 
little or no impact on the asset’s price. The liquidity of a currency in both foreign exchange 
markets and asset markets is important.  

In foreign exchange markets, the Bank of International Settlements’ (BIS) most recent 
Triennial Survey of Foreign Exchange and Derivatives Markets shows that on April of 2004 
the euro entered on one-side of 37% of all foreign exchange transactions. The dollar’s share 
of transactions on foreign exchange markets fell from 94% in 1998 to 89% in 2004.[11]

 
 

In asset markets, central banks invest in instruments with limited risk, making conditions 
in the country’s government security markets the most relevant for the choice of an 
intervention currency. The attractiveness of the euro has been increased by the formation of 
the EMU, creating the world’s second largest government securities market. In 2005, the 
outstanding stock of government securities of the several euro area governments totaled $4.7 
trillion. This compares to $4.2 trillion of outstanding U.S. treasury securities. Suggesting that 
more than size may matter, the largest government securities market is Japan, but the holding 
of yen-denominated reserves has declined in recent years.  



Craig K. Elwell  124 

Despite the greater size and rising attractiveness of the euro area’s government securities 
market, the U.S. Treasury market has several advantages that continue to enhance its 
attractiveness to foreign central banks. First, the short-term segment of the U.S. Treasury 
market, composed of about $950 billion U.S. Treasury bills with terms of three months to one 
year, is about twice as large as the euro area counterpart. Treasury bills are a low risk and 
highly liquid instrument that are well suited to the reserve currency needs of central banks.  

Second, U.S. Treasury securities have a single issuer and the euro area has twelve. The 
several issuers of euro assets are not of uniform credit worthiness. U.S. Treasury securities 
carry a AAA credit rating but some euro area economies government securities have a lower 
credit rating.  

Third, the U.S. Treasury market appears to offer far greater liquidity than the euro area 
government securities markets. One indicator of this is a daily turnover in U.S. government 
securities markets of nearly $500 billion. Japan is second largest at $150 billion per day. 
Turnover is an indicator of how easily a market can absorb large transactions without 
changing the asset’s price. The superior (small) bid-ask spreads found in the U.S. government 
securities market are further evidence of their very high liquidity.  

 
 

As a Unit of Account  
 
In official use this role is largely linked to the selection of an exchange rate as a monetary 

anchor. In recent years, the euro has increased in importance in fulfilling this role. In 2004, 
the IMF reported that out of 150 pegged currencies, 40 used the euro as an anchor currency. 
However, because of incomplete reporting, this type of tally may understate the true degree of 
attachment — “gravitational pull” — of one currency to another.  

An alternative approach is to examine the actual co-movements of currencies to 
determine how closely currency’s track the euro and the dollar. This currency sensitivity 
evidence suggests that the euro’s gravitational importance is rising. European countries 
outside of the EMU, such as Switzerland, Sweden, Norway, as well as eastern and central 
Europe move very closely with the euro. In Latin America, as well, there is evidence of the 
increasing gravitational pull of the euro, particularly in Brazil and Chile. One other very 
notable change has been for the traditional dollar-influenced currencies of Australia, Canada, 
and New Zealand mirroring from one-half to two-thirds of the euro’s movement. In contrast, 
the currencies of emerging economies in Asia generally follow the dollar quite closely.  

Thus, while the dollar is still the most important currency as a monetary anchor, the euro 
has become a viable international competitor to the dollar in its role as a unit of account for 
central banks. However, some caution in judging the degree of convergence is called for 
because the depreciation of the dollar since 2002 makes it difficult to separate temporary 
changes from permanent changes. Have central banks moved away from the dollar as a 
monetary anchor only until the dollar stabilizes again or has the structure of demand for the 
currency changed permanently?  
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As a Store of Value  
 
The critical criterion for a currency to be a good store of value is the ability to maintain 

real purchasing power over time. That ability will be closely tied to a country pursuing stable 
and sustainable macroeconomic policies. Although the United States has in recent years 
consistently maintained vigorous economic growth and relatively low inflation, large current 
account deficits and the prospect of substantial and, perhaps, disorderly depreciation of the 
dollar’s exchange value may erode the dollar’s ability to serve as an international store of 
value.  

Since early 2002, the dollar has fallen in value by about 30% or about 5% per year. That 
depreciation more or less erases any positive yield on treasury securities held by foreign 
central banks. The bilateral comparison shows even greater depreciation against certain 
currencies, with the dollar down 11% against the euro in 2006 alone. The ultra-high liquidity 
of U.S. asset markets has perhaps provided sufficient advantage to compensate for the 
eroding effect of the depreciating dollar on the rate of return on dollar assets.  

