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   China options & G20: RMB as an emerging new currency
   Patrick A. McNutt
   www.patrickmcnutt.com
   _____________________________________________________________
   There is an interesting debate emerging on the role of the US dollar.
   It is a debate that we have carried on our web page at
   www.patrickmcnutt.com and across different interviews on Bloomberg.com
   www.youtube.com/watch?v=vcTE5Ek1Qck and cnbc.com. Both the President
   of the World Bank, UNCTAD, and increasingly more commentators and
   national governments are beginning to address either the role of
   currency misalignments or the nascent protectionism emerging as
   trading nations keep their currencies low.
   It is useful to return to March 2009, before the London G20 Summit,
   when bank Governor Zhou Xiaochuan, who supervises Chinas’ dollar
   reserves, proposed a new reserve unit based on SDR created by IMF. A
   particular concern is that many trading nations will suffer loses if
   inflation erodes the value of their dollar securities. Printing money
   is one way to cover current account deficits, but it is not a long
   term option. China is signalling that it is no longer willing to
   underwrite US over-consumption. Historically, since 2001, purchases of
   US dollars as reserves by other trading nations facilitated lower
   financing rates despite the accrual of total public debt. In 2009, the
   landscape has changed – trading nations will try to keep their
   currencies low in order to boost export-led growth.
   The role of the US dollar
   However, the US will not absorb all the worlds’ exports, and with a
   real depreciating dollar the share that is absorbed will decline. It
   may be time in 2010 to recalibrate the role of the US dollar as an
   international reserve currency. The G20 Summit in Canada in 2010 may
   provide a starting point to discuss a template. Indeed currency
   misalignments could be discussed under the umbrella of the new
   proposed Financial Supervisory Board of the IMF within its
   responsibility for macroeconomic prudential oversight.
   In the interim, China and the US are faced with a classic Prisoners’
   Dilemma on the future role of the US dollar. As one of the biggest
   holders of US dollars, China’s dollar wealth will decrease as the US
   dollar continues to depreciate, while the US could envisage a solution
   to its trading deficit, provided the world buys more US exports. But
   if trading nations keep their currencies low, less will be imported,
   and the world economy could enter a prolonged period of stagnant
   growth.
   Is there a solution for China?
   One solution is to consider a 2 year co-ordinated exchange rate
   mechanism. It would complement the non-binding arrangement to
   co-ordinate macroeconomic and financial policies agreed by the G20 at
   the Pittsburgh Summit. It is not envisaged as a fixed exchange rate
   regime but a mechanism to align world currencies and to position the
   RMB as a force in international markets. Now may be the time for G20
   leaders to consider the possible set of strategic options available to
   China as the RMB is positioned by China as a new force in
   international markets. Here are some options:
   Option 1:
   POBC to increase interest rates in order to control the rate of
   inflation embedded in the real economy. But any increase in rates will
   only strengthen the RMB and curb the export-led growth that has been
   characteristic of the Chinese economy for past 5 years. At October
   2009, China accounts for 10% of world GDP.
   Option 2:
   POBC could signal an intention to raise the bank reserve requirements
   in order to limit the supply of money but any ‘missing market’ in
   funding not supplied by Chinese banks could be solved by private
   equity funding.
   Option 3:
   Increase the sale of Yuan dollar denominated bonds as signalled in
   Hong Kong in late September 2009, which would increase demand for RMB,
   and facilitate a floating RMB on international exchange markets for a
   period of time. China is first nation to sign an agreement to buy IMF
   bonds ($50b) – and, with its RMB currency.
   Option 4:
   China with its surplus US dollars and millions worth of US T-bills
   diversifies into gold and other trading currencies such as the Euro
   and stops buying US bonds. Gold has exceeded $1000 oz target and the
   Euro is gaining momentum - a strong Euro, however, hampers an
   export-led recovery in Europe.
   Option 5:
   China through its sovereign wealth funds, SWF, acquires real estate
   assets and acquire controlling equity stakes in overseas companies
   across the world, in particular any defined ‘toxic’ assets falling out
   of the bank restructuring across the US and Europe and elsewhere.
   Option 6:
   China opts to continue to champion the role of EMs and ASLEEP
   economies via extraction of a commitment from the IMF to increase
   voting shares of developing nations - coupling a China-focused trade
   with these economies - with a 2010 review of IMF Board seats at the
   Canada Summit.
   Ends/PMCN/Oct2009
   ______________________________________________________________________________________
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