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The Honorable Susan C. Schwab
U.S. Trade Representative

600 17™ Street N.W.
Washington, D.C. 20508

Dear Madam Ambassador:

We are filing this petition under section 301 of the Trade Act of 1974 to
request the Administration take action to end the Government of China’s
undervaluation and manipulation of its currency, the renminbi (RMB). In _
particular, we are calling on the Administration to request formal consultations
with China under the relevant provisions of the World Trade Organization
agreements and to file a formal dispute settlement case within 60 days if those
consultations do not resolve this serious and urgent problem that is causing so
much harm to U.S. farmers, workers, and businesses.

Members of Congress made similar requests in September 2004 and
April 2005. The Office of the U.S. Trade Representative (USTR) was unwilling
to accept those requests because, it stated, it did not want to interfere with
efforts by the Department of the Treasury to address the issue through
dialogue with the Chinese authorities. Nevertheless, USTR made clear that it
had “serious concerns” about China’s currency policy: “China is now ready to
move toward a flexible, market-based exchange rate and should move without
delay in a manner and magnitude that is sufficiently reflective of underlying
market conditions.”

Now, more than two years later, there has still been no real progress
made on this issue. To the contrary, in December 2006, U.S. Federal Reserve
Chairman Ben Bernanke stated that “the situation has likely worsened
recently.” He stated that the undervalued RMB operates as an “effective
subsidy” that acts as “an important distortion in the Chinese economy.” While
economists have estimated that the RMB is undervalued in the range of 15 to
40 percent, the RMB has appreciated by just 0.2 percent, in real terms, since
April 2005.



The Honorable Susan C. Schwab
May 17, 2007
Page 2

In November 2005, Treasury reported that China’s foreign exchange
regime “remains, in practice, a tightly managed currency peg against the
dollar.” Treasury called on the Chinese authorities to take action “by the time
this [semi-annual] report is next issued.” Treasury reported no real progress in
its next report (May 2006) — or in the most recent report (December 2006).
Today, the Government of China’s foreign asset reserves (an indication of its
level of intervention in the currency markets) exceed $1.2 trillion, up from
$243 billion in June 2002. Meanwhile, the U.S. trade deficit with China grew
to $233 billion in 2006, a new record.

Unfortunately, efforts over the past four years to cajole China to revalue
its currency have not borne fruit. We therefore request that you initiate an
investigation under Section 301 of the Trade Act of 1974, with a view to ending,
finally, the undervaluation and manipulation of the RMB.

We also ask that you consider taking action to address the undervalued
Japanese yen. As you know, the yen is at its lowest level in more than 20
years, and The Economist magazine recently described it as “perhaps the
world’s most undervalued currency.” Past and current actions by the
Government of Japan (including the accumulation of $900 billion in foreign
asset reserves and a monetary policy that keeps interest rates abnormally low)
are a major factor in the value of the yen today.

Thus, the situation with both China and Japan is a history of massive
government intervention in, and other management of, its markets — a major
~ factor in combined foreign exchange reserves of more than $2 trillion. This
kind of activity distorts markets, harming in real terms businesses and
working people in the United States.

We respectfully submit that the time for talk has long passed and action

Sincerely,

Sande
Chairmafi, Subcommittee on Trade
and Means Committee on Ways and Means

Committee jop/Wayg
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BEFORE THE OFFICE OF THE
UNITED STATES TRADE REPRESENTATIVE

) Petition for Relief Under
BIPARTISAN CHINA ) Section 301(a) of the Trade
CURRENCY ACTION COALITION ) Act of 1974, as Amended,
) 19 U.S.C. §§ 2411 et seq.
SUMMARY

The Bipartisan China Currency Action Coalition 1s a group of U.S. Members of the
House of Representatives, each of whom represents U.S. workers, farmers, family-owned
businesses, and other businesses injured by the Chinese currency’s undervaliation, which has
been estimated at 15 to 40 percent or more. Between 1994 and July 2005, China pegged the
yoan to the U.S. dollar. Over approximately the last five and a half years of that period, the
value of the yuan averaged 8.2775 yuan to the U.S. dollar and fluctuated in the range of +0.1
percent (i.e., equal to roughly 1/100™ of one U.S. cent). During the last year of that period, the
range narrowed even further to +0.01 percent (ie., equal to about 1/1,000™ of one U.S. cent)
around the average of 8.2771 yuan per U.S. dollar.

On July 21, 2005, China revalued the yuan by 2.1 percent to 8.11 yuan to the U.S. dolfar
and announced the replacement of the yuan’s peg to the U.S. dollar with reliance upon a basket
of currencies and the institution of a daily trading band of + 0.3 percent. Nearly two years later,
the weighting of this basket of currencies has not been made public, and, in fact, it appears the
yuan remains largely pegged to the U.S. dollar. As of May 2007, the yvuan’s nominal rate of
exchange is approximately 7.70 yuan to the U.S. dollar, but after relative rates of inflation in
China and the United States are considered, the real rate of exchange is probably about what it
was before the revaluation in July 2005.

China is the only major trading country in the world with what effectively is still a fixed-
peg cutrency system. By definition, this regime requires an expansive role in the market by the
Chinese government, because it alone can manage the imbalances in supply and demand caused
by its determination to maintain an undervalued price of the ynan contrary to market forces and
given China’s soaring volume of exports. China permits foreign direct mvestment that it favors,
but otherwise has a labyrinthian array of currency controls on the holding and use by businesses
and individuals of current- and capital-account inflows of foreign exchange. In effect, the
Chinese government absorbs foreign currency by printing and circulating yuan in exchange. See
Exhibit 1.

China’s yuan presents an exfreme and unique case of currency undervaluation and
manipulation. ~ While economists and academicians debate the extent of the yuan’s
undervaluation, there is a strong consensus that the yuan is significantly undervalued. See Chart

on p. 20.



China’s undervaluation of the yuan is fueling serious trade imbalances. First, China’s
official trade data significantly understate its global trade surplus and the degree of the yuan’s
undervaluation. See Section IID. If China’s import/export data arc replaced by the
~ corresponding export/import data of China’s 39 largest trading partners (which have accounted
for roughly 90 percent of China’s total trade since 1999), it is evident that the United States and
the rest of the world are ruming substantially greater trade deficits annually with China than
Chma’s official trade data show and that these deficits have become progressively worse over the
last several years especially. This conclusion is reached even after adjustments are made for
transshipments through Hong Kong and after f.0.b./c.i.f. valuation inconsistencies are reconciled.

Thus, the trade surplus of China with the United States catapulted from $33.8 billion in
- 1995 (according to U.S. data) to $235.4 billion in 2006 (again according to U.S. data). China’s
data show, by contrast, a $9.4 billion trade surplus in 1995 and a $147.3 billion trade surplus
with the United States in 2006. See Chart on p. 33. Likewise, in 1999 China reported a trade
surplus of $37.7 billion with its 39 principal trading partuners (including the United States), but
the data of those 39 trading partners indicate that China’s trade surplus in 1999 was $140.6
billion. In 2006, the corresponding figures were $217.1 billion and $470.1 billion, respectively.
See Chart on p. 36. If trade between China and the United States is excluded from the
.calculations, China’s trade surplus in 1999 was reported by China as $14.2 billion, but was
reported by China’s major trading partners other than the United States as $71.5 billion. In 2006,
China reported its trade balance apart from the United States as a surplus of $69.9 billion, while
China’s main trading partners other than the United States computed China’s surplus as $234.7
billion. See Chart on p. 39.

Second, China’s undervalued yuan has encouraged and facilitated foreign direct
imvestment into China. Between 1994 and 2000, total utilized foreign direct investment
increased by almost 21 percent and then between 2000 and 2006 rose by 55 percent as growth
accelerated. In the last several years, total utilized foreign direct investment in China has been
approximately $60 billion annually. Moreover, in 2004, the last year for which it is understood
China’s government is releasing such data, there were over $153 billion of total FDI contracted
in China. See Chart on p. 42.

Third, China’s undervalued yuan has also generated an accumulation of foreign-exchange
reserves that is excessive. In 1995, the year after the yuan was pegged to the U.S. dollar, China’s
foreign-exchange reserves were $73 billion. In 2000, China’s foreign-exchange reserves were
$165 billion. After the yuan’s revaluation in July 2005, China’s foreign-exchange reserves were
1.066 trillion dollars by the end of 2006, significantly in excess of one-third of China’s Gross
Domestic Product. Furthermore, China’s accumulated foreign-exchange reserves are far in
- excess of the IMF’s prudential guidelines of 4-6 months and 180 percent of short-term debt.

Fourth, the increase in foreign-exchange reserves is requiring China to increase its money
supply in order to purchase the foreign-exchange reserves and maintain the undervalued
exchange rate of the yuan. Between 2000 and 2006, China’s money supply has been growing
anmually by an average of 15-18 percent, see Chart on p. 47 and p. 81, and this substantial
increase in the money supply is overheating China’s economy, which has been expanding at an
average annual rate of about 10 percent over the past several years.



In the absence of an orderly realignment and revaluation of China’s exchange rate to
reflect underlying economic fundamentals, China’s economy will continue to overheat, creating
greater imbalances and pressures on an economy historically characterized by booms and busts,
ultimately resulting in a financial crisis.

China’s maintenance of an undervalued exchange-rate regime violates various
international legal obligations of China at the expense of the United States. China’s
manipulative undervaluation of the yuan constitutes a prohibited export subsidy (pp. 50-71) and
frustrates the intent of and breaches basic principles of the World Trade Organization’s General
Agreement on Tariffs and Trade (pp. 71-77 and Atftachment). At the same time, China’s
undervalued-exchange-rate policy unjustifiably gives China an unfair competitive advantage
over the United States and discriminates against U.S. exports of goods and services contrary to
- Articles IV and VII of the International Monetary Fund’s Articles of Agreement (pp. 78-83).

As our constituents have repeatedly informed us, China’s undervalued exchange rate
burdens and restricts U.S. commerce. U.S. imports from China and the U.S. trade deficit with
China are soaring, accounting for 56 percent of the increase in imports of manufactured goods
between 2001 and 2003, and have risen further since then. If longer-term historical trends in
exports and imports prevail, the annual U.S. trade deficit with China will increase from $235
billion in 2006 to $548 billion by the end of annual 2011. Even if the growth rates in 2006
continue, the deficit will still reach $442 billion in annual 2011. See Chart on p. 90.

Moreover, U.S. domestic market share is being displaced by U.S. imports from China.
According to an import penetration analysis on a sector-by-sector basis, 60 percent of China’s
mcreased import penetration of the U.S. market for mamifactured goods between 2000 and 2003
displaced domestic U.S. producers” share. This displacement is equivalent to a $31-billion loss
m U.S. domestic production. See pp. 91-97. China’s undervalued exchange rate results in
extremely low prices on China’s exports to the United States, unfairly pressuring domestic firms
by undercutting their pricing power.

The undervalued exchange rate also adversely affects U.S. exports. While U.S. exports
to China rose by 33 percent in 2006, much of the increase occurred in raw and intermediate
materials. In fact, China’s imports from the United States were the slowest-growing compared
with imports from China’s largest foreign suppliers. The U.S. share of China’s total imports
declined to a new low of 8.0 percent in 2004. If its share had not fallen, U.S. exports to China
would have been $35 billion higher in 2004 than they actually were — a significant difference of
about 50 percent.

U.S. affiliates are not causing the surge in U.S. imports from China. About 50 percent of
U.S. mports from China come from foreign-invested enterprises, the great bulk of which are
non-U.S. companies. Moreover, relative wages are not a primary factor driving U.S. imports
from China, because labor costs are a relatively small fraction of the total cost of manufacturing.

