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Charles W. Freeman III and Wen Jin Yuan1 

 

Executive Summary 
On June 19, 2010, the People’s Bank of China, the country’s central bank, announced with much 
fanfare that China would allow the resumption of the renminbi’s (RMB) steady appreciation 
against the dollar through “a managed floating exchange rate regime” tied to a basket of currencies. 
Upon the announcement, speculation has focused on the future of the RMB, particularly on how 
much and how fast the currency would appreciate. 

Against this backdrop, Charles W. Freeman III and Wen Jin Yuan conclude that although the 
announcement last year signaled the Chinese government’s intention to continue its plan to 
gradually liberalize the RMB exchange rate mechanism, the Chinese central leadership circle has 
been embroiled in endless debate, with the Chinese Ministry of Commerce and the People’s Bank 
of China serving as the primary agencies in conflict, on whether China should gradually open its 
capital market and allow more flexibility in RMB’s exchange rate. As the U.S. bilateral trade deficit 
with China continues to soar, the RMB’s value has become a significant trade issue between China 
and the United States. This report aims to decipher the contrasting views within Chinese central 
leadership circles on the issue of currency reform, in particular the PBOC’s motivations as the main 
backer of currency reform and the Ministry of Commerce’s efforts to impede reform; and to 
ascertain the pace and process of China’s currency reform in the future. 

Introduction 
In August 2010, China initiated a trial program in Hong Kong to offer new channels for foreign 
investment in China’s domestic financial market. The program, known as “mini-QFII,” will allow 
holders of offshore deposits in renminbi to invest in China’s A-share stock market. Chinese 
economists widely regard this as a move of the Chinese government to liberalize its currency and 
open its financial market. As Beijing seeks to “internationalize” its currency incrementally, Hong 
Kong has become one of the world’s fastest growing markets for the RMB and RMB-denominated 

                                                           
 
1 The authors would like to thank the Chinese scholars who agreed to be interviewed for this report. We have 
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products. According to a report published by China Confidential Funds, a new research service 
launched by FT China Confidential, overall RMB deposits surged by nearly 400 percent from 2009 
to 2010, where a total of RMB 314.94 billion in RMB deposits were held at the end of 2010, up from 
RMB 62.72 billion at the end of 2009.2 The current projection by China Confidential is that 2011 
will be another year of rapid growth, with Hong Kong–based RMB deposits growing to perhaps 
RMB 650 billion by the end of the year.3 

In a similar program, the People’s Bank of China (PBOC), the country’s central bank, announced in 
June 2010 that China would allow the resumption of the RMB steady appreciation against the 
dollar through “a managed floating exchange rate regime” tied to a basket of currencies.4 In 2005, 
Chinese premier Wen Jiabao announced the first step in China’s currency reform—moving toward 
a managed regime that would allow the RMB to float against a basket of currencies within a certain 
range. The RMB subsequently appreciated gradually against the U.S. dollar for three years. 
However, amid the financial crisis, the PBOC resumed its peg to the U.S. dollar, and the RMB has 
been pegged at about 6.83 RMB per dollar since July 2008, arousing harsh criticism from the 
United States that the fixed-rate approach China adopted in the post-crisis era had artificially 
weakened the currency, giving China an unfair trade advantage. Against this backdrop, the June 
2010 PBOC announcement signaled the Chinese government’s determination to continue its 
currency reform to gradually liberalize the RMB and address, at least in part, the concerns of the 
United States. 

Though in Chinese intellectual circles there is a growing recognition that it is in China’s vested 
interest to continue the appreciation of the RMB, there is a cleavage within the Chinese central 
leadership circle, mainly between the Chinese Ministry of Commerce and the People’s Bank of 
China, on whether China should continue its currency reform—that is, continue the appreciation 
of the RMB and gradually open China’s financial market. As the U.S. bilateral trade deficit with 
China continues to soar, the RMB’s value has become a significant trade issue between China and 
the United States. Therefore, this report aims to decipher the contrasting views within Chinese 
central leadership circles on the issue of currency reform, in particular the PBOC’s motivations as 
the main backer of currency reform and the Ministry of Commerce’s incentive to impede reform, 
and to ascertain the pace and process of China’s currency reform in the future. 