But, because the large scale of worldwide official holding seems to exceed the amount 
needed for intervention purposes, central banks may begin to focus more on expected rate of 
return and less on liquidity in managing their holdings. Nominal rates of return have been 
generally higher on dollar assets than euro assets, however, expected depreciation of the 
dollar relative to the euro likely erases this advantage. Therefore, with the steady growth in 
the depth and breadth of euro area asset markets providing investment alternatives to the 
dollar, there is likely to be a rising incentive for central banks to use a greater share of the 
more stable euro to meet their store of value objectives.  

However, diversification away from the dollar by central banks may be constrained by 
the need to maintain a balance between the currency composition of their assets and its 
countries’ external liabilities because many countries borrow in dollars. Asset-liability 
currency balance, particularly for emerging economies, tends to reduce the prospect for 
balance sheet mismatches in times of crisis and improves the foreign investors evaluation of 
the country’s credit worthiness. Data for emerging market economies for the 2003-2005 
period show the dollar’s share of external liabilities to be about 66% and its share of reserves 
assets to be only 59%. In contrast, the euro’s share of external liabilities was 24% and share 
of reserves was 31%. Therefore, by this criterion the dollar is under represented in official 
reserves and the euro is over represented.  

In addition, it is possible to diversify across asset types within a particular currency so as 
to improve likely risk adjusted returns. There has been an increase in foreign official holdings 
of U.S. agency bonds, particularly mortgage backed securities issued by Fannie Mae and 
Freddie Mac, and U.S. corporate bonds, according to the New York Fed. Given the typically 
conservative investment behavior of most central banks, there is likely only limited scope for 
this type of diversification.  

 
 

CONCLUSION  
 
The dollar’s status as the dominant reserve currency may be challenged by the euro 

because it increasingly offers many of the advantages of the dollar but fewer of the risks. 
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Nevertheless, the dollar retains significant advantages. The most important advantage is the 
size, quality, and stability of dollar asset markets, particularly the short-term government 
securities market where central banks tend to be most active. The high liquidity of these 
financial markets makes the dollar an excellent medium of exchange for foreign central 
banks.  

A further advantage is the power of “incumbency” conferred by the important “network-
externalities” that accrue to the currency that is currently dominant. Together these factors 
make it unlikely there will be a large or abrupt change in the dollar’s reserve currency status.  

However, the euro does seem poised to challenge the dollar in the store of value function 
of a reserve currency. The sheer magnitude of dollar assets in the official reserves of foreign 
central banks, and the prospect of continued sizable, and perhaps disorderly, depreciation of 
the dollar against most currencies, places central banks at considerable risk of incurring large 
capital losses on their dollar asset holding. With more than enough dollar reserves to meet 
liquidity needs, prudent asset management would seem to dictate some diversification away 
from the dollar and toward the euro.  

Any sizable weakening in the demand for dollar assets by foreign central banks would 
tend to push down their price and push up U.S. interest rates. This can be expected to have a 
dampening effect on interest sensitive activities such as business investment, housing, and 
consumer durables. On the other hand, the selling off of dollar assets would tend to depreciate 
the dollar’s exchange rate and provide a boost to exchange rate sensitive activities of 
exporting and import-competing industries. From the standpoint of the global economy the 
efficiency advantages of primarily using dollar reserves may be offset by the enhanced 
stability of more diversified official holdings.[12]
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ABSTRACT 
 

The International Monetary Fund (IMF) and World Trade Organization (WTO) 
approach the issue of currency manipulation differently. The IMF Articles of Agreement 
prohibit countries from manipulating their currency for the purpose of gaining unfair 
trade advantage, but the IMF lacks effective means for enforcing that rule. The WTO has 
rules against export subsidies, but these are very narrow and specific and do not seem to 
encompass currency manipulation. Several options might be considered for addressing 
this matter in the future, if policymakers deem this a wise course of action. This report 
will be updated as conditions require.  

This report describes how the International Monetary Fund (IMF) and World Trade 
Organization (WTO) deal with the issue of currency manipulation. It identifies possible 
venues for the discussion of currency manipulation. It also discusses apparent 
discrepancies in their charters and ways those differences might be addressed.  
 
 

INTERNATIONAL FINANCIAL AND TRADE ORGANIZATIONS  
 
In the realm of international finance and trade, the IMF and WTO are the most prominent 

and most important multilateral institutions. They are charged with important tasks for 
keeping world trade and finance flowing freely.  

 
 
 
 
 

                                                        
* Excerpted from CRS Report RS22658, dated May 7, 2007. 
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International Monetary Fund 
 
The IMF is the leading organization in the area of international monetary policy. With the 

end of the cold war, its membership is now nearly universal. Only North Korea, the Vatican, 
and four other mini-countries in Europe — none of which have their own currency — are not 
members of the Fund. The IMF makes loans to countries undergoing financial or balance of 
payments crises, it provides technical assistance to governments on monetary, banking and 
exchange rate questions, it does research and analysis on international monetary and 
economic issues, and it provides a forum where countries can discuss international finance 
issues and seek common ground on which they can address common problems.  