The Bipartisan China Currency Action Coalition secks the immediate elimination of the
undervaluation of the yuan. If China refuses to eliminate the undervaluation, the United States
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should pursue a formal dispute settlement action under the World Trade Organization. If such
action is successful, and China does not bring its policies into conformity with its WTO
obligations, the United States should pursue WTO-consistent remedies against China.

I INTRODUCTION

This petition is presented by the Bipartisan China Currency Action Coalition pursuant to
Section 302(a) of the Trade Act of 1974, as amended (19 U.S.C. §§ 2412 et seq.) (“the Trade
Act”), and the regulations of the Office of the United States Trade Representative (“USTR™) at
15 C.F.R. Part 2006 (2006). This petition requests that actién be taken under Section 301(a} to
end the misaligned undervaluation and manipulation of the yuan' by the Government of the
- People’s Republic of China (“China”) and to ensure active enforcer‘nent of China’s WTO
obligations if China fails to do so.

A, The Petitioner

The Bipartisan China Currency Action Coalition is a group of U.S. Members of the
House of Representatives, each of whom represents U.S. workers, farmers, family-owned
businesses, and other businesses in manufacturing and agricultural fields that are directly
affected economically by the Chinese currency’s undervaluation.

B. Statutory Basis for This Petition

As described in the balance of this petition, China’s maintenance of an undervalued-
exchange-rate regime denies and violates international legal rights of the United States, is

uhjustiﬁable, and burdens and restricts U.S. commerce, contrary to 19 U.S.C. § 2411(a)(1).

' The Chinese currency is commonly and traditionally referred to as the yuan, which is the
convention used in this petition. The official name of the currency is the renminbi, of which the
yuan is technically -a denominational unit. In referring to a monetary amount in Chinese, the
correct nsage, for example, is “ten yuan renminbi,” rather than “ten yuan” or “ten renminbi.” In
English, there 1s no distinction between denominational units and names, so petitioner has simply
used yuan. _ '



C. Foreign Country That Is the Subject of This Petition

This petition addresses the acts, policies and practices of China.

D. Petitioner’s Economic Interest

The members of the Bipartisan China Currency Action Coalition are U.S. Members of
the House of Representatives acting on behalf of their constituents whose businesses and jobs
increasingly have been undercut and lost as the result of China’s maintenance of an undervalued
exchange-rate regime. By maintaining an undervalued-exchange-rate regime that does not
reflect market cbnditions, China unlawfully and unreasonably has been bolstering the Chinese
economy at the expense of U.S. industry, workers, and farmers. Exports from the United States
- to China and to third countries have been stifled, even as Chinese-origin goods have inundated
the United States and other markets abroad. The Chinese government’s continued
undervaluation of the ywan is at the center of this dangerous imbalance. The U.S.
Representatives who are filing this petition submit that the health and continued well-being of
the U.S. manufacturing base, as well as of related service providers and all they represent for the
national security and standard of living of the United States, are at stake and threatened by
China’s mercantilism.

E. Requests for Other Relief

The Bipartisan China Currency Action Coalition has not filed and is not filing at this time
for other_ forms of relief under the Trade Act of 1974 or under any other provision of law with
respect to the acts, policies, and practices of China that are the subject of this petition. The
Bipartisan China Currency Action Coalition reserves the right to file for other forms of relief
under the Trade Act of 1974 or other provisions of law with respect to the acts, policies, and

practices of China that are the subject of this petition.



F. Public Hearing

Petitioner hereby requests that a public hearing be held in this matter. Because USTR has
already acknowledged, “We do not need to conduct an extensive 301 investigation to know that
we have serious concerns about China's currency policy,” such a hearing should not delay action
under Section 302(a) of the Trade Act of 1974 (19 U.S.C. § 2412).
IL CHINA PRESENTS AN EXTREME AND UNIQUE CASE OF CURRENCY

UNDERVALUATION AND MANIPULATION THAT HAVE RESULTED IN A

HUGE CURRENT-ACCOUNT SURPLUS FOR CHINA TO THE DETRIMENT
OF THE UNITED STATES AND THE GLOBAL ECONOMY

A. China’s Importance In the Global Economy and Foreign-Currency Regime
In Combination Are Having An Unparalleled Disruptive Influence

As of late 2006, China became the second largest trading partner of the United States, in
contrast o 1its being the United States’ third largest trading partner in terms of overall trade
volume as recently as of the end of 2004. In recent years, China has been and remains the source
of the United States’ largest bilateral trade deficit in its history. Indeed, it is almost certain that
no two countries have ever produced such an unbalanced pattern of trade as that between the
United States and China. Morcover, while the sheer magnitude of this imbalance is
unprecedented 1n its own right, the speed at which it has developed and continues to deteriorate
is cause for seﬁous concern. Until now, global market forces had never managed to produce
such a state of disequilibrium in trade patterns and financial flows. As detailed at length
throughout this petition, the root causes of this extreme imbalance are China’s emergence as an
mternational trading powerhouse fueled by its maintenance of far-reaching policies to interfere
with market forces to its advantage. While these gains have come largely at the expense of the
United States, there is ample current evidence, as well as historical precedent, to suggest that
these policies are running tremendous risks not only to China itself, but also to the global trading

environment and economy at large.



Understandably, myriad factors underpin this unparalleled shift in trade and investment
flows between China and the United States. Nevertheless, China’s foreign-currency regime,
which relies on expansive confrols, restrictions and intervention by its central government to
thwart market-driven disciplines and normal adjustment patterns, is a primary if not predominant
factor. China’s undervaluation and manipulation of its foreign-exchange market have produced
a massive and self-serving distortion in the global trading and financial system, primarily to the
detriment of the United States. These effects are clearly manifest in China’s soaring trade
éurplus, foreign direct investment inflows and foreign-exchange reserves, whereas, for the
United States, thie effects are evident in its burgeoning trade deficit and massive increase in
foreign debt, an increasing proportion of which is now held by China.

China’s command and eontrol of its foreign-exchange market are standing characteristics
consistent with China’s close management of its broader economy. The extent and persistence

of the Chinese government’s interference in the foreign-exchange market have a long tradition of

producing endless cycles of distortions and imbalances requiring even more extensive

interventions. Until recently, China has boine the brunt of the resulting inefficiencies and
volatility caused by such interference. Since joining the WTO in December 2001, however, as
China has become more integrated with the global economy, these burdens and distortions
increasingly have been migrating beyond China’s borders, with the United States at the end of
‘the path of least resistance.

China’s control of the foreign-exchange market begins with its exchange-rate regime.
While China has reported to the International Monetary Fund (“IMF”) that it employs a

“managed-float” type of regime, in practice China’s regime is better classified effectively as a



% This type of regime establishes a set parity value of the yuan vis-a-

“conventional fixed-peg.
vis the U.S. dollar. Due to the very narrow range of fluctuation permitted by the Chinese
government around this set parity value (+ 1 percent or less), the peg {or value) is considered
“fixed.”> While the nominal rate of exchange between the yuan and the U.S. dollar has gone
from approximately 8.28 yuan to its present 7.70 yuan to the U.S. dollar since the yuan’s 2.1-
percent revaluation on July 21, 2005, the real rate of exchange effectivély has remained about the
same after the relative rates of inflation in China and the United States over this period of time
are considered.

Among the many different types of regimes in use around the world, fixed-peg regimes,
by their very nature, tend to require the greatest degree of governmental intervention and control
by monetary authorities in order to maintain the relative value of the currency close to its parity
value. Consequently, the use of fixed-peg regimes is extremely limited, and only 30 countries
other than China employ such regimes.* These countries generally have small, lesser-developed

economties with trade and financial flows that are relatively minor and/or in balance. China

2 As outlined in detail in Exhibit 1, China’s failure to properly classify its foreign-exchange
regime led the IMF in 1999 to alter its formal classification scheme by relying on its own staff’s
assessments of the regime in use rather than that reported by individual members. :

* Between 2000 and mid-2005, according to the Federal Reserve, the value of China’s currency
averaged 8.2775 'yuan to the U.S. dollar with interim fluctuations in the range of +0.1 percent
(i.e., equal to roughly 1/100™ of one U.S. cent). During the last year of that period, the range
narrowed even further to +0.01 percent (i.e., equal to about 1/1,000% of one U.S. cent) around the_
average of 8.2771 yunan per U.S. dollar. The weighting of the basket of currencies announced by
China upon the yuan’s modest revaluation i July 2005 has not been made public, and it appears

-from the real exchange rate between the yuan and the U.S. dollar that the yuan effectively
remains pegged to the U.S. dollar as of May 2007.

* The countries that peg their currencies specifically to the U.S. dollar are, of course, even fewer
in number and fall loosely into two groupings. The first comprises countries that are relatively
dependent on the United States for a large portion of their otherwise limited overall trade. The
second comprises countries with exports that are dominated by international commodities traded
in U.S. dolars, such as oil producers. China fails to fit into either of these general groupings.



stands out as a glaring exception, dwarfing the next two largest countries in this group —
Malaysia and Saudi Arabia.’

From a structural standpoint, therefore, China is essentially alone in its continued use of
what effectively is a fixed-peg regime given its size and integration with the global economy.
Other major trading partners of the United States, including Mexico, CaI_lada and the European
Union, allow their respective currencies to float freely against the U.S. dollar such that market
forces determine the respective currency values that prevail under different economic c,;onditions.
Only China holds firm to what amounts to a conventional fixed-peg arrangement alongside
comparatively minor trading partners and despite the unprecedented imbalances and distortions
that have resulted. |

It is emphasized that the use of a fixed-peg regime is not necessarily problematic or
distortional in and of itself. As detailed both above and further in Exhibit 1, however, the use of
fixed-peg regimes tends to be narrowly confined for good reason. The desirability of and need
for exchange-rate adjustments increase in direct proportion to the volume of trade and
investment flows, to the rbeneﬁt of all sides in the web of trading and investment relationships
around the globe. When trade and financial flows are relatively insignificant or balanced, they
simply are not capable of generating significant distortions or persistent disequilibria among
countries and between partners. Any comparatively minor imbalances that do arise typically are

- easily managed via the governmental interventions that are characteristic of fixed-peg regimes.

> Malaysia expenienced a currency crisis in 1997-1998 under a fixed-peg regime and is actively
considering adopting a more liberal regime, while Saudi Arabia is the world’s largest oil
exporter.



Once trade and financial flows exceed a certain point,” however, significant distortions
and disequilibria can arise and easily overwhelm a government’s ability to sustain the extensive
degree of on-going intervention required to maintain a relatively fixed rate of exchange. This
intensive governmental involvement explains why all other countries with significant trade and
financial flows tend to employ more liberal cutrency regimes. Once again, China stands in sharp
contrast, not just in terms of its nominal regime and the yuan’s real exchange rate with the U.S.
dollar, but also in terms of the imbalances that have resulted and the extent of governmental
intervention and control that have been essential to maintain this regime. China has fostered
these imbalances via wide-ranging restrictions on the supply and demand (and ultimately the
price) of the yuan and other foreign currencies in its economy, as summarized below.

By definition, China’s essentially conventional fixed-peg regime requires an expansive
role in the market by the government, because it alone is in a position to manage the resulting
supply and demand imbalances that stem from its determination to maintain in real terms a fixed
~ price of the yuan in the face of market forces that would lead to a markedly different result.
Moreover, the extent of the government’s involvement in the market increases in direct
proportion to the imbalances it creates by interfering in the first place. The measures employed
by the Chinese government encompass both supply- and demand-side controls that effectively
negate the pressures that would otherwise cause the value of the yuan to fluctuate, as the
currency of every other major trading country does.