 

                                                           
 
2 “2011: a year of big change for the RMB,” China Confidential, February 24, 2011,  
http://www.ftchinaconfidential.com/Finance/CapitalAccount/Renminbi/Features/FinancialChina/article/201
10224/0934da3c-3f3a-11e0-bc61-00144f2af8e8/2011-a-year-of-big-change-for-the-renminbi. 
3 Ibid. 
4 People’s Bank of China, “Jin Yibu Tuijin Renminbi Huilv Xingcheng Jizhi Gaige, Zengqiang Renminbi 
Huilv Tanxing” (Further Propelling the Currency Reform and Strengthening the Flexibility of the Renminbi 
Exchange Rate), June 19, 2010, http://www.pbc.gov.cn/publish/zhengcehuobisi/641/2010/ 
20100621164121167284376/20100621164121167284376_.html. 
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What Is the PBOC’s Stake in Currency Reform? 
The People’s Bank of China was established in 1948 through the consolidation of Huabei Bank, 
Beihai Bank, and Xibei Farmers Bank. In September 1983, the State Council decided to have the 
PBOC function as the central bank of China.5 The major duties of the PBOC include mitigating 
systemic financial risks, formulating and implementing monetary policies to control inflation, and 
performing other functions stipulated by the State Council.6 Therefore, it is worth pointing out that 
unlike the U.S. Federal Reserve, the People’s Bank of China is not a truly independent institution. 
Zhou Xiaochuan, the governor of the PBOC, remains under the State Council’s supervision, and 
though he has an important advisory function in setting policy, he is ultimately only a policy 
executor. 

The first reason why the PBOC has been the main backer of China’s currency reform is that one of 
its major duties is to control inflation, and flexible exchange rate policies would be a significant tool 
in fulfilling this duty. However, with the current undervaluing of the RMB, China’s trade surplus 
has ballooned and, with it, inflationary pressures have mounted. In 2010, China’s bilateral trade 
surplus with the United States hit $273 billion, up from $227 billion in 2009.7 Meanwhile, with 
China’s rapid productivity growth, the rate of capital return in China becomes higher than the rate 
of capital return in the United States. With the RMB’s soft peg to the dollar, a large amount of 
speculative capital denominated in U.S. dollars flows into China hunting for investment gains. 
Therefore, China is running a huge current account surplus, as well as suffering from “hot money 
inflow” in its capital account. In order to maintain the RMB’s soft peg to the dollar, the PBOC has 
no choice but to purchase all the extra U.S. dollars circulated in the system, place them on its 
balance sheet, and issue equivalent RMB, leading to an increase in the money supply in China. The 
PBOC therefore has to sterilize the increase in the domestic money supply to prevent the growing 
liquidity in China’s financial system from yielding severe inflation. 

To temporarily mitigate the inflationary pressure and soak up some excess liquidity, the 
sterilization method taken by the PBOC in recent years is to issue central bank bills—a 
government-backed investment instrument for Chinese individuals—to absorb the excess RMB 
circulating in the financial system. However, the PBOC’s sterilization method does incur huge 
hidden costs and risks. First, the assets on the PBOC’s balance sheet are mainly in the form of 
foreign reserves, while its liabilities are in RMB and its central bank bills. The PBOC is using 
foreign reserves mainly to purchase U.S. Treasury Bills with an annual return of less than 3 percent, 
while the annual interest rate the PBOC has paid on its liabilities—that is, on the central bank 
bills—is more than 3 percent. Moreover, with the growing amount of central bank bills issued and 
the long-term trend of a weakened U.S. dollar, the value of PBOC liabilities will appreciate relative 

                                                           
 
5 “About PBC,” People’s Bank of China, Beijing, http://www.pbc.gov.cn/publish/english/952/index.html. 
6 Ibid. 
7 “2010: U.S. trade in goods with China,” U.S. Census Bureau, Washington, D.C., http://www.census.gov/ 
foreign-trade/balance/c5700.html. 
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to its foreign reserve assets. These two factors acting together will result in a sharp rise of the net 
indebtedness of the PBOC, which is clearly unsustainable in the long term. Second, the sustained 
sale of central bank bills prevents China’s banks from operating on a fully commercial base. In 
order to relieve the interest rate burden on the PBOC itself, the bank has to arbitrarily set the 
annual yield of the central bank bills at an artificially low level. As this distortion continues, it will 
become more and more difficult for the PBOC to introduce more market-determined interest rates 
in the future. Finally, in order to maintain the stability of the RMB’s peg to the dollar, the spread 
between Chinese and U.S. interest rates cannot be too large, otherwise there would be additional 
speculative capital pouring into China, further preventing the market-oriented reform of China’s 
interest rate regime. 

