


 



 

 

 

 

 
DIRECTORATE GENERAL FOR INTERNAL POLICIES 

POLICY DEPARTMENT A: ECONOMIC AND SCIENTIFIC POLICIES 

 
ECONOMIC AND MONETARY AFFAIRS 

 
 

The threat of 'currency wars': global 
imbalances and their effect on 

currencies 
 

COMPILATION OF BRIEFING PAPERS 
 

 

Abstract 
 
Within the context of persisting international imbalances and a lingering crisis, 
there has been increased focus on the exchange rates between major economic 
areas, taking for example the heated debate between the US and China and 
unilateral action by numerous countries. It currently seems that a quantitative 
easing boom is back on the agenda globally. Inevitably, such policy actions will 
have effects on the global flows of capital and trade and have already attracted 
strong criticism from some emerging countries such as Brazil which complain 
about the loss of competiveness caused by the appreciation of their currency. 
 
The Monetary Experts Panel of ECON was asked help the European Parliament's 
ECON Committee understand the implications of the above mentioned 
developments. Consequently, in this compilation, the motives and policy options 
available to major economic actors with regard to their exchange rate and current 
accounts. Very importantly, the question on the impact on the euro area is raised, 
i.e. how the euro area can avoid remaining too passive and being the loser in 
these policy actions of global importance. 
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SUMMARY OF PAPERS 
Within the context of persisting international imbalances and a lingering crisis, there has 
been increased focus on the exchange rates between major economic areas, taking for 
example the heated debate between the US and China and unilateral action by numerous 
countries, e.g. Japan in order to weaken the Yen. It currently seems that a quantitative 
easing boom is back on the agenda globally. Inevitably, such policy actions will have effects 
on the global flows of capital and trade and have already attracted strong criticism from 
some emerging countries such as Brazil which complain about the loss of competiveness 
caused by the appreciation of their currency. 
 
The experts were asked to describe the motives and policy options available to major 
economic actors with regard to their exchange rate and their likely impact on the euro 
area. Specifically, how can the euro area avoid remaining too passive and being the loser in 
these policy actions of global importance? 
 
All experts agree on the fact that the term "currency war" is exaggerated and partly 
misleading. Also, the impacts of the recent decisions and actions on the levels of important 
exchange rates have been limited. Moreover, the US QEII program is mostly seen as 
having been launched for domestic stimulus purposes (and not to explicitly lower the 
exchange rate), admittedly though without taking into account that this impact will be 
there (i.e. global externality).  
 
The more controversial issues include questions such as whether global imbalances are to 
blame for the current problems, as well as whether China is right to pursue the kinds of 
policies it does and whether the Chinese yuan is undervalued or not. At least there seems 
to be large scale support for the view that due to US and Chinese policies, some desirable 
adjustment processes in exchange rates are currently not taking place on a global scale.  
 
Finally, there is widespread agreement that the euro area has to remain vigilant in order 
not to end up as the loser in the current and future policy actions. Measures to depreciate 
in large parts of the world, combined with Chinese efforts not to appreciate, could lead to 
the euro appreciating excessively. The euro area should do all it can to favour cooperative 
agreements on a global scale between governments but also central banks.  
 
The following summary presents the topic of the briefing papers followed by brief points on 
the main messages of the experts. Only selected main points are mentioned here. For a 
complete argumentation, please refer to the subsequent papers. 
 
Anne Sibert - Limited effect of currency operations - and what is really behind 

Sibert notes that the US has announced the launching of a new round of quantitative 
easing combined with a maturity twist - to much hysteria from the rest of the world. In the 
first part of her note she explains how this operation will work and why it is unlikely to 
greatly enhance US competitiveness. In the second part of the note she explores what the 
global reaction is really about and why policy makers are reacting the way they are. In her 
view, the euro area's best interest is to try to do all it can to prevent a Sino-American trade 
war.  
 
Zsolt Darvas/Jean Pisani-Ferry - Pegged currencies are the main issue 

In Darvas' and Pisani-Ferry's view, the ‘currency war’ has three manifestations: 1. currency 
pegs, 2. recent attempts by floating exchange rate countries to resist currency 
appreciation, 3. quantitative easing. Europe should primarily be concerned about the first 
issue, which is related to the renewed debate on the international monetary system.  
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Attempts classified into the second issue are generally justified on the basis that China 
keeps a peg. Quantitative easing is not a ‘beggar-thy-neighbour’ policy as long as the FED’s 
policy is geared towards price stability. Central banks should come to an agreement about 
the definition of price stability at a time of deflationary pressures. The euro’s exchange rate 
has not been impacted much by the recent currency war: it continues to be overvalued, but 
to a lesser extent than before. The asymmetric impact of the crisis on advanced and 
emerging countries should have implications for real exchange rate movements. 

 
Charles Wyplosz - Global coordination desirable but complicated; cautious ECB 
policy needed 

The expression “currency war” is largely misplaced. The recovery from the Great Crisis is 
highly uneven, it is therefore only normal that exchange rates move in response to differing 
economic conditions. It is likewise normal that various central banks react to domestic 
conditions, but the problem is that events and policies in the largest economies affect the 
rest of the world through the exchange rate channel. Thus the US Federal Reserve’s 
quantitative easing (QE) stands to weaken the dollar and to lead to capital outflows that 
are disruptive. Similarly, China’s policy of pegging its exchange rate, which in turn 
influences monetary policies throughout East Asia, prevents some otherwise normal 
exchange rates from taking place. In an ideal world, these policies would be coordinated 
but this is likely to be a highly complicated exercise. As the euro area too is undergoing an 
apparently feeble recovery and a public debt crisis, the ECB must proceed with extreme 
caution, possibly delaying its exit strategy. 
 

Stefan Collignon - Deeper monetary cooperation between Europe and Asia needed 

The stability of the global economy is at risk because policy makers ignore cooperative 
solutions to the imbalances and tensions that have emerged with the integration of China 
into the world economy. The paper presents evidence that the Chinese yuan is not 
undervalued and that there is no evidence that the Fed will generate inflation by its QE2 
program. However, there is an increased risk of financial bubbles being created in emerging 
economies. A strong appreciation of the yuan would destroy the world’s most important 
growth pole, while the US economy needs more flexibility to adjust. The paper proposes a 
constructive role for the euro and recommends a shift in China’s pegging policy to a basket 
mainly containing euros and yen and deeper monetary cooperation between Europe and 
Asia. 
 
Guillermo de la Dehesa - Euro appreciation makes crisis exit more difficult 

Global current account imbalances tend to create not only bubbles and financial crises but 
also exchange rate tensions among leading international currencies, and, therefore, among 
those other currencies that are pegged to them. As the US, UK and Japan - i.e. the three 
more international currencies besides the euro - are trying to depreciate their currencies 
and China is trying to avoid an appreciation of its currency, consequently the result will be 
that the euro will appreciate in value, making it more difficult for the euro area to exit the 
crisis. 
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1) QUANTITATIVE EASING AND CURRENCY WARS 
 

by Anne Sibert 
Birbeck, University of London and CEPR 

 
 
 

Abstract 
 

To much hysteria from the rest of the world, the US has announced the launching 
of a new round of quantitative easing combined with a maturity twist. In the first 
part of this note I explain how this operation will work and why it is unlikely to 
greatly enhance US competitiveness. In the second part of the note I explain 
what the global reaction is really about and why policy makers are reacting the 
way they are. 
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Executive Summary 
 

• In November 2010 it was announced that the US Federal Open Market Committee 
(FOMC) intends to purchase a further $600 billion of longer-term Treasury securities 
and that it will reinvest an additional $250 billion to $300 billion in Treasury 
securities with the proceeds of its earlier investments. This quantitative easing with 
a maturity twist is nicknamed “QE II” and is has led to an hysterical outcry. 

 
• Conventional quantitative easing is unlikely to be successful in a low interest rate 

environment. Theory also predicts that the maturity twist is unlikely to provide a 
significant enhancement. 

 
• Recent experience, as well as theory, suggests that most of the increase in the 

monetary base resulting from QEII will end up as depository institutions’ excess 
reserves. There will be little impact on either US inflation or US competitiveness. 

 
• The furore over QEII reveals deeper tensions over real exchange rates and global 

imbalances. 
 
• The critical conflict is between the United States and emerging market nations that 

are running current account surpluses, in particular China. Another conflict is 
between the United States and advanced economies running surpluses, in particular 
Germany. 

 
• The United States accuses China of keeping down the value of the renminbi1 by 

intervening in currency markets and purchasing $2.4 trillion worth of reserves. This 
policy has subsidised their exports and allowed China to grow at the expense of the 
rest of the world.  

 
• Unemployment in the United States is high and the numbers of long-term 

unemployed are rising. In such an environment protectionism may be an appealing 
populist political strategy and the US President is no instinctive supporter of free 
trade. 

 
• Taking what steps it can to help avoid a Sino-American trade war would be a good 

policy for the Eurozone. 

The United States has announced a new round of quantitative easing. According to former 
Federal Reserve chairman Alan Greenspan, it is “pursuing a policy of currency weakening”. 
This is denied by President Obama but foreign officials are not convinced. Japanese Prime 
Minister Naoto Kan said the US is pursuing a “weak-dollar policy”. Angela Merkel said the 
programme would "create extra problems for the world"; German Finance Minister 
Wolfgang Schäuble called the Federal Reserve’s move “clueless” and the German Economy 
Minister Rainer Brüderle accused the US of indirectly manipulating foreign exchange 
markets to its economic advantage. Brazilian central bank president Henrique Meirelles said 
it would cause "risks for everyone". China's Vice Finance Minister Zhu Guangyao said the 
US is not living up to its responsibility as an issuer of a global reserve currency.  

In the first half of this note I describe how the Federal Reserve’s version of quantitative 
easing works and why this new round is unlikely to significantly improve US 
competitiveness. In the second half I explain what the rest of the world is really angry 
about and what the US position is. I describe the major risk of this conflict for the Eurozone 
and the sensible Eurozone response.  

                                                 
1 Renminbi means ‘the people’s currency’ and is the official generic name of the currency of China. Yuan is the 
name of a unit of this currency. 
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1. The Likely Effects of the Federal Reserve’s New Round of 
Quantitative Easing 

In November 2010 it was announced that the Federal Reserve intends to purchase a further 
$600 billion of longer-term Treasury securities, proceeding at a rate of about $75 billion per 
month. It also announced that it will reinvest an additional $250 billion to $300 billion in 
Treasury securities with the proceeds of its earlier investments. This second round of 
quantitative easing combined with a maturity twist, nicknamed QE II, has led to wide 
criticism. In this section I explain why the Federal Reserve has resorted to this measure 
and what it entails. I evaluate its likely effectiveness. 

1.1 Monetary Policy in Normal Times 

To see why the Federal Reserve has resorted to this quantitative easing, it is necessary to 
understand how monetary policy is normally done and why conventional monetary policy 
has stopped working. To explain this, I consider the simplified Federal Reserve System 
balance sheet in Figure 1 below. 
Figure 1 Simplified Federal Reserve System Balance Sheet 

 
Assets 
 

Liabilities 

                                                

Securities Currency in circulation 
Repos 
Loans 
Other Assets 

Depository institutions’ balances 
Reverse Repos 
Other Assets 

 Net worth 

On the left-hand side of the balance sheet are the assets of the Federal Reserve. The first 
component of assets is the Federal Reserve’s holdings of public and private securities. The 
second component is repos, securities it temporarily holds as a result of its open-market 
operations. The third component is its loans to eligible counterparties. On the right-hand 
side of the balance sheet are the liabilities of the Federal Reserve. The first two 
components, currency in circulation and private deposit-taking institutions’ reserves held at 
the Federal Reserve, make up the monetary base. The third component is the Federal 
Reserve’s reverse repos, the depository institutions’ reserves temporarily held as a result of 
the Federal Reserve’s open market operations. Also on the right-hand side is the central 
bank’s net worth: the difference between its assets and its liabilities. 

In normal times it is typical for modern central banks to make monetary policy by choosing 
a target short-term policy interest rate. The Federal Open Market Committee (FOMC) of the 
Federal Reserve System targets the federal funds rate, the rate at which private deposit-
taking institutions lend balances at the Federal Reserve overnight to each other. The 
Federal Reserve Bank of New York, acting as agent for the FOMC, conducts open-market 
operations to attain this targeted rate. In usual times this entails offsetting transitory 
changes in depository institutions’ reserves. If the central bank wants to increase these 
reserves it engages in repurchase agreements (“repos”). These operations are equivalent 
to short-term collateralised loans but technically they are arrangements where the Federal 
Reserve buys securities in exchange for reserves and agrees to subsequently resell them.2 
As a result, the Federal Reserve’s balance sheet temporarily expands: the monetary base 
component of its liabilities rises, as does the repo component of its assets.  

 
2 The Federal Reserve’s terminology is unusual for a central bank. Generally, a repo is an agreement to sell 
securities and then to buy them back at a later date. Thus, the Fed is viewing things from the point of view of the 
counterparty. 
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If the Federal Reserve wants to decrease depository institutions’ reserves it engages in 
reverse repos. These are similar to short-term collateralised borrowing but technically they 
are an arrangement where the Federal Reserve sells assets in exchange for reserves and 
agrees to subsequently repurchase them. Reverse repos have the effect of changing the 
composition of the Federal Reserve’s liabilities: the monetary base component falls and the 
reverse repo component rises. 
To offset more permanent factors that would keep the federal funds rate from its target, 
the Federal Reserve must make a more permanent change in its balance sheet. To 
permanently increase liquidity the Federal Reserve expands its balance sheet: purchasing 
securities and increasing the monetary base. To decrease liquidity it contracts its balance 
sheet: selling securities and decreasing the monetary base. 

1.2 Why Usual Monetary Policy is not Working Now 

Unfortunately for the FOMC, as well as other monetary policy committees around the world, 
by the time the global financial crisis started in earnest in September 2008, policy interest 
rates were already quite low and there was little scope to reduce them further. After the 
onset of the credit crisis in August 2007 the FOMC had cut its policy interest rate sharply. 
As seen in Figure 2 below, the federal funds target rate was 2.0 percent in September 
2008; by December of that year it had been reduced to 0 - .25 percent. 

 
The rate chosen on 16 Dec 2008 was 0 - .25 percent. 
Source: Board of Governors of the Federal Reserve System 

Unable to make monetary policy by announcing lower target interest rates and achieving 
them through open-market operations, central banks have sought alternatives.3 A potential 
idea was that instead of announcing a policy interest rate, the central bank would simply 
engage in further expansionary open-market operations, selling home-currency 
denominated securities to increase the monetary base. This idea, referred to then as 
quantitative easing, was tried in Japan in 2000.  

 

                                                 
3 It is feasible to have a negative interest rate on money. See Buiter, Willem H. "Don't Raise the Inflation Target, 
Remove the Zero Bound on Nominal Interest Rates Instead", Citi Economics, Global Macro View, 5 March 2010. 
Unfortunately, it involves measures which are administratively costly or politically difficult. One way it can be done 
is by abolishing currency. Given the current political climate in the United States it is hard to imagine this being 
greeted with much enthusiasm. 
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Unfortunately, this simple type of quantitative easing did not work well there and theory 
suggests that simply increasing the monetary base is not effective when interest rates are 
near zero. In such a scenario the private sector is already holding as much money as it 
wants for transaction purposes and it perceives money and low-interest-bearing 
government securities as good substitutes. An increase in the monetary base accompanied 
by an equal-sized increase in central bank holdings of low-interest-bearing government 
securities, therefore produces little change in the behaviour of households and firms and 
hence, little change in nominal variables. With little change in nominal variables, even 
unanticipated monetary policy cannot produce much change in real variables. Conventional 
open-market operations are of little effect in a low-interest-rate environment. 

1.3 What the Federal Reserve has Done so Far 

In an attempt to free up illiquid markets and deal with failed financial institutions, central 
banks began to explore more unusual types of monetary policy. In the United States, the 
Federal Reserve bought the debt of Fannie Mae, Freddie Mac and the Federal Home Loan 
banks, as well as mortgage-backed obligations guaranteed by Fannie Mae, Freddie Mac and 
Ginnie Mae. It also engaged in other crisis-related activities such as the creation of the 
Maiden Lanes I, II and III vehicles. As shown in Figure 3 below, between the end of 2007 
and the end of 2008 the assets of the Federal Reserve System mushroomed from about 
$915 billion to $2,316 billion. 
Figure 3 The Composition of the Federal Reserve System’s Assets 

 

 
Source: Federal Reserve Board  

The change in the Federal Reserve’s Balance Sheet between the end of 2007 and the end of 
2008 was the result of a combination of garden-variety quantitative easing that increased 
the size of the Federal Reserve’s assets by about 250 percent and a change in the 
composition of its assets that increased their riskiness and reduced their liquidity. Such a 
change in the composition is referred to as qualitative easing, credit easing or – at the ECB 
– enhanced credit support. 

Desperate for further ideas, on March 2009 the Federal Reserve announced a programme 
under which it purchased $300 billion of Treasury securities by Oct 2009. These included 
securities across the maturity spectrum, but most were of intermediate maturity.  

IP/A/ECON/NT/2009-12      14      PE 451.476 
 



The threat of "currency wars": global imbalances and their effect on currencies 
 

The idea behind this strategy is as follows. In Figure 4 below it is seen that the interest rate 
on US government securities increases, if rather languidly, in their maturity. One-year 
securities pay an interest rate of 0.23 percent. At five years one gets 1.18 percent and at 
ten years 2.54 percent. There is not much scope to lower the one-year rate below 0.23 
percent, but there is some room to reduce the ten-year rate below 2.54 percent. If long 
rates could be lowered, this would boost demand directly, and also indirectly, by boosting 
the value of long-dated real assets such as equity, land and real estate and weakening the 
exchange rate.  

 
Source: Federal Reserve 

This $300 billion operation was equivalent to conventional quantitative easing, where the 
Federal Reserve expands its holdings of low-interest-bearing short-maturity government 
debt, and an additional operation where the Fed swaps its short-maturity government debt 
for longer-term government debt. I have explained that the first part of the operation tends 
to be ineffective in a low-interest-rate environment so the success of this combined 
operation depends on the effectiveness of the swap component. 
The idea of the Fed swapping debt of different maturities to change the yield curve is not 
new: it was tried briefly, with little obvious success, in the 1960s and was called Operation 
Twist. Unfortunately, as long as markets are efficient, economic theory predicts that such a 
move should have no impact. The government has a monopoly on issuing money; hence, 
its price depends on its supply. But, any household, firm or institution can issue debt and 
any debt held is one party’s asset and another’s liability. Its net supply is always zero in 
equilibrium and its price does not depend on the amount issued by any particular party. 

