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What Should Be Stabilized?

• China long focused on a stable yuan/dollar rate.
• Now it is focusing more on a trade-weighted 

exchange rate.
• But trade (current account) imbalances are more 

important than swings in exchange rates.
• Foreign exchange intervention should aim for a 

current account balance near zero.
• Monetary and fiscal policy are free to stabilize 

inflation and employment.

2



Chinese Exchange Rates: 
Trend Appreciation

January 1995 to March 2018

Source: Haver Analytics (JP Morgan real effective rate).
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Imbalances Widening Again

• Current account imbalances of the major 
economies peaked in 2006-08.

• Imbalances narrowed in 2009 and remained 
moderate (but not small) for 5 years.

• Imbalances are now widening again, but China 
is not the main driver.

• Euro area surplus and US deficit dominate.
• Goes against G-20 pledges.
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Current Account Balances of Major 
Economies, 1995-2018
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Note: 2018 is IMF forecast.
Source: IMF World Economic Outlook database.



Imbalances Matter

• Imbalances are more important than exchange 
rate volatility.

• Unsustainable borrowing and lending lead to 
painful adjustments.

• Protectionist threat driven more by imbalances 
than exchange rates.

• Foreign exchange intervention and fiscal policy 
have powerful effect on imbalances.

• Gagnon (2017).



A Reference Rate Strategy
Williamson (2007)

• Target foreign exchange intervention to the 
projected current account (1-2 years ahead).

• When CA above 3 percent of GDP, no FX 
purchases.

• When CA below -3 percent of GDP, no FX 
sales.

• FX sales encouraged when CA>0 and 
purchases encouraged when CA<0.

• No restriction on exchange rate flexibility.



A Reference Rate Strategy for China

Sources: IMF World Economic Outlook database and author’s illustration. 8
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Minimum Adequate Reserves for China

• China’s foreign exchange reserves still greatly 
exceed standard benchmarks of reserve 
adequacy.

• IMF’s new reserve metric gives inappropriately 
high weight to money supply in a floating 
exchange rate regime.

• $1 trillion is a reasonable minimum level of 
Chinese foreign exchange reserves.



China: More than Adequate Reserves

Sources: IMF Balance of Payments database, World Bank External Debt database, and Gagnon and Morrison 
(2018).
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Policy Prescription

• Resist depreciation of REER:
• As long as CA>0 and reserves>$1 trillion.
• As reserves approach $1 trillion, allow some 

depreciation.
• Do not resist REER appreciation:

• Unless CA<0 or reserves<$1 trillion.
• Long-term REER trend is still upward.

• Monetary and fiscal policy focus domestically.
• Capital account liberalization should wait on 

financial reforms.
• Reference rate strategy can work even with fully open 

capital markets.
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A Key Macro Risk

• Progress on domestic rebalancing is too slow.
• Saving and investment are too high, raising 

financial risks.
• Expanding social safety net (including hukou 

reform) is a powerful support to consumption.
• IMF (2012, 2017).
• Use SOE revenues to finance pensions and health 

care instead of investment.
• Such policies are a win-win for China and the 

world.
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Investment in China and Other EMs
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Source: IMF World Economic Outlook database.



Conclusion

• China values stability.
• Stabilizing CA imbalances is more important than 

stabilizing the exchange rate.
• Keep monetary and fiscal policy free to stabilize 

inflation and employment.
• A reference rate strategy uses FX intervention 

to lean against (not eliminate) incipient CA 
imbalances.

• Allow greater exchange rate flexibility over time.
• No hurry on capital account liberalization.
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