Another issue that bothers the PBOC is that, with the RMB’s soft peg to the dollar, the bank has to 
fight against the so-called imported inflation resulting from rising international commodity prices. 
With two rounds of “quantitative easing” (QE) by the United States, there are more U.S. dollars 
circulated in the world market and international commodity prices, including the price of crude oil, 
food, etc., which were pushed up significantly by the QEs. Moreover, with the crisis in Libya, 
exacerbated by NATO’s intervention, international oil prices rose even more sharply. Recently, the 
price of crude oil set in future contracts, for April delivery, rose to $ 104.42 a barrel, a record high 
over the past 29 months.8 If instability in the Middle East lingers, oil prices might hit further highs. 
Meanwhile, the recent earthquake and tsunami in Japan will entail increased demand for 
reconstruction goods and resources; hence, global commodity prices will be pushed up even higher. 

China has few choices but to continue importing those global commodities, however. After more 
than 20 years of reform and development, China is stepping onto a stage where huge amounts of 
resources have been put into production for economic growth. Meanwhile, with its population of 
1.3 billion, China has to rely, at least in part, on foreign imports to ensure adequate domestic food 
supplies. Therefore, even if crude oil prices and food prices keep soaring, China is unlikely to 
reduce its significant expenditures on these imports.9 The rising price of these imported goods will 
drive up the prices of their domestic counterparts, leading eventually to “imported inflation.” While 
the government’s official inflation target is 4 percent, Li Daokui, a member of the Monetary Policy 
Committee of the PBOC, predicts that consumer price inflation could average 5 percent in 2011 if 
global commodity prices continue to rise.10 However, if the RMB appreciates sharply, say 10 
percent against the dollar, the relative price of these global tradable commodities will decline, 
relieving the inflationary pressure that the PBOC faces. 

                                                           
 
8 “High commodity prices, imported inflation pressures in China surge,” Chinahourly, March 7, 2011, 
http://www.chinahourly.com/bizchina/12703/. 
9 Telephone interview with leading Chinese university economist, March 14, 2011. 
10 “PBoC official calls for full RMB convertibility,” China Economic Review, March 10, 2011, 
http://www.chinaeconomicreview.com/industry-focus/latest-news/article/2011-03-
10/PBoC_official_calls_for_full_RMB_convertibility.html. 
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The second reason why the PBOC, as a government agency, favors currency reform is that now 
many high-level officials and advisers of the PBOC are professional economists who received Ph.D. 
degrees in economics from universities in the United States, including Vice Governor Yi Gang, 
Monetary Policy Committee members Zhou Qiren, Li Daokui, etc. Their views are highly regarded 
within the PBOC, as well as in central leadership circles, and many of them are firm supporters of 
the RMB’s appreciation. For instance, Zhou Qiren has repeatedly expressed his view that the 
government should continue the appreciation of the RMB since it will help China expand its 
imports and curb inflation.11 Xia Bin, another member of the Monetary Policy Committee of the 
PBOC, goes even further and calls for full convertibility of the RMB within a decade.12 Xia also 
states that China’s “longer-term goal must be integrating into the floating exchange rates of the 
international system” and argues that an appreciating currency could dampen China’s rising 
inflation.13 

The third reason why the PBOC is pushing currency reform is that under the current soft peg, the 
bank cannot handle the large amount of speculative capital inflows into China. According to an 
estimate from the State Administration of Foreign Exchange (SAFE), the stock of “hot money”—
foreign portfolio investments that have percolated into China through the capital account—was 
around $290 billion in 2010.14 The large amount of arbitrage capital inflow into China, in the form 
of dollar-denominated assets, heavily undermines the effectiveness of PBOC monetary policy. 
However, with a one-time appreciation of the RMB to the market level, the problem of “hot 
money” inflow will naturally fade away. 