1.4 How Effective has Monetary Policy Been? 

None of the Federal Reserve’s actions since the crisis began have yet had an obvious direct 
stimulative effect on the economy, although the qualitative easing has helped indirectly by 
increasing liquidity and assisting in the restructuring of the banking system. As seen in 
Figure 5 below, the massive increase in the Federal Reserve System’s balance sheet 
featured an increase in the monetary base, but most of this was due to an increase in 
banks’ excess reserves. Banks are holding most of the increase in the money supply as 
deposits at the Federal Reserve. 
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Figure 5. Excess Reserves and the Monetary Base 
 

 
Source: Federal Reserve 

As banks are not lending the increase in liquidity, the effect of the increase in the monetary 
base on broader measures of the money supply has been modest. This is seen in Figure 6 
below. 
Figure 6. M1 and M2 (in billions of dollars, seasonally adjusted) 

 
M1 is the blue line; M2 is the red line. 
Source: Federal Reserve 
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While obviously affected by other factors than monetary policy, inflation remains subdued. 
This is seen in Figure 7 below. 

 
Source: InflationData.com 

1.5 What is the Likely Effect of QEII? 

As previously described the Federal Reserve recently announced a second round of 
quantitative easing combined with a maturity twist. If this QEII does work as intended, it 
will lower US long-term interest rates and weaken the dollar. Then, to the extent that the 
policy was unanticipated when currently outstanding contracts were signed, US 
competitiveness should increase at the expense of the United States’ trading partners. In 
practice, despite its hefty size – equal to roughly a quarter of the Federal Reserve System’s 
balance sheet – theory and the history of the past three years suggests that the operation 
is likely to produce a muted response. Most of the increase in Federal Reserve assets is 
likely to be matched by an increase in excess bank reserves. Changes in nominal variables 
are thus likely to be small and any change in competitiveness smaller still. 
To sum up matters, the Federal Reserve’s planned quantitative easing with a twist is 
aggressive in its scale. While affecting the exchange rate might not be the primary motive 
for this operation, if it is successful then – as is the case with any monetary policy that is 
more expansionary than that of the rest of the world – the US might temporarily gain in 
competitiveness at the expense of its trading partners. However, recent experience 
suggests that the impact this current endeavour on the real exchange rate is likely to be 
small.  
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2. Currency Wars and Global Imbalances 

In this section I explain why QEII is so controversial and what the underlying motives of 
involved policy makers are. I describe the real threat to the Eurozone. 

2.1 Why is QEII so Controversial? 

If QEII is unlikely to be terribly effective, why was there so much hostility toward the US 
action? The consternation undoubtedly reflects some genuine concern that QEII might be 
effective and that a lower real value of the dollar will threaten the ability of other countries 
to pursue export-led growth. However, this is probably not the entire reason: the anger, as 
well as recent the furore over currency wars is a symptom of the dissatisfaction with global 
imbalances, depicted in Figure 8 below and the policies that are believed to support them. 
In this section I discuss two separate issues. The first is the conflict between the United 
States and emerging market economies; the second is the conflict between the United 
States and the advanced economies that are running current account surpluses. I discuss 
how worried the Eurozone should be about these conflicts and what it can do. 
Figure 8 Global imbalances, in billions of US dollars 

 
New Asian economies: Hong Kong, Korea, Singapore, Taiwan, Malaysia, Philippines and Thailand 
Middle East Oil economies: Iran, Kuwait, Saudi Arabia, Unite Arab Emerates 
Other Advanced economies: Eurozone countries other than Germany, Australia, the United Kingdom, 
Sweden, Norway and Switzerland 
Source: IMF 

2.2 The Conflict Between the United States and China 

I first consider the conflict between the United States and emerging markets, and in 
particular the conflict between the United States and China. The most obvious features of 
Figure 8 are the mammoth US current account deficit, which had fallen sharply after the 
onset of the financial crisis but is now growing again, and the huge Chinese current account 
surplus. 
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In the aftermath of the financial crisis, developed economies are moribund: capital should 
be flowing from the developed world to the developing world, not the other way around. 
This has led to tensions, most notably between the United States and China. 

Both China and the United States appear to feel aggrieved and there are two different 
stories that are told. In the first version of events, although reform is in process, China has 
been a country with a weak social safety net and underdeveloped infrastructure. It is 
natural that its savings should exceed its investment. The United States, meanwhile, is 
living beyond its means. This American profligacy is financed by a Chinese willingness to 
invest in the US. Any sizable and sudden appreciation of the Chinese currency now would 
tilt Chinese exporters into bankruptcy and possibly lead to dangerous political instability. 

In the second version of events, the Chinese surplus is due to an overvaluation of the 
renminbi.4 This overvaluation was accomplished by the Chinese intervening in currency 
markets and purchasing $2.4 trillion worth of reserves. This blatantly beggar-thy-neighbour 
policy has subsidised their exports and allowed China to grow at the expense of the rest of 
the world.5 

After years of tolerating an over-valued Chinese currency, the United States has lost 
patience. In June of this year the Chinese permitted a small appreciation of the renminbi, 
but not enough to mollify the United States. On 29 September 2010 the US House of 
Representatives passed a bill giving the executive branch the authority to impose rather 
minimal trade sanctions on any country whose exchange rate is “fundamentally 
overvalued”. 

One theory about the change in the United States’ attitude is that as long as the Chinese 
government was willing to invest its burgeoning reserves in US government securities, the 
US would look the other way. However, over the past year, China has apparently preferred 
to invest elsewhere.6 A supporting theory is that after the crisis, the United States would 
generally like emerging market countries to allow their exchange rates to appreciate and to 
remove barriers to the developed world’s exports. It believes that a successful campaign 
against China would pave the way to other countries acceding to its wishes. A third theory 
is that protectionism is an appealing political strategy in an economic slump. 

It is likely that it is this new attitude of the United States towards China’s and other 
developing countries’ real exchange rates that has provoked the latest tempest. The United 
States may be seen as hypocritical in engaging in a policy that might temporarily lower the 
value of dollar. Or, perhaps, other countries find that focussing attention on QEII is a useful 
way of diverting attention from their own exchange rate policies. 

2.3 The Conflict Between the United States and Germany 

The second conflict that is highlighted by the response to QEII is the one between the 
United States and Germany. As seen in Figure 8 and Figure 9 (below), Germany has been 
running a sizable current account surplus. 

From a German point of view, Germany’s aging population make a savings rate that is high 
by international standards but sensible. Moreover, it is typical that German recoveries are 
export led and a further expansion of German exports is desirable. The current level is 
certainly not due to currency manipulation or trade restrictions. 

                                                 
4 While acknowledging Chinese conerns, the most recent Article IV report says that IMF Staff believe that the 
renminbi remains substantially below the level that is consistent with medium-term fundamentals. 
5 See, for example, Krugman, Paul, “Taking on China,” New York Times, New York Times, 30 Sep 2010. 
6 See, for example,  Sinn, Hans-Werner, “Currency war: the guilt is not China’s alone,” Finfacts,  
http://www.finfacts.ie/irishfinancenews/article_1020973.shtml. 
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It is also seen from Figure 10 below that the obvious problem is not Germany, but the 
extraordinarily low level of US savings. Moreover, the recent dip in US savings cannot be 
accounted for by the US private sector. The IMF reports that US private savings as a 
percent of GDP was 15.2 and 17.3 in 2008 and 2009, respectively, and is projected to be 
19.3 in 2010. Rather, the US savings numbers are low because of irresponsible US fiscal 
policies. General government savings as a percent of GDP was -2.6 and -6.5 in 2008 and 
2009, respectively, and is projected to be -6.8 in 2010. The way to restore a sustainable 
US current account is US fiscal consolidation. 

Figure 9. Current Account Imbalances in the Eurozone 
(in billions of US dollars)
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Source: IMF 
 
Figure 10 US and German Savings and Investment as a Share of GDP 
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Source: IMF 
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From a US point of view, however, the provocative feature of Figure 10 is German 
investment. While temporarily higher as a percent of GDP than US investment, it has 
been significantly lower for much of the past decade. Indeed, Germany’s net domestic 
investment as a percent of net national product was the lowest in the OECD for the 
period 1995 – 2008.7 The reason can be seen in Figure 11, below.  

 
 
Figure 11 The United States has a More Flexible Economy than does Germany 
 

Ease of Doing Business Index, 2010, World Bank Product Market Regulation Index, 2008, OECD 
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4. United Kingdom 
5. United States 
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7. Canada  
8. Norway 
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10. Australia 
11. Saudi Arabia 
12. Georgia  
13. Finland   
14. Sweden  
15. Iceland   
16. Korea, Rep. 
17. Estonia   
18. Japan   
19. Thailand 
20. Mauritius 
21. Malaysia 
22. Germany 
23. Lithuania 
24. Latvia 
25. Belgium 
 

 
1. United Kingdom 
2. United States 
3. Ireland 
4. Iceland 
5. Canada 
6. Netherlands 
7. Denmark 
8. Spain 
9. Norway 
10. Japan 
11. New Zealand 
12. Switzerland 
13. Finland 
14. Germany 
15. Hungary 
16. Australia 
17. Belgium 
18. Sweden 
19. Korean 
20. France 
21. Italy 
22. Portugal 
23. Austria 
24. Luxembourg 
25. Slovak Republic 

Source: World Bank, OECD 

 

The table in Figure 11 indicates that the US economy is far more flexible than that of 
Germany. On the World Bank’s Ease of Doing Business Index, the United States is fifth 
place, while Germany languishes at 22nd – behind Mauritius and Malaysia. According to the 
OECD’s index of product market regulation, the United States has the second least 
regulation; Germany the 14th. Given its demographics, it may be sensible for Germany to 
be running surpluses. But the excessive size of these surpluses owes much to distortionary 
economic policies: the US has been a more attractive place to invest.  

                                                 
7 See Sinn, Hans-Werner, "Introduction," CESifo Forum 11, Autumn, 2010, 12 – 19. 
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In addition, the United States would argue that it has a right to stimulate its economy in 
the current environment. If the Eurozone is worried about the effect of this on the 
exchange rate, it could engage in further stimulus as well. If Germany in particular is 
perturbed, some have suggested that additional German fiscal stimulus may be in order.8 

While the tiff between the German government and the United States over their current 
account imbalances is probably not exactly at the top of the list of pressing Eurozone 
problems, the US squabble with China is of more importance. A full-blown trade war 
between these two nations could have serious global repercussions. 

2.4 The Threat to the Eurozone 

So far the skirmishes in the US – China currency conflict have been small. The outlook, 
however, is worrying. 

At 9.3 percent, unemployment in the United States is high, both by historical standards and 
compared to other countries. In Germany and the UK, for example, comparably measured 
unemployment is 7.8 and 7.7 percent, respectively.9 Moreover, the number of long-term 
unemployed has increased sharply in the United States. In the second quarter of 2010, 
46 percent of the unemployed had been jobless for more than 27 weeks and 31 percent 
had been jobless for more than 53 weeks. This is the sort of scenario that leads to a 
resentment of imported goods and a search for scapegoats. There is the disturbing 
possibility that a Democratic party that was badly behind in the polls before the next 
election might decide that protectionism is a policy with populist appeal.10 The decision to 
impose a tariff on Chinese tires in 2009, the “Buy American” provision in the stimulus 
package and the Patriot Employer Act all suggest that President Obama is no instinctive 
supporter of free trade.11 

Averting a trade war is something that is in the Eurozone’s best interests. While it was not 
necessary, or even desirable, to support the US proposal for “indicative guidelines” on 
current account balances, a bit more equanimity on the part of German officials might have 
been helpful. Promoting a balanced debate would have been preferable to fanning the 
flames of a currency war. The world should not count on the United States acting as the 
world’s international consumer of last resort indefinitely and Eurozone policymakers should 
support the United States’ call for the major emerging economies to allow more flexibility in 
their exchange rates and to rely more on domestic-led demand for growth. 
 

                                                 
8 See, for example, Krugman, Paul, "What about Germany?" New York Times, 24 August 2010. 
9 US Bureau of Labor Statistics. 
10 See Rogoff, Kenneth, “Beware of Wounded Lions,” Project Syndicate, 2 Nov 2010, http://www.project-
syndicate.org/commentary/rogoff74/English. 
11 See Buiter, Willem and Anne Sibert, “The dangerous protectionism of Barack Obama,” www.voxeu.org, 26 Feb 
2008. 
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2) CURRENCY WARS 
 

by Zsolt Darvas and Jean Pisani-Ferry 
Bruegel 

 
 

Abstract 
 
The ‘currency war’ has three manifestations: 1. currency pegs, 2. recent 
attempts by floating exchange rate countries to resist currency appreciation, 3. 
quantitative easing. Europe should primarily be concerned about the first issue, 
which is related to the renewed debate on the international monetary system. 
Attempts classified into the second issue are generally justified on the basis that 
China keeps a peg. Quantitative easing is not a ‘beggar-thy-neighbour’ policy as 
long as the FED’s policy is geared towards price stability. Central banks should 
come to an agreement about the definition of price stability at a time of 
deflationary pressures. The euro’s exchange rate has not been impacted much 
by the recent currency war: it continues to be overvalued, but to a lesser extent 
than before. The asymmetric impact of the crisis on advanced and emerging 
countries should have implications for real exchange rate movements. 
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Executive Summary 
 
Background 

While emerging countries recover reasonably fast from the crisis, the recovery in advanced 
countries is not spectacular and unemployment has stabilised at reasonably high levels. 
The US, the country with largest current account deficit, continues to stimulate its economy 
with monetary tools, which also weakens the US dollar and all currencies that are tied to 
the US dollar. As a by-product of US monetary policy, capital flows to emerging countries 
with open capital accounts have accelerated, pushing up their currencies. This is thought to 
threaten economic recovery there and has induced various actions to weaken their 
currencies. Japan and Switzerland have also intervened at the foreign exchange market; 
while the UK’s quantitative easing has a downward pressure on the pound sterling. But not 
all currencies can be weak at the same time. 
 
Aims  

• To clarify the currency war(s) debate and to assess its significance; 

• To discuss the motive behind national policy responses; 

• To asses the implications for the euro area. 
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1. Currency wars: how significant? 
 
1.1. The issue 
 
In October 2010 Guido Mantega, the Brazilian Finance Minister, captured the spirit of the 
time when he spoke of currency war. The expression is reminiscent of the 1930s, when the 
major currencies relinquished the Gold Standard in an uncoordinated way. Indeed, it took 
two years after the crash of the 1930s, from October 1929 to September 1931, for Britain 
to sever the pound’s link to gold and set in motion a currency war. One country after 
another went off gold, in effect trying to export its unemployment. But it became evident 
that everybody cannot have a weak currency at the same time and a major lesson from the 
1930s is that one of the roles of the multilateral system is to prevent futile beggar-thy-
neighbour depreciation.  

Two years have passed since the climax of the financial crisis in September 2008. It would 
seem the same chain of events is being set in motion, with the same delay. This reading is 
however too simple. As Avent (2010) has observed, the current situation is not one of ‘war’ 
amongst countries. Rather, countries face different challenges and accordingly policies 
carried out to achieve domestic economic goals differ. This in turn directly or indirectly 
impacts other countries through exchange rate developments. But exchange rate 
movements can be, and in some important respects are, part of an appropriate response to 
the asymmetric character of the current challenges.  

Indeed, whereas the Great Recession of 2008-2009 was mostly a common shock affecting 
all major countries simultaneously its aftermath is highly asymmetric. Two major 
asymmetries are, on the one hand, between the advanced economies, which are still 
struggling with the fallout of the financial crisis, and the emerging and developing 
economies, which are again thriving; and, on the other hand, between the US, where 
damages to the supply-side seem to be limited but private demand continues to be dented 
by the extent of household leverage, and Europe, where pessimism as regards the supply-
side prevails while private demand is on average hit to a lesser degree than in the US.  

For sure, the existence of asymmetries does not rule out the possibility of beggar-thy-
neighbour competitive depreciations in the context of weak global demand. But it does 
imply that divergences in the policy stance and the corresponding exchange rate 
movements cannot by themselves be taken as indicative of a non-cooperative behaviour. 
Yet we will continue to speak of ‘currency war’, because this is the commonly used 
expression in this debate. 
  
1.2. Policy measures impacting currency movements 
 
When discussing the recent currency war debate, it is important to discriminate between 
three main issues: 
 

• The decade-long dispute over the management of pegs to the US dollar, first and 
foremost China but also other exporters of manufactures and oil producers, 

• Recent attempts by a relatively large number of floating exchange-rate countries to 
weaken their currencies or at least to resist appreciation; 

• Unconventional monetary policy measures, such as the announcement by the US 
Federal Reserve of a new programme of asset purchases (generally dubbed QE2) 
which may impact on the exchange rate of the US dollar vis-à-vis all floating 
currencies of the world, including the euro and other European currencies. 
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The US-China exchange rate debate dates back at least to the middle of the last decade. 
The issue here is whether the upholding by China of a peg to the US dollar after the fallout 
of the Asian crisis had dissipated in the early 2000s, the resulting of an accumulation of 
foreign-exchange reserves and the very limited appreciation of the renminbi against the 
background of fast economic catching-up amount to a subsidisation of the exporting sector. 
We will not expand on the issue here because it has been extensively studied, but it is 
critical to note that China’s exchange-rate policy interacts with the broader currency wars 
debate in three important respects. First, China is a significant player in the world economy 
and its policy strongly affects the pace and magnitude of the required global rebalancing 
the IMF (2010b) has called for. Second, China’s exchange rate policy has major 
implications for the other emerging and developing countries’ policies; as long as the 
renminbi does not appreciate, other countries do not want their own currency to appreciate 
either. Third, the bilateral China-US relationship is particularly sensitive and there is the 
risk that the tense discussion over exchange rate at some point spills-over onto the trade 
field cannot be excluded. 
 