As Chinese exports and foreign-direct-investment inflows have ballooned in recent years,

the supply of foreign exchange in China has likewise increased. Confronted with this huge

% While there is no established ceiling or reference point, $30-$50 billton in annual trade with the
United States appears to constitute a significant threshold, as detailed in Exhibit 1.
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nflux of fo?eign currency, China’s government either must permit more demand for foreign
currency in its economy or must create that demand artiﬁ_cially via its own intervention in the
market to absorb the excess supply. The Chinese government has favored the latter approach -
through its r_estrictions on and even abolition of normal supply-and-demand forces,” preferring to
- purchase the ever-increasing surphises of foreign exchange directly in order to remove those
surpluses from the Chinese ma:ket._

As the Chinese government restricts holdings and authorized uses of foreign currency,
the only alternz;tive in the Chinese economy is to convert the foreign currency to yuan. Thus, the
demand for yuan increases proportionally with the excess supply of foreign currency, which
would normally lead to an increase in the value of the ynan. Instead, the Chinese government,
having created the excess supply of foreign cwrrency, has stepped in and mediated the
corresponding excess demand for yuan by simply printing more yuan in order to absorb the
~ surfeit of foreign currency and clear the market at the price desired and set by the government.®

As a result, China’s official foreign—exchahge reserves, along with the supply of yuan, have

7 The primary authorized components of foreign-exchange supply within China are limited to
export revenues, the repatriation of profits earned abroad and foreign direct investment inflows,
all of which remain subject to some degree of limits or restrictions. Specifically, foreign
companies are required to surrender foreign-exchange earnings above certain limits, while
domestic firms remain barred from retaining their foreign-exchange eamings altogether, with the
exception of a partial exemption for several large, statc-owned enterprises. Moreover, purchases
of foreign exchange by private individuals and households remain subject to restrictions. Two
other typically important sources of foreign-exchange supply — borrowing abroad and. foreign
portfolio investment (e.g., foreign purchases of Chinese bonds and securities) - remain strictly
limited. See Exhibit 1.

® Due to the broad restrictions on authorized uses of foreign cwrency in China, the primary
‘authonzed “use” of foreign currency is conversion into yuan through the government.
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soared and, in furn, have produced overheated conditions in China’s economy that threaten not
only China, but also the nations with which it trades and competes.’

China’s interference with market mechanisms is most evident in its labyrinthine array of
restrictions on capital-account transactions that are likewise biased in its favor. While
restrictions on foreign direct inflows have been liberalized, nearly every other aspect of China’s
capital account is subject to advance approval, licensing or certification, explicit limits,
conditional requirements or outright prohibitions, as detailed in Exhibit 1. Paradoxically, the
Chinese government’s interference in capital-account transactions is so extensive that there is a
fundamental uncertainty in the market whether substantial capital inflows or substantial capital
outflows would result if normal market conditions were permitted rather than systematically
thwarted.'® Under the existing biased structure, however, China has clearly tipped the balance in
its own favor by permitting certain types of foreign investment it favors (foreign direct
investment) while prohibiting or limiting other types of foreign investment and lending.
Meanwhile, China’s gévemment sharply restricts its own citizens and businesses from investing
or lending abroad at the same time it is forced to do so by virtue of its massive accumulation of
foreign-exchange reserves. |

In conclusion, China is the only major trading country in the world that effectively
maintains what essentially is a conventional fixed-peg system that, in turn, can only be sustained

via broad restrictions on foreign-exchange supply and demand, along with direct governmental

? China’s foreign-exchange-reserves growth is discussed further in Sections ILB. and IL.C. of this
petition.

' In attempting to justify its maintenance of strict capital-account controls, the Chinese
government has cited the nisks of rapid and destabilizing capital inflows, as well rapid and
destabilizing capital outflows. It is difficult to rationalize how both risks can exist
simultaneously, although the paradox iliustrates just how distorted China’s market has become.
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control of the foreign-exchange market. Taken as a whole, the system has produced
unprecedented imbalances in trade and financial flows, particularly with respect to China’s
relationship with the United States. Moreover, as China’s position in the global economy has
elevated, there has been no movement by China toward more open and market-based disciplines,
because the extent of these imbalances has necessitated even greater governmental interference
- and distortions.

These problems are manifest in the substantial undervaluation of the yuan (see Section

ILB., infra), China’s soaring trade surpluses,'' China’s even more dramatic surplus m its “basic

balance of payments,”'?

and, finally, China’s rapidly escalating foreign-exchange-reserve
holdings. While Cﬁina has been reaping short-term benefits from this inequitable relationship,
- the United States has been suffering a trade deficit of historic proportions, which has been a
significant factor in the unprecedented erosion of the U.S. manufacturing base (see Section IV,
infra). Moreover, the economic effect on the United States to date, unfortunately, is considerably
less than the developments that are likely to occur in just the next few years if this inequitable

relationship 1s permitted to continue.

B. The Chinese Currency Is Significantly Undervalued

As outlined in Exhibit 1, China has a longstanding history of overvaluing and
undervaluing and manipulating its official exchange rate in order to achieve various policy goals.

In the 1970s, China’s currency was considered significantly overvalued, as the government

! China’s reported global trade surplus is substantially greater than is reported in China’s trade
statistics. See Section ILD., below, for a detailed analysis of the substantial discrepancy between
the trade surplus as reported by China compared to that reported by China’s major trading
pariners.

12 China’s basic balance of payments is roughly equivalent to its current-account balance plus its
foreign-direct-investment inflows. See further discussion of this measure in Section ILB., infra.
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“sought to favor the import sector in obtaining badly needed capital goods, at the cost of persistent
severe losses by the export sector.”” The gross extent of the overvaluation was made evident in
China’s limited and temporary experiments with free-market forces over a 20-year period
beginning in 1978, when the official exchange value of the yuan was 1.60 per U.S. dollar.
During these two decades, each time the government liberalized its stranglehold over the foreign-
exchange market, the more the market-driven rate diverged quickly and substantially from the
official rate.

On some occasions, the Chinese government would tolerate substantial differences
between the devalued market-based rate and the overvalued official rate for extended periods of
time. These differences were generally in the range of 50-60 percent, but often were even
higher. On other occasions, China would devalue the official rate and “chase” the market rate
pertodically, usually with only limited success before significant divergences appeared again,
leading the government either to tolerate the reemerging disparity or attempt to control it by
imposing controls on the “market” rate.™

Finally, in 1994, China abandoned its dual-rate system by aligning the official exchange
rate with the market rate via a massive 50-percent final devaluation (to 8.70 yuan per U.S.
dollar). The Chinese government announced its intention to permit the exchange rate to float

more freely based on market forces while still actively managing the rate as it deemed necessary.

‘13 See Guijun, Lin and Ronald M. Schramm, “China’s Foreign Exchange Polices Since 1979: A
Review of Developments and an Assessment,” University of International Business and
Economics, Beijing (May 2003).

" From 1981 through 1994, the Chinese government repeatedly devalued the official value of
the yuan in response to its divergences from the more market-oriented unofficial value. In this
time period, there were at least six major devaluations undertaken by the Chinese government,
which led the yuan to fall in value from 1.54 yuan per U.S. doilar in 1981 to 8.70 yuan per U.S.
dollar in 1994. See Guijun and Schramm.

-14-



The reforms and devaluation in 1994 immediately improved China’s frade and investment
competitiveness, which reversed the downward pressure on the yuan that had persisted
practically without interruption since 1978. Within a matter of months, the yuan had appreciated
by more than three percent to 8.44 yuan per U.S. dollar, leading the Ceniral Bank to begin
intervening in the exchange-rate markets to limit the rise in the yuan. In intervening aggressively
in the market, China signaled its policy had officially changed to the promotion of exports and
foreign direct investment. With the Chinese government limiting the ﬁruan’s appreciation,
exports and foreign direct investment both began to increase strongly in 1994, thus marking the
latest chapter in the government’s active involvement in and control over the foreign-exchange
markets.

One year later at the end of 1993, the yuan had managed to appreciate by an additional
two percent to 8.30 per U.S. dollar, despite continuing interventions by the Central Bank to limit
the nse. The Central Bank’s intervention was manifest in a notable jump in foreign-exchange
reserves that, just a few years later, would prove to be merely an initial blip. Since the end of
1995, a span of more than eleven years, China’s real exchange rate has hardly wavered despite
fhe yuan’s modest revaluation of 2.1 percent in July 2005 and despite continuing and significant
current-account surpluses and foreign-direct-investment inflows. However the Chinese economy
is judged, the overwhelming improvements in its condition and performance between 1993
(shortly before the dual-rate system was scrapped) and today are exceptional by almost any
measure — trade balance, current-account balance, basic balance, capital-account balance, and
reserve position. Only one measure stands out in this respect from all the others — China’s
exchange rate with the U.S. dollar, which in real terms has moved very little and left the ynan

severely devalued since 1994.
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While there is considerable debate as to the precise degree of the yuan’s undervaluation,
a strong consensus exists both among economists and academicians as well as policy makers that
the yuan is undervalued by a significant margin, which also is perfectly consistent with China’s
history.

1. Economists’ Views On the Yuan’s Undervaluation

In evaluating the degree to which a currency may be undervalued, economists rely
heavily on two measures of the relative supply and demahd for a given currency -- whether
-foreign-exchange reserves are accumulating and the size of the basic balance of payments. Each
of these key measures indicates a high degree of undervaluation of the yuan.

As discussed in greater detail in Sections [I.A. and IL.C. of this petition, a country’s
foreign-exchange-reserve holdings can be assessed directly from its balance-of-payments data.
A country’s official foreign-exchange reserves fluctuate along with its combined current- and
capital-account positions. Consequently, if a country’s combined current and capital accounts
are in surplus, as is overwhelmingly the case for China, there is a net inflow of foreign currency
that 1s reflected by an increase in its official reserves. In effect, more foreign currency is flowing
into the country than out of the country, leading to an accumulation of foreign currency in the
form of official reserves. Increasing official reserves are a clear sign of currency undervaluation,
* as explained below.

In China’s case, the tremendous increases in U.S. dollars flowing into the country from
both its trade surpluses with the United States and its foreign-direct-investment inflows from the
United States are met with tight controls by the Chinese government, which has sharply
- restricted authorized uses of U.S. dollars. The primary authorized “use” of U.S. dollars is
conversion into yuan, which means that there is constant selling of U.S. dollars and buying of

yuan in China. In order to forestall an unwanted appreciation of the yuan vis-a-vis the U.S.
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dollé;r, the Chinese government intervenes in the market and purchases any amount of U.S.
dollars by “selling” (i.c., printing) any amount of yuan required to keep the value of the yuan
narrowly fixed versus the U.S. dollar. Consequently, the Chinese government’s intervention in
the market to buy U.S. dollars at a fixed price indicates that U.S. dollars are in excess supply at
the prevailing rate of exchange; otherwise, the market would clear on its own and make
unnecessary that the government be the demander of last resort. Thus, China’s soaring official
forei gﬁ—exchange reserves clearly confirm the undervaluation of the yuan.

‘Given that official reserve positions can fluctuate or be skewed temporarily by factors
unrelated to underlying supply-and-demand forces, economists often rely on a second measure —
the country’s basic balance of payments — as further confirmation of relative currency valuations.
Before turning to this additional indicator, however, it must be emphasized that China’s massive
accumulation of foreign-exchange reserves cannot be described either as a fluctuation or
temporary in nature. Indeed, these huge reserves are a direct product of the Chinese
government’s protracted interference in the foreign-exchange market since 1994 and its refusal
to permit market forces to mediate supply and demand. As a result, the government bas created

‘a gaping imbalance between supply and demand that it must neutralize in order to keep the yuan
from appreciating.