The IMF offers its member countries at least three venues where international economic 
issues can be discussed. First, the IMF’s International Monetary and Finance Committee 
(IMFC) meets twice annually to review trends in the world economy and identify issues of 
concern. Second, the IMF Executive Board meets weekly to discuss pending loans and policy 
issues affecting the Fund. Third, the members of the Fund may meet every five years to 
discuss whether and by much the financial resources of the IMF should be expanded through 
a quota increase.  

The IMFC operates on a consensus basis and rarely takes formal votes. It is primarily a 
forum for the exploration of relevant concerns. The chairman’s statement, which follows each 
meeting, summarizes the discussion, outlining the areas of agreement and those where further 
consultation among the membership is necessary. The report of the IMFC’s deliberation 
serves to guide the Fund’s Executive Board and other bodies as they address the issues 
considered by the IMFC. The IMFC is important because the countries that agree to proposals 
at those meetings also work later within the international organizations to accomplish those 
goals. The IMFC can be a good forum for discussing exchange rate issues in a general way, 
but it is not well suited either to propose changes in exchange rate procedures or to settle 
disputes between individual countries.  

Negotiations about increases in the IMF’s resources offer another opportunity where 
countries can raise policy or organizational issues which concern them. With 16% of the vote, 
the United States can block the 85% favorable vote necessary to approve any quota increase 
plan. Other groups of countries can also compile the 15% vote necessary to block agreement. 
Thus, a broad consensus is necessary for a quota increase to be approved. Generally speaking, 
these talks are not a good venue for resolving disputes between member countries. The only 
real leverage that countries have at these meetings is their willingness to withhold their 
consent to a final agreement. Few countries are likely to be willing to give up a position (the 
exchange rate value of their currency, for example) that they believe is important to their 
interests just to get the right to contribute more money and get a few more votes in the IMF.  

The IMF Executive Board has the power to approve or deny pending loans and to make 
changes in the procedures and policies of the IMF. (However, things that require changes in 
the Articles of Agreement must be referred to the Fund’s Board of Governors and approved 
by 85% of the IMF membership.) The Executive Board has the authority to consider disputes 
between member countries about interpretation of IMF rules or complaints where one country 
argues that another is not complying with its obligations under the Articles. If a country does 
not wish to change its behavior after the Executive Board has ruled against it, the Board has 
little power — other than the authority to expel the malefactor from membership — to 



Currency Manipulation: The IMF and WTO  131

enforce its views. Countries are free to continue the disputed practice, however, after they 
cease to be a member of the IMF.  

The IMF has no authority to tell currency traders what value they should assign to 
particular currencies as they conduct their commercial operations. Market rates can be 
affected by decisions that governments make about fiscal or monetary policy or by actions 
governments take in foreign exchange markets. These actions are often taken with an eye to 
their impact on exchange markets — and the consequent impact on trade and capital flows — 
but they are not normally considered to be forms of currency manipulation. The IMF has no 
authority to tell governments that they should or should not take these actions.  

 
 

World Trade Organization 
 
The WTO is the central organization in the world trade system. When the WTO was 

created in 1995, countries were required to accept as a condition of WTO membership the 
existing set of international trade rules contained in the General Agreement on Tariffs and 
Trade (GATT), along with obligations that expanded on existing rules and in some cases 
covered new areas, such as international trade in services and trade-related international 
property rights.  

Unique among the major international trade and finance organizations, the WTO has a 
rigorous dispute settlement mechanism for enforcing its rules. If a country believes another 
country has violated the WTO rules, to its detriment, it may request the appointment of a 
dispute settlement panel to hear its complaint. The other country cannot veto the 
establishment of a panel or block enforcement of its decision. The panel reviews the 
arguments in the case and renders judgment based on the facts and WTO rules. If the losing 
party does not comply with the ruling within a reasonable period of time, the WTO, if 
requested by the complaining Member, may authorize that Member to impose retaliatory 
measures (usually customs duties) against that country’s goods or to take other appropriate 
retaliatory measures against that country’s trade.  

Whether currency issues could fall under the jurisdiction of the WTO remains a debatable 
proposition. The WTO rules specify that countries may not provide subsidies to help promote 
their national exports. Most analysts agree that an undervalued currency lowers a firm’s cost 
of production relative to world prices and therefore helps to encourage exports. Under the 
WTO’s strict definition, however, it would be difficult to show that this practice would be an 
export subsidy.[1]

 
 

This is because subsidies are defined, by the WTO, as financial contributions or other 
income or price support by a government that confers a benefit on the recipient. Export 
subsidies (i.e., subsidies “contingent on export performance”) are expressly prohibited. To 
challenge a subsidy in the WTO, a subsidy must be specific to an industry; export subsidies, 
however, are considered specific per se. Government financial support can take a variety of 
forms, such as direct payments to the exporter, the waiver of tax payments or other revenue 
that would otherwise be due from the exporter, or special government purchases or the 
provision of low-cost goods or services (other than general infrastructure) that lowers the cost 
of production. Even if currency manipulation could be shown to be “financial contribution” or 
“other income or price support” under WTO rules, it would still have to be shown to be 
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“contingent on export performance,” which is likely not the case with respect to the practice 
at issue.  