The second issue regards a large number of countries. Table 1, based on Kaminska (2010), 
lists various kind of recent (mostly between August and October 2010) attempts to slow 
down currency appreciation, including actual interventions, suspected interventions and 
oral interventions. The fact that 20 countries are included in the table does indicate that 
recent attempts to weaken the home currency are widespread.  
 
Table 1: Recently adopted policy measures to resist currency appreciation or 
favour depreciation in countries in a flexible exchange-rate regime 

Type of intervention  Country 

intervention  
Argentina, Colombia, Egypt, Indonesia, 
Israel, Japan, Peru, Poland, Romania, Russia, 
South Korea, Switzerland, Ukraine 

intervention fears Brazil, Chile, Thailand 

intervention talk India 

suspected intervention Philippines, Taiwan 

adjustment in reserve requirements Turkey 

Source: Adapted from Kaminska (2010). 
Note: Japan was not included as a country that has implemented quantitative easing in Kaminska (2010). 
Australia was included in Kaminska (2010) as a country that have intervened on the foreign exchange market, but 
the included intervention by the Reserve Bank of Australia in May 2010 aimed at strengthening the currency and 
therefore we have excluded this case. The period considered mostly include August and October 2010. Countries 
with pegged currencies, such as China, are not included. 

 
Intervention is only one way through which countries can attempt at limiting the impact of 
capital inflows. Increasingly, governments also rely on an array of capital control measures 
(Table 2).  
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Table 2: Examples of capital controls and related measures  

Country  Measures taken or considered 

Brazil  Two increases in October on the financial operations tax 
(IOF) applicable to incoming foreign investment in fixed-
income instruments and funds.  
 
Increased tax on margin deposits for derivative contracts 
of non-residents, aimed at reducing profitability and 
volumes of foreign exchange contracts. 

Indonesia Announcements by the government of a minimum holding 
period for central bank bills. 

South Africa Reserve accumulation, loosening of exchange controls for 
capital outflows of residents and raising of the maximum 
investment authorised overseas. 

South Korea Bill submitted by South Korean lawmakers in November to 
impose a 14% withholding tax on interest income on bonds 
bought by foreign investors as well as a 20% capital-gains 
tax. Auditing of banks handling foreign derivative contacts. 
 
Specific measures announced in July to mitigate the 
volatility of capital flows: ceilings on FX derivative positions 
of banks, regulations on the use of foreign currency loans, 
tightening of regulation on foreign currency liquidity of 
banks. 

Thailand Introduction of a 15% withholding tax in October, 
applicable to interest income and capital gains on Thai debt 
for foreign investors. Officials have announced that they 
are studying the use of levies to control capital inflows, but 
not for short-term use. 

Source: IIF, Financial Times, Reuters. 
 

The third issue came to the fore after the announcement in November 2010 by the Federal 
Open Market Committee of a new $600bn asset purchase programme was widely seen in 
Europe and in the emerging world as an attempt to weaken the US dollar. It prompted a 
series of negative reactions from senior policymakers all over the world, including Europe, 
China and several emerging countries. Although Bernanke (2010) emphasises that “the 
best way to continue to deliver the strong economic fundamentals that underpin the value 
of the dollar, as well as to support the global recovery, is through policies that lead to a 
resumption of robust growth”, the Fed’s policy continue to be disputed. This raises the 
question of how to determine when a monetary policy conducted in a floating exchange-
rate regime context can be considered ‘beggar-thy-neighbour’. While the current emphasis 
is on the Federal Reserve, the Bank of England and the Bank of Japan also adopted similar 
measures in the past year (Table 3). The ECB’s purchase of periphery euro-area sovereign 
bonds is primarily motivated to improve the liquidity of these particular government bonds 
markets and not to stimulate the economy. 
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Table 3: Unconventional central bank measures 

Central bank Measures 

Federal Reserve 
Quantitative easing in order to stimulate the 
economy 

European Central Bank Purchase of periphery euro-area sovereign 
bonds in order to improve the liquidity of 
these markets 

Bank of Japan Quantitative easing in order to stimulate the 
economy 

Bank of England Quantitative easing in order to stimulate the 
economy 

 
1.3. Exchange rate developments 
 
With this background in mind, we now turn to assessment. How significant are recent 
exchange rate movements? To shed light on this, we scrutinize exchange rate 
developments both from a medium-term (1995-2010) and short-term (since July 2007) 
perspective. The most reasonable benchmark to assess the value of a currency is a 
comparison to its equilibrium value. Unfortunately, methods for calculating equilibrium 
exchange rates all suffer from various weaknesses and lead to largely diverse results: for 
example, estimates presented in Evenett (2010) suggest that the Chinese reminbi’s 
undervaluation ranges between zero percent and fifty percent. The recent estimates of IMF 
(2010b) for major G20 regions are shown in Table 4.  
 
Table 4: G-20: Assessment of Real Effective Exchange Rate (Percent deviation 
from medium-term equilibrium valuation) 

 
Macroeconomic 

Balance 
approach 

Equilibrium Real 
Exchange Rate 

approach 

External 
Sustainability 

approach 

Advanced 5.6 2.8 5.1 

Asia -14.8 -6.6 -12.6 

Latin America 8.9 -1.3 4.5 

Other 5.8 12.1 15.0 
Source: Table 1 from IMF (2010b). 
Note: IMF (2010b) indicates that results reported are still work in progress. Advanced: U.S., E.U., Japan, U.K, 
Canada and Australia); Asia (China, Korea, Indonesia and India; Latin America: Brazil, Mexico, Argentina; Other: 
Russia, Turkey and South Africa. The estimates of "under" or "over" valuation of the REER are based on three 
approaches used by staff to assess misalignments: Macroeconomic Balance (MB), Equilibrium Real Exchange Rate 
(ERER) and External Sustainability (ES). IMF staff does not assess REER for oil exporters. Unfortunately 
information is not available about the period to which the misalignment calculations refer to. 
 
Table 4 indicates asymmetries. Advanced countries are estimated to be somewhat 
overvalued, other emerging countries (Russia, Turkey and South Africa) substantially 
overvalued, Asia substantially undervalued, while the results for Latin America vary from 
one model to another.  
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There are also likely asymmetries within each region. Country specific data is unfortunately 
not available, but, for example, it is likely that the euro is much more overvalued than the 
British pound, or that the Brazilian real is more overvalued than Argentine peso.  
 
Having short of proper and up-to-date country-specific misalignment estimates, we use the 
index of the real effective exchange rate (which measures the change in the inflation-
adjusted exchange rate vis-à-vis the weighted average of trading partners compared to a 
base period) in the following sections. 

1.3.1. Medium-term movements 
Figure 1 shows the change in the real effective exchange rate since January 1995 for the 
23 countries listed in Tables 1, 2 and 3, plus Germany, Australia and New Zealand (three 
countries in which there was no intervention aimed at weakening the currency) and China 
(that keeps a peg to the dollar).  

We do not claim that the base period, January 1995, represented an initial equilibrium 
position. For example, the US dollar was rather strong against the yen and D-Mark at that 
time, while the British pound was still relatively week as a consequence of the 1992/93 
ERM crisis. And a number of emerging currencies were most likely overvalued, as also 
reflected in currency crises a few years later. But it is important to consider longer term 
movements in order to be able to assess the recent policy initiative against currency 
appreciation. 

Some countries do have a point to complain about sharp appreciations. For example, India 
experienced a steady real appreciation process (likely reflecting its economic catching-up) 
till the collapse of Lehman Brothers in September 2008, when the pace of appreciation 
speeded up. The Brazilian real was rather strong already before Lehman’s collapse and the 
Banco Central do Brazil already intervened to prevent appreciation at that time. The 
Lehman shock initially led to a sharp depreciation of the Brazilian real, but this proved to be 
temporary and the current real exchange rate is even stronger than the pre-Lehman rate 
and is at a level similar to its value before the great collapse of the currency in 1998.12 
Japan experienced a huge jump in the real exchange rate at the time of Lehman shock; yet 
the rate has returned to a value similar to the average value of about an eight-year long 
period between 1996 and 2004. Another extreme is Australia, a country that has not 
participated in the recent currency war, but where the current real rate is well above the 
values observed in the past 16 years.  
 
But there are also a couple of countries for which the extent of currency appreciation does 
not seem to be worrying when looking at this longer time horizon. For example, Korea’s 
current real exchange rate level is still well below where it was around 2005. The currencies 
of Thailand and Philippines have just reached the pre-crisis level of real exchange rate by 
the last observation of our sample (November 2010); Taiwan and especially Argentina long 
followed a policy of keeping their currencies down and the crisis has not at all changed this 
policy. And we should not forget the real exchange rate appreciation is an equilibrium 
phenomenon in catching-up economies countries, which has likely contributed the real 
appreciation process of several Central and Eastern European currencies show in the third 
panel, but this has not happened in several other emerging countries, even though these 
countries were on a catching-up economic growth path. 
 
The general impression is that apart from a few exceptions, movements over the past few 
months are not extraordinary in light of the trends of the past 15 years. It is more likely 
that fears over economic growth and unemployment in a less dynamic global environment 
make the currency issue more acute.  
                                                 
12 Most likely that the Brazilian real was overvalued in 1998, but since 1998 the Brazilian economy grew faster 
than its trading partners, which has likely led to the appreciation of the equilibrium real exchange rate. Therefore, 
the fact that the real exchange rate is at a level similar to the 1998 level does not necessarily imply that the 
current rate is overvalued compared to its equilibrium value.  
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Figure 1: Real effective exchange rates based on consumer prices (January 
1995=100), January 1995 - November 2010 
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Source: Authors' calculation using data from the IMF International Financial Statistics (USD exchange rates and 
consumer prices), Datastream (USD exchange rates for periods that are missing from the IMF database), National 
Statistics of the Taiwan Province of China (USD exchange rate and consumer price index for Taiwan). 
Note: the real effective exchange rate is calculated against 143 trading partners of the world, which cover, on 
average, 98.8 percent of foreign trade. Weights are derived on the basis of Bayoumi, Lee and Jaewoo (2006). The 
vertical dashed line indicates September 2008. Consumer prices are available till July 2010 in most cases: we 
have projected the consumer prices index till November 2010 by assuming that 12-month inflation rate does not 
change between the latest available observation and November 2010. 

1.3.2. Movements since summer 2007 
In order to focus on the impact of the crisis, Figure 2 zooms in the period since July 2007. 
Most, though not all countries that participate in the currency war had stronger real 
exchange rates in the summer of 2010 than in July 2007. Egypt and Japan clearly stand 
out, however, Figure 1 indicated that both countries had very low real exchange rates in 
2007. Most currencies that have depreciated after the collapse of Lehman Brothers have 
recovered since then; the exceptions are the UK, South Korea, Ukraine, Romania and 
Argentina.  
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It is also important to note that Chinese real exchange rate developments between July 
2007 and November 2010 do not differ much from development in other Asian countries: in 
fact, the renminbi stayed well about its Asian partners till around mid-2010, and have 
modestly depreciated since then. 
 
Figure 2: Real effective exchange rates based on consumer prices (July 
2007=100), July 2007 - November 2010 
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Source: see at Figure 1. 
Note: see at Figure 1. In contrast to Figure 1, all panels of Figure 2 have the same scale. 
 
All in all, in our assessment these recent changes are not large enough by themselves to 
justify speaking about a serious currency war. But they are large enough to bring to the 
fore the more fundamental issue of exchange rate fixity and closed capital account of China 
and a few other emerging countries in the current feeble global economy, since resumed 
capital flows to emerging countries now disproportionately impact some of the countries. 

1.3.3. Advanced versus emerging countries 
So far we have computed trade-weighted real effective exchange rates for individual 
countries with respect to 143 other countries of the world. It is also possible to construct an 
effective exchange rate index between two groups of countries. Gouardo and Pisani-Ferry 
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(2010) construct the index between two blocs of countries, ‘advanced’ and ‘emerging’. The 
sample is not comprehensive but it contains all major countries: it is comprised of the top 
20 countries in terms of total trade (excluding euro-area countries), plus the euro area.  In 
order to ensure a minimal degree of homogeneity with respect to the shock of the financial 
crisis, the group of advanced countries includes only western countries plus Japan 
(countries such as Singapore, or South Korea, thus fall into the other group).13  
 
This simple summary indicator helps to monitor the evolution of exchange rates between 
advanced and emerging economies. The ‘effective exchange rate of emerging countries 
against advanced countries’ is not simply the inverse of the ‘effective rate of advanced 
countries vis-à-vis emerging countries’, due to different weights (Figure 3), though the two 
series largely mirror each other. 
 
Figure 3: Real effective exchange rates between emerging countries and 
advanced countries (based on consumer prices, July 2007=100), January 1996 - 
November 2010 
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Source: Updated and corrected from Gouardo and Pisani-Ferry (2010). 
 
Figure 3 shows long real exchange rate swings between the two major regions. Emerging 
countries appreciated until about mid-1997, when a series of contagious crises (in Asia, 
Russia, Brazil) pushed their currencies sharply down. Then they appreciated again till about 
2001, when a new wave of emerging market crises (originated in Argentina, Brazil and 
Turkey) and the depreciation of the US dollar, vis-à-vis which several of these currencies 
are linked, pushed them down again. The next rebound lasted until the summer of 2008, 
when emerging countries were close to their previous record high levels; this time the 
sudden stop of capital inflows that followed the collapse of Lehman Brothers led again to a 
fall of their currencies. But the rebound was quite quick, most likely because previous 
emerging market crises were originated in unsustainable positions of certain emerging 
countries, while the current crisis is originated in the advanced world. By summer 2010 the 
real effective exchange rate index of the emerging countries had was close to the pre-
                                                 
13 Advanced countries (Australia, Canada, Euro Area, Japan, Switzerland, Sweden, United States, United Kingdom) 
and Emerging countries (Brazil, China, Hong Kong, India, Korea, Malaysia, Mexico, Poland, Russia, Saudi Arabia, 
Thailand, United Arab Emirates) 
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Lehman level. It has depreciated somewhat since because of a dollar effect: those 
emerging countries that tightly peg to the dollar (China, Hong Kong, United Arab Emirates, 
Malaysia) have all depreciated vis-à-vis the advanced countries’ group, while the currencies 
of India, Korea, Mexico, Poland, Thailand have appreciated. While volatility was high in 
recent periods, taking again a historical view, Figure 3 does not suggest that the recent 
period does look extraordinary. On the contrary what is extraordinary is the fact that 
despite an asymmetric shock of exceptional magnitude, emerging countries as a group 
have not appreciated markedly in real terms since summer 2007. 
 
This observation does not exclude that from the point of view of individual countries, 
pressures to appreciate are perceived as a threat to competitiveness and export-led 
growth. But this signals a collective action problem within the emerging group rather than 
excessive appreciation of the group. 

1.3.4. A look at the euro/dollar rate 
So far we have not looked at the external real effective exchange rate of the euro area as a 
whole, but only showed the real effective exchange rate of Germany, the largest euro area 
country. Both approaches are appropriate. Looking at Germany alone, as well as any other 
euro-area country, makes sense, because intra-euro-area trade is extensive and therefore 
the euro/dollar rate or the effective exchange rate of the euro has lesser impact. But it also 
makes sense to look at the euro-area as a whole, and we also do not consider e.g. the real 
effective exchange rate of California against other US states and other countries.14  
 
Figure 4 presents the euro/dollar exchange rate and its purchasing power parity value.15 It 
is important to notice that the euro-dollar exchange rate continues to stay well above its 
equilibrium value as defined by purchasing power parity since mid-2003. While the euro 
area's problems undoubtedly triggered the depreciation earlier this year, which frequently 
occupied press headlines, it meant just a correction toward equilibrium. As a consequence, 
the euro seems to be overvalued against the dollar since about mid-2003. 
 

                                                 
14 The importance of any measure of the real exchange rate can be assessed on the basis of trade/GDP ratios: eg 
the importance of the real effective exchange rate of Germany against all countries of the world can be assessed 
on the bases of total Germany exports and imports, while the importance of the external real rate of the euro can 
be assed on the basis of extra-euro-area exports and imports of Germany. 
15 Purchasing power parity is a contentious equilibrium concept, but still can serve as a rough benchmark. 
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Figure 4: Exchange rate of the euro against the US dollar and the purchasing 
power parity (PPP) conversion rate, 4 January 1999 – 17 November 2010 
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Source: Daily market rate: ECB; implied PPP conversion rate: authors’ calculation using data from the IMF World 
Economic Outlook October 2010. The PPP conversion rate is available for each euro-area member state and we 
have calculated a time-varying weighted average (considering only those countries that were member of the euro 
area in the given year; using given year shares in aggregate euro-area GDP). 
Note: A fixed-weight average of the PPP conversion rates of the first 12 countries that adopted the euro remains 
within plus/minus 0.6 percent range around the shown time-varying weighted average during 2001-2010. 
 
1.4. Taking stock 
 
The currency war debate should be structured into three related, but distinctive issues:  
 

1. the decade-long debate about fixed exchange rate regimes in some countries, most 
notably in China, and  

2. the recent attempts by a large number of floating exchange rate countries to 
prevent currency appreciation;  

3. the relative policies in the US and Europe and their implications for exchange rates.  
 
We have not analysed the first issue because of unreliability of equilibrium real exchange 
rate estimates, though noted that even though estimates very considerably depending on 
the model used, they tend to point toward the undervaluation of the Chinese renminbi, 
which was also supported by recent calculations reported in IMF (2010b). Considering the 
second issue, about 23 floating exchange rate countries have adopted certain measures to 
resist currency appreciation or weaken their currencies, which indicate that the ‘war’ is 
widespread. But with the exception of a few countries like Brazil and India, the recently 
achieved exchange rate levels of those countries that entered the currency war are not 
extraordinary in light of the past one and the half decades, and most countries are still 
experiencing appreciation despite their efforts. Further, there are countries that have not 
entered the currency war, yet their recent movements are clearly extraordinary, such as in 
the case of Australia. These developments suggest that the weapons used to fight the war 
may not be too effective in most cases. And these developments also suggest that the main 
motive behind the war should not be exchange rate movements alone, but could be related 
to asymmetric developments within the emerging country group (i.e. no emerging country 
wants to appreciate against China), and to fears about the economic recovery, as we 
discuss in the next session. Finally, fluctuations of the real exchange rate of the euro vis-à-
vis the dollar does not depart from the experience of the last three decades.  
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2. Motives behind policy measures impacting currency movements 
 

2.1. The output shock 
 
There is fundamental asymmetry between advanced and emerging countries concerning 
the impact of the shock to the real economy during the crisis and also considering longer 
term growth developments. In the advanced world private deleveraging remains 
incomplete while public deleveraging has barely started, demand is set to remain subdued 
in the years to come. But in the developing and emerging countries it remains on a growth 
track. Figure 5 presents the diverging developments by showing GDP, normalised as 
2007=100, as seen in October 2007 and in October 2010 in the two main country groups16 
and a few selected countries. 
 