A country’s basic balance of payments is a subset of its overall balance of payments. The
so-called “basic balance” is the sum of the country’s current account (mainly its trade balance)
plus the non-short-term portion of its capital account. In relation to the overall balance of
payments, the basic balance ignores short-term financial and portfolic flows, as well as net
purchases or sales of official reserves by monetary authorities. Due to China’s strict capital-

account controls, however, the non-short-term portion of its capital account is confined almost
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entirely to foreign-direct-investment inflows. Consequently, China’§ basic balance is essentially
the aggregate of its current account and foreign-direct-investment inflows.

Economists rely on the basic balance as a strziightforward gauge of a country’s financial
relationship with the rest of the world. China’s basic balance has been consistently positive for
many years and is excessive relative to its Gross Domestic Product (“GDP”). Thus, China’s
global trade surplus annually averaged nearly U.S. $40 billion between 1999 — 2003 and then
rose to $60.9 billion in 2004, to $135.1 billion in 2005, and to $217.1 billion in 2006 (according
to China’s data). Throughout these years, according to the data reported by China’s major
trading partners, as detailed in Section ILD., below), China’s global trade swplus was
substantially greater than China acknowledged, amounting to $285.8 billion in 2004, $385.2
billion in 2005, and $470.1 billion in 2006.

According to the Chinese government’s own data, therefore, when China’s global trade
surplus 1 the last several years is combined with the average of approximately $60 billion
annually between 2004-2006 of total utilized foreign-direct-investment mflows into China during
the same period, the result is an estimated basic balance for China of approximately $120 billion
. in 2004, $195 billion in 2005, and $277 billion in 2006. See Exhibit 3, Table 5B. China’s basic
balance, in other words, is shown by China’s official figures to have been approximately 11
percent of China’s GDP in 2006.

As astonishing as these numbers are in their own right, the picture that emerges when the
trade data of China’s fnajor tradmg partners are considered is even more exceptional. On this
basts, when China’s global trade surplus in the last several years is combined with the average of
approximately $60 billion annually between 2004-2006 of foreign-direct-investment inflows into

China-during the same period, the result is an estimated basic balance for China of approximately
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$339 billion in 2004, $436 billion in 2005, and $524 billion in 2006. See Exhibit 3, Table 5D.
Seen from this vantage, China’s basic balance is shown by the official figures of China’s major
trading partners to have been approximately 22 percent of China’s GDP in 2006.

According to both these key measures, therefore, the yuan is clearly undervalued, and, as
noted previously, the many economists who have attempted to measure the degree of
undervaluation have reached the same consensus.'”> While their estimates vary considerably due

to the difficulties in precisely measuring equilibrinm currency values, a general conclusion

1> Recent studies attempting to measure the extent of the yuan’s undervaluation include:

Eamest H. Preeg, “Exchange Rate Manipulation to Gain an Unfair Competitive Advantage: The
Case Agamst Japan and China. Manufacturers Alliance/MAPIL, Oct. 2, 2002, (Rev. Version) at
www.mapi.oet. See also Emest H. Preeg, “Exchange Rate Manipulation to Gain an Unfair
Competitive Advantage: The Case Against Japan and China,” in C. Fred Bergsten and John
Williamson, eds., Dollar Overvaluation and the World Economy, Institute for International
Economics (Washington, D.C. 2003).

Morris Goldstein, Testimony before the Subcommittee on Domestic and International Monetary

-Policy, Committee on Financial Services, U.S. House of Representatives, Oct. 1, 2003; see also
Morms Goldstein and Nicholas Lardy, “Two-Stage Currency Reforms for China,” Asian Wall
Street Journal, Sept. 12, 2003.

John Williamson, “The Renminbi Exchange Rate and the Global Monetary System,” outline of a
lecture at the Central University of Finance and Economics, Beijing, China, Oct. 29, 2003;
available af the website of the Institute for International Economics (www.iie.com).

Jim O’Neil and Dominic Wilson, “How China Can Help the World,” Goldman Sachs Economic
- Research Group, Global Economics Paper 97, Sept. 17, 2003.

Dropsy, Vincent, “China’s Accession to the WTO, Real Exchange Rate Changes and Their
Impact on U.S. Trade with Greater China,” Department of Economics, California State
University, Fullerton, March 2001.

Yang, Jiawen and Isabelle Bajeux-Besnainou, “Is the Chinese Currency Undervalued?”
Occasional Paper, Center for the Study of Globalization, The George Washington University,
November 2003.

Bhalla, Surjit S., “Chinese Mercantilism: Currency Wars and How the East Was Lost,” Indian
Council for Research on International Economic Relations, Working Paper No. 45, July 1998.

Anderson, Jonathan, “The Complete RMB Handbook,” UBS Investment Research, Asian
Economic Perspectives, Oct. 27, 2003.
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nonetheless has emerged that the yuan is, in fact, undervalued and that the undervaluation is

significant.'®

The tabulation below summarizes the estimates of the undervaluation of the Chinese

yuar.
Analyst Publication Date of Pablication Percent Yuan Undervalued
Preeg MAP] Sept. 2002 40%
Goldstein Testimony to Congress Oct. 2003 15-25%
Williamson IIE Lecture Qct. 2003 Over 25%
O’Neill & Wilson Goldman Sachs Rpt. Sept. 2003 10-15%
Big Mac Index Economist Feb. 2007 56%
World Bank PPP Level 2000 75%
Dropsy China’s Accession to the Mar. 2001 100% (estimated real exchange
WTQ, Real Exchange Rate rate needed for zero trade
Changes and Their Impact balance, as of 1999)
on U.S. Trade with Greater
China
Yang and Bajeux- Is the Chinese Cumrency Nov. 2003 27.99% based on PPP and using
Besnainou Undervalued? 1985 as fixed base year
Bhalla Chinese Mercantilism: July 1998 10-15% as of 1998
Currency Wars and How the
East Was Lost
Anderson/UBS The Complete RMB Oct. 2003 Nearly 25% in real terms
Handbook
Goldstein Testimony to Congress Mar. 2047 40% or more

The CRS

study, although it serves as a good summary of current undervaluation

estimates, 1s critical of all, in general citing their reliance on non-empirical assumptions to fix an
equilibrium point as to China’s current-account balance and the difficulty of deriving such an
equilibrium point in the presence of the comprehensive capital controls exercised by the Chinese

authority. See CRS at CRS-9." Illdeéd, a recurring theme in the relevant analyses of China and

16 A recent study by the Library of Congress’ Congressional Research Service (“CRS™) cautions
that “{a}lthough it is certain that the yuan would appreciate if the central bank were not
mcreasing its foreign reserves, there is no direct way to determine how much it would
appreciate.” Wayne Mommison and Marc Labonte, “China’s Exchange Rate Peg: Economic
Issues and Options for U.S. Trade Policy,” CRS Report for Congress, Dec. 5, 2003.

7 1t should be noted that the CRS report, while critical of the various academic efforts used to
estimate the yuan’s undervaluation, offers no alternative calculation or methodology.
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the role of its exchange rate in its recent trade performance and balance-of-payments position
centers on the lack of reliable benchmarks against which objective measurements can be made,
not to mention inferences drawn as to causes, effects or even basic trends. In short, extensive
and pervasive Chinese governmental interference in markets, both in the past and present,
~coupled with often dubious statistical data available on the Chinese economy and financial
markets, makes even general conclusions and assessments haphazard at best. Consequently,
rather than focus unduly on one particular analysis or methodology, it is perhaps more instructive
to view the less disputable results. In particular, the historical data support the conclusion that
the yuan’s exchange rate has remained largely static since 1994 despite a massive increase in the
supply in U.S. dollars vis-&-vis the yuan, now reflected in China’s large and rapidly growing
foreign-exchange holdings and investments in U.S. governmental debt instruments.

Thus, technical critiques of the imprecision of the extent of the yuan’s undervaluation are
not the focus of this discussion. The purpose here is to establish (a) that there is a widespread
lconsensus among economists that the ynan is undervalued and (b) that the various estimates
- cited, even acknowledging some imprecision, generally are ranged closely and find significant
undervaluation of the yuan. Placed within the context of cuneﬁcy movements, which typically
- fluctuate by only a fraction of a percent or two over many months, all of the estimates listed
above indicate that the yuan is significantly undervalued. These éstimates also show that
China’s 2.1-percent revaluation of the yuan in July 2005 and the yuan’s lack of any significant
real appreciation since then -are totally inadequate and likely will not stem further speculative

pressure on the yuan.
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2. The Administration’s and Other U.S. Government Officials’ Views
On the Yuan’s Undervaluation

In addition to the estimates by the private sector just reviewed, it is important to note that
the Administration itself has already acknowledged the Chinese government’s. distorting
interference in the foreign-exchange markets and recognized that the yuan is significantly
undervalued to the serious and increasing detriment of the U.S. economy. Many other U.S.
governmental officials have echoed these same sentiments. A sample of the more prominent of
these comments is summarized below.

In testimony to the House Ways and Means Committee on October 30, 2003, Treasury
Under Secretary for International Affairs John Taylor said, “To maintain this fixed exchange
rate, the central bank of China has had to intervene in the foreign exchange market.... Recently
the central bank has intervened very heavily in the markets to prevent the yuan from
appreciating. Since the end of 2001, dollar buying has been so great that the foreign reserves
held by the Chinese government have risen by $171 billion to $384 billion (as of end-September
2003).” During 2006, China’s foreign reserves exceeded one trillion dollars for the first time.

In an interview with the Associated Press (“AP”) published on November 21, 2003,
Treasury Secretary John Snow emphasized that the Administration’s ultimate goal was to have
market forces determine the value of the yuan. "Clearly, we want to hold their feet to the fire,"
Secretary Snow told the AP. "We are interested in seeing real movement, real action,” he said.
Most importantly, Secretary Snow told the AP that, as an interim step, the Administration would
favor a decision by China to revalue its currency to a level more closely reflecting its fair value.

In testifying before the Senate Budget Committee on February 13, 2004, Secretary Snow
said, in referring to the value of China’s currency, “We were straight with them. We said, ‘this

_- system doesn't hold together. It doesn't work. It's not right for the world economy. It's not right
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for the world trading system and you need to move to a flexible sort of exchange rate that allows
the market to set the valﬁe rather than having you arbitrarily establish the value.”"

Clearly, these remarks confirm Secretary Snow’s and the Administration’s recognition of
the gross inconsistency between China’s foreign-exchange policies and its economic relationship
with the rest of the world. In an interview with Charlic Rose broadcast by the Public
Broadcasting System on February 25, 2004, Secretary Snow paraphrased his own dialogue with
the Chinese go.vernment. “*Premier Wen, it’s in your interest to move to a flexible exchange
rate. You are now becoming a big {sic} big part of the world trading system. And, as part of the
world trading system, it’s important that you play by the rules of the game — fulfill your WTO
commitments, open your markets, deal with this piracy of intellectual property, which is a
problem.”” According to Secretary Snow, the Chinese government itself acknowledged these
mconsistencies. When asked how the Chinese government reacted to his urgings, Secretary
Snow paraphrased its response as follows: ““We intend to be and are and will be a responsible
citizen of the globe. We know we are no longer an isolated economy. We are now one of the
great economies of the world. We have responsibilities and we’re going to live up to them.””

