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Introduction:

Should China revalue the RMB? The answer can be framed within the dimension of a signalling game between the US and China who are the key players in this unfolding game. The signalling game has been captured in a range of papers available on www.patrickmcnutt.com. The game began with the ending of the RMB US dollar peg in June 2008
. On September 19th 2010, the RMB closed at 6.72. The RMB was trading at 6.69 against the US dollar on 21st September, the highest level since June 19th when China signalled a more flexible RMB. The strategic issue is how to play the end game. In 2009, we had suggested that the G20 could provide a framework or facilitate a managed exchange rate mechanism to begin negotiations. We are now suggesting that the US should ease the pressure on China and allow POBC to facilitate a gradual return to a RMB appreciation trend.
Signalling Game:

Although a signalling game began 2008 - as observed in www.patrickmcnutt.com -  there is observational evidence of a continuing signalling game between China and US on the level of RMB and, in particular, on a further revaluation to appease US policymakers. Elsewhere, we have called for an introduction of a managed exchange rate regime in order to minimise the impact of currency misalignments and exchange rate fluctuations to the prolonging of the world recession. Under the umbrella of such a regime a negotiated solution to the RMB US dollar exchange could be achieved.
Table 1:

	
	US

Revalue the RMB


	Do not Revalue RMB

	CHINA

Revalue RMB
	US$ devaluation

Raised interest rates in US
	Signalling Equilibrium

	Do not revalue RMB


	Trade Sanctions on Chinese exports to US
	Increased inflation in China

Low interest rates in China


In the absence of such a regime, however, the signalling game continues with more recent signals from both President Obama and Premier Wen Jiabao in New York on Thursday 23rd September. If we accept that a signalling game will in time reach an equilibrium outcome or solution - when both players realise that an outcome has been reached that is the best both players can do given the reaction of the other - then why do the players not reach an agreed solution?  One reason is that unilaterally they both believe that they can do better than any negotiated solution. In Table 1 we present some unilateral options to the signalling solution based on the commentary in the financial media.
China should revalue in time, but the US should cease the political pressure to force China to do so. The time available to signal is diminishing in time. So a cluster of signals has been observed in September, indicating that not only is such equilibrium within reach but that both players realise this to be the case
. Credible threats are also being played - we are observing US Congress debating import sanctions on Chinese exports to the US and China leaders signalling the independence of China’s exchange rate policy.

Sub-Games

Already both players realise that the RMB/US dollar exchange rate will not directly resolve the trade imbalance between China and the US. China policymakers know that US policymakers know that China has approximately US$2.5tr and if China threatens to dump US dollars holdings not only will the dollar devalue but the value of its remaining holdings will fall, and thus push the US into a recession if a sustained dollar devaluation leads to higher US interest rates. 
In the US, Congress is considering a punishment of Chinese imports in the absence of a RMB revaluation.  If a revaluation of the RMB was matched by a revaluation of other Asian currencies then any fall in the US trade deficit would be contingent on less non-Asian imports. A revaluation of RMB against the US dollar – if the objective is to curb Chinese exports to the US – would only have a marginal impact on China’s trade surplus if the RMB devalues (in relative terms) against Euro economies or Sterling or Asean economies. 
Furthermore the high import content of Chinese exports could negate any impact of a revaluation in curbing Chinese exports. Inflation is a concern for the POBC as signalled in May 2010 by Ms Hu, Deputy Governor of POBC, in an internal discussion paper.
China’s Economic Equation

There are two key economic variables for China policy-makers  to consider 

(i) export-leg growth;

(ii) domestic inflation. 
If the objective of China’s policymakers is to achieve a GDP growth target then focus should be on a fundamental equation:  

GDP = X + G + FDI 
Export-led growth requires a focus on industrial activity or production that will facilitate global reach not production activity in a protected domestic market. It would require a judicious balance between the production cycle for export international sales and domestic consumer sales. This point was alluded to by Premier Wen in his speech to the UN in New York on 23rd September. 
Domestic inflation is on the agenda of POBC and any signal to raise interest rates could lead to a strengthening of RMB sans exchange rate policy. If the rate of interest is less than the rate of GDP growth then the impact of interest rates is muted as a policy tool. If, arguably, the rate of interest in China is 5% and growth rate estimates remain at 6%, increased capital adequacy ratios in the banks may have a more pronounced impact on curtailing credit expansion than an increase in interest rates.
Prognosis

Game embedded strategy is about unity of ends and plurality of means. If POBC were to restore the RMB appreciation trend reminiscent of 2008 and signal a target level of 6 against the US dollar for 2011 - contingent on domestic inflation targets [higher interest rates and a 6.5] and export growth targets [sustained at a level 6.65] -  the pressure from US may ease after the Congressional elections in November, and Chinese policy makers could proceed to gear production post-2011 towards the domestic market by keeping prices relatively low (with a revalued RMB) and curtailing credit expansion, followed by exporting production to low-income developing markets which are more price sensitive. Finally, Chinese manufacturers and exporters proceed to up-skill via adoption and adaptation of technology in order to target the global trading markets in a post-2011 trading world appreciative of an appreciating RMB.






























� The RMB has risen 20% against the US dollar since 2005.


� The pattern of signals that have emerging in September 2010 is not dissimilar to the 1987 signalling pattern observed with the Japanese Yen and US dollar. In 1987 under the Plaza accord, the Yen strengthened from 250 to 150 Yen to the US dollar, and many commentators believe that the consequent low interest regime in Japan may have contributed to a period of low growth. The Ministry of Japan had to intervene on Wednesday 15th September to weaken the Yen, as the Yen strengthened to an 82.85 historic high falling to 85.52 by Friday 17th September.
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