The guidelines regarding subsidies date from the early days of the current international 
trade regime. The GATT adopted in 1947 contained a subsidy article (Article XVI); a few 
changes were made in 1957 and 1962, and an agreement on subsidies was negotiated during 
the 1973-1979 Tokyo Round of trade negotiations. During most of this period, until the world 
financial system frayed in the 1970s, the International Monetary Fund exercised strict control 
over exchange rates. Countries could not change their exchange rates up or down from the 
level recognized by the IMF by more than 10% without the Fund’s consent. Moreover, “A 
member shall not propose a change in the par value of its currency except to correct 
fundamental disequilibrium.”[2] It was inconceivable during this period that a country could 
persistently value its currency at a level below that specified by the IMF. Consequently, 
GATT rules and the trade agreements negotiated during this period did not include any 
provisions requiring that countries refrain from manipulating their exchange rates for the 
purpose of stimulating exports. When the IMF’s rules were changed in 1978, so that it no 
longer played its role governing world exchange rates, the GATT’s rules were not changed to 
reflect the new reality of international finance. When the WTO was created in 1995, it 
adopted the existing GATT rules as its own.  

 
 

POLICY OPTIONS IN THE MULTILATERAL SPHERE 
 
Though their roles and responsibilities differ, the IMF and WTO were both created to 

facilitate sound, stable, and orderly growth in world trade for the purpose of enhancing the 
living standards and the development of the productive capacity of all countries that 
participate in it. The IMF was created in 1944, among other things, “to facilitate the 
expansion and balanced growth of international trade and to contribute thereby to the 
promotion and maintenance of high levels of employment and real employment and to the 
development of the productive resources of all members as primary objectives of economic 
policy.”[3] The WTO was created in 1995 for a similar purpose. The agreement establishing 
the WTO also says that the members recognize “that their relations in the field of trade and 
economic endeavor should be conducted with a view to raising standards of living, ensuring 
full employment and a steady growing volume of real income and effective demand, and 
expanding the production of and trade in goods and services” in order to achieve sustainable 
development, protection and preservation of the environment and to do this in a manner 
“consistent with their respective needs and concerns at different levels of economic 
development.”[4]

 
 

A number of countries have been suspected or accused in recent years of manipulating 
the value of their currency for the purpose of gaining unfair trade advantage. The IMF 
Articles of Agreement prohibit this sort of behavior, but the Fund has no capacity to enforce 
that prohibition. By contrast, the WTO has the capacity to adjudicate trade disputes, but to 
date there has not been a dispute settlement ruling or other WTO decision making clear that 
the WTO has responsibility or authority to address suspected issues of currency manipulation. 
In other words, the IMF’s Article IV prohibits currency manipulation for the purpose of 
gaining unfair trade advantage, but it cannot stop it. WTO dispute settlement could be used as 
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a vehicle to deter countries from engaging in impermissible trade practices, but it is far from 
clear that currency manipulation would be considered to be a subsidy and that the trade it 
generates would thus be considered to be unfairly subsidized. Should policymakers wish to 
address this situation, several options (discussed below) might be considered.  

 
 

Amend the Articles of the IMF 
 
One option for proponents of steps to address the issue of currency manipulation might 

be changes in the IMF’s Articles of Agreement that would give it more authority over the 
international exchange rate system and more capacity to require country compliance with 
IMF rules. This would restore, to some degree, a large measure of the authority over 
exchange rates that the IMF possessed when it first came into being in 1946. Two objections 
might be raised, however.  

First, an 85% majority vote of the IMF member countries would be required for any 
change in the IMF Articles of Agreement. Most countries seem to believe that the present 
system of floating and fixed exchange rates is working reasonably well, despite concerns 
about possible currency manipulation by some countries. There does not appear to be the kind 
of broad agreement on the need for changes — and agreement as to what those changes 
should be — that would be necessary to amend the IMF’s basic rules.  

Second, few countries want the IMF to have the kinds of power over their economies that 
it would need if it were able to compel countries to comply with its rules. For example, if the 
IMF had the power to declare China’s currency to be undervalued and to require changes, it 
would also have a corresponding power to declare the U.S. dollar or the Euro to be 
overvalued and to require the United States or the Euro zone countries to make changes in 
their domestic policies sufficient to correct that situation.  