Later, Secretary Snow testified on March 25, 2004, before the House Committee on
Financial Services that “{t}his Administration has stressed that China needs to move to float its

cutTency as soon as possible.”'®

8 USTR’s 2004 National Trade Estimate Report on Foreign Trade Barriers (April 1, 2004).
stmilarly observes at page 58 that “{t}hroughout 2003, the Administration urged China, both

bilaterally and in multilateral fora, to move toward a flexible, market-based exchange rate regime
and to reduce controls on capital flows.” At the same time, USTR comments that China’s new
leadership has not announced a timetable to implement a more liberalized, market-oriented
currency regime and that “{s}erious engagement with China on this issue will continue in 2004.”
Id.
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While the Treasury Department has taken the lead role on these issues, the extent of the
| problem has not escaped the White House’s attention. In a CNBC interview reported by the
* British Broadcasting Corporation on September 5, 2003, President George W. Bush said, in a
thinly-veiled reference to China, “We expect our trading partners to treat our people fairly — our
producers and workers and fanmers and manufacturers -~ and we don’t think we’re being treated
fairly when a currency is controlled by the government.”

Moreover, in remarks at the Owens Community College outside Toledo, Ohio, as
reported in the “Washington Trade Daily” on January 21, 2004, the President made the
Administration’s position abundantly clear. He bluntly said, “We expect countries like China to
understand that trade imbalances mean trade is not balanced and fair. They have got to deal with
their currency.” Thus, the President has underscored, in no uncertain terms, that a clear link
exists between the value of the yuan and the huge U.S. frade deficit with China and that China’s
manipulation of its currency is harming the U.S. economy.

The opinion of the President and Treasury Secretary Snow is echoed by other policy
makers across the political spectrum. The U.S.-China Economic and Security Review
Commission, a bi-partisan group mandated by law to examine China’s economic policies,
recommended as early as October 2003 that:

The Treasury Department should make a determination in its
forergn exchange rate report to Congress that China is engaged in
manipulating the rate of exchange between its currency and the
U.S. dollar to gain an unfair competitive trade advantage and

immediately enter into formal negotiations with the Chinese
Govermnment over this matter."

' .S.-China Economic and Security Review Commission, written testimony of Roger W.
Robinson, Jr., Chairman, and C. Richard D’Amoto, Vice Chairman, submitted to Hon. Ted
Stevens, President Pro Tempore U.S. Senate, and J. Dennis Hastert, Speaker of the House,
Oct. 14, 2003,
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Even Alan Greenspan, the assiduously non-controversial, previous Chairman of the
Federal Reserve Board of the United States, agreed in the summer of 2003 that the yuan was
undervalued. See “Transcript: Greenspan on China Foreign Exchange Peg to Dollar,” as quoted

in The Market Wire, Market News International, July 17, 2003.%°

More recently, in December 2006 in Beijing during the Strategic Economic Dialogue,
Chairman Bernanke noted in a thoughtful, well-reasoned paper,

As the Chinese trade surplus has continued to widen, many
analysts have concluded that the RMB is undervalued. Indeed, the
situation has likely worsened recently; because of the RMB’s link
to the dollar, its trade-weighted effective real exchange rate has
falien about 10 percent over the past five years. Allowing the
RMB to strengthen would make imports of consumer goods (as
well as capital goods) into China less expensive. Greater scope for
market forces to determine the value of the RMB would also
reduce an important distortion in the Chinese economy, namely,
the effective subsidy that an undervalued currency provides for
Chinese firms that focus on exporting rather than producing for the
domestic market. A decrease in this effective subsidv would
mduce more firms to gear production toward the home market,
benefiting domestic consumers and firms. Reducing the implicit
subsidy to exports could increase long-term financial stability as
well: If {sic} China invests too heavily in export industries whose
economic viability depends on undervaluation of the exchange
rate, a future appreciation of the RMB could lead to excess
capacity in those industries, resulting in low returns and an
increase in nonperforming loans.

Prepared Text of Remarks by Chairman Ben S. Bernanke at the Chinese Academy of Social
Sciences, Beijing, Dec. 15, 2006 (footnotes omitted; emphasis added).
Secretary of the Treasury Paulson has also been emphatic that China needs to take

effective measures to revalue the yuan. In testimony before the Senate Banking Commitiee on

O response to a follow-up question on whether it would be beneficial to revalue or float the
yuan, Greenspan opined, “I think that from an economic pomt of view it’s going to become
increasingly evident that is what is going to have to happen....” Id.
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January 31, 2007 (transcript at pp. 15-17), Secretary Paulson outlined the steps that in his
judgment China must take in order to develop the market infrastructure China needs for a freely
floating, market-determined currency and stressed that China is not moving quickly enough in
these regards for the United States, the global community, or China’s own good.

Congress in particular has expressed growing frustration over the continued
undervaluation of the yuan and its resultant negative impact on U.S. jobs, especially in
manufacturing. This congressional focus on Chinese undervaluation as a major culprit in
continued U.S. job losses is most clearly illustrated by the introduction of numerous bi-partisan
bills and resolutions calling for the imposition of broad tariff increases or other restrictions on

“imports from China. S. 1586 was the first legislation to be introduced during the 108™ Congress
(on September 5, 2003) in response to China’s currency and foreign-exchange policies. While
this bill was withdrawn in 2006, it was quickly followed by many others seeking to address

China’s undervalued and/or manipulated currency, as follows:

Bill/Resolution Date Introduced Dated Passed

S. 1592 September 8, 2003 -
H.R. 3058 September 10, 2003 -
H. Con. Res. 285 September 17, 2003 -

S. Res. 219 September 9, 2003 September 26, 2003
H.R. 3269 October 8, 2003 -
S. 1758 October 20, 2003 -~
H.R. 3364 October 21, 2003 -

H. Res. 414 October 29, 2003 October 29, 2003

S. Res. 262 November 6, 2003 -~
H.R. 4986 July 22, 2004 -
H. Con. Res. 33 January 26, 2005 -
S. 295 February 3, 2005 -
S.377 February 15, 2005 --
S. Amt. 309 to S.600 April 6, 2005 —
H.R. 1498 April 6, 2005 —
H.R. 1575 April 12, 2005 -
S. 3992 September 28, 2006 o
H.R. 782 January 31, 2007 -
S. 796 March 7, 2007 -
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C. China’s Exchange-Rate R;eginie Constitutes Currency Manipulation

On a fundamental level, the value of a naﬁon’s currency at any time, as with any other
financial asset, is a function of the relative supply and demand for that currency. Also as with
any other financial asset, however, the value of a currency does not necessarily reflect its
theoretical fair value or equilibrium at any given point in time. In fact, the value of a currency is
likely to be above or below its theorstical fair value. at any point in time, as the market
dynamically searches out equilibrium values through the opposing actions of buyers and sellers,
as well as the balancing of the future expectations of market participants.”’ Nevertheless, over
time and if Iﬁermitted, asset values tend to converge toward their fair values or, at a minimum,
fheir market-cleaning values. Simply put, when supply exceeds demand for an asset, its price
tends to fall, and vice-versa.

Relative prices or values cannot perform their normal, market-clearing function if they
are not permitted to fluctuate. By definition, prices or values can remain fixed only if supply and
demand are in balance. If prices are not permitted to fluctuate, then differences in supply and
demand cannot be mediated, and imbalances between the two_wi]l result. In a balance-of-
payments context, a country running persistent bilateral trade deficits (such as the United States)
will tend to experience depreciation of its currency vis-a-vis the currencies of its trading partners
(as the supply of its currency increases in foreign-exchange markets), unless there is an offsetting

demand for its currency.

21 fn fact, it could be argued that given the extent and persistence of the yuan’s undervaluation, it
. might be necessary for the yuan not only to move toward its fair value, but even to move to a
comparable degree of overvaluation in order to elicit fully the adjustment in trade and financial
flows needed to correct the gross imbalances that China’s undervalued currency has helped to
generate.
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In the case of the United States, the outflow of U.S. dollars through the current account
(via the trade deficit) has been offset by inflows through the capital account (via foreign direct
investment and portfolio investment), as foreigners return U.S. dollars to the United States by
purchasing U.S. real and financial assets. In the case of China, by contrast, current-account
inflows (due to its tremendous trade surpluses, especially with the United States) have not been
matched by offsetting capital-account outflows (due to extensive Chinese governmental
Testrictions). In fact, China’, like the United States, is also experiencing net capital inflows, as
foreign investors have poured money into China secking higher returns (due in significant part to
the undervaluation of the yuan).

Consequently, the situation with China is unusual in that both its current and capital
accounts are in surplus, meaning that the supply of foreign exchange in China is incr_easing. At
the same time, as detailed above in Section ILA., the authorized uses of foreign exchange in
China are strictly controlled and restricted by the government. Taken together, therefore, the
supply of foreign exchange in China’s market is increasing at the same time that the uses of (or
demand for) foreign exchange are constrained by governmental regulation. Clearly, market
forces would dictate that the excess supply of foreign currency in China’s market should lead the
| relative value of foreign currency lower, thereby increasing the value of the ynan. This shift
_.would occur as a result of Chinese market participants converting their foreign-currency holdings
(which have limited authorized uses) to yuan (which can be freely used).

The unusual situation in China, with surpluses in both its current and capital accounts,
becomes even more anomalous under its foreign-currency regime, which holds the vatue of the
yuan effectively fixed (after relative rates of inflation in Cin'na and the United States are

considered since the yuan’s revaluation on July 21, 2005), at least in relation to the U.S. dollar
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(in which China’s surpluses are primarily denominated). Thus, the Chinese market for foreign
exchange 1s characterized by excess supply, restricted. demand, and essentially a fixed price. In
effect, the Chinese government has set the three basic elements of market forces into conflicting
and irreconcilable directions, which have, in tumn, produced a significant disequilibrium in
China’s trade and financial flows with the United States. With prices fixed, private market
participants have no reason to alter their actions (i.c., relative supply-and-demand preferences),
leading to a persistent excess supply of foreign exchange in China’s market.

As with any fixed-exchange-rate regime, the Chinese government is able to keep the
- value of its currency fixed by intervening in the foreign-exchange markets to mediate typically
temporary and himited supply-and-demand imbalances as they arise in order to negate pressure
on the value of the currency. 2 Once again, the unusual aspect of China’s regime is not that the
government intervenes in the market, but that the government intervenes in such an extensive,
persistent, and one-sided fashion that completely thwarts normal market forces. Rather than act
merely as a temporary mediator of supply-and-demand imbalances as fixed-peg regimes require,
the Chinese government directly controls supply-and-demand forces, including extensive capital-
account controls, while its central bank is, by far, the largest participant in the country’s foreign-
exchange market. Thus, as the Chinese government oversees ever-growing foreign-exchange
surpluses through its mercantilist policies, the central bank must step in to absorb the resulting
surpluses, becoming a persistent net buyer of foreign currency, rather than a mere “trader.” The

end result is a massive increase in China’s foreign-exchange reserves that are the end product of

22 Section ILA. discusses the countries that employ fixed-peg exchange regimes and emphasizes
how these countries typically have relatively insignificant or balanced trade flows, in sharp
contrast to the situation with China.
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wﬁat clearly is a carefully orchestrated manipulation of the foreign-currency markets by the
Chinese government and monetary authoritics.

The general relationship between foreign-currency values (or exchange rates) and official
reserve levels reflects the normal workings of this market-equilibrating mechanism, as illustrated
m Exhibit 2, Charts 1 and 2. Chart 1 illustrates the relationship between Australia’s total foreign
e;:change reserves and exchange rate, indexed over the period 1990-2006. Chart 2 illustrates the
same data for the Umted Kingdom. Although the indices plotting the trend in foreign-exchange

reserves held by these trading partners and their exchange rates vis-3-vis the U.S. dollar are not

perfectly congruent, over time exchange rates and foreign-exchange-rate trends adjust to each
other for these trading partners, preventing a persistent disequilibrium that would indicate
manipulation of the currency for mercantilist advantage.