Figure 5: GDP forecast: October 2007 versus October 2010 (2010=100) 
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Source: Authors’ calculation using data from the October 2007 and October 2010 IMF World Economic Outlook. 
Note: The October 2007 World Economic Outlook included forecast up to 2012, while the October 2010 vintage 
included up to 2015. We have extended the 2007 vintage by assuming that the forecast 2012 growth remains 
constant till 2015. Due to revisions of historical data, the pre-2007 data are not identical in the two vintages. 
 
Emerging countries were barely hit17, and also selectively: Russia has been hit hard, but 
Brazil, India and China have not.  
 

                                                 
16 The compositions of the advanced and emerging country groups are identical to the groups shown on Figure 3; 
see footnote 2. 
17 It has to be emphasized that our emerging country group only includes Poland and Russia from the Central 
European region, of which only Russia has been hit hard. But most other Central European countries have been hit 
hard as well and their recovery is slow, see Bruegel and wiiw (2010) for an assessment. 
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On the contrary, advanced countries have been hit hard, even though there are some 
differences. For example, Australia has not suffered much from the crisis and has one of 
the best growth prospects among advanced economies, which likely explains its absence in 
the currency war despite the very strong Aussie:  
 
“At a time when nations from Japan to Brazil are struggling to keep currency gains from 
damaging their economies, Glenn Stevens, governor of the Reserve Bank of Australia, the 
central bank, is taking the road less traveled. He's welcoming a stronger exchange rate. … 
Stevens figures a combination of a stronger currency and higher interest rates—he's hiked 
rates seven times in the last 14 months—will quell the country's inflation and keep growth 
steady.” 18 November 2010,  
http://www.businessweek.com/magazine/content/10_48/b4205022086975.htm 
 
Taking aside Australia, which is clearly a special case, there are quite significant differences 
between the US, euro area, the UK and Japan, which warrant different policy responses 
(Pisani-Ferry and Posen, 2010). Figure 6 compares the evolution of GDP, employment, GDP 
per employment and non-residential investment. Both the common character of the shock 
and some significant differences in later developments are apparent:  
 

• First, US GDP declined less and recovered faster than either in the euro area, the UK 
or Japan – though it remains early days for a recovery which seems to weakening in 
the US, and perhaps strengthening in Northern continental Europe;  

• Second, US employment declined much more than European employment and did 
not start exhibiting feeble signs of recovery until early 2010. Consequently, the 
2008-2009 employment decline was exceptionally deep and prolonged in the US 
whereas in Europe (including the UK) and Japan it was by no means exceptional;  

• Third, as a result, productivity developments have been strikingly divergent. Eight 
quarters after the start of the recession, GDP per employment had increased by 
about 4% (the more appropriate measure of productivity, GDP per hour, had 
increased by about 7%) in the US whereas it was still below the initial pre-crisis 
level in the euro area, the UK and Japan;  

• Fourth, Japan’s investment was the hardest hit, while there are no major differences 
considering the US, the UK and the euro area, despite the differences in growth and 
in the financial system. Considering these later three entities, investment collapsed 
faster in the US but two years after the initial shock, it was in all three cases about 
20 percent below its pre-crisis level; Japan’s 35 percent decline is clearly the worst.  
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Figure 6: Impact of the crisis on GDP, Employment, Output per Hour and Non-
residential Investment in the US, the euro area the UK and Japan 
(Movements in quarters from pre-recession output peak) 
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c. GDP per employment d. Non-residential investment 
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Source: updated from Pisani-Ferry and Posen (2010) using data from OECD and Datastream. 
Note: pre-recession output peak is 2008Q1 for euro area, Japan and UK, 2008Q2 for US 

 
It is not entirely clear why a large divergence in employment and therefore productivity can 
be observed between the US and Europe (where the evolutions in the euro area and the UK 
are remarkably similar). Part of the explanation is that US companies, which are less 
constrained by firing restrictions, traditionally adjust their payrolls faster than European 
counterparts. But if this was the only reason the evolution in the UK, where the labour 
market is traditionally assessed flexible, should mimic that of the US.18 Part has to do with 
specific shocks affecting the real estate and finance sectors, which had grown very large in 
the US and on average much less so in Europe.  
 

                                                 
18 A country where employment has evolved in a similar way as in the US is Spain, where employers have made 
use of the flexibility offered by temporary contracts.  
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And part results from the fact that in response to the crisis, several European governments 
introduced or strengthened schemes aimed at encouraging job preservation, such as the 
German Kurzarbeit (IMF, 2010a); those policies, however, did not include all countries with 
limited unemployment rises, such as the UK. The strength of the post-recession US 
productivity boom and the subdued productivity response in most part of continental 
Europe (Spain being an exception) both remain puzzling (Wilson, 2010).  
 
2.2. Private deleveraging 
 
The strength of domestic demand in the short to medium run largely depends on the extent 
to which private agents will engage in deleveraging.  To assess the comparative situation in 
the US, the euro area and the UK, Table 5 shows changes in levels of indebtedness from 
1999 to 2007, and from 2007 to 2009.  These data seem to tell a pretty clear story. 
 
Table 5: Level and changes in indebtedness (percent of GDP) 

 Households 
Non-financial 
corporations 

 US UK EA US UK EA 

1999 69.0 68.5 49.5 62.8 71.6 66.9 

2003 83.3 82.8 53.5 64.3 86.3 81.5 

2007 96.6 98.4 61.2 74.1 106.6 90.9 

2009 95.3 103.3 65.5 76.1 120.6 100.5 

Change 1999-2007 27.6 30.0 11.7 11.3 35.0 24.0 

Change 2007-2009 -1.3 4.8 4.3 2.1 14.0 9.6 
Source: Table 1 from Pisani-Ferry and Posen (2010). 
 
In the 2000s households went much more into debt in the US and the UK than in the euro 
area. The contrast is striking, with the rise in household indebtedness as a share of GDP in 
the US and the UK three times larger than for the euro area – and in 1999 the initial levels 
of household debt in the euro area was already significantly smaller than in the US. The 
change in non-financial corporate indebtedness offers a more comparable picture trans-
atlantically, though the lower increase in the US may be explained by the larger reliance on 
capital markets by US firms. 
 
There are signs that the deleveraging process for households and perhaps non-financial 
corporations has begun in the US, yet on a limited scale. It is not clear that such a process 
is inevitable for the euro area as a whole – though of course the divergences in 
indebtedness among member countries are quite enormous (and deleveraging has begun in 
Ireland and Spain).  On the whole, balance sheet data do justify more concern about the 
risks of sluggish demand and recovery in the US and the UK than in continental Europe, 
while also underlining the greater unsustainability of borrowing patterns on the American 
side of the Atlantic. 
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2.3. The quantitative easing debate 
 
Whatever the US domestic debate, the rest of the world is highly doubtful about QE2. The 
Europeans have been especially vocal but many in the emerging world are also fearful of its 
consequences. Critics argue that QE2 leads to weakening of the dollar vis-à-vis floating 
exchange rate countries and capital outflows especially to emerging countries. Capital flows 
to emerging countries either push up their exchange rates, or, if emerging country central 
banks intervene at the foreign exchange market to resist appreciation and are not able to 
sterilise the resulting money creation, inflation pressures will raise, which will necessitate 
interest rate hikes, thereby providing further incentives for capital inflows. 
 
The question is, can QE2 be characterised as beggar-thy-neighbour? 
 
In his recent speech at the ECB, Bernanke (2010) said that asset purchases by the Fed are 
only the continuation of conventional monetary policy by other means, the difference being 
that they affect interest rates of securities on longer maturities whereas conventional 
monetary policy primarily affects the short end of the yield curve. If this definition is 
accepted, then it follows that the criterion for determining whether QE can be considered 
beggar-thy-neighbour is the same than for conventional monetary policy. 
 
There is no explicit criterion for assessing the cooperative character of monetary policy and 
resulting exchange rate developments. There was one in the post-war fixed exchange-rate 
regime as currency devaluation was subject to the IMF and to the partner’s scrutiny. Parity 
adjustments within the earlier European Monetary System were also assessed by partners 
(and are still subject to approval in the current EMR-2 system). But no such criterion exists 
in a floating exchange rate regime based on the principle of monetary policy autonomy.  
 
An implicit criterion however has emerged from the central banks’ practice of the last two 
decades: as long as monetary policy remained geared towards price stability as usually 
defined – say, an inflation objective in the 1-3 per cent range – it has been generally 
assessed in line with the requirements, or at least the spirit of international cooperation.  
 
If this implicit criterion is also accepted the question at the present juncture is twofold: 
 

• First, what does this definition become in a context where inflation objectives are 
frequently undershot? If the inflation objective is, say, 2 per cent, but actual 
inflation 1 per cent for an extended period of time because of the extent of 
economic slack one central bank (say, the ECB) may conclude that it has to accept 
that it is temporarily unable to reach its objective whereas the other one (say, the 
Fed) may conclude that it needs to commit even more strongly to reaching it, 
possibly by adopting a price level instead of a price change target. This would lead 
to significant monetary policy divergence with immediate consequences for the 
exchange rate (even if these consequences would be offset in the medium term by 
inflation differentials). This is entirely a monetary policy issue that arises from the 
lack of a commonly agreed definition of cooperative policy in a deflationary 
environment.  

 
• Second, is monetary policy geared towards price stability in the medium run? This 

essentially boils down to determining whether there is a risk of fiscal dominance, i.e. 
of an unsustainable fiscal policy ultimately leading to an irresistible pressure to 
monetise the public debt. The problem here is not directly the monetary policy 
stance, rather the sustainability of it in the absence of a framework guaranteeing 
fiscal discipline. 
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The exchange-rate consequences of different monetary policy attitudes in a deflationary 
context are not trivial but not significant either. They may drive a temporary depreciation 
of the dollar exchange rate vis-à-vis the euro and other currencies, but they are unlikely to 
result in major misalignments. For example, the estimates presented in Neely (2010) 
suggest that the FED’s first asset purchase programme (QE1) between November 2008 and 
March 2009 had a cumulative downward impact of 6.5 percent on the dollar against various 
currencies of advanced countries. The calculations of Joyce et al. (2010) suggest that the 
Bank of England’s asset purchase had a three percent cumulative effect on the exchange 
rate of the pound sterling (four percent initial impact of which one percent corrected later). 
These estimates, while should be cautiously assessed, do not suggest that QE had a 
significant impact on exchange rates. Furthermore, Neely (2010) find that the FED’s QE1 
did not decrease US yields only, but also had a sizeable downward impact on yields of other 
advanced countries.19  
 
At least in principle, spillovers to other advanced countries can be limited by discussions 
among central banks on the interpretation of their price stability mandate in a deflationary 
context. The more difficult issue is clearly related to increased capital inflows to emerging 
countries with flexible exchange rates and the associated problems the inflows cause. But 
as we argued, the harshness of is issue is primarily the consequence of asymmetric 
openness of emerging countries: since some major players, like China, keep broad-based 
capital controls, capital inflows impact those emerging countries that have more liberalised 
capital accounts. 
 
But the consequences of an expectation of debt monetisation can be much more severe. In 
Europe, all governments have announced plans to restore budgetary sustainability. In the 
US, partisan strife over budgetary policy leads to fear that the Federal Reserve will 
ultimately have to inflate the problem away. Recent reactions to the Simpson-Bowles and 
Domenici-Rivlin proposals suggest that the US has got perilously close to the ‘war of 
attrition’ situation once described by Alberto Alesina and Alan Drazen. This, more than the 
Fed’s stance, is the real danger.  

                                                 
19 For example, he finds that QE1 between November 2008 and March 2009 lowered US 10-year government bond 
yields by 107 basis points, but at the same time it lowered the 10-year yield in Australia by 78 basis points, in 
Canada by 54 basis points, in Germany by 50 basis points, in Japan by 19 basis points and in the UK by 65 basis 
points. 
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3. Conclusions and implications for the euro area 
 

There are different manifestations of the currency war, which have different impacts on the 
global economy and on Europe.  
 

1. The most significant one is the fundamental issue about the long-term currency peg 
of some important countries, most notably China. 

2. The other one is several recent attempts to impact the exchange rate of countries 
having floating exchange rate regimes.  

3. The third one is quantitative easing by the Federal Reserve, the Bank of England 
and the Bank of Japan. 

 
We are concerned about the first type of currency war for four reasons.  
 

a. First, while estimates of equilibrium exchange rates from different models vary 
widely, the typical result shows undervaluation of the Chinese reminbi (between 
basically zero and fifty percent). This by itself would justify some nominal 
appreciation and will lead to gradual real appreciation through higher Chinese 
inflation if the nominal exchange rate is kept stable.  

b. Second, the crisis impacted emerging and advanced countries in an asymmetric 
way. Non-European emerging countries were not hit much by the crisis, while 
advanced countries suffered much more and private deleveraging and public 
consolidation will drag domestic demand there. This fundamental asymmetry will 
need to be compensated for by some form of adjustment in relative prices. The real 
effective exchange rate of emerging countries has sharply depreciated after the 
collapse of Lehman Brothers and so far it has reverted to its pre-Lehman level. But 
further adjustment may be needed and there is also an asymmetry within the 
emerging country group: while China and some Middle East countries peg their 
currencies to the US dollar, which is weakening partly due to US monetary policy, 
emerging countries with floating exchange rates and open capital accounts have to 
face increasing capital inflows. With a view to economic growth and competitiveness 
against China, many of these countries would like to resist capital inflows by various 
kinds of policy actions, which have led to their participation in the second type of 
currency war. 

c. There is a risk that the US may retaliate Chinese currency fixity with tariffs and 
possible other trade measures, which may give rise to the adoption of protectionist 
measures elsewhere in the world as well. The experience of the 1930s suggests that 
this would prolong economic stagnation. 

d. The status quo hinders the adjustment of global imbalances and thereby risks future 
crises as well. 

 
We are less worried about the second and third types of currency war.  
 
Concerning the US and UK that implemented quantitative easing primarily for domestic 
policy purposes and not with the prime purpose of influencing the exchange rate: our 
assessment is that policy measures are broadly in line with domestic economic 
developments. As observed by Eichengreen (2010), simultaneous monetary easing by 
quantitative easing and un-sterilised foreign exchange intervention is not a zero-sum game 
and the resulting monetary stimulus may have a positive impact on growth, benefiting also 
those countries that have not participated in this ‘war’.  
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Concerning emerging countries that try to resist capital flows: part of these attempts are 
also justified on the basis that China keeps a peg to the weakening dollar. While nominal 
appreciation of the whole emerging country region against advanced countries may be 
warranted, no emerging country would like to appreciate against China. Our less worried 
view of this second and third types of war is also supported by recent developments in real 
effective exchange rates, which do not indicate significant impacts, at least so far: 
countries participating in this war have not achieved a marked depreciation of their 
currencies and in fact most of them still experiencing appreciation. 
 
Concerning the euro, its exchange rate has not been impacted much by the recent currency 
war, at least so far: it continues to be overvalued, but to a lesser extent it was overvalued 
than before Lehman’s collapse. The euro exchange rate is also significantly impacted by 
market perceptions concerning the sovereign debt crisis of some periphery euro-area 
members. A sizeable depreciation of the euro earlier this year was the result of this internal 
crisis and the recent recovery of the euro can also be the consequence of brighter market 
perceptions about the future of the euro area. 
 
The implications of the three types of currency war for Europe follow our assessments. 
European policymakers should not criticize floating exchange rate emerging countries that 
try to resist capital inflows, at least till China keeps its exchange rate system unchanged. 
The European critique of the Federal Reserve’s recent quantitative easing measures is also 
not well grounded as long as the Federal Reserve’s monetary policy remained geared 
towards price stability. But the European Central Bank should come to an agreement with 
the Federal Reserve about the definition of price stability at a time of deflationary 
pressures. In particular, whether a price level target is warranted (which would compensate 
temporary below-target inflation with temporary above-target inflation later) should be 
discussed and agreed upon by major central banks. 
 
The most delicate issue is the first one, the dollar peg of a large number of emerging 
countries. Goldberg (2010) reports the shocking number than 50 percent of all countries of 
the world use the dollar, or peg to the dollar, or tightly manage the exchange rate to the 
dollar, and these countries constitute 36 percent of world GDP. Of these countries China 
and some Middle East countries stand out by their size. This issue is undoubtedly related to 
the renewed debate on the international monetary system, in which Europe has so far 
played a low profile. The recent crisis has clearly showed serious flaws of the current ‘non-
system’. It is Europe’s best interest to advance the reform of the international monetary 
system, including the design of mechanisms that can help to correct global imbalances.  
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Abstract 
 
The expression “currency war” is largely misplaced. The recovery from the Great 
Crisis is highly uneven, it is therefore only normal that exchange rates move in 
response to differing economic conditions. It is likewise normal that various 
central banks react to domestic conditions, but the problem is that events and 
policies in the largest economies affect the rest of the world through the 
exchange rate channel. Thus the US Federal Reserve’s quantitative easing (QE) 
stands to weaken the dollar and to lead to capital outflows that are disruptive. 
Similarly, China’s policy of pegging its exchange rate, which in turn influences 
monetary policies throughout East Asia, prevents some otherwise normal 
exchange rates from taking place. In an ideal world, these policies would be 
coordinated but this is likely to be a highly complicated exercise. As the euro 
area too is undergoing an apparently feeble recovery and a public debt crisis, 
the ECB must proceed with extreme caution, possibly delaying its exit strategy. 
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Executive Summary 

 

While, initially, most countries were hit in broadly similar ways by the financial crisis, the 
situation around the world is now more varied. This situation is a source of international 
frictions that tend to focus on exchange rates. 

The weakening of the recovery in Europe and in the US is creating sharp disagreements at 
the national level. Policymakers are caught by the need to roll back the very large public 
debts that have been accumulated, the possible necessity to wait because of weak 
conditions and the very limited useful of monetary policies now that the interest rates are 
close to the zero lower bound. 