 
 

Amend the WTO Agreements 
 
Another possibility might be a formal change in the WTO agreements to give WTO 

Members an effective way to address currency manipulation with the intent or effect of 
gaining unfair advantages in world trade. Most effective in discouraging the practice would 
seem to be a change or clarification in the WTO definition of “subsidy” so that currency 
undervaluation constituted a subsidy and thus undervaluation that was contingent on export 
performance would be prohibited, just as direct payments to exporters are prohibited today. 
To preserve the prerogatives of the IMF, the WTO would likely need to ask the Fund’s 
executive board to determine whether a currency is being manipulated before disputes based 
on that allegation could be considered by a dispute settlement panel.  

It would not be easy to amend WTO agreements, however, because the amendment 
process is complex and in practice the unanimous consent of all WTO Members would likely 
be needed. Countries with undervalued currencies could easily block the adoption of the 
amendment. However, they would have to act in public, and they would have to argue in 
effect that Article IV should not be mandatory as far as their trade is concerned. It is not very 
likely that an amendment could be adopted by this means. Most likely, a change of this sort in 
WTO agreements would occur through multilateral trade negotiations, during which the 
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United States and like-minded countries would trade this change for some other change 
desired by countries with the other point of view.  

 
 

Improve the IMF-WTO Agreement 
 
An alternative approach might be efforts to strengthen the existing interagency agreement 

between the WTO and the IMF. The present agreement was signed in 1996 and updated in 
mid-2006. Among other things, it stipulates (paragraph 1) that the two organizations “shall 
cooperate in the discharge of their respective mandates.”[5] It says (paragraph 2) the two 
agencies “shall consult with each other with a view to achieving greater coherence in global 
economic policymaking.” It also says (pargraph 8) that the two agencies shall communicate 
with each other about “matters of mutual interest.”  

It is unreasonable to expect that one international organization will enforce the rules of 
another international organization. This is particularly the case if the one body lacks the 
capacity to enforce its own rules and if the activities in question are not violations of the other 
body’s rules. On the other hand, it is reasonable to think that one might advise the other that 
its operations were hindering the first “in the discharge of” its assigned duties. The WTO’s 
and IMF’s different approaches to the question of exchange rate manipulation do not seem to 
be steps toward “greater coherence in global economic policymaking.” This would seem to be 
the kind of situation for which a communication about “matters of mutual interest” might be 
appropriate. As best as can be determined, the IMF has not formally communicated views on 
this matter to the appropriate authorities of the WTO.  

Amendments to the IMF-WTO interagency agreement might help clarify or perhaps 
ameliorate the situation. Any member country government may propose that changes be made 
in an existing agreement or that the decision-making bodies of the two organizations consider 
adopting new interagency agreements. The IMF’s Executive Board and the WTO’s 
Ministerial Conference and Governing Council can make ordinary decisions by majority vote. 
This seems to include approval of compacts with other international bodies. Neither may use 
such agreements to amend their basic rules or to fundamentally change their operating 
procedures in violation of their respective charters.  

Currently, it is difficult for one WTO member country to protect itself from unfair trade 
from another country if that trade is generated by currency manipulation rather than by the 
kinds of direct subsidies prohibited by the WTO. In this case, the country that manipulates its 
currency in order to expand unfairly its international trade could complain that another 
country was violating the rules of the WTO if it took steps to protect itself from the unfair 
trade generated by the complaining country’s currency maneuvers, for example, by placing 
tariff surcharges on the complaining country’s imports.  

There may be grounds for improving WTO-IMF collaboration in this respect. No 
agreement between them can change their basic rules. However, they could agree that their 
disparate treatment of currency manipulation is anomalous and inconsistent with their 
promise to “cooperate in the discharge of their respective mandates” and to promote “greater 
coherence in global economic policymaking.” They could agree to work together to identify 
and to mitigate areas where their rules and procedures were not consistent or not mutually 
supportive and to identify areas where policy or institutional changes might be needed if their 
Members wish to address this problem. They could also agree that the WTO should ask the 
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IMF to determine whether a country were manipulating its currency for the purpose of 
preventing adjustment or gaining unfair trade advantage if the issue arises in the WTO. No 
such requirement currently exists.  
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ABSTRACT 
 

Many Members of Congress charge that China’s policy of accumulating foreign 
reserves (especially U.S. dollars) to influence the value of its currency constitutes a form 
of currency manipulation intended to make its exports cheaper and imports into China 
more expensive than they would be under free market conditions. They further contend 
that this policy has caused a surge in the U.S. trade deficit with China and has been a 
major factor in the loss of U.S. manufacturing jobs. Threats of possible congressional 
action led China to make changes to its currency policy in 2005, which has since resulted 
in a modest appreciation of the yuan. However, many Members have expressed 
dissatisfaction with the pace of China’s currency reforms and have warned of potential 
legislative action. This report summarizes the main findings CRS Report RL32165, 
China’s Currency: Economic Issues and Options for U.S. Trade Policy, by Wayne M. 
Morrison and Marc Labonte and will be updated as events warrant.  