Extubit 2, Chart 3 illustrates the corresponding indexed data for China’s total reserves
compared fo its exchange rate to the U.S. dollar. China, whose trade surpluses — both with the
United States and the rest of the world — are large, persistent, and growing, has completely
interfered with normal market mechanisms, as detailed above. As the chart clearly shows,
China’s actions have caused a tremendous and still-expanding disequilibrium to develop. The
contrast between the reserve/exchange-rate relationship in China and that in Australia or the
United Kingdom is so striking that it is impossible to rationalize without looking specifically to
the government’s interference, 1.c., China’s policy-oriented orchestration of this desired result.

The intent of these policies is evident in China’s accumulation of large and growing U.S.
dolfar reserves and US government and other dollar-denominated debt instruments. These
reserves are greatly in excess of IMF requirements. Despite rapidly increasing foreign-exchange

reserves, China’s rate of exchange between the yuan and the U.S. dollar has remained virtually
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unchanged for extended periods of time, serving artificially to depress the prices of its exports to
the United States, while increasing the prices of its imports from the United States, and thereby
‘prejudicing domestic companies whether competing in the United States, China, or other
international markets. These repeated and market-contradictory interventions to maintain the
increasingly unrealistic value of the yuan vis-d-vis the U.S. dollar are nothing less than an
explicit manipulation of China’s currency by the Chinese monetary authorities.

D. Chinese Trade Statistics Greatly Understate China’s Balance of Trade With
the United States As Well As China’s Overall Current-Account Surplus

In comparing two countries’ bilateral trade data, it must be noted that they rarcly agree
precisely. Imports by one country will almost never match the exporting partner-country’s data,
In order to reconcile these differences, trade statisticians commonly use each country’s import
statistics as a starting point.” The significant volume of re-exports through Hong Kong further
complicates comparisons between U.S.-China bilateral trade data. In discussing this concern,
Chao-Dong Huang aﬁd Simon Broadbent observe in their paper, Trade with China: Do the
Figures Add Up?, “It might be expected that misattribution of exports will be more of a problem
than imports, since it is probably easier to determine origin than destination.”*
| China only recently began an attempt to identify the final destination of its goods re-

- exported through Hong Kong, as many Chinese exports bound for the United States (and other

countries) are still not accounted for according to their ultimate destination.” A recent study

% Tn fact, some countries rely on trading partners’ import data as a basis for their official export
data (i.e., Canada’s official exports to the United States are based on official U.S. imports from
Canada).

24'Huang, Chao-Dong and Broadbent, Simon, Trade with China: Do the Figures Add Up?
National Institute of Economic and Social Research: London, April 1997,

z Feenstra, Robert C., et al., The U.S.-China Bilateral Trade Balance: Its Size and Determinants.
National Bureau of Economic Research, Working Paper 6598 (Cambridge, MA, 1998).

31-



notes that the Chinese Maritime Customs has begun the effort to identify the final destination of
goods traveling through Hong Kong, but haé had limited success to this point in doing so.
Therefore, the study contends, U.S. import data are more reliable than Chinese export data:

For the Chinese data, it is not clear whether and how much of the re-exports to

and from Hong Kong are included.... On the import side, we do know that the

U.S. Customs traces the ultimate countries of origin of all imports, including re-

exports. Thus, we treat official U.S. data on imports as including both direct and

indirect imports, so no adjustments need to be made with respect to the issue of
re-exports {of China-crigin goods by Hong Kong}
It can be concluded from the studies cited that partner-country data on imports from China are
- far more reliable than Chinese data on exports from China, especially given the significant
discrepancies between the two, as discussed below.

The demonstrated unreliability in the reporting of trade statistics by China casts
uncertainty on any policy decisions based on them, including devising estimates of the extent to
which the yuan is undervalued. Trade statistics as published by China — and by China’s satellite,
Hong Kong — grossly understate China’s actual balance-of-trade surplus and, hence, the
seriousness of the effects of the yuan’s undervaluation.

The analysis below reveals a wide and growing disparity between official Chinese and
U.S. data on trade flows between the two countries in recent years.”” Comparisons show large

and increasing differences, especially between China’s exports to the United States (according to

‘China) and U.S. imports from China (according to the United States). These discrepancies have

26 Fung, K.C. and Lau, Lawrence J., Adjusted Estimates of United States-China Bilateral Trade
Balances: 1995-2002, Hiebs Working Paper 1063, April 22, 2003.

%" The complete analysis, including a methodological discussion, is contained in Exhibit 3. All
references to tables and charts in this section, therefore, pertain to Exhibit 3.
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increased dramatjcally in recent years, from $20.7 billion in 1995 to $83.5 billion in 2006.2% See
Exhibit 3, Table 1 and Chart 1. On the U.S.-export/China-import side of the equation, there is
also a cousistent divergence in the opposite direction, with U.S. exports to China (as reported by
the United States) trailing the corresponding figures on Chinese imports from the United States
(as feported by China). The discrepancy was $3.7 billion in 1995, declined to $2.2 billion in
1998, but then jumped to $9.8 billion in 2004, before declining somewhat to $7.4 billion in 2005
and to $4.6 billion in 2006. See Exhibit 3, Table 1 and Chart 2. With these two sets of trade
statistics overall increasingly divergent from one another, the total divergence, or “reliability
gap,” between the U.S. and Chinese data has widened precipitously, from $24.4 billion in 1995

to $88.1 billion in 2006. A comparison of these data is provided in the table below.

China’s Trade Surplus with the United States, 1995 — 2006
By Source, in billion USD
China Data™ U.S. Data™ Divergence
1995 9.4 33.8 24 4
1996 11.3 39.4 28.1
1997 17.2 49.5 ' 323
1998 21.8 56.9 351
1999 23.5 68.9 45.4
2000 30.9 84.2 533
2001 294 ' 84.1 54.7
2002 44.1 104.2 60.1
2003 60.3 124.9 64.6
2004 82.6 163.6 81.0
2005 116.6 203.8 87.2
2006 147.3 2354 88.1

?% There is, of course, a “lag” (typically 4-6 weeks) between the recording of an “export” from
the exporting country and the recording of an “import™ by the importing country. Such lags,
however, would be smoothed out over time; further, any reporting lag cannot begin to explain
the large and growing disconnect evident here.

%% See Exhibit 3, Table 1A.
3¢ See Exhibit 3, Table 1B.
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As shown, despite the significant understatement evident in the Chinese data, the reported
surplus with the United States nonetheless increased more than fifteen-fold from $9.4 billion in
1995 to $147.3 biilion in 2006. The corresponding U.S. data shoiv a nearly seven-fold increase
in the Chinese surplus over the same period, rising from $33.8 billion in 1995 to $235.4 billion in
2006. In absolute dollar terms, the increase in the surplus over the period between 1995 and
2006 -~ according to the Chiﬁese government’s data — equaled $137.9 billion, which significantly
trailed the increase according to the U.S. data, which equaled $201.6 billion. As a result, the
| divergence between the two sets of data increased by more than $63.7 biilion over the period,
reaching a peak of $88.1 billion in 2006.

The unreliability of the Chinese government’s import and export data also is
demonstrated by a comparison of China’s trade statistics with the corresponding data reported by
the major trading partners accounting for the great bulk of China’s trade, by the following
method:

For exports from China:

1 The value of Chinese exports (f.0.b. basis), according to Chinese trade statistics®!

. The value of imports from China (fo.b. basis), as reported by 39 partner
countries™

! Some studies have pointed to China’s trade with Hong Kong as a source of inaccuracy in the
analysis of Chinese foreign-trade statistics, due to the inclusion of trade otherwise properly
attributed to China within the exports and imports reported by Hong Kong (“Hong Kong re-
exports”). See Exhibit 3, Table 10 for country-specific evaluation of the discrepancy between
the reported surplus for each trading partner using China-reported data versus partner-country,
murror trade data. Note that individual partner-country data shown in Exhibit 3, Table 10 are not
adjusted for trade through Hong Kong. In the data employed here, Hong Kong’s statistics are
reported separately from China’s, then adjusted to account for these so-called “re-exports” and
“re-imports” to and from the mainland. See Exhibit 3, Table 2 (China’s adjusted trade with the
United States), Exhibit 3, Tables 5 and 6 (China’s adjusted trade with partner countries), and
- Methodological Explanation at pages 1-2.
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For imports info China:

. The value of Chinese imports (f.0.b. basis}, according to Chinese trade statistics33
. The value of exports to China (f.0.b. basis), as reported by 39 partner countries

The results of this exercise are similar, but on a correspondingly larger scale, to the results of the
bilateral comparison of Chinese and U.S. trade statistics. OQverall, use of partner-country data
shows that the Chmese government’s published data significantly understate exports from China
to the world and overstate Chinese imports from the world. Consequenily, China’s balance-of-
trade, according to the Chinese government’s data, is distorted from both sides, presenting an
increasingly inaccurate and understated total for China’s global surplus. As an additional check,
the same partner-country data were compiled using the U.N. Comtrade Database.>® The results
confirmed a large discrepancy in the Chinese data and are closely correlated with the Global

Trade Atlas database. See Exhibit 3, Table 3, the results of which are summarized as follows:

(..-continued)

32 GTIS Global Trade Atlas, Partner Couniry Data. Where applicable, import values reported on
a c.L.f. basis are deflated by five percent, to approximate values on an fo.b. basis. For a further
explanation of valuation, see Methodological Explanation at pages 3-4. Also, for a list of the 39
partner countries, see Exhibit 3, Table 7.

3 The value of imports into China is reported on a c.i.f. basis. Therefore, they have been
deflated by 5 percent to approximate f.0.b. values.

** Exhibit 3, Tables 3 through 6 analyze China’s balance of trade by making several different
adjustments, as necessitated by the source data, and by using several different sources of data.
The different adjustments are reflected in each different table, as follows: Exhibit 3, Table 3
converts any ¢.1.f. import values to an f.o.b. basis using a 5-percent deflator; Exhibit 3, Table 4
converts any c.Lf. import values to an f.0.b. basis using a 10-percent deflator; Exhibit 3, Table 5
adjusts partner-country data for Hong Kong re-export trade and converts any c.i.f. import values
to an f.o0.b. basis using a 5-percent deflator; and, Exhibit 3, Table 6 adjusts partner-country data
for Hong Kong re-export trade and converts any c.i.f. import values to an f.o.b. basis using a 10-
percent deflator.

Moreover, each of the tables contains five subparts, A through E, to reflect the different source
data as follows: (A) IMF data; (B) China’s data for all countries; (C) China’s data for 39 partner
countrics; (D) 39 partner-country data for China; and, (E) UN. (Comtrade) data for the 39
partner countries.
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China’s Global Trade Surplus, 1999 — 2006
By Source, in billion USD

China Data™ 39 Partner Data™® Percent Divergence
1999 37.7 140.6 273%
2000 354 171.6 385%
2001 35.3 ' 169.6 381%
2002 45.1 189.4 319%
2003 46.0 211.2 359%
2004 60.9 285.8 369%
2005 135.1 385.2 185%
2006 217.1 470.1 117%

The large and growing global trade surplus of China, as well as the large and growing
discrepancy between China-reported exports and imports and their converse — trading-partner
imports from and exports to China, respectively — is present whether the data are adjusted by five

percent to approximate f.0.b. values or by ten percent, the deflator employed by the IMF.”’