The Ministry of Commerce: Impeder of Reform 
Like the PBOC, the Ministry of Commerce of the PRC is a central government agency under the 
supervision of the State Council. The major duties of the Ministry of Commerce include, but are 
not limited to, formulating development strategies, guidelines, and policies of China’s domestic and 
foreign trade; guiding the work of the Chambers of Commerce for Import and Export and other 
relevant associations and societies; and being responsible for multilateral and bilateral negotiations 
on trade and economic issues, etc.15 

In the first half of 2010, when there was a serious debate on whether China should resume the 
gradual appreciation of the RMB, Zhang Xiaoji, director-general of the Research Department of 
Foreign Economic Relations at the Development Research Center (DRC) of the State Council, told 
                                                           
 
11 Zhou Qiren, “Zhou Qiren: Renminbi Shengzhi YouZhu Yu Zhongguo Kuoda Jinkou Yizhi Tongzhang” 
(The Renminbi Appreciation Will Help China Expand its Imports and Curb Inflation), ifeng.com, December 
3, 2010, http://finance.ifeng.com/opinion/macro/20101203/3002431.shtml. 
12 “PBoC official calls for full RMB convertibility,” China Economic Review, March 10, 2011. 
13 Ibid. 
14 “2011: a year of big change for the RMB,” China Confidential, February 24, 2011.  
15 “Mission,” Ministry of Commerce, People’s Republic of China, Beijing, December 7, 2010, 
http://english.mofcom.gov.cn/column/mission2010.shtml. 
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the media that it is quite normal for officials in the PBOC and the Ministry of Commerce hold 
different views on the issue of RMB appreciation. “It will be abnormal if their viewpoints are similar 
on this issue,” stated Zhang.16 

The main reason why officials at the Ministry of Commerce are against the RMB’s appreciation is 
that, as a governmental agency, the ministry has a vested interest in keeping the RMB exchange rate 
at an artificially low level to maintain the competitiveness of China’s export sector. There is wide 
consensus within China’s central leadership circle that an abrupt appreciation of the RMB would 
wreck China’s exports, just as Japan experienced at the beginning of the 1990s after the Plaza 
Accord, when the Japanese yen was forced to appreciate against the U.S. dollar. Recently a report 
from the Shenzhen municipal government, one of the most densely populated coastal cities in 
China, states that if the RMB appreciates by 3 percent, total exports in Shenzhen will decrease by 
approximately $9 billion.17 Other coastal cities and provinces that rely mainly on the export sector 
to boost growth and employment share similar concerns. Recently, according to an experiment 
done by several local-level Chambers of Commerce, if the RMB appreciates by 3 percent, the net 
profit of labor-intensive export sectors will drop by 30 to 50 percent.18 

It is worth pointing out that the policy choices key officials in the Ministry of Commerce could 
consider are constrained by different local interest groups in China. The groups representing the 
interests of China’s export companies are organized in the form of provincial and local-level 
Chambers of Commerce. The most influential provincial and local Chambers of Commerce are 
mainly located in coastal cities and provinces. According to an economics professor from Shanghai 
Fudan University, representatives in the local Chambers of Commerce mainly include 
entrepreneurs from export companies, as well as retired governmental officials who previously held 
senior-level positions in the provincial and local Foreign Economic Relations & Trade 
Commissions.19 These formal provincial and municipal government officials serve as middlemen to 
pass along concerns from Chinese export companies to the Ministry of Commerce. “These 
lobbying groups organized in the form of local Chambers of Commerce exert a very strong 
influence on the key officials in the Ministry of Commerce, and they usually will exaggerate the 

                                                           
 
16 Xu Yunxi & Wu Lihua, “Renminbi Shengzhi Yuqi Jiaqiang, YangHang Shangwubu WeiMiao Fenqi” 
(Stronger Prediction of the Renminbi Appreciation and a Subtle Cleavage between the Central Bank and the 
Ministry of Commerce), Hexun.com, March 14, 2010, http://forex.hexun.com/2010-03-14/122974132.html. 
17 Tang Yunqiao, “Renminbi Shengzhi Baifenzhi San, Shenzhen Waimao Chukou Jiang Jianshao Jiushiyi 
Meiyuan” (If the RMB Appreciates by 3%, Total Export in Shenzhen Will Decrease by US$9 billion), 
Caijing.com.cn, October 22, 2010, http://www.caijing.com.cn/2010-10-22/110549825.html. 
18 Shen Xiaodong, “Shen Xiaodong: Renminbi Shengzhi Yali Ceshi Mandi Lingfen, Difang Zhengfu Shifou 
Youze” (The Experiment on How Much Renminbi Appreciation Export Companies could Tolerate 
Demonstrates Negative Results, Whether Municipal-Level Governments need to Bear the Responsibility), 
news.163.com, April 2, 2010, http://news.163.com/10/0402/13/6395I68L000146BB.html. 
19 Telephone interview with leading Chinese university economist, March 14, 2011. 
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negative impact of RMB appreciation on China’s export sector, hence constraining the policy 
options of the Ministry of Commerce,” notes the professor.20 