From 1994 until July 21, 2005, China maintained a policy of pegging its currency 
(the renminbi or yuan), to the U.S. dollar at an exchange rate of roughly 8.28 yuan to the 
dollar. The Chinese central bank maintained this peg by buying (or selling) as many 
dollar-denominated assets in exchange for newly printed yuan as needed to eliminate 
excess demand (supply) for the yuan. As a result, the exchange rate between the yuan and 
the dollar basically stayed the same, despite changing economic factors which could have 
otherwise caused the yuan to either appreciate or depreciate relative to the dollar. Under a 
floating exchange rate system, the relative demand for the two countries’ goods and 
assets would determine the exchange rate of the yuan to the dollar. Many economists 
contend that for the first several years of the peg, the fixed value was likely close to the 
market value. But in the past few years, economic conditions have changed such that the 
yuan would likely have appreciated if it had been floating. The sharp increase in China’s 

                                                        
* Excerpted from CRS Report RS21625, dated July 11, 2007 
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foreign exchange reserves (which grew from $403 billion at the end of 2003 to $1.2 
trillion at the end of March 2007) and China’s large merchandise trade surplus (which 
totaled $178 billion in 2006) are indicators that the yuan is significantly undervalued.  
 
 

CHINA REFORMS THE PEG 
 
The Chinese government modified its currency policy on July 21, 2005. It announced that 

the yuan’s exchange rate would become “adjustable, based on market supply and demand 
with reference to exchange rate movements of currencies in a basket,” (it was later announced 
that the composition of the basket includes the dollar, the yen, the euro, and a few other 
currencies), and that the exchange rate of the U.S. dollar against the yuan would be 
immediately adjusted from 8.28 to 8.11, an appreciation of about 2.1%. Unlike a true floating 
exchange rate, the yuan would (according to the Chinese government) be allowed to fluctuate 
by 0.3% on a daily basis against the basket.[1] Since July 2005, China has allowed the yuan 
to appreciate steadily but very slowly. It has continued to accumulate foreign reserves at a 
rapid pace, which suggests that if the yuan were allowed to freely float it would appreciate 
much more rapidly. The current situation might be best described as a “managed float” — 
market forces are determining the general direction of the yuan’s movement, but the 
government is retarding its rate of appreciation through market intervention.  

 
 

U.S. CONCERNS OVER CHINA’S CURRENCY POLICY  
 
Many U.S. policymakers and business and labor representatives have charged that 

China’s currency is significantly undervalued vis-à-vis the U.S. dollar (even after the recent 
revaluation), making Chinese exports to the United States cheaper, and U.S. exports to China 
more expensive, than they would be if exchange rates were determined by market forces. 
They further argue that the undervalued currency has contributed to the burgeoning U.S. trade 
deficit with China (which hit $233 billion in 2006) and has hurt U.S. production and 
employment in several U.S. manufacturing sectors that are forced to compete domestically 
and internationally against “artificially” low-cost goods from China. Furthermore, some 
analysts contend that China’s currency policy induces other East Asian countries to intervene 
in currency markets in order to keep their currencies weak against the dollar in order to 
compete with Chinese goods. Critics contend that, while it may have been appropriate for 
China during the early stages of its economic development to maintain a pegged currency, it 
should let the yuan freely float today, given the size of the Chinese economy and the impact 
its policies have on the world economy.  

 
 
CHINA’S CONCERNS OVER MODIFYING ITS CURRENCY POLICY  
 
Chinese officials argue that its currency policy is not meant to favor exports over imports, 

but instead to foster economic stability through currency stability, as many other countries do. 
They have expressed concern that floating its currency could spark an economic crisis in 
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China and would especially be damaging to its export industries at a time when painful 
economic reforms (such as closing down inefficient state-owned enterprises) are being 
implemented. They further contend that the Chinese banking system is too underdeveloped 
and burdened with heavy debt to be able to deal effectively with possible speculative 
pressures that could occur with a fully convertible currency. Concerns have also been raised 
over the effects an appreciating yuan would have on farmers (due to lower-priced imports). 
Chinese officials view economic stability as critical to sustaining political stability; they fear 
an appreciated currency could reduce employment and lower incomes in various sectors, and 
thus could cause worker unrest. However, Chinese officials have indicated that their long-
term goal is to adopt a more flexible exchange rate system and to seek more balanced 
economic growth through increased domestic consumption and the development of rural 
areas, but they want to proceed at a gradual pace to ensure economic stability.  