The possibility that exchange rates will move sharply has given rise to the fear of a 
“currency war”. At this stage, exchange rates have moved relatively little, with very few 
exceptions. In fact, where they are free to move, exchange rates play their normal and 
desirable stabilizing role, depreciating in countries with weak economic conditions and 
rising in countries that have recovered from the crisis. At this stage, there is no justification 
for a call to the arms. 

Likewise, the focus on global imbalances is largely misleading. There is no convincing 
evidence that these imbalances have caused the crisis. China’s surplus has little to do with 
an undervalued yuan; it is related to very high savings, a consequence of structural 
inadequacies. Likewise, the US deficits are related to deficiencies in their financial markets. 
More generally, current account imbalances, even large ones, are not necessarily “wrong”; 
they mostly reflect deep preferences regarding saving. 

The Fed’s decision to embark on a new wave of quantitative easing is likely to have 
disappointing effects on the US economy, but its mandate compels the Fed to “do 
something”. The impact on the dollar’s exchange rate may be discomforting for other 
countries but no major central bank can put the exchange rate ahead of domestic 
objectives.  

In an ideal world, monetary policies would be coordinated. In practice, there is little that 
can be done to foster the international coordination of monetary policy. Surveillance by the 
IMF is probably the best option, one however whose impact is unlikely to be strong enough 
to defuse tensions. 

Like the US, the euro area is in a difficult situation, with a weak recovery and a public debt 
crisis that will no go away any time soon. The ECB should act with considerable caution. Its 
best course of action is to delay the exist strategy and to le it be known.  
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1. Painful crisis ending 

The policy responses to the onset of the Great Crisis have been fairly harmonious and 
almost coordinated. The result is that the world has avoided the nearly ten years of misery 
that followed the Wall Street crash of 1929. That was the easy part for several reasons. 
First, the lessons from 1929 had been drawn, and we knew at least what not to do. That 
included policy passivity and competitive depreciations or restrictions to international trade. 
Second, the crisis quickly spread worldwide so that policies were spontaneously oriented in 
the same direction. Third, central banks had greatly improved their understanding of 
financial markets and how they act as a channel of transmission for monetary policy. 
Accordingly they did not hesitate to carry out so-far untried unconventional policies. Fourth, 
pubic debts, while high in some countries, left enough space for governments to adopt 
expansionary policies.  

Things have now changed considerably. Public debt has reached levels unseen in peace 
time so that many governments feel constrained and several others are effectively under 
direct pressure from the very markets that they had kept afloat during the crisis. As a 
result, the perception is that only central banks can support feeble economies, but interest 
rates are at or close to the zero lower-bound so that their room for manoeuvre is limited. 
In addition, the exit from unconventional monetary policies is a new challenge for which 
there exists no previous experience, which is an additional source of uncertainty. Finally, 
some countries have recovered and are actually growing fast while the recovery is hesitant 
in others.  

This combination of diverging situations and uncertainty is becoming a source of 
controversies. The controversies occur inside countries, where views differ as to what ought 
to be done. In the developed countries, in particular, some view the high and still growing 
debts as an urgent threat that should be given policy priority. Others are concerned by the 
large increases in the size of central bank balance sheets, which they see as a promise of 
high inflation; they call for a prompt normalization of monetary policy. At the same time, 
others are primarily concerned with the weak path of the recovery and with lasting high 
unemployment. They see the risk of a relapse into recession, or simply protracted high 
unemployment, as socially and politically unacceptable, even dangerous. They consider 
that, in such circumstances, inflation cannot be treated as an urgent threat and that public 
debt containment cannot be a priority for policy. These divergences of views are 
irreconcilable because they are based on a subjective judgement of which is the lesser evil.  

The situation is not any better at the international level. The emerging market countries 
have quickly recovered, for several reasons. Their banking systems have generally not 
been involved in the acquisition of toxic assets, so that their banks could quickly resume 
their normal activity. This stands in sharp contrast with banks in developed countries, 
which, stress test notwithstanding, seem to be more concerned with completing their 
deleveraging process than with lending to the economy. In addition, internal markets are 
quite dynamic in emerging markets and rather subdued throughout the developed world. 
Finally, public debts are a non-issue when the rate of economic growth exceeds the interest 
rate, because it implies that debt to GDP ratio is spontaneously declining with the opposite 
situation is barely-growing developed economies. 

All of that implies that the tail end of the crisis is complicated and a source of conflicts. The 
risk is that these conflicts exert a negative effect on consumer sentiment and, indeed, abort 
the recovery. For that reason, it would be desirable not to exaggerate the disagreements 
that can be a source of anxiety. 
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2. Currency war! What currency war? 

The statement by the Brazilian Finance Minister that we are engaged in a currency war is a 
good example of how minor problems can become a major irritant. So far at least, there is 
no such thing as a currency war. This is illustrated in Figure 1, which displays the real 
effective exchange rate of a few key currencies. These rates account for changes in the 
price level; they show the evolution of domestic prices relative to prices in each country’s 
trading partners once converted into the same currency, in effect measuring a country’s 
international competitiveness. The left hand-side chart displays the rates of the three major 
economies, the US, the euro area and China. It shows that over the last two decades, the 
real exchange rates have moved with great moderation. It is also apparent that the recent 
evolution is not atypical.20 It can be argued that a fast-growing country like China should 
undergo a real appreciation, so that the yuan’s stability is a sign of undervaluation. There is 
some truth in this argument: the 25% real appreciation of the yuan since early 2005 is 
probably too low, but not necessarily by a wide margin. The right hand-side chart displays 
three important cases of wider variations. Since early 2007, the Sterling pound has lost 
20% in real terms while the yen has appreciated by 23%. Brazil appears as an outlier. Its 
currency, the real, hit bottom in 2002 at the time of the election of President Lula, it then 
more than recovered, before plunging at the time of the Lehman Brothers collapse. In the 
recent past, it has merely returned to its previous peak. Even so, the Brazilian Minister’s 
statement appears as unwarranted. 

 
Figure 1. Real Effective Exchange Rates (Index: 100 = sample average) 
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Notes: For comparison purposes, both charts use the same scale. Brazil: bilateral rate vis a vis the US dollar. 

 

Of course, things will change in the future, and there is plenty of room for disagreements. 
This does not mean that national authorities are manipulating their exchange rates in rude 
attempts at achieving an unfair competitive advantage, as discussed below.  

 

                                                 
20 The latest observation is July 2010.  
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3. Global imbalances 

Long before the crisis started, a number of observers had been voicing concern about the 
widening current account imbalances in the US and China. Obstfeld and Rogoff (2005) 
warned that these imbalances were unsustainable and they estimated that the US dollar 
would have to depreciate by as much as 50%. Such a large change could not happen 
smoothly, so the implication was that it would take a crisis to rectify the situation. The 
crisis has now happened, but it does not conform to what was predicted by the global 
imbalances. In particular, the dollar has depreciated in effective terms by a mere 6% since 
early 2007. In fact, following the crisis it has fluctuated, depreciating, then appreciating, 
and now it is depreciating again, but moderately so far. This is one reason why the view 
that the crisis is due to global imbalances has not caught on. More convincing is the view 
that the global imbalances were merely a symptom, reflecting other difficulties and 
specificities of the global financial system.21  

In order to understand the phenomenon of global imbalances, it is necessary to recognize 
that a country’s current account, the difference between exports and imports broadly 
defined,22 fundamentally measures the difference between domestic income and domestic 
spending; in other words, it is the country’s net savings. More precisely, it is the sum of the 
excess of private savings over corporate spending on productive investment – private net 
savings – and of the public budget – government’s net savings. This simple observation 
goes a long way invalidating a number of popular but inaccurate stories: 

3.1. Inaccurate story No. 1: the source of the problem is China’s exchange rate 
policy 

In order to accept this view, one has to explain how a yuan appreciation would shrink 
China’s external surplus. The view that it would make its exports more expensive and 
foreign imports more attractive, while correct, must be related to its net savings. The 
standard story is that income falls when exports decline and imports rise AND that this 
reduces private savings more than it reduces private investment, without affecting the 
budget balance. Chinese firms and households save nearly half of GDP for a number of 
structural reasons (firm ownership, lack of retirement and health programs, a poor 
domestic financial sector that fails to adequately invest deposits, etc.) so that it would take 
a considerable decline in incomes to affect the current account. The way to reduce the 
surplus is not to provoke a deep recession, which would anyway only be temporary, but to 
deal with these structural weaknesses. Adequate reforms are in China’s own best interest 
but they seem politically difficult. Meanwhile, pounding China’s exchange rate policy is 
unhelpful. It is also useless as an implication of strong demand for Chinese goods is that 
wages and prices rise, which achieves the same result as a yuan appreciation. 

3.2. Inaccurate story No.2: all large current account imbalances are undesirable 

This statement means that it is wrong for a country to save or dissave large amounts. Yet, 
there may be good reasons for the private and/or public sectors to save or dissave. Rapidly 
growing poor countries need a lot of public investment, hence large budget deficits. Largely 
indebted governments need to save. Much the same applies to private saving. Rapidly 
ageing mature economies need to save to go through their demographic transitions. For 
instance, Germany’s large surplus is perfectly justified on both grounds.  

3.3. Inaccurate story No.3: the US take advantage of the international role of 
the dollar to pile up deficits 

This ignores the fact that the international role of the dollar is not forced upon the rest of 
the world by the US. The US has earned its privileged position by building up a dynamic 
                                                 
21 See Caballero et al. (2008). 
22 The broad definition includes much than trade in goods: trade in services, net income from investment abroad 
and various transfers.  
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economy supported by a (generally) performing financial system. The privilege is open to 
challenge, so it is not really a privilege, it is a comparative advantage. The source of the US 
deficit lies elsewhere, mainly in the (sometime excessive) ability of US firms and consumers 
to borrow more than they should, and therefore not to save enough. The crisis was the 
consequence of serious domestic failures within the financial system. A dollar depreciation 
– or a yuan appreciation – will do nothing to correct the situation. Serious reforms of the 
financial system and of consumer protection are in order and, in fact, they are already 
under way. By the way, similar distortions have occurred elsewhere, in countries such as 
the UK, Spain or Ireland, whose currencies do not enjoy international status.  

3.4. Inaccurate story No.4: the problem of global imbalances requires a new 
international monetary system 

It should be clear by now that no system will change national preferences towards saving 
or dissaving; when these are “excessive”, they usually reflect domestic distortions, not 
international monetary failures. A system of fixed exchange rates prevailed during the 
Bretton Woods era (1945-73) and it collapsed because governments were unwilling to 
adjust their exchange rates when needed. When capital flows started to be freed, 
governments could not hold the line any more and the system came to an abrupt end. Still, 
a number of governments today refuse to let their currencies float freely because truly 
freely floating exchange rates tend to be too volatile, a consequence of the fundamental 
volatility of financial markets. Countries that wish to limit the flexibility of their exchange 
rates every right to do so – and they are often right – but this may require imposing limits 
on capital mobility. The problem today is not that every country is allowed to do what it 
fancies with its exchange rate, it is that full capital mobility is incompatible with limited 
exchange rate stability. Yet, a country’s exchange rate has (often exaggerated) implications 
for its partners, and this is especially true for large countries. This is a very uncomfortable 
situation, but there exists no magic bullet. Ideally, these policies would be openly and 
honestly discussed with a view to limiting frictions. This is a task that has been entrusted to 
the IMF. It is unlikely to have dramatic effects, but there is little else that can be done.  

4. QE2 and the euro area 

The current situation is quite clear. The US Fed has decided to restart its quantitative 
easing program because it fears that the recovery could be stalling and its dual mandate 
requires that it acts when unemployment is unacceptably high. Some argue that the 
structural US unemployment rate has increased; this may be the case but no one can deny 
that a significant portion of US unemployment is currently cyclical. While there are good 
reasons to doubt that QE2 will do much to strengthen the recovery,23 the Fed does not 
really have much of a choice. It must be seen to be acting to respect its dual mandate 
(price stability and high employment), its interest rate is at the zero lower bound and its 
only available instrument is indeed quantitative easing, no matter whether it can be 
effective or not. 

An implication of QE2 is that US banks must rebalance their portfolios. As they sell 
Treasury bonds, they need to invest the cash that they receive from the Fed. Inevitably 
some of this cash will be invested abroad, where interest rates are higher. The result is 
capital inflows into countries which are seen as safe. Safety includes economic prospects. 
This means that East Asia and Latin America are likely to be primary targets for the 
recycling of the newly created US dollars. Naturally, these capital inflows are bound to 
exert pressure towards exchange rate appreciation in the receiving countries. 

The question is: is there anything wrong with that? To be sure, the Fed decides on its 
actions without recognizing their impact on other countries, and this cannot be optimal 

                                                 
23 The main effect is to lower already low long-term interest rates and to provide banks with cash at a time when 
they already hold massive excess reserves. It does help banks to make profits (excess reserves now carry 
interest) and could eventually encourage them to lend more to the economy. But consumer demand for bank 
credit is being undermined by the still-sick housing market, where prices have not yet reached their floor.  
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from a collective viewpoint. But this is what all central banks do. Of course, the 
international role of the dollar means that Fed actions matter more and for more countries 
than actions by other central banks. This is true, but we need to be precise about what 
“matter” means. 

- It could refer to the role of the dollar as a unit of account, which is used to price most 
primary commodities and even bilateral trade among third countries. Fluctuations in the US 
dollar therefore affect “innocent bystanders” around the world. In fact, however, 
commodity prices tend to systematically offset dollar fluctuations. As for the use of the 
dollar in trade, insurance is available through hedging techniques, although it is true that 
only large corporations can use this protection. Still, nothing prevents third countries from 
invoicing trade in other currencies than the dollar. In fact, China is now encouraging using 
the yuan for this purpose. 

- It could refer to the role of the dollar as a store of value. It is the dominating currency in 
central bank reserves and it is held by millions of private firms and households. As a result 
its fluctuations imply capital gains and losses. Yet, it is difficult to conclude that the US 
should offer an implicit guarantee of the value of its currency. As any financial asset, the 
dollar is risky and the only possible response is portfolio diversification. 

- In theory, exchange rates should change to reflect fundamental economic conditions. If 
the US economy is weak while the Chinese or Brazilian economies are strong, we should 
expect the dollar to depreciate vis-à-vis the yuan and the real. The Brazilian Finance 
Minister, whose currency has considerably appreciated, has injected “currency war” in the 
current vocabulary but the real’s appreciation is not out of logic. By limiting the 
appreciation of the yuan, the Chinese authorities block a channel of adjustment and impose 
upon themselves further accumulation of foreign exchange reserves. 

The depth of the problem is that if the dollar is to depreciate, there must be some 
currencies that stand at the other end of the swing and appreciate. The Chinese yuan and 
most other East Asian currencies are likely to follow the dollar. This leaves the successful 
countries of Latin America (Brazil, Chile, Uruguay and a few others), Switzerland and a 
handful of Central and East European countries and the euro area. 

Like in the US, and probably even more so, the recovery is weak in the euro area. A 
number of smaller countries are forced by the bond markets to tighten very vigorously their 
fiscal policies. Greece and Ireland are already in recession, and the recession will deepen. 
The larger countries are also committed to roll back their public debts; if they move soon, 
as currently announced, the impact on economic growth can only be negative. In the rest 
of Europe, the British government has announced a very severe spending retrenchment, 
which will also weigh on its recovery. A weakening of the dollar vis-à-vis the euro would 
therefore come at a bad time. 

What is to be done? The likely deepening of the public debt crisis in Greece, Ireland, 
Portugal and quite possibly more countries – since a worsening recession is bound to lead 
to a deterioration of budget balances – will weaken the euro, even relatively to the dollar. 
This will help the recovery in countries that are immune to the debt crisis. The remaining 
question concerns monetary policy. 

The intentions of the ECB are murky. On one hand, it seems to prepare an exit strategy (it 
has already allowed the market interest rate to rise a little), which would lead to an ill-
timed appreciation of the euro. On the other hand, it is doing its own version of 
quantitative easing by absorbing public debts under market pressure. Should it continue 
sterilizing these interventions, however, the impact on the money supply is nil and so is the 
softening effect on the euro. Like the Fed, the ECB focuses on domestic conditions when 
making its policy decisions, largely disregarding the consequences for the exchange rate. 
This is a proper way of operating in normal times. But these are not normal times. Caught 
in-between the weak dollar and the risk of a weak euro due to the unsettled, and possibly 
exploding public debt crisis, at the very least the ECB should suspend the implementation 
of the exit strategy and let it be known. It should also be ready to let the short term 
interest rate move back towards the end of its feasible range and let it be known.  
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Abstract 
 

The stability of the global economy is at risk because policy makers ignore 
cooperative solutions to the imbalances and tensions that have emerged with 
the integration of China into the world economy. The paper presents evidence 
that the Chinese yuan is not undervalued and that there is no evidence that the 
Fed will generate inflation by its QE2 program. However, there is an increased 
risk of financial bubbles being created in emerging economies.  
 
A strong appreciation of the yuan would destroy the world’s most important 
growth pole, while the US economy needs more flexibility to adjust. The paper 
proposes a constructive role for the euro and recommends a shift in China’s 
pegging policy to a basket mainly containing euros and yen and deeper 
monetary cooperation between Europe and Asia. 
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Executive Summary 
Trade and currency wars are in the air. After the severe global financial crisis, governments 
started to coordinate their actions worldwide in the G20, but this cooperation seems to 
have run out of steam.  They have stimulated the economy by pursuing very 
accommodating fiscal and monetary policies, including unconventional methods of 
quantitative easing. These policies have prevented the world from falling into a deep and 
prolonged economic recession. However, returning to satisfactory growth and reducing the 
high post-crisis levels of unemployment has become increasingly more difficult. In 
particular, economies with flexible labour markets like the United States, where the 
unemployment rate has more than doubled, find it difficult to reduce unemployment again. 
This has led to demands for trade protection from the US Congress, but in Europe similar 
voices can be heard. A number of measures have been discussed: a new version of the 
Plaza Accords focussing on fiscal and exchange rate policies, restriction on access to the US 
treasury market for surplus countries, exchange rate market intervention by the US.24 So 
far government have abstained from these strong protectionist measures, but in view of 
the United States’ economic problems and the political dissatisfaction expressed by the 
recent Congressional elections, the Federal Reserve System, backed by the Obama 
administration, has embarked on a new program of Quantitative Easing (called QE2). This 
policy will pump liquidity into the economy and hopefully stimulate effective demand and 
economic growth. Yet, it has been met by an outcry against the United States. It is seen as 
a hostile act by many emerging and industrialised economies. At the recent G20 meeting in 
Korea, the United States were confronted with massive criticism and some observers have 
spoken of a “G19 against 1” rather than a G20 meeting. The Brazilian Finance Minister has 
already warned that the world is drifting into a currency war.25 Given these confrontations, 
the stability of the world economy is at risk because policy makers do not seek solutions 
that serve the interests of all parties. 
 
