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Abstract

This paper reviews and critically comments on the policy debate surrounding China’s
exchange rate regime. There are presently two key issues — firstly, whether the RMB has
become significantly undervalued, and secondly, whether China would benefit from
adopting a flexible exchange rate regime. We find little rigorous evidence in support of
the first proposition. With respect to the second, the consensus view is that a flexible
exchange rate is desirable as it would support macroeconomic stability by providing
greater monetary independence. Most absent in this position is convincing evidence that
exchange rate stability is associated with macroeconomic instability, either in the context
of China or broader international experience. The consensus position also appears to
understate many of the benefits that accrue to China as a result of having a stable
exchange rate, as well as many of the costs associated with moving to greater flexibility.
We conclude that while adopting a flexible exchange rate regime may pass the
cost/benefit test sometime in the future, for now the focus ought to firmly be on domestic
financial reform.
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