35 See Exhibit 3, Table 3B. The table reflects China’s overall trade surplus for all countries, as
reported by China. A separate analysis of China’s trade surplus with the selected 39 partner
countries, as reported by China, is contained in Exhibit 3, Table 3C. See also Exhibit 3, Table 8,
which compares the China-reported data for these 39 countries with the China-reported data for
all countries.

3% See Exhibit 3, Table 3D. Note that these 39 partner countries were selected because (1) they
account for the bulk of China’s total trade (i.c., approximately 90 percent of the total in the
period analyzed); and, (2) their corresponding trade statistics are reported on a consistent basis
for each year in the period, thereby enabling valid comparisons over time. The data shown in
Exhibit 3, Table 3C compare the trade between China and the 39 selected partners, as reported
by China, with the corresponding trade with China, as reported by these same countries. See
also Exhibit 3, Table 9, which compares the selected partner-reported trade data for China with
-all partner-reported trade data for China.

37 See Exhibit 3, Table 4 for adjustments using the 10-percent deflator. A 5-percent adjustment
to import values reported on a c.i.f. basis is preferred, because that figure approximates the actual
difference between f.o.b. and c.i.f. import data as reported in official U.S. trade data with Asia.
See Methodological Explanation at page 4. Even with use of the IMF’s 10-percent adjustment,
the divergence between China’s data and partner-country data ranges between 69 percent in 2006
to 240 percent in 2000. See Exhibit 3, Table 4, comparing Table 4B and Table 4D.
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Finally, the China-generated data remain grossly understated compared to partner-
counfry converse data, even if the latter are adjusted to account for so-called Hong Kong re-
exports of goods originating on the Mainland. This re-export trade — in which goods are
exported from Mamnland China to Hong Kong, then re-exported to the rest of the world — has
been blamed as the source of much of the discrepancy between Chinese and partner-country
trade figures.*® However, Hong Kong’s data that identify the value of total re-export trade — both
Hong Kong’s exports to and imports from the Mainland — do not explain the data discrepancies,

as shown below.

*% The re-export trade with Hong Kong presents issues of double-counting and misattribution,
because China’s exports through Hong Kong are reported as both Hong Kong imports from
China and partner-country imports from China. See G. Hufbauer and D. Rosen, “American
Access to China’s Market: The Congressional Vote on PNTR,” Institute for International
Economics,” No. 00-3, April 2000, at 5; but also see K. Bronfenbrenner, et al., “Impact of U.S. —
China Trade Relations on Workers, Wages, and Employment,” Submitted to the U.S. - China
Security Review Commission/U.S. Trade Deficit Review Commission, June 30, 2001. The latter
study cites empirical work on the quantity of Hong Kong’s re-export trade (both from and to the
Mainland) done by the Hong Kong Census and Statistics Office. See also Methodological
Explanation at pages 1-3.
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China’s Global Trade Surplus,
Adjusted for Hong Kong Re-Export Trade, 1999 — 2006
By Source, in billion USD

China Data™ 39 Partner Data™ Percent Divergence®’
1999 37.7 119.6 217.2%
2000 35.4 148.6 319.8%
2001 35.3 151.6 329.5%
2002 45.1 175.0 288.0%
2003 46.0 203.0 341.3%
2004 60.9 279.2 358.5%
2005 135.1 375.7 178.1%
2006 217.1 464.2 113.8%

In sum, there 1s a large and growing difference between what China reports as its trade
surplus with the world and what China’s forty largest trading partners report as China’s surplus
n their own trade statistics when aggregated. These China-world trade surpluses are becoming
more pronounced and show consistent under-reporting by China no matter which one of several
caicﬁlation methodologies is used. China’s own export data are still grossly understated even if
adjusted for so-called Hong Kong re-export trade. Based on the selected trading partners’ data
when adjusted for Hong Kong’s re-exports, China’s surplus has increased from $119.6 billion in
1999 to $464.2 billion in 2006, an astounding 288-percent increase over just seven years. More
importantly, the surplus was roughly three to four times larger than that reported by China over

the same period. Notably, the under-reporting by China does not vary significantly when

3 See Exhibit 3, Table SB.

“ See Exhibit 3, Table 5D. Exhibit 3, Table 5 employs the 5-percent c.i.f. deflator and, further,
deflates Hong Kong’s re-exports to the world by 25 percent and re-exports to China by six
percent, to account for mark-ups in Hong Kong on the re-exports, as reported in Bronfenbrenner,
et al; (citing the Hong Kong Census and Statistics Office). Exhibit 3, Table 6 presents these
same data using the 10-percent c.i.f. deflator employed by the IMF.

I For a full explanation of the methodology used to adjust trade data for Hong Kong’s re-export
trade, see Methodological Explanation at pages 1-3.
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compared to the Chinese da'te; as reported to the IMF. See Exhibit 3, Table 5, comparing Tables
5A and 5D. |

Not only is the Chinese government’s version of its balance-of-trade at significant odds
with-its trading partners’ data, but these discrepancies are worsening over time. The most salient
fact for this analysis is that the Chinese government’s balance in each year greatly understates its

trade surplus with the rest of the world.

Finally, even when China’s surplus with the United States is sct aside, the result is a

lower worldwide surplus for China — but a large and growing surplus nonetheless.

China’s Global Trade Surplus (Excluding U.S. Trade), 1999 — 2006
By source, in billion USD

China Data™ 39 Partner Data™ Divergence
1999 14.2 71.5 57.3
2000 4.5 87.1 82.6
2001 59 85.3 79.4
2002 1.0 84.9 83.9
2003 -14.3 86.0 160.3
2004 -21.7 1222 143.9
2005 18.5 181.4 162.9
2006 69.9 234.7 164.8

These data show that China’s surplus with the rest of the world is growing right along
with its even more significant and quickly rising surplus with the United States alone.

As these discrepancies persist and become larger, the fundamental integrity of the
Chinese government’s data becomes more and more open to question. If the extent of China’s
large and growing trade surplus were accurately reported, it might go a long way to account for

the continuing but otherwise inexplicable “gaping hole” in the global balance-of-payment

42 §oe Exhibit 3, Table 3B minus Exhibit 3, Table 1A.
43 See Exhibit 3, Table 3D minus Exhibit 3, Table 1B.
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statistics as reported by the Inteinational Monetary Fund. See Ruskin, A., “A Truer Measure of
China’s Trade Surplus,” The Financial Times, October 29, 2003.

A series of straightforward conclusions must be drawn from this comparison of China’s
published foreign trade statistics with the corresponding data compiled by China’s trading
partners: (1) Chuna’s data coﬁsistently and egregiously understate its balance-of-trade surplus
with the world; (2) the understatements are becoming more pronounced over time; (3) China’s
dafa are too unreliable to use as a basis for methodologies estimating undervaluation of the yuan
or to evaluate whether China’s policies to support the yuan’s effective peg to the U.S. dollar
constitute currency manipulation; and, (4) as glaring as these discrepancies are, in reality they are
even greater, as the data as presented do not take into account the widely-recognized illegal
transshipment and false-invoicing of Chinese textiles through Hong Kong, an amount estimated
at several billion dollars per year.** Inclusion of these data would increase China’s surplus and
the resultant disconnect even further.

A final conclusion compelled by these discrepancies is vitally important. To this point,
the international monetary system’s principal policeman, the IMF, appears to have relied on
China’s trade statistics to assess determinations of whether China manipulates its curreﬁcy to
keep the yuan significantly undervalued. See “IMF Executive Board Concludes 2006 Article IV
Consultation with the People’s Republic of China.” IMF Public Information Notice (PIN) No.
06/103, at 6. Even with the IMF’s reliance on China’s inaccurate and understated current-
account surpluses, the IMF Executive Board commente(i as follows:

Many Directors found it appropriate for China to continue to allow

greater flexibility in its exchange rate in a gradual and controlled
manner. They shared the authorities’ concern that accelerating

* See Bronfenbrenner, 2001, at 69.
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exchange rate flexibility could have an adverse impact on
macroeconomic stability. Some of these Directors also viewed that
exchange rate adjustment alone would have a himited impact on
external balances. A number of other Directors, however, stressed
that the flexibility afforded by the current exchange rate system
should be used more extensively. These Directors noted that the
current strength of the Chinese economy provides a favorable
context for adjustment and should serve to alleviate the anthorities’
concems about the potential adverse economic effects. Directors
noted that greater exchange rate flexibility, along with other policy
changes and reforms in China, will aid in rebalancing the economy
over the medium term, and will contribute to the orderly resolution
of the global current account imbalance, in conjunction with
concerted policy efforts by other key economies.

Id. at 3-4.

The preceding analysis illustrating the unreliability of the Chinese government’s trade
statistics directly undercuts China’s claim that its large and growing trade surpluses with the
United States are counter-balanced by trade deficits with the rest of the world. Reliance upon the
data showing the true level and trend of China’s worldwide trade surpluses leads to the
conclusion that China’s huge and growing worldwide trade surpluses fulfill the requirements for
an affirmative determination of currency manipulation and undervalued-exchange-rate

nmusalignment.

E. Capital Inflows Are Also Increasing, Exacerbating China’s Surplus In the
Capital Account

As previously discussed, when a country runs a current-account surplus, ordinarily it will
generate an offsefting capital-account surplus in order to maintain a balance-of-payments

equilibrium.45 In the case of China, however, both the current- and capital-account surpluses are

* The basis of the international monetary system is that countries remain in balance in their
overall balance of payments. Thus, a country running a large trade surplus should allow
increasing net capital outflows to move toward a total balance-of-payments equilibrium over
time. China has for some time, bowever, pursued policies (such as the undervaluation of the
yuan and strict capital controls) that result in growing surpluses in both the current account and

(...continued)
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large and increasing.*® This destabilizing situation has been worsening and has become more
pronounced with time. As the following table shows, total utilized foreign direct investment
- (“FDI”) into China increased by almost 21 percent between 1994 and 2000, then by 55 percent
between 2000 and 2006 as growth accelerated. In 2002, total utilized FDI in China exceeded
investment in any other country in Asia, as well as in the United States, for the first time.
Moreover, in each year since 2002 the amount of total utilized FDI in China has remained at
historically high levels and in 2006 reached a peak of $63.02 billion.

Foreign Direct Investment (FDI) in China
Utilized and Contracted (Billions of U.S. dollars)

Year Total FDI Total U.S. Share of Total U.S. Share of
Contracted | Utilized FDI FDI Contracted Total Utilized FDI
1994 82.68 33.77 6.01 2.49
1995 91.28 37.52 7.47 3.08
1996 73.28 41.73 6.92 3.44
1997 51.00 45.26 4.94 3.24
1998 52.10 45.46 6.48 3.90
1999 41.22 40.32 6.02 422
2000 ' 62.38 40.72 8.00 438
2001 69.19 46.85 7.51 4.86
2002 82.77 52.74 8.20 5.40
2003 115.07 53.51 10.16 4.20
2004 153.47 60.63 12.17 3.94
2005 NA 60.33 NA 3.06
2006 NA 63.02 NA 2.87

Source: China’s Ministry of Commerce data as reported by the U.S.-China Business Couneil

(...continued)

capital account. This large and growing disequilibrium threatens the stability of the global
monetary system. A description of the basic equilibrium framework is found in T. O’Herron’s
Terms of Trade, IAS Publishing, Washington, D.C. 1999, pp. 20, 37.