The front against the United States is a surprising reversal of political alliances. For several 
years, China had been the main target of criticism by leaders of the most important 
economies of the world. Especially American and European policy makers have accused 
China of manipulating its currency and keeping it artificially “weak”. By this they meant 
that the Chinese’s currency was unreasonably competitive and undervalued and they have 
asked China frequently to revalue its currency. European policy makers like Commission 
President Jacques Barroso, Euro Group Chairman Jean-Claude Junker, and ECB President 
Jacques Trichet have supported the American demands for a revaluation of the yuan. 
However, in recent month, other countries like Japan, South Korea, Brazil and Taiwan have 
also tried to resist the appreciation of their currencies by intervening in the foreign 
exchange market. Because many emerging economies have pegged their currencies 
unilaterally to the US dollar, American authorities cannot directly change these exchange 
rates, and in this context Quantitative Easing is seen as an attempt to lower the value of 
the US dollar. Unrestrained non-cooperative behaviour by governments and monetary 
authorities could throw the world economy into economic chaos, which in many ways would 
resemble the monetary and economic disorder with competitive devaluations and beggar-
your-neighbourhood policies that led to the rise of fascism and Hitler in the 1930s. Unless a 
new policy regime is found to stabilize monetary and currency relations amongst major 
economies, there is indeed a danger that competitive devaluations may further destabilise 
the global economy. Many observers believe that these risks are increased by the global 
imbalances in current accounts and reserve holdings, although the evidence is more 
complex than generally acknowledged.26 I will argue that appreciating the Chinese yuan or 
abstaining from stimulating the US economy is no solution to the dilemmas of the global 
economy. 

                                                 
24 See Yiping Huang, Is a currency war unavoidable? US monetary policy will fail to cut its huge current account 
deficits and will create bubbles in emerging economies. China Daily, 19 November 2010, page 8. 
25 See: http://www.bbc.co.uk/news/business-11424864. 
26 For an in-depth analysis of global imbalances, see Collignon et alt. 2010. 
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The difficulties of the US economy are correlated with the emergence of China as a major 
player in the world economy. China’s rapid growth follows a well-tested model, which has 
already successfully produced miracles for Europe and Japan in the 1950s and 1960s and in 
East Asia in the 1980s and 90s. It consists in pegging the exchange rate to the US dollar at 
a competitive rate. The peg has two advantages: first, it helps integrating an emerging 
economy into the world market, which is dominated by the US dollar as the world’s reserve 
currency. Second, it minimises volatility, which lowers uncertainty about future returns for 
investors. A competitive fixed exchange rate peg encourages therefore investment and 
growth. China’s peg to the USD has been key to its emergence as the world’s largest 
growth pole, but it has also created the symbiotic relationship between China and the US, 
whereby Americans borrow from China in order to finance the cheap imports of consumer 
goods. Many observers believe that this imbalance is caused by the undervalued exchange 
rate between the Chinese yuan and the US dollar. The IMF (2010) has supported this view 
by declaring the Chinese Currency “significantly undervalued” without giving much 
evidence, however. More recently, US authorities have attributed the unequal recovery with 
“unbalanced growth and trade” to currency distortions and have argued that the situation is 
unsustainable.27 These charges do not take into account the fact that China and Asia are 
the most important growth pole in the world and that it is the demand from Asia that has 
pulled industrialised countries back from the brink of lasting depression after 2008. Chinese 
authorities have rightly resisted demands for the appreciation of their currency, claiming 
that it is not overvalued. The opposing views between US/Europe and China have created a 
climate of stalemate and the FED’s new program of QE2 can be seen as an attempt to 
stimulate the US economy when Americans cannot expect support from other G20 Member 
States, especially from China although European governments have not shown much 
willingness to cooperate with the Americans either. 
 
Critics in Europe believe that QE2 amounts to printing money and will generate inflation, 
while emerging market economies, especially China, fear that the excess liquidity will 
appreciate their currencies and generate financial bubbles. If QE2 is the American answer 
to lack of monetary cooperation from China, the issue of Chinese exchange rate policy is 
crucial for the management of the world economy and the question of how to deal with 
China is of prime concern for the USA and Europe. However, the problem cannot be 
resolved by pushing China to adapt policies that destroy its growth model. If the world 
wants to avoid a currency war, it needs to find a cooperative solution that will restore 
balanced growth and reduce unemployment in developed and emerging economies.  
 
This paper will first look at the facts about the Chinese exchange rate policies, then discuss 
the potential consequences of QE2 for the world economy, and conclude on policy 
suggestions that assign a constructive role to the Euro Area. 

1. Is the Chinese yuan undervalued? 
What does it mean that a currency is strong or weak or undervalued? There is a lot of 
confusion around these concepts. The weakness or strength of a currency describes the 
tendency of change in the exchange rate, under- or overvaluation its level. A currency is 
strong when it appreciates, weak when it depreciates. It is undervalued when the level of 
the exchange rate yields a comparative advantage relative to other economies. Thus, a 
currency can be strong and undervalued, like the Chinese yuan, or strong and overvalued 
like the Brazilian real. Or it can be overvalued and weak, as it is probably the case for the 
USD. We will now first look at nominal exchange rates and their movements, then at real 
exchange rates and finally at unit labour costs as a measure for the undervaluation of the 
Chinese currency.  
 

                                                 
2727 See the declarations by Ben Bernanke in Frankfurt. New York Times, 19. November 2010. 
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Nominal exchange rates 
 
Figure 1 shows the nominal exchange rates relative to the euro for some of the largest 
economies in the world. A rise in the chart indicates that the euro becomes more 
expensive; hence the euro appreciates and the other currency depreciates. We notice that 
since 2002, the USD, the Indian Rupee and the Russian Rouble all had a clear tendency to 
depreciate relative to the euro, while the Chinese yuan was slightly more stable and the 
Japanese yen and the Brazilian real both appreciated. After the Lehman crisis in September 
2008 (the first vertical line in the chart), the dollar and the Chinese yuan suddenly 
appreciated, while most other currencies lost in value. The Greek crisis in early 2010 did 
not seem to have caused a trend change in the long term development of the euro’s 
external value (the second vertical line indicates 10 May 2010, when the European 
Financial Stability Facility was created). Given these long term trends and the responses to 
the Lehman crisis, there is little evidence that any country has “artificially weakened” its 
exchange rate. It is true, however, that most emerging countries have accumulated foreign 
exchange reserves and this indicates that they have resisted excessive appreciation of their 
currency (see Collignon et. alt. 2010).  
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Figure 1 
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Source: Bloomberg 
 
Figure 2a shows the nominal exchange rate of the Chinese yuan relative to the euro, the 
USD and Japanese yen.28 The yuan was fixed to the USD from early 1995 until July 2007 
and again after the collapse of Lehman in September 2008 until July 2010. Given Chinese 
peg to the dollar, the volatility and weakness of the Chinese currency relative to the euro 
and yen was essentially caused by the dollar-euro and dollar-yen exchange rates since 
2000. The implication is, of course, that would China change its pegging policy, the 
volatility against the dollar would increase and if Chinese authorities targeted euro and yen, 
these exchange rates would become more stable.  
 

                                                 
28 For the Japanese yen, the rate is for 100 yen in order to keep the scales comparable. 
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If we look, however, at a basket of 58 economies See Figure 2b, the Chinese nominal 
effective exchange rate has had a long run tendency to appreciate. During the fixed dollar-
peg the ups and down of the NEER reflect the movements of the USD against the Euro, first 
appreciating and then depreciating. This reflects the mirror correlation between the world’s 
most important two currencies. Interestingly, during the years of the USD appreciation 
(September 2005 to September 2008), the effective exchange rate remained stable, which 
indicates that the Chinese authorities must have conducted their exchange rate policies 
with the objective of minimising the volatility between the two major currencies. 
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Figure 2b 
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Real exchange rates 
 
Next we will look at real exchange rates. The accusation that the Chinese currency is 
undervalued or even “manipulated” to give competitive advantages to the Chinese 
economy implies that there is an equilibrium exchange rate at which it would be neither 
over- nor under-valued. Defining such an equilibrium rate is notoriously difficult. Simple 
text book economics assume purchasing power parity (ppp) whereby a basket of goods in 
one country should have the same value if expressed in the currency of another country. 
However, it is well-known that purchasing power parity only applies to tradable goods and 
even then it maybe not fully applicable for economies with widely diverging levels of 
development. Calculating purchasing power parity for China is complicated by the fact that 
the Chinese economy is changing very rapidly in its fundamental structure. For this reason, 
it is difficult to estimate the absolute levels of purchasing power. Nevertheless, the 
calculation of real exchange rate indices can help to show the dynamic evolution of relative 
purchasing power. Because these calculations are using necessarily price indices, they 
cannot measure differences in competitiveness levels. Hence, these real exchange rate 
measures do not indicate whether a currency is under- or overvalued in absolute terms.  
 
Figure 3 shows the bilateral real exchange rate between the Chinese yuan and the US 
dollar, the Euro and the Japanese yen. The first part of the figure shows the evolution of 
consumer price indices as a measure of accumulated inflation. They are indexed on January 
1999, when European Monetary Union started. The logarithmic scale allows reading the 
steepness of the curves as indicators for inflation. It is clear that the price level in Japan 
has had a tendency not only to stagnate but even to fall, while inflation in the USA was 
higher than in Europe and China after 1999. China went through a period of high inflation 
in the 1990s, but then stabilized its price level until 2003, after which Chinese and 
American inflation rates seem to move in a fairly similar range. The Euro Area’s price level 
stands between the low Chinese and Japanese and the higher American price levels. Hence, 
without changes in the exchange rates, America would have appreciated in real terms 
relative to the three other economies. Japan would have depreciated most, and Chinese 
price levels would have remained below the US and the Euro Area, but above Japan. 
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The second part of Figure 3 derives the bilateral real exchange rates, namely the relative 
price indices adjusted by the exchange rate. Between 2000 and 2008, China appreciated in 
real terms against Japan, but depreciated against the euro and dollar. Thereafter, during 
the crisis years 2008 and 2009 the real exchange rate was stable. However, the recent 
acceleration of Chinese inflation has now started to appreciate China’s real exchange rate. 
Yet, the long run tendency of the Chinese currency to depreciate relative to the euro and 
the dollar is mainly due to the fact that over the last decade China kept its inflation low and 
that the nominal appreciation between the Chinese yuan and the European or American 
currencies has not compensated for the higher inflation rates in Europe and the United 
States. China’s competitiveness has been the prize it won for price stability. 
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Figure 4 shows the real effective exchange rates relative to a basket of a country’s 24 main 
trading partners as calculated by the BIS. The index is 100 for 2004. We find that from 
2000 to 2008 the Euro Area, India, Russia, Brazil and Korea had a long run tendency to 
appreciate in real terms, while the US and Japan tended to depreciate relative to their main 
trade partners. The United Kingdom kept stable high levels of real exchange rates until the 
global financial crisis broke out. China depreciated from 2001 to 2004 and thereafter 
appreciated again. Hence, there is no evidence for “artificial weakening” of the currency.  
 
The Global Financial Crisis had the effect of appreciating the US, Japan’s, and China’s 
currencies in real terms, later also the euro, mainly because of nominal exchange rate 
movements (see Figure 1).  In all the other major economies, the real effective exchange 
rate depreciated, sometimes dramatically. However, after the initial shock, a tendency to 
appreciate has resumed in emerging economies during 2010, mainly due to capital inflows 
and nominal appreciations. Brazil, India and Russia are close to their highest real exchange 
level since the mid-1990. No wonder, they are concerned about other currencies 
depreciating. 
 
Figure 4 

70

80

90

100

110

1994 1996 1998 2000 2002 2004 2006 2008 2010

Euro area

80

90

100

110

120

1994 1996 1998 2000 2002 2004 2006 2008 2010

United States

60

80

100

120

140

160

1994 1996 1998 2000 2002 2004 2006 2008 2010

JAPAN

70

80

90

100

110

120

130

1994 1996 1998 2000 2002 2004 2006 2008 2010

CHINA

84

88

92

96

100

104

108

1994 1996 1998 2000 2002 2004 2006 2008 2010

INDIA

40

60

80

100

120

140

160

1994 1996 1998 2000 2002 2004 2006 2008 2010

BRAZIL

40

60

80

100

120

140

1994 1996 1998 2000 2002 2004 2006 2008 2010

RUSSIA

70

80

90

100

110

1994 1996 1998 2000 2002 2004 2006 2008 2010

United Kingdom

50

60

70

80

90

100

110

1994 1996 1998 2000 2002 2004 2006 2008 2010

KOREA

Real Effective Exchnge Rates
2004=100

Lehman
crisis

Lehman
crisis

Lehman
crisis

 
Source: BIS 
 
Unit labour cost levels 
 
The real exchange movements discussed so far are based on price indices, which cannot 
measure differences in the levels of relative prices. Using them, it is therefore not possible 
to pass a judgement about the over- or undervaluation of a currency. A different approach 
to comparing competitive exchange rate levels uses unit labour costs (ULC).  
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This has the advantage that one does not make assumptions about consumer behaviour in 
countries with different development levels. Unit labour costs are an important indicator of 
competitiveness, as they represent the total cost of labour relative to output. Unit labour 
costs are determined by the amount of nominal wages relative to productivity. This means 
that a country with high productivity can have high nominal wages without having a 
competitive disadvantage relative to the labour costs of other countries with lower 
productivity, provided nominal wages reflect productivity levels correctly. Hence, countries 
with high productivity can have high nominal wages, but if productivity is low, wages levels 
must also be low.  
 
The conditions of cost competitiveness with respect to labour would imply that unit labour 
costs across regions or countries are equal. I will call this level parity. It is then argued that 
an economy is undervalued when unit labour costs are lower than this one-to-one 
relationship. However, this is not correct. In a capitalist market economy, labour is hired by 
firms which combine labour with capital in order to maximize the return of capital. The 
equilibrium position in a perfectly competitive economy is therefore characterized by the 
equality of the returns on capital in different sectors and economies. The correct way of 
assessing whether a currency is undervalued must therefore consider whether the level of 
the exchange rates allows a particular economy to reap excess returns on capital over its 
competitors. In this case the undervaluation would attract capital inflows, which ultimately 
will compete away the excess returns until equilibrium is re-established. This is why these 
excess returns are sometimes called quasi-rents or windfall profits. The adjustment 
mechanism, which would eliminate these quasi-rents, may operate through high rates of 
investments, or through inflation or rapidly increasing wages as the labour market dries up. 
This concept of quasi-rents is the most meaningful way for establishing whether a currency 
is overvalued or not and I will use it to assess whether the Chinese currency is 
undervalued.  
 
Calculating equilibrium exchange rates or equilibrium unit labour cost levels for China is 
seriously hampered by the reliability of data. The estimates presented here are based on 
China’s Statistical Yearbook and have been discussed with Chinese scholars. They provide 
the best information we can obtain for the time being.  
 
The problem with the Chinese economy is that it is in rapid transition from an 
underdeveloped rural economy to a modern industrial economy. There are large 
movements of labour from the rural to the urban economy, where wages and productivity 
are higher than in agriculture. However, the urban economy can only absorb this high 
labour supply by being able to produce competitive goods for the world market. Dooley, 
Folkerts-Landau and Garber (2007: 107) have modeled a transitory disequilibrium strategy 
for China, which imposes the critical constraint that once the periphery has caught up with 
the centre, the capital stock accumulated in the periphery should be capable of producing 
goods that are internationally competitive when combined with domestic labour paid at the 
world real wage rate. If this constraint is met, currency undervaluations by the periphery 
can be beneficial for the world economy, even if they generate temporary, although 
persistent, imbalances. 
 
Statistics for labour compensation in China are distorted by the inclusion of operating 
surplus of farmers into total labour compensation and for this reason we will focus on the 
unit labour cost levels of the manufacturing sector, the non-agricultural sector and the 
secondary sector of the Chinese economy. We take them as a proxy for the assessment of 
exchange rate levels that would be compatible with the international economy.  
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Figure 5 
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Figure 5 shows our calculations of the unit labour costs in China for the manufacturing 
sector, the non agricultural sector, and the secondary sector of the Chinese economy. Each 
graph contains five lines. The flat black line at the level of 1 indicates the parity level of 
unit labour costs between China and the European Union. At that level, labour 
compensation between China and the Euro Area per unit of output would be identical. The 
tick blue line indicates the actual evolution of Chinese unit labour cost relative to the Euro 
Area. The tick red line is the equilibrium exchange rate based on the assumption that the 
rates of return on capital between China and the Euro Area are identical. For analytic 
purposes we have calculated two more hypothetical equilibrium rates. The thin green line 
indicates what the equilibrium unit labour cost would have been had the Euro Area and 
China had the same level of capital productivity. The thin black line, finally, indicates the 
hypothetical unit labour cost equilibrium level, had China realised the same rate of inflation 
as measured by the GDP deflator the Euro Area. In other words, it measures the price and 
demand effect on profits. 
 
The results for the post-1992 period are remarkable. All three graphs show a massive 
devaluation in 1986. However, this is a purely formal measure given that economic reforms 
in China in 1986 adjusted the totally unrealistic official exchange rate to the market driven 
shadow exchange rate. It is only from 1992 onwards that the unit labour cost levels and 
the exchange regime are truly comparable with industrialized economies like the Euro Area. 
From the late 1980 on, unit labour costs are clearly lower than in the European Union. Most 
remarkable is the fact that, regardless of the chosen indicator, equilibrium unit labour costs 
in China are between half or a quarter of parity with the Euro Area.  
 