The Debate in 2009 and 2010 on RMB Appreciation 
The contrasting views of the PBOC and the Ministry of Commerce on RMB appreciation are 
evidenced by announcements from the two agencies. In November 2009, Chen Deming, minister of 
commerce, called for “maintaining the stability of the RMB exchange rate” so that “export 
companies could have a stable expectation of the future.”21 However, according to a report 
published by the PBOC in November 2009, the bank pledged to “continue the market-based reform 
of interest rates and improve the RMB exchange rate mechanism,”22 signaling the intention of the 
PBOC to introduce more flexibility in the RMB exchange rate mechanism. 

The debate continued through 2010. Tom Orlik, a China-based contributor to the Wall Street 
Journal, cited in his recent blog entry a survey published by the PBOC of 2,181 small and medium-
sized exporters, conducted in November 2010, which shows that the exchange rate is not the major 
issue for businesses that the Ministry of Commerce claims. The key result of the survey is that 67.5 
percent of respondents said they could live with appreciation of 3 percent or under in 2011, and 
another 26.5 percent claimed they could live with 3 to 5 percent appreciation.23 Orlik further notes 
that the result “shows the PBOC attempting an outflanking maneuver on their old enemy.”24 

The battle between the two agencies appears to have had a decisive victor, however: the June 2010 
announcement by the PBOC that China would allow the resumption of RMB appreciation 
indicates that the central leadership finally reached a consensus to introduce more flexibility into 
the RMB exchange rate regime. 

Looking Down the Road: China’s Exchange Rate 
Policy in 2011 
Although the central leadership did reach consensus in 2010 to resume RMB appreciation, the 
question still lingers on how much room remains for appreciation in 2011. 

                                                           
 
20 Ibid. 
21Ye Tan, “Yanghang Yu Shangwubu Duishi, Renminbi Bufang Yibu Shengzhi Baifenzhi Shi” (Cleavage 
between PBOC and the Ministry of Commerce: Should the Renminbi Pursue a One-time Appreciation of 
10%), Dengguang.com, March 4, 2010, http://www.denguang.com/jiazhi/html/89/n-15189.html. 
22 “China Monetary Policy Report: Quarter Three, 2009,” People’s Bank of China, Beijing, November 11, 
2009, 
http://www.pbc.gov.cn/publish/english/3005/2010/20100928153943029877064/20100928153943029877064_.
html. 
23 Tom Orlik, “Exchange rate politics—Central Bank lays down a marker,” China Translated (blog), 
November 30, 2010, http://www.chinatranslated.com/?p=1049. 
24 Ibid. 
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The wide consensus within the Chinese intellectual elite is that RMB appreciation in 2011 will 
outpace that in 2010. The recovery in export growth in the first quarter of 2011 and rising imported 
inflation (i.e., sharp price increases for crude oil and food in the international market) are now 
putting the PBOC in an advantageous position to pursue a faster pace of RMB appreciation in 2011 
than in 2010. 

Moreover, the PBOC has a natural alliance within economic intellectual circles to pursue a more 
aggressive RMB exchange rate policy in 2011. The majority of the mainstream economists in China 
do favor a faster pace of RMB appreciation since the advantages of a rapid appreciation outweigh 
the disadvantages. Many of these economists now hold positions in government-affiliated think 
tanks and research institutes, such as the Development Research Center (DRC) of the State 
Council, the Chinese Academy of Social Sciences (CASS), etc., and serve as informal government 
advisers on policy issues. Therefore, their views are worth examining. 