% See Exhibit 4. China’s large and growing trade surplus (shown in Exhibit 4 as a global deficit).
coupled with China’s large and growing foreign-exchange reserves (also illustrated in Exhibit 4)
. frustrates the natural tendency of the market to reach equilibrium.
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These data demonstrate that China’s policy of maintaining an undervalued exchange rate
has resulted in increased foreign-direct-investment flows even during the period when China’s
current-account surplus has been ;'ncreasing. Inflows have increased, especially over the 2000-
2006 period, reflecting “bargain-basement” assets in China as valued in the increasingly
undervalued Chinese yuan. With China’s currency essentially pegged to the U.S. dollar as the
U.S. dollar has depreciated against other major currencies, foreign-direct-investment flows into
China from other sources have accelerated. The U.S. share of total utilized FDJ fell to $2.87
billion in 2006, its lowest level since 1994,

Similarly, contracted foreign direct investment also has increased, particularly since
2000, rising to over $153 billion in 2004 alone, the last full year for which annual data are
available.*’ Not only did total contracted foreign direct investment in China grow by 146 percent
between 2000 and 2004, but the rate of this increase has been accelerating. The acceleration in
contracted foreign direct investment means that foreign-direct-investment flows will continue at
least over the next few years.

As discussed in detail in Section I1.B.1., above, these increased foreign-direct-investment
inflows are an important component in China’s overall basic balance-of-payments surplus. With
China’s basic balance-of-payments surplus increasing, a corresponding surplus of foreign
currency arises that normally would be expected to put upward pressure on the yuan. Instead, as
noted previously, the Chinese government continuously intervenes in the market to prevent that
outcome. This governmental interference maintains the low value of the yuan, which, in turn,

provides an artificial support for continued high levels of investment inflows.

*7 1t is understood that China’s Ministry of Commerce discontinued reporting of total contracted
FDI beginning in 2005.
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Thus, China’s control of its exchange rate has helped spur, and then sustain, foreign-
direct-investment inflows, which clearly are of interest to the Chinese government from a policy
standpomt. In contrast to the tight controls and outright prohibitions on most other forms of
foreign lending and investment in China, foreign direct investmenf is subject to far fewer
restrictions. In addition, the undervalued exchange essentially provides a “discount” for such
investment. With the government limiting the ways in which foreigners can invest in China and
then providing this “discount,” the resulting high level of invesﬁnent is not surprising.

As 1s true with many other manifestations of China’s undervaluation of the yuan, the
initial “success” of the misalignment in this context — spurring foreign direct investment — in turn
spawns further undervalvation and misalignment. While China’s policy is intended to be self-
serving, in the process it distorts the allocation of resources across the globe, embeds or
structuralizes imbalanced trade flows and, if permitted to such an extent, ultimately could prove
to be destabilizing to China. “China’s senior currency regulator warned Thursday {February 26,
2004} that the billions of investment dollars surging into the country may be generating a
potentially dangerous bubble....”* Along the same lines, the governor of the People’s Bank of
China was reported as saying that building a market-driven trading system for China’s currency
is now a “top priority.”™

The key implication of these data, however, is that the volume of foreign direct
investment in China has been sufficient by itself to support or trigger a revaluation in the yuan.

With annual inflows increasing to more than $60 billion, FDI now represents approximately 2 to

-3 percent of China’s GDP. Thus, even if the other component in China’s basic imbalance — its

*1d

* Richard McGregor, “China Shifts Rhetoric on Renminbi Trading System,” Shanghai Financial
Times, Apr. 19, 2004,




. burgeoning frade-driven, current-account surplus — were somehow brought back to balance, the
sustained: level of high foreign-investment inflows is sufficient in its own right to keep upward
pressure on the yuan and, therefore, provide a continuing basis and need for the Chinese
government’s intervention in the market.

F. China’s Currency Regime Poses A Threat to the International Financial
System

China’s policy of maintaining an undefvalued—exchange-rate system 1s creating financial
mstability that will eventually disrupt global financial markets unless China appreciates its
currency in line with underlying economic fundamentals. The threat to the international
| financial system is exacerbated by the size of China’s economy, China’s volume of global trade,
and the amount of foreign-direct-investment commitments and flows into China. China’s
accelerating accumulation of foreign-exchange reserves is creating disequilibrium in the
international financial system, will tend to cause inflation and over-investment in China, and will
lead to the conditions for another international financial crisis.
| As described in detail in Exhibit 1, under its fixed-exchange-rate system with tight capital
controls, China has sacrificed its fuller integration into the world economy and monetary
independence in favor of exchangé—rate stability. The inappropriateness of this exchange-rate
regime is perhaps best illustrated by the enormous lengths to which the Chinese government
must extend its interference m the market in order to achieve these monetary policy goals.
Moreover, China’s adherence to these goals -- no matter what their cost or how superficially they
are achieved -- is even more revealing.
The type of closely controlled exchange regime employed by China ordinarily is confined
to countries with relatively mmor and/or balanced trade and investment flows with the rest of the

world. This situation is due to the fact that large and imbalanced flows can quickly overwhelm
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such a closely-controlled system, although this danger has yet to prove a deterrent to China. In
its dogged pursuit of exchange-rate stability, the Chinese government has had to intervene to
purchase ever-greater volumes of foreign exchange (especially U.S. dollars) each year.
Nevertheless, while these purchases have succeeded in keeping the yuan’s value stable against
the 1.S. dollar, they completely run counter to the trend in the rest of the world, where the U.S.
dollar génerally has fallen significantly in value. Thus, when the U.S. dollar fluctuates against
other foreign currencies, China’s achievement of exchange-rate stability with the U.S. dollar
directly undermines achievement of exchange-rate stability with respect to all other currencies
- that float against the U.S. dollar. In other words, the actual exchange-rate stability achieved is
limited to the U.S. dollar. By virtue of achieving stability with the U.S. dollar, China faces
potentially less stability with respect to other currencies.

The other policy goal of monetary independence likewise is undermined by China’s
maintaining an essentially fixed exchange rate in the face of such large imbalances in its trade
and mvestment flows. As discussed generally in Section I and Exhibit 1, rather than permit the
yuan to increase in value, the Chinese government has chosen instead to offer any amount of
yuan needed to absorb any supply of foreign currency. Consequently, as shown in the next table,
as larger and larger foreign-currency surpluses have flowed into the Chinese market, the
government has had to flood the market with more and more yuan. Thus, if China wishes to
~maintain exchange-rate stability in the face of such foreign-currency inflows, it does so at the
cost of its control over its domestic money supply. Along with this rapid growth in the money
supply, however, there is increasing evidence that the Chinese government has fostered a

speculative over-investment boom and the foundation for much higher inflation in the future. If
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not corrected, these frends will coalesce in an unstable bubble that, due to the size of China’s

economy and volume of trade, will adversely affect international trade and financial markets.

‘Money Supply
(Billion Yuan)
2000 2001 - 2002 2003 2004 2005 - 2006

Money 5,454 6,168 7,088 8,412 9,582 10,690 12,604
% -- 13.1% 14.9% 18.7% 13.9% 11.6% 17.9%
increase
Quasi 8,142 9,472 11,412 13,710 15,724 19,148 22,006
Money
% - 16.3% 20.5% 20.1% 14.7% 21.8% 14.9%
increase

Source: IMF International Financial Statistics

As previously discussed, China’s undervalued-exchange-rate policy discriminates against
| U.S. exports of goods and services. By maintaining an undervalued exchange rate against the
U.S. dollar, China discriminates against U.S. products to China’s benefit. Prices of Chinese
goods and services in the U.S. market are lower than what would prevail under an exchange rate
that reflected underlying economic fundamentals. Conversely, U.S. products in China are priced
higher than what would prevail with an exchange rate that reflected underlying economic
fundamentals. In addition, the yuan’s undervalued exchange rate discriminates against other
IMF countries. As the U.S. dollar depreciates against other currencies, the exchange rate with
China does not change, and the advantage that China has through its undervalued exchange rate
remains the same. Other currencies adjust simultancously to the yuan and the U.S. dollar
because the exchange rate is essentially fixed, but those currency adjustments must be greater
than what would be required under market conditions because the yuan is significantly

undervalued and unable to appreciate against the dollar.
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While China’s undervalued exchange rate clearly discriminates against the United States
and other IMF members, judging from the results of Article IV consultations, this discriminatory
curreilcy practice has not been authorized by the Fuﬁd. The Article IV consultations that were
made public in 2000 concluded, “...Directors suggested that the authorities move ahead
gradually with a more flexible implementation of the current arrangements, involving the
widening of the trading band around a reference rate based on a basket of currencies.” As
remarked above in Section IL.D, the IMF’s Executive Board made much the same observation,
with perhaps somewhat greater impatience expressed with China, in the context of the 2006
Article IV Consultation. Nevertheless, even after the modest revaluation in July 2005, China has
mainfained an effective peg of the yuan to the U.S. dollar in real terms.

G. Summal

As the foregoing statistical evaluation and assessment delineate, China’s undervaluation
and manipulation of the yuan are unequaled by the currency policies of the other nations of the
world. In terms of the extensiveness of its controls and intervention in the market and the
deleterious consequences for the global economy, China’s exchange-rate regime is the antithesis

of an open, mutually beneficial, and market-driven international system.
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IH. CONTRARY TO SECTION 301(a) OF THE TRADE ACT OF_1974, CHINA’S
MAINTENANCE OF AN UNDERVALUED-EXCHANGE-RATE REGIME
VIOLATES CHINA’S OBLIGATIONS AND DENIES THE UNITED STATES
RIGHTS AND BENEFITS TO WHICH THE UNITED STATES IS ENTITLED
UNDER INTERNATIONAL LAW

A. China’s Maintenance of An Undervalued-Exchange-Rate Regime Is In
Breach of Basic Principles of the World Trade Organization and Its

Agreements

1. Background

Since entry into force of the General Agreement on Tariffs and Trade in 1947
(“GATT"),” the global trading system has been structured to minimize and, to the extent
possible, avoid mercantilism and “beggar-thy-neighbor” policies by the nations of the world
again_st each other. Underlying this international economic structure has been the widely shared
conviction that all countries stand to gain as tariff and non-tariff barriers to international trade are
reduced.

As set forth in Section I above, China’s misalignment of the yuan presents an
exceptional and unique instance of currency undervaluation and manipulation® The World
Trade Organization (“WTO”) and the global trading system cannot afford to have this
manipulative undervaluation continue. In ways both stark and sometimes subtle but no less

damaging, China’s undervalued-exchange-rate regime is seriously weakening the rules-based

%0 General Agreement on Tariffs and Trade, Oct. 30, 1947, 61 Stat. A-11, T.LA.S. 1700, 55
UN.T.S. 194.

>l When a counfry pegs its currency to another country’s currency and does not make
adjustments for severe market fluctuations, its currency maintains a value that is different from
that which would result from natural market forces. This phenomenon is called currency
manipulation, which is a form of discriminatory currency arrangement. Sir Joseph Gold defines
discriminatory currency arrangements as “arrangements by a member to discriminate through its
exchange system for the benefit, or to the detriment, of another member or members.” See Sir
Joseph Gold, Exchange Rates in International Law and Organizations 252, 281 (ABA Sec. of
Int’] Law and Practice 1988). '
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international trading system and has already caused and will only lead in the future to further
- economic deterioration globally and in the U.S. economy, in particular, if allowed to continue.

2, China’s Maintenance of An Undervalued-Exchange-Rate Regime Is A
Prohibited Export Subsidy That Violates Articles 1 and 3 of the WTO
Agreement on Subsidies and Countervailing Measures, Articles VI
and XVI of the GATT, and China’s WTO Obligations Concerning
Agricultural Products

a. Overview

China’s maintenance of an undervalued-exchange-rate regime cénstitutes a prohibited de
facto export subsidy within the meaning of Articles 1