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 china’s  
Weak currency  
  conundrum

o
fficials at the People’s Bank of china have long in-
sisted that “china won’t weaponize the renminbi.” 
and yet, implicit in their promise not to manipu-
late the currency for strategic ends is their ability 
to do so if they so desired.

china’s monetary policy has come to the fore 
now that u.S. President Donald Trump has im-
posed import tariffs on a range of chinese goods. 

many are wondering if china will respond to Trump’s trade war by threat-
ening a currency war. If it does, the world should call its bluff.

To be sure, with more than $3 trillion in foreign reserves and an es-
tablished—albeit not entirely successful—system to manage its exchange 
rate, china has enough financial and monetary leverage to bring the u.S. 
economy to its knees. But having the weapons it needs does not mean that 
china can afford to use them.

In June, the renminbi had its worst month on record, dropping 3.7 
percent against the dollar. analysts are divided about the cause. Some view 
it as the result of a slowdown in economic growth, coupled with market 
concerns about the introduction of u.S. tariffs and dollar appreciation on 
the back of rising u.S. interest rates. others suspect that chinese monetary 
authorities intervened to weaken the renminbi, in order to offset the impact 
of u.S. policies.

China finds itself between a rock and a hard place.
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The chinese government has a long history of inter-
vening to ensure that the renminbi’s exchange rate aligns 
with its economic goals. But since 2016, when the ren-
minbi was included in the basket of currencies that de-
termines the value of the International monetary Fund’s 
Special Drawing rights, the exchange rate has been deter-
mined mainly by market forces.

Still, despite PBoc Governor yi Gang’s insistence 
that china’s exchange rate reflects demand and supply 
(with a basket of currencies as a reference), monetary au-
thorities have the power to intervene when necessary. and 
though such interventions have been less frequent than in 
the past, they have continued to muddle market signals.

In the context of today’s trade war, however, an “en-
gineered” competitive devaluation of the renminbi, even if 
technically possible, would not be in china’s best interest. 
unlike in the past—and despite the Trump administration’s 
view of china as an unreformed currency manipulator—a 
weak renminbi has more costs than benefits for china.

For starters, by increasing import prices and bolster-
ing export sectors, a weaker renminbi would undermine the 
chinese government’s goal of shifting away from export-
led growth and toward a model based on higher domestic 
consumption. moreover, a weaker renminbi could invite 
renewed u.S. complaints about currency manipulation.

Finally, and more crucially, a weak renminbi at the 
same time that dollar-denominated assets become more 
attractive could cause china to suffer capital flight. In this 
scenario, chinese monetary authorities might be forced to 
reverse course and prop up the renminbi. By then, such an 
intervention would have to be large, implying a significant 
decrease in the country’s official reserves, as happened in 
2015 and 2016.

complicating matters further, china’s monetary 
authorities are already struggling to maintain financial 
stability under conditions of slowing economic growth, 
a total debt-to-GDP ratio of around 250 percent, and 
monetary-policy normalization on the part of the u.S. 
Federal reserve.

china thus finds itself between a rock and a hard 
place. To discourage new lending and reduce the risk 
of capital outflows, the PBoc should tighten monetary 
policy. But counteracting the negative impact on growth 

resulting from rising u.S. interest rates and tariffs calls for 
more monetary accommodation.

So far, china’s answer to this conundrum has been to 
relax capital requirements in order to create more liquid-
ity into the banking system. But if chinese savers expect 
the renminbi to depreciate further, this measure could be 
offset by capital outflows—even with the capital controls 
the government currently has in place.

looking ahead, yi may have to resort to more than 
verbal assurances to support the exchange rate. That could 
mean that china and the Fed will end up selling—or at 
least not rolling over—u.S. Treasury bonds at the same 
time. In the event, u.S. interest rates could go through the 
roof, implying serious risks for global financial stability. 
So, while a weak renminbi is worse for china than it is for 
the united States, a PBoc intervention to strengthen the 
currency could undermine the Fed’s policy normalization, 
and financial stability generally.

china’s lack of a fully liquid and convertible currency 
means that there will always be a fundamental divergence 
of exchange rate regimes across the international mone-
tary system. and this divergence will continue to produce 
distortions that intensify the global effects of new u.S. 
monetary policy trajectories.

The solution to this problem is straightforward: elimi-
nate the distortions. china should float the renminbi so 
that its exchange rate becomes truly market-determined, 
even as it continues to manage capital flows. a “managed” 
approach of this kind would help china strengthen its fi-
nancial system and develop the renminbi as a major inter-
national currency.

unfortunately, china seems as beholden to its current 
exchange rate regime as the Trump administration is to its 
trade policy. The united States and china’s irreconcilable 
approaches are not good for anyone. We all should be con-
cerned about what may come next. u
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