 
 

IMPLICATIONS OF CHINA’S CURRENCY POLICY FOR ITS ECONOMY  
 
If the yuan is undervalued vis-a-vis the dollar (estimates rage from 15 to 40% or higher), 

then Chinese exports to the United States are likely cheaper than they would be if the 
currency were freely traded, providing a boost to China’s export industries (and, to some 
degree, an indirect subsidy). Eliminating exchange rate risk through a managed peg also 
increases the attractiveness of China as a destination for foreign investment in export-oriented 
production facilities. However, an undervalued currency makes imports more expensive, 
hurting Chinese consumers and Chinese firms that import parts, machinery, and raw 
materials. Such a policy, in effect, benefits Chinese exporting firms (many of which are 
owned by foreign multinational corporations) at the expense of non-exporting Chinese firms, 
especially those that rely on imported goods. This may impede the most efficient allocation of 
resources in the Chinese economy. Another major problem is that the Chinese government 
must expand the money supply in order to keep purchasing dollars, which has promoted the 
banks to adopt easy credit policies. In addition, “hot money” has poured into China from 
investors speculating that China will continue to appreciate the yuan. At some point, these 
factors could help fuel inflation, overinvestment in various sectors, and expansion of 
nonperforming loans by the banks — each of which could threaten future economic growth.  

 
 

IMPLICATIONS OF CHINA’S CURRENCY POLICY  
FOR THE U.S. ECONOMY  

 
Effect on Exporters and Import-Competitors 

 
When exchange rate policy causes the yuan to be less expensive than it would be if it 

were determined by supply and demand, it causes Chinese exports to be relatively 
inexpensive and U.S. exports to China to be relatively expensive. As a result, U.S. exports 
and the production of U.S. goods and services that compete with Chinese imports fall, in the 
short run. (Many of the affected firms are in the manufacturing sector.)[2] This causes the 
trade deficit to rise and reduces aggregate demand in the short run, all else equal.[3]
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Effect on U.S. Consumers and Certain Producers 
 
A society’s economic well-being is usually measured not by how much it can produce, 

but how much it can consume. An undervalued yuan that lowers the price of imports from 
China allows the United States to increase its consumption through an improvement in the 
terms-of-trade. Since changes in aggregate spending are only temporary, from a long-term 
perspective the lasting effect of an undervalued yuan is to increase the purchasing power of 
U.S. consumers. Imports from China are not limited to consumption goods. U.S. producers 
also import capital equipment and inputs to final products from China. An undervalued yuan 
lowers the price of these U.S. products, increasing their output.  

 
 

Effect on U.S. Borrowers 
 
An undervalued yuan also has an effect on U.S. borrowers. When the U.S. runs a current 

account deficit with China, an equivalent amount of capital flows from China to the United 
States, as can be seen in the U.S. balance of payments accounts. This occurs because the 
Chinese central bank or private Chinese citizens are investing in U.S. assets, which allows 
more U.S. capital investment in plant and equipment to take place than would otherwise 
occur. Capital investment increases because the greater demand for U.S. assets puts 
downward pressure on U.S. interest rates, and firms are now willing to make investments that 
were previously unprofitable. This increases aggregate spending in the short run, all else 
equal, and also increases the size of the economy in the long run by increasing the capital 
stock.  

Private firms are not the only beneficiaries of the lower interest rates caused by the 
capital inflow (trade deficit) from China. Interest-sensitive household spending, on goods 
such as consumer durables and housing, is also higher than it would be if capital from China 
did not flow into the United States. In addition, a large proportion of the U.S. assets bought 
by the Chinese, particularly by the central bank, are U.S. Treasury securities, which fund U.S. 
federal budget deficits. According to the U.S. Treasury Department, China (as of April 2007) 
held $414 billion in U.S. Treasury securities, making China the second largest foreign holder 
of such securities, after Japan. If the U.S. trade deficit with China were eliminated, Chinese 
capital would no longer flow into this country on net, and the government would have to find 
other buyers of U.S. Treasuries. This would likely increase the government’s interest 
payments.  

 
 

Net Effect on the U.S. Economy 
 
In the medium run, an undervalued yuan neither increases nor decreases aggregate 

demand in the United States. Rather, it leads to a compositional shift in U.S. production, 
away from U.S. exporters and import-competing firms toward the firms that benefit from 
Chinese capital flows. Thus, it is expected to have no medium or long run effect on aggregate 
U.S. employment or unemployment. As evidence, one can consider that the U.S. had a 
historically large and growing trade deficit throughout the 1990s at a time when 
unemployment reached a three-decade low. However, the gains and losses in employment and 
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production caused by the trade deficit will not be dispersed evenly across regions and sectors 
of the economy: on balance, some areas will gain while others will lose. And by shifting the 
composition of U.S. output to a higher capital base, the size of the economy would be larger 
in the long run as a result of the capital inflow/trade deficit.  

Although the compositional shift in output has no negative effect on aggregate U.S. 
output and employment in the long run, there may be adverse short-run consequences. If 
output in the trade sector falls more quickly than the output of U.S. recipients of Chinese 
capital rises, aggregate spending and employment could temporarily fall. This is more likely 
to be a concern if the economy is already sluggish than if it is at full employment. Otherwise, 
it is likely that government macroeconomic policy adjustment and market forces can quickly 
compensate for any decline of output in the trade sector by expanding other elements of 
aggregate demand. The deficit with China has not prevented the U.S. economy from 
registering high rates of growth since 2003.  