In the manufacturing sector unit labour costs are actually higher than the equilibrium level 
which indicates that the return on capital in the manufacturing sector is lower in China than 
in the Euro Area. Hence, quasi-rents are negative. This is mainly due to the fact that capital 
productivity is lower in China than in Europe, because the thin green line is higher than the 
blue line. This means that if Chinese productivity were at the same level as the EU, the 
equilibrium rate would be higher: in the early 2000s, it did already come close to parity. 
From this graph one has to conclude that Chinese unit labour costs in the manufacturing 
sector are overvalued. However, if we take the non-agricultural sector, which includes the 
secondary and tertiary sectors, or if we look at the secondary sector alone, the picture 
changes. In the non-agricultural sector, China has gone through an undervaluation period 
(positive quasi-rents) between 1992 and 2003, but after 2003 unit labour costs were higher 
than the equilibrium level. However, this is different in the secondary sector, where actual 
unit labour costs have always remained below the equilibrium level.  
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Assessing the overall picture of the three charts puts some doubts on the thesis that the 
Chinese currency is undervalued. It is overvalued in the manufacturing sector, undervalued 
in the secondary sector and not far from equilibrium in the non-agricultural sector, which is 
the most reasonable proxy for comparing the level of unit labour costs with the Euro Area. 
As a consequence, it is hardly justifiable to accuse China of unfair currency manipulations. 
The debate on China’s exchange rate policies must be based on facts and not on 
prejudices.  

2. Monetary Easing in the United States 
In the United States, the Federal Reserve System has embarked on a second program of 
monetary easing, also called QE2. This policy consists in large scale purchases of long term 
government bonds by the Federal Reserve System with the purpose of bringing down long 
term interest rates. Given that interest rates at the short end are already extremely low, it 
is hoped that lowering the long end would stimulate demand and investment and revive the 
real estate market, which has not yet recuperated from the disastrous effects of the 
Lehmann Brothers bankruptcy.  
 
There may be a second channel through which monetary easing could stimulate economy. 
This effect is generated when the central bank buys governments’ bonds. An influential 
school of economists has argued that under the strict assumption of so-called Ricardian 
Equivalence, governments cannot stimulate the economy by fiscal policies, because when 
they issue government bonds in order to finance the deficit, these bonds are bought by 
households, who will reduce their consumption and therefore increase savings by an 
equivalent amount. Ricardian Equivalence has been criticised by many economists on 
empirical grounds. However, from a theoretical point, the whole logic of the argument 
breaks down when the central bank buys government debt, because the government owns 
the central bank. In this case, the government effectively pays the debt service to itself, 
and this effect relieves consumers from the burden of having to foresee the future tax 
burden. This policy works because banks prefer to hold liquid cash rather than risky 
interest-bearing bonds. Of course, the policy is not limitless. When the creation of base 
money by a fiscal expansion exceeds the financial system’s liquidity preference, 
quantitative easing will generate inflationary pressures, but certainly not before. Hence, 
monetary easing – which means the Fed buys government bonds - can have stimulating 
effects for the economy.  
 
The announcement of QE2 has encountered a lot of criticism, not only in Europe but also in 
Asia. The European critique focuses on the potential inflationary dangers of excessive 
monetary creation. This argument is derived from monetary quantity theory, whereby the 
rate of money supply expansion in excess of the economy’s growth potential will generate 
inflation in the long run. However, the experience of the last ten to fifteen years, if not 
longer, has shown that the old quantitative argument no longer applies. Money supply has 
increased by far more than what is ordinarily thought to be compatible with price stability. 
A good example is the European Central Bank’s experience with the monetary reference 
value, which is derived from quantity theory. The target for broad money has been at 4.5% 
for nearly a decade, but before the financial crisis the broad money supply of M3 used to 
exceed this target continuously without pushing inflation up. Furthermore, during the 
financial crisis – 2008/2009 – narrow money, i.e. the money created by the Central Bank, 
has significantly increased in the Euro Area, while broad money, which is considered to be 
responsible for price developments, has remained stagnant. From a quantity theory point of 
view this should indicate price stability. Figure 6 shows the growth rates of broad and 
narrow money in the USA and in the Euro Area; the growth trend rate for narrow money is 
now much higher than the trend growth for broad money. This proves the high liquidity 
preference by banks in a highly uncertain environment, but it is far from clear that 
American quantitative easing will generate higher inflation in the USA.  
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Figure 6 
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The persistence of low inflation expectation is also evidenced by the breakeven inflation 
rate derived from inflation-indexed TIPS government bonds in the US. Figure 7 gives an 
indication of inflation expectations in the US bond market. Breakeven inflation is calculated 
by taking the difference between the nominal interest rate for 10 year government bonds 
and the inflation-indexed TIPS bonds. The figure shows that inflation expectations fell 
dramatically after the collapse of Lehmann Brothers and returned a year later to a level 
close to, but below, the 2008 level. Inflation expectation has again fallen in the second and 
third quarter of 2010 and only started to rise in September. However, the announcement of 
QE2 on the 3rd of November did not seem to have a direct effect on the inflation 
expectations, which have been stable for several weeks. This confirms that financial 
markets do not expect monetary easing in the United States to generate inflation. The open 
question remains then, whether the additional liquidity will spill over into productive lending 
to the US economy, or if American banks will use these funds to inundate the rest of the 
world with hot money.  
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Figure 7 
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Clearly, the additional liquidity has to go somewhere. According to standard economic 
theory, banks will push money out of their system and increase lending to the real sector if 
liquidity creation exceeds their need to hold reserves. The question is, however, whether 
this lending will really raise investment in the American economy. Two other scenarios are 
possible. If the money remains in the domestic market but does not get invested, it will 
increase the prices for financial assets and start a new financial bubble. Alternatively, 
American banks may lend this short term money to emerging economies and finance so-
called carry trades.29 Such capital inflows could generate a huge financial bubble in 
emerging market economies similar to what happened prior to the Asian crisis. Yet, why 
would liquidity creation generate asset bubbles rather than inflation? The answer brings us 
back to China. 
 
There are good reasons to assume that inflation will not increase in the future, because 
wage costs are under control. This phenomenon has also been called the Great Moderation. 
The Great Moderation came about since China has integrated into the world market and 
added 25% of the world labour supply to the pool of available work force in the global 
economy. The quasi “unlimited supply of labour”30 has anchored wages and prices for 
consumer goods in the globalized market. Given the structural transformation of the 
Chinese economy, this low inflation environment is likely to continue for another 7 to 10 
years. During this period the recurrence of financial bubbles is highly likely, but once the 
Chinese labour market is tightening up will there be a return to global inflation and tight 
money. In the meantime, policy makers should worry more about bubbles than about 
inflation. 
 

                                                 
29 Carry trades are financial transactions where a borrower borrows in one currency at a very low interests rates 
and converts it into another currency when she expects high returns either from attractive returns on capital in 
the foreign currency or because the currency is expected to appreciate. 
30 This is the title of a paper for which Sir Arthur Lewis obtained the Nobel Prize in 1979. See Lewis, 1954. The 
paper is frequently discussed among Chinese economists. 
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The high likelihood of recurring financial bubbles is of major concern for emerging 
economies. Given the openness and flexibility of the American financial markets, there is no 
guaranty that the liquidity generated by the Federal Reserve System and pumped into the 
banking system will actually be used to increase lending to the productive sector of the 
American economy. Instead, there is a high likelihood that a significant share of these 
funds will immediately be used for carry trade with emerging economies. If this were to 
occur at a massive scale, emerging markets could be pushed into a financial bubble, similar 
to what has occurred prior to the Asian crisis. This is why public authorities, banks and 
intellectuals all over Asia are highly critical of QE2 program. Governments may resist the 
capital inflows by imposing capital controls. However, this does not solve the problem, as 
the liquidity will then be directed to other parts of the world. If Asia had recourse to capital 
controls and the American economy would not absorb the additional liquidity created by the 
Fed, QE2 could lead to a significant appreciation of the Euro and fuel a bubble in the Euro 
Area, because the appreciation of the euro would subsequently attract additional capital 
funds. Given Europe’s fragile economic governance, such a development could be highly 
dangerous for the sustainability of the euro. 
 
There are two ways to deal with the potentially detrimental effects of QE2. The first best 
solution would be coordinated policy interventions by all major central banks in the world, 
namely Federal Reserve, ECB, Bank of Japan and Bank of China. However, it is unlikely that 
such concerted policy action will take place. If it is impossible to improve the management 
of the world economy, the second best solution would be more flexibility for US dollar 
exchange rates. Volatile exchange rates operate like a wedge that deters investment and 
capital flows (see Collignon, 2006 for evidence). This is detrimental to foreign direct 
investment and the development of trade and for this reason most emerging economies 
have pegged their exchange rate to the US dollar. The currency peg provides them with 
stability and low volatility, and it keeps interest rates at a low level. However, in the 
present situation, it may be advantageous to increase the volatility of the US dollar so that 
the American economy becomes financially more autonomous during the period of 
quantitative easing and structural adjustment to the post global financial crisis situation. 
More volatile USD rates would reduce the incentives for carry trades and lower the flow of 
capital from the United States to emerging economies. Especially for China this would be 
desirable. At the same time it would allow the USA to return to sustained growth. 
 
However, this poses a new dilemma for emerging economies. As discussed above, the rapid 
growth in China and elsewhere in Asia has been dependent on fixing exchange rates at a 
competitive level to the dollar in order to facilitate the integration of emerging economies 
into the large world market. If authorities would simply let their currencies float against the 
USD, they would deprive themselves of this engine of growth and development. They need 
an alternative.  
 
Hence, a fundamental restructuring of monetary global relations is required and I have 
made a proposal to the European Parliament in March 2010 how this could be achieved.  
Because the proposal is now of significantly higher urgency that it was a year ago, I will 
summarize the proposal here again. 
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3. Restructuring the international monetary system 
Given the difficulties and external imbalances of the US economy, greater exchange rate 
flexibility would support the necessary adjustment. In this respect, American authorities 
have a valid point. Flexibility may translate into a temporarily weaker US dollar, until the 
adjustment process is completed; it may also imply higher volatility in exchange rates with 
the rest of the world, which would help to redirect the QE2 effects into domestic borrowing. 
However, the adjustment must not destroy the most dynamic growth pole in the world, on 
which millions of jobs depend in Europe and in the United States. It is also not acceptable 
that Europe bears all the burden of adjustment in the world economy. Here are the 
essential features of an alternative policy for avoiding currency wars: 
 

1. Asia will remain a net exporter for years to come, and America can no longer 
assume the role of consumer of last resort in the world. Hence, the European Union 
must take up some, but not all, of the global demand for products from Asia. The 
same is true for Japan, which has persistently absorbed less than it has produced at 
home. With this in mind, the three main players could agree on a target for each of 
their economies to run a current account deficit of 1.5 % for the Euro Area. These 
targets would redistribute the American deficit, but they would hardly generate 
additional demand for Asian products. This must come from growth in the three 
advanced industrial economies and from the rest of the world. 

 
2. The redistribution of current account deficits requires a change in relative prices, i.e. 

in exchange rates, and domestic policies that stimulate demand in Europe and 
Japan. The dollar has to depreciate relative to Asian currencies; the euro and yen 
need to appreciate. However, as we have discussed, exchange rate stability, i.e. low 
volatility, can support the redirection of trade and investment by reducing 
uncertainty. Free floating would terminate not only China’s but all of Asia’s economic 
miracles. Asia needs stability and America needs flexibility. This situation gives a 
role to the Euro Area as the global stabiliser.  

 
3. Several options for how this may be achieved may be considered:  
 

First, East Asian countries may simply re-peg from the dollar to the euro. This would 
generate monetary stability between Asia and Europe and give the US economy the 
necessary flexibility to adjust its current account deficit. However, Japan must be 
part of the new monetary arrangement, because it is a major supplier of foreign 
direct investment into Japan.  
 
A second option consists in pegging to a basket. The Chinese yuan and other East 
Asian currencies would fix their exchange rates to a basket that contains large 
portions of Japanese yen and euros and, initially, only a small portion of USD. 
Simultaneously, the European Central Bank and the Bank of Japan would establish 
close cooperation with the purpose of minimizing volatility between their two 
currencies. This would stabilize the conditions for Japanese FDI into East Asia and 
the trade relations with Europe. Hence, the detrimental effect of a euro appreciation 
would be compensated by lower volatility of exchange rates between the euro and 
Asian currencies. The Japanese and European economy together represent a viable 
and attractive alternative to the symbiotic relation with the USA.  
 

4. Monetary authorities in East Asian countries will gradually increase reserve holdings 
in euro and yen. Liquidity requirements for market interventions will increase 
demand for the anchor currencies. Prudent reserve management requires keeping 
reserves in the pegged currency, and if the yuan were pegged to a basket of euro 
and yen, reserves denominated to these currencies will increase.  
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Over time, this could lead to a more balanced system of reserve currencies than the 
present dollar based system, because it offers diversification benefits at the world 
scale.  

 
No doubt, some reserve diversification is already happening today, with the role of 
the US dollar diminishing, but neither the euro nor the yen have increased their 
shares (see Collignon et alt, 2010). On the other hand, an increased international 
role for their currencies would deepen financial markets in the Euro Area and in 
Japan and structurally lower long term interest rates. This would stimulate economic 
growth in the anchor countries and this is especially useful when the currency 
appreciation might dampen export demand. 

 
5. Strategic pegging to a basket should not be confused with the choice of the best 

reserve currency. Many observers believe that the dominance of the US dollar as the 
internationally accepted reserve asset has contributed to the financial crisis, because 
the domestically determined excess liquidity in the United States has swamped the 
rest of the world. The contradiction between a reserve currency country’s national 
interests and its international obligations is well known and the Chinese central bank 
governor Zhou Xiaohuan (2009) has suggested actively promoting the use of the 
SDR in international trade, commodities pricing, investment and corporate book-
keeping. Nevertheless, using SDRs today as the reference for exchange pegging is 
not recommendable. The composition of SDRs, even if expanded as proposed by 
Zhou, would not allow China the competitive exchange rate strategy, which has 
been the basis of its success. However, as the catch-up growth process advances in 
China and Asia, the basket could be gradually broadened to include other 
currencies, until it will effectively coincide with a reformed version of SDRs. 

 
6. Finally, monetary cooperation between the Euro Area and Asia must find an 

institutional framework. Organizing monetary cooperation with Asia goes beyond 
purely bilateral or regional relations. One must hope that the President of the Euro 
Group will seize the opportunity, and the European Parliament should encourage 
him to do so. 

IP/A/ECON/NT/2009-12      72      PE 451.476 
 



The threat of "currency wars": global imbalances and their effect on currencies 
 

 

Bibliography 

 

• Collignon,  S., R.N. Cooper, M. Kawai, Yongjun Zhang, Rebalancing the Global Economy 
- Four Perspectives on the Future of the International Monetary System, Europe in 
Dialogue 2010 | 01, BertelsmannStiftung,Gütersloh, 2010. (download from: 
www.stefancollignon.eu). 

• Collignon, S. 2006. Adjusting the U.S. Current Account Deficit: What Role for the Dollar, 
Euro and Yen? In: Journal of Asia-Pacific Business, Vol. 7(2); (Download in PDF from 
www.stefancollignon.eu) 

• IMF, 2010. Global Economic Prospects and Policy Challenges, Staff paper prepared for 
the Meeting of G-20 Finance Ministers and Central Bank Governors; October 21–23, 
2010 in Gyeongju, Korea http://www.imf.org/external/np/g20/pdf/102110.pdf 

• Krugman, Paul. 1994. "The Myth of Asia’s Miracle," Foreign Affairs 73 
(November/December) 62-78. 

• Dooley, M., D. Folkerts-Landau and P. Garber 2007. Direct Investment, Rising Real 
Wages, and the Absorption of Excess Labour in the Periphery; In: R. Clarida (ed), G7 
Current Account Imbalances. Sustainability and Imbalances. The University of Chicago 
Press, Chicago and London  

• Lewis, Arthur. 1954. “Economic Development with Unlimited Supplies of 
Labor.”Manchester School of Economic and Social Studies 22(2):139–91.  

• Zhou Xiaochuan, 2009.  Reform the International Monetary System; 
http://www.pbc.gov.cn/english/detail.asp?col=6500&id=178 

 

IP/A/ECON/NT/2009-12     73     PE 451.476 

http://www.stefancollignon.eu/
http://www.stefancollignon.de/PDF/Euroyendollar-CAN.pdf
http://www.stefancollignon.de/PDF/Euroyendollar-CAN.pdf
http://www.imf.org/external/np/g20/pdf/102110.pdf
http://www.pbc.gov.cn/english/detail.asp?col=6500&id=178


Policy Department A: Economic and Scientific Policies 
 

IP/A/ECON/NT/2009-12      74      PE 451.476 
 



The threat of "currency wars": global imbalances and their effect on currencies 
 

5) GLOBAL IMBALANCES, CURRENCY WARS AND THE EURO 
 

by Guillermo de la Dehesa 
Chairman of the Centre for Economic Policy Research (CEPR) 

 
 

 

Abstract 

Global current account imbalances tend to create not only bubbles and financial 
crises but also exchange rate tensions among leading international currencies, 
and, therefore, among those other currencies that are pegged to them. As the US, 
UK and Japan, the three more international currencies besides the euro are trying 
to depreciate their currencies and China is trying to avoid an appreciation of its 
currency, the result will be that the euro will appreciate making it more difficult 
for the euro area to exit the crisis. 
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Executive Summary 

Global current account imbalances tend to create not only bubbles and financial crises but 
also exchange rate tensions among leading international currencies, and, therefore, among 
those other currencies that are pegged to them. As the US, UK and Japan, the three more 
international currencies besides the euro are trying to depreciate their currencies and China 
is trying to avoid an appreciation of its currency, the result will be that the euro will 
appreciate making it more difficult for the euro area to exit the crisis. 

The short term solution to these tensions is to find some cooperative compromise among 
those countries which issue the leading currencies, at the G20, because a currency war 
among them could have devastating effects on trade and capital flows and even reach a 
situation in which everybody ends as a loser. Such an agreement on exchange rates is 
necessary but not sufficient, because floating exchange rates are able to reduce the impact 
of current account imbalances on international trade flows of goods and services but it is 
more difficult for them to affect the underlying internal saving-investment imbalances 
which produce the current account imbalances of the countries concerned. 