Ba Shusong, a researcher with the Development Research Center of the State Council, suggests that 
it is wise to allow the RMB’s real effective exchange rate to appreciate given the current economic 
environment and that an annual appreciation of 5 percent for the RMB in 2011 would be proper.25 
Ba further states that the impact of RMB appreciation on export-oriented enterprises is not as big as 
imagined. He concludes that if the RMB were to appreciate by 10 percent, Chinese exporters and 
overseas consumers would respectively shoulder 5 percent of the rising cost. Moreover, Ba argues 
that since processing trade accounts for around 50 percent of China’s total exports, when 
increasing the price of exports, RMB appreciation also helps lower the costs of imports, which will 
in turn reduce the processing trade sector’s sensitivity to the appreciation of the RMB.26 

Zhang Bin, a research fellow at the Institute of World Economics and Politics at the Chinese 
Academy of Social Sciences, states the RMB should appreciate by around 10 percent. Zhang notes 
that empirical analysis shows that if the RMB were to appreciate by around 10 percent, the growth 
of the export sector would only decline by around 3.3 percent, which the Chinese economy could 
absorb without excessive hardship.27 Meanwhile, appreciation will end the price distortion between 
tradable goods and nontradable goods. Resources will flow from the sector that produces labor-
intensive tradable goods to the sector that manufactures nontradable commodities, such as the 
service industry. In the long run, this change resulting from the RMB’s appreciation will contribute 
to more balanced and healthy growth in the Chinese economy.28 

                                                           
 
25 “Analysis: RMB appreciation in 2011 may outpace that in 2010, estimated to hit 5 pct,” Finance China, 
March 18, 2011, http://news.fnchn.com/Analysis_RMB_appreciation_in_106497.aspx. 
26 Ibid. 
27 Zhang Bin, “Zhuangjia Zuanwen Jianyi Renminbi Shengzhi Beifenzhi Shi, Cheng Youliyu Quanmian 
Fazhan” (Experts Suggest that the Renminbi Appreciates by 10%, Stating that it will Benefit the Long-term 
Development in Every Aspects), Sina.com, April 12, 2010, http://news.sina.com.cn/c/sd/2010-04-
12/171620057876.shtml. 
28 Ibid. 
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Chen Zhiwu, a finance professor at the Yale University and a leading mainstream economist, also 
believes that China should pursue a one-time RMB appreciation of 5 percent to 10 percent in 2011, 
in order to curb inflation as well as the asset bubble in the Chinese real estate market.29 Echoing 
Ba’s view, Chen also states that the RMB’s appreciation will not pose a substantially negative impact 
on China’s export sector. 

In the monetary report published by PBOC at the end of 2010, the bank pledges to “advance the 
market-based interest rate reform and the reform of the RMB exchange rate regime.”30 Meanwhile, 
PBOC has used the exchange rate as a major tool to manage imported inflation since December 
2010, and this trend has yet to reach its conclusion. Judging from the statements of Chinese 
intellectuals, a reasonable estimation is that the RMB will appreciate by around 5 percent in 2011. 
After all, as indicated by Philip Swagel, former chief of staff and senior economist at the White 
House Council of Economic Advisers, if there is a rapid RMB appreciation in the future, China will 
be able to handle the negative effect it will pose on its export sector. “The effect will be similar as if 
China experiences a negative trade shock since some exporting firms will not be able to compete in 
global markets,” notes Swagel. “But this is similar to the negative trade shock China experienced in 
2008 to 2009 during the financial crisis, and China was able to use fiscal stimulus to maintain 
strong growth. So even if allowing for faster currency appreciation will have a negative impact on 
the export sector, China can still take action to keep its economy strong. And there would be 
important benefits from a stronger yuan in terms of less inflationary pressure.”31 

  

                                                           
 
29 Ke Wei, “Chen Zhiwu: Renminbi Yinggai Yicixing Shengzhi Baifenzhi Wu Dao Baifenzhi Shi” (Chen 
Zhiwu: The Renminbi Should Pursue a One-time Appreciation of 5% to 10%), Sohu.com, April 10, 2010, 
http://business.sohu.com/20100410/n271429817.shtml. 
30 “China Monetary Policy Report: Quarter Three, 2010,” People’s Bank of China, December 13, 2010, 
http://www.pbc.gov.cn/publish/english/3511/2010/20101213170225167537967/20101213170225167537967_.
html. 
31 Personal Interview with Philip Swagel, March 28, 2011. 
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