 
 

The U.S.-China Trade Deficit in the Context of the Overall U.S. Trade Deficit 
 
While China is a large trading partner, it accounted for only 15.4% of U.S. merchandise 

imports in 2006 and 26% of the sum of all U.S. bilateral trade deficits. Over a span of several 
years, a country with a floating exchange rate can consistently run an overall trade deficit for 
only one reason: a domestic imbalance between saving and investment. Over the past two 
decades, U.S. saving as a share of gross domestic product (GDP) has been in gradual decline. 
On the one hand, the U.S. has high rates of productivity growth and strong economic 
fundamentals that are conducive to high rates of capital investment. On the other hand, it has 
a chronically low household saving rate, and recently a negative government saving rate as a 
result of the budget deficit. As long as Americans save little, foreigners will use their saving 
to finance profitable investment opportunities in the United States; the trade deficit is the 
result.[4] The returns to foreign-owned capital will flow to foreigners instead of Americans, 
but the returns to U.S. labor utilizing foreign-owned capital will flow to U.S. labor.[5]

 

 

Chinese statistics indicated that more than half of its exports to the world are produced by 
foreign-invested firms in China, many of which have shifted production to China in order to 
gain access to low-cost labor. (The returns to capital of U.S. owned firms in China flow to 
Americans.) Such firms import raw materials and components (much of which come from 
East Asia) for assembly in China. As a result, China tends to run trade deficits with East 
Asian countries and trade surpluses with countries with high consumer demand, such as the 
United States. Overall, in 2006, China had a $55 billion trade deficit with the world excluding 
the United States. These factors imply that much of the increase in U.S. imports (and hence, 
the rising trade deficit with China) is largely the result of China becoming a production 
platform for many foreign companies, rather than unfair Chinese trade policies.  

 
 

Most Recent Events 
 
In September 2006, President Bush and President Hu agreed to establish a Strategic 

Economic Dialogue (SED) in order to have discussions on major economic issues at the 
“highest official level.” China’s currency policy was a major topic during the first SED 
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meeting held in December 2006 and the second meeting held in May 2007. The two sides 
agreed to work to reduce global imbalances through increased savings in the United States 
and increased domestic consumption and exchange rate flexibility in China. However, China 
refused to agree to any new major changes to its currency policy. From July 21, 2005 to June 
11, 2007, the dollar-yuan exchange rate went from 8.11 to 7.57, an appreciation of about 
6.7%.  

 
 

CONGRESSIONAL LEGISLATION  
 
Many Members contend that the pace of China’s currency reforms and level of the yuan’s 

appreciation against the dollar have been too slow, and some have introduced legislation to 
put further pressure on the Chinese to speed reforms or to enable U.S. producers to use U.S. 
trade law to address the impact of China’s undervalued currency. Summaries of major 
provisions of these bills are listed below:  

 
• H.R. 321 (English) would increase tariffs on imported Chinese goods if the Treasury 

Department determined that China manipulated its currency, and would require the 
United States to file a WTO case against China over its currency policy and to work 
within the WTO to modify and clarify rules regarding currency manipulation. H.R. 
1002 (Spratt) would impose 27.5% in additional tariffs on Chinese goods unless the 
President certifies that China is no longer manipulating its currency.  

• S. 364 (Rockefeller) would apply U.S. countervailing laws (dealing with government 
subsidies) to products imported from non-market economies (such as China), and 
would make currency manipulation actionable under this measure. H.R. 782 (Tim 
Ryan) and S. 796 (Bunning) would make exchange rate “misalignment” actionable 
under U.S. countervailing duty laws, require the Treasury Department to determine 
whether a currency is misaligned in its semi-annual reports to Congress on exchange 
rates, prohibit the Department of Defense from purchasing certain products imported 
from China if it is determined that China’s currency misalignment has disrupted U.S. 
defense industries, and would include currency misalignment as a factor in 
determining safeguard measures on imports of Chinese products that cause market 
disruption.  

• H.R. 2942 (Tim Ryan) would apply countervailing laws to nonmarket economies, 
make an undervalued currency a factor in determining antidumping duties, require 
Treasury to identify fundamentally misaligned currencies and to list those meeting 
the criteria for priority action. If consultations fail to resolve the currency issues, the 
USTR would be required to take action in the WTO.  

• S. 1607 (Baucus) would require the Treasury Department to identify currencies that 
are fundamentally misaligned and to designate such currencies for “priority action” 
under certain circumstances. Such action would include factoring currency 
undervaluation in U.S. anti-dumping cases, banning federal procurement of products 
or services from the designated country, and filing a case against in the WTO. S. 
1677 (Dodd) requires the Treasury Department to identify countries that manipulate 
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their currencies regardless of their intent and to submit an action plan for ending the 
manipulation, and gives Treasury the authority to file a case in the WTO.  
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