A more definite solution is to have a global institution, as a reinforced IMF, with new 
governance and increased powers which could be able to maintain a strong surveillance on 
its member countries macroeconomic policies, interest rates, exchange rates and current 
account miss-alignments and which can be the lender and liquidity provider of last resort to 
the countries concerned in order to avoid large reserve accumulations for precautionary 
motives although most of the building up of reserves has been due to exchange rate 
intervention. 

Finally, the Euro Area needs urgently to regain the present lack of confidence by financial 
markets which is making very costly the exit from the crisis to many of its members 
countries as well as to reduce its own internal current account imbalances, which can be 
only solved through a consensus and agreement between both deficit and surplus member 
countries. 
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1. Global Imbalances 

There is compelling evidence about the fact that global imbalances, in terms of large 
current account deficits and surpluses in different countries, tend to produce bubbles, and 
that bubbles tend to produce financial crises which in turn end producing deep and long 
recessions. Almost 75% of all financial crises have been preceded by external imbalances 
(although they also have happened in quite closed economies) because the large flows of 
capital from current account surplus countries into deficit countries tend to eventually 
provoke real and financial bubbles and the latter can induce financial crises when these 
bubbles burst. For instance, the large real estate bubbles recently built in the US, Spain or 
Ireland could not be financed by domestic savings but only through large foreign capital 
inflows and loans coming from surplus countries. In order to deal with global imbalances it 
is important to understand the following three issues: 

• First, the world in which we live is a closed economy (we cannot export to Mars) so 
that, in equilibrium, the net balance of all surpluses and deficits of the account 
balances of the 181 members of the IMF should be zero (excluding errors and 
omissions) which means that every surplus in a country is only possible if there is a 
deficit in another or in several other countries. The way to calculate global 
imbalances is through the half sum of all deficits and surpluses. In the eighties and 
nineties imbalances were rather small, reaching 1% of global GDP in 1997. 
Nevertheless, since 1997 and up to 2009, grew up to just above 3% of global GDP 
(around $5.5 trillion at current dollars) and as a result, global reserves increased to 
4.4% of global GDP, that is, around $6.8 trillion (of which, China is holding $2.6 
trillion, (51% of its GDP in 2009). China had in 2008 a current account surplus of 
9.6% of GDP ($ 471 billion) while, at the same time, the US had a current account 
deficit of 4.7% of GDP ($ 670 billion). 

• Second, the sum of the net balance of the current account plus the net balance of 
the capital account of the balance of payments of any country must be zero by 
definition (excluding errors and omissions). Therefore, a country which receives 
large capital inflows resulting in a surplus in its capital account must have a deficit in 
its current account (as it is the case in the US) and vice-versa, a country which is a 
large exporter and achieves a surplus in its current account must have a deficit in its 
capital account (as it is the case of China). The reason being that the US needs to 
finance it excess of imports over exports with capital inflows and China needs to 
invest its excess of exports over imports receipts through its capital account into 
other countries. 

• Third, a current account balance is defined by a macroeconomic identity derived 
from the national income accounts: X-M = S-I, that is, exports of goods and 
services minus imports of goods and services (plus net transfers and net factor 
income) must equal domestic savings minus domestic investments. Therefore, the 
current account of a country can be in surplus either because it saves more than it 
invests or because it exports more goods and services than it imports them and 
vice-versa in case of a deficit. 

• Fourth, given the three previous accounting identities, the result is that the currency 
appreciation of a large country needs a compensating depreciation of the currency of 
other countries. This inverse correlation is very high (up to 0.9) in the case of 
movements among the leading currencies. If the dollar goes up the euro goes down 
and vice-versa and the same happens with the different currencies pegged to both 
of them. This is the reason why a way to reduce these imbalances would be through 
having free floating exchange rates in most countries in the world or at least among 
the G20 member countries.  
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Let us continue to use, as an example, the US as the deficit country and China as the 
surplus country. If both had floating exchange rates (which is not the case of China, which 
has a fixed exchange rate system) then the flows of imports and exports of goods and 
services would tend to adjust in the medium term (depending on the price elasticity for 
importing and exporting being high enough). The dollar will tend to go down and the 
renmimbi will tend to go up. The main reason is that floating exchange rates tend to 
compensate, in the short term, the interest rate differentials among internationally open 
countries; in the medium term, they tend to compensate the productivity or growth rate 
differentials among open countries and, in the long term, they tend to compensate the 
differential among the inflation rates of these open countries (purchasing power parity 
“PPP” rates). 

Moreover, for a developing country like China to be able to catch up with other developed 
countries, its nominal exchange rate needs slowly to increase up to reaching, in the long 
term, its purchasing power parity (PPP) rate level, which is much higher than is actual 
nominal level. Today, China’s PPP exchange rate in dollars is two and a half times higher 
than its current exchange rate to the dollar so that it has needs to appreciate it, in the 
decades to come, to reach its PPP rate. The way it works is through the Balassa-Samuelson 
effect by which faster increase in productivity in the tradable sector slowly filters into the 
non-tradable service sectors and eventually its level of productivity becomes that of a 
developed country. 

Nevertheless, the main problem is that floating exchanges rates may affect both countries 
trade flows but may not affect enough, at least in the medium or longer term, their 
domestic savings-investment ratios. It may be that, in the case of the US, its current 
account deficit and its domestic saving-investment relationship may be more structural 
than its exports-imports rate, given to the fact that the US has a very low saving rate in 
relation to its investment rate because of its population ageing trend, where its saving age 
working population is declining and its dis-saving age retired population is growing. In the 
case of China the high saving rate in relation to its investment rate may also be quite 
structural, given that the Chinese are saving 50 per cent of their income because they have 
not achieved yet free access to universal social security and health. 

Therefore, floating exchange rates may not be enough or be much less effective to adjust 
their imports and exports of goods and services, because the S-I ratio can be much more 
sticky and structural than its X-M ratio. If this is the case, the countries concerned need to 
take other economic policy actions to change not only their export-import ratios but also 
their saving-investment ratios, target which may take much longer to achieve because it 
needs internal fiscal policy incentives. 

Fifth, nevertheless, the best way to measure the impact of exchange rates on 
competitiveness and on trade flows of goods and services is through the trade weighted 
real exchange rate (TWRER). According to the JP Morgan TWRER index in September 2010, 
compared to the same index over the long term average (1990-2010), the currencies that 
have depreciated the most within the G20 countries are: Argentina (-27%), South Korea 
(-18%), UK (-13%), US (-8%), Canada (-5%), India (-2), Japan (-1,5%) and the Euro 
Area (-1%). Those which have appreciated the most are: Brazil (+73%), Indonesia 
(+43%), Russia (+38%), Australia (+30%), China (14%), South Africa (+11%), Turkey 
(+8%) and Mexico (4%). Therefore, the only two which have been able to maintain their 
TWRER in equilibrium are the Euro Area and Japan. 

In the end, a true reduction of global imbalances needs international cooperation in order 
to find a collective agreement among leading countries with leading currencies to act all in 
favour of its reduction. The G20 is a quite well weighted and enough representative 
institution to achieve such an agreement but it has not been able to agree anything at its 
recent meeting is Seoul. In order to achieve a successful and sustainable agreement, there 
must be an independent institution which acts as an agreed referee and which enforces its 
fulfilment and makes sure that it is fair. This institution exists and it is the IMF.  
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Without an independent and trusted international institution which acts as a referee and 
supervisor of the fulfilment of an agreement, it is going to be difficult to advance in the 
right direction. 

If no agreement is reached, then individual solutions will eventually end in a currency war 
in which nobody eventually wins and it becomes inefficient and costly for all countries 
involved. That means, surplus countries which do not appreciate their currencies will be 
responded by deficit countries by increasing tariffs on all imports coming from these surplus 
countries and by showing to the WTO that they are currency “manipulators” or 
furthermore, doing, on their own, competitive devaluations to compensate for the lack of 
appreciation in the currencies of the surplus countries. This second alternative is even 
much more dangerous that the previous one because the increase in tariffs can be applied 
country by country but the nominal depreciation punishes the imports from all countries 
equally, except those which are pegged to the currency of the country that devalues. 

At the same time, some countries will tax capital inflows coming from the surplus countries 
to avoid building up real or financial bubbles, making it more difficult to reduce the 
imbalances through the recycling of excess reserves by surplus countries. In the end, most 
countries will end off worse. 

2. Impact of a Potential Currency Wars on the Euro 

At present, there are three different versions of macroeconomic policy-mix being 
implemented by different developed countries in order get sooner out of the recession or to 
avoid a double dip: 

1. First, the US has done a very large fiscal stimulus both to bail out its banks and to 
avoid the recession to become a depression, while the Federal Reserve (FED) has 
been helping by doing quantitative easing of very large proportions. Now, fiscal 
policy has become passive but there is no decision yet to try to reduce or to make 
any fiscal contraction in the near future, in spite of its mounting level of sovereign 
debt. On the monetary front, the FED is continuing with a second round of 
quantitative easing (QE2) to avoid a liquidity trap and deflation, given that it cannot 
lower its main rate because it is already very close to its zero bound. The US is the 
only country which can develop this kind of policy mix at present given that it has a 
high certainty that it is going to continue funding itself at the lowest rates and for a 
long time, given that it is still the world’s “save heaven” of financial investors 
(together with Germany). 

Its present government, after losing the majority in Congress, is going to try to be 
reelected in two years time and it is ready to keep, through QE2, printing another 
$600 billion and even $1 trillion in the future, to increase the price of financial 
assets and make banks safer and ready to give more loans and provide incentives 
for companies to invest and, at the same time, to depreciate the value of dollar and 
create more employment through an increase in exports. 

2. Second, the UK, which has already done also a massive fiscal stimulus to bail out its 
banks and to revive economic activity at the same time that the Bank of England 
has undertaken a large QE. Now, after its recent elections have brought the 
opposition to power, the government is implementing a very strong fiscal 
contraction to reduce its mounting level of debt but the Bank of England still 
continues with its lax monetary policy maintaining QE and lowering more the value 
of the pound. Both the US and the UK are the two large developed countries (with 
the exception of Germany) which have higher growth prospects in 2010 and 2011, 
mainly for pursuing this policy mix. 

These two countries are growing faster and may continue to do so next year thanks 
to the depreciation of their currencies. 
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3. Third, the Euro Area (EA) is involved in a quite strong fiscal contraction (except 
Germany and a few small member countries) and, at the same time, the ECB is 
sending clear signals about a near end of low interest rates and of purchases of 
sovereign bonds and other assets from member countries, which means that, in the 
best case, monetary policy is going to be almost neutral but most probably slightly 
contractive. If this is the case, its macro-policy mix will have contracting effects on 
economic activity and raise the relative value of the euro, affecting external demand 
and exports as well. 

4. Fourth, China seems to be ready not to accelerate the slow pace of appreciation of 
its currency in spite of the threats by the US and other countries and to continue 
building foreign currency reserves. Finally, the slow growth in Japan is prompting 
the new government to intervene in the exchange rate market of the yen in order to 
achieve its depreciation and gain export competitiveness. 

Therefore, the three central banks of the three major international currencies other than 
the euro, plus that of China, the biggest exporter in the world, are all ready to continue 
pursuing a policy of depreciating their currencies, while the EA is not doing anything yet to 
counteract it. Until now, the EA and Japan are the only two of these five countries with 
leading currencies, which have been able to maintain their trade weighted real exchange 
rates (TWRER) without deviations from their long-term trend, therefore in equilibrium, but 
this will be extremely difficult going forward if the three others not appreciate theirs. 

As I mentioned at the beginning, if some currencies depreciate, by definition, other 
currencies need to appreciate. At this moment, the only possible counterpart of a weaker 
dollar, pound and yen and a not stronger renminbi, is a strong euro. As the only way that 
the EA can grow, given its large fiscal contraction and its steady monetary policy, which do 
not allow its internal demand to grow much, is through exports and foreign demand. Under 
a stronger euro, exports will not grow enough to help much needed growth given the 
present weak recovery of internal demand. 

For the time being, the euro is not appreciating for the wrong reasons, that is, because 
many EA financial assets are, at present, subject to large selling from investors and 
markets in general (except German bunds), because they receive everyday contradictory 
news and comments by EA political leaders which create a lot of confusion and show a lack 
of common view on how to solve the recent sovereign deficit and debt build up in the face 
of and Stability and Growth Pact that has not fulfilled its duties. 

Good and bad ideas are being exchanged, in public, by different EA political leaders, before 
even being discussed internally, which create a huge uncertainty in financial markets, 
which react by shorting the bonds of most EA sovereigns and increasing the cost of their 
debt service, making it even more difficult to achieve their deficit and debt reduction 
targets and thus reducing their potential economic growth. According to the IMF latest 
report on the effects of fiscal contractions on the economy, on average, for every 
percentage point of GDP fiscal contraction, growth falls by 0.5 percentage points after two 
years and employment falls by 0.3 after two years. 

Moreover, the situation of many small and medium size EA banks is still fragile, and 
Basel III is going to increase their capital ratios and to force them to declare all their 
underperforming assets and loans and also to make the necessary provisions or to sell 
them, so that credit growth is going to be curtailed for a while. Finally, most of the EA 
member countries need to step up structural reforms in the labor and product markets, not 
only to increase productivity but also to avoid the huge impact of increasing future health 
and pension spending derived from the ageing of their population. 

If, in the middle of this serious fiscal situation, the euro continues appreciating, then, there 
is a high probability for the EA as a whole to grow at lower rates than expected for some 
more years. In that case, the ECB may be forced to continue with its program of bond 
purchases and to delay any interest rate increase to avoid a potential deflation. A recent 
research by the IMF shows that the EA members represent 66% of the total number of 
countries with a high risk of deflation. 
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Finally, the ECB by using harmonized weighted headline inflation instead of core inflation 
(as does the US Federal Reserve) should refrain from increasing rates, as it did in 2008, in 
the middle of a recession, as soon as commodity prices increase due to a fall in the value of 
the US dollar. Maybe, the ECB thinks that a strong euro is good for its monetary policy 
target given the inverse correlation that exists between the value of the US dollar and the 
value of most of the commodities which are denominated in US dollars. Each time that the 
dollar falls prices of commodities go up, so that a strong euro may help to soften their 
negative cost impact on the EA harmonized CPI, given it is heavily dependent on importing 
most of these commodities. 

Nevertheless, at this moment the most urgent is that EA political leaders make rational and 
commonly agreed decisions about how to regain the confidence of markets and avoid new 
runs on the debt of some of its members and reduce their contagion to other weaker 
members, otherwise, the next response by markets may be even stronger putting at risk 
the future of the EA. The second most urgent decision is to reach an agreement to try to 
avoid a currency war at the next G20 in Paris in 2011, given the absolute impossibility of 
US, Japan and the UK to achieve a depreciation of their currencies, unless it is at the 
expense of a stronger floating euro. 

Looking further into the future, the best way to solve the present current account 
imbalances and a potential currency war is to have a global institution, such as the IMF, to 
be given more powers in order to fulfil its duties of being a true global watcher or 
supervisor, surveying very closely the macroeconomic monetary and fiscal policies of its 
different member countries, their net debts, interest rates and exchange rates to avoid 
currency miss-alignments and increasing current account imbalances. For that, a further 
change in the governance system of the IMF is needed with the right weight of each 
member according to its relative GDP and its relative international openness. Moreover, the 
IMF should become the lender and liquidity provider of last resort to countries in difficulties 
or with higher exposure to financing reversals in order to avoid too large building of 
reserves for precautionary motives. To achieve that aim the IMF should issue SDR in 
exchange of actual currency reserves held by most countries so that the SDR becomes the 
currency of the last instance. 

3. Euro Area Imbalances and Real Exchange Rate Changes 

Similar imbalances are affecting the current account balances of the member countries of 
the EA and given that they share the same currency, the solution to these imbalances is 
even more difficult and needs a stronger cooperation among its member countries. In 
2010, the EA will be very close to equilibrium in terms of current account balance versus 
the rest of the world (+0.2% of GDP) so that it can also be considered as a closed 
economy, as it is the case of the world as a whole. According to the IMF forecasts for 2010, 
the current account surplus of Germany (+6.1% of GDP) and the Netherlands (+5.7% of 
GDP) in the EA need that other EA members show a deficit, as it is the case of France (-
1.8% of GDP), Italy (-2.9% of GDP) and Spain (-5.1% of GDP) just to consider its largest 
members. 

The only way to reduce these imbalances is by these three deficit member countries to 
operate a real devaluation of their exchange rate, because there is not a nominal exchange 
rate to depreciate. This can be achieved by having a faster productivity growth than 
Germany and the Netherlands for several years and by achieving a lower wage growth than 
Germany and the Netherlands for several years, but this achievement in isolation will not 
be able to close the current account imbalances if Germany and the Netherlands, at the 
same time, do not reduce their surplus by doing a real appreciation of their exchange rate 
by increasing their wages, their consumption and their internal demand. It also needs to be 
a common effort by both the surplus and the deficit countries at the same time, not by the 
deficit countries alone, because the imbalance is as much due to the large surplus as to the 
large deficit in the current accounts of member countries.  
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German internal demand average growth has been 0.3% per annum for the decade 2001-
2010, while the other three member countries have had a faster growth of their internal 
demand: France average internal demand growth has been 1.7% per annum, Italy 0.9% 
and Spain 2.9%. 

Germany exports of goods and services account for 50% of its GDP, of which, 43% of its 
GDP only of goods (86% of the total). In terms of goods it exports 26.9% of its GDP to the 
rest of the EU and 16.1% of its GDP to the rest of the world. That is, Germany exports of 
goods account for 43% of its GDP, of which, 62.6% of the total to the EU. Germany imports 
21.5% of GDP in goods coming from other EU member countries and imports 12.8% of its 
GDP from the rest of the world. Thus, its imports of goods are 34.3% of its GDP, of which, 
62.6% of the total from the rest of the EU. Therefore, the EU is, by far, its main client both 
for exports and imports. 

For these reasons, the reduction of imbalances in the EA without the existence of a nominal 
exchange rate needs to be done by deficit member countries producing a real devaluation 
of its internal exchange and surplus member countries producing a real revaluation of their 
internal exchange rate. In order to achieve it there is a need for a cooperative solution 
among both types of member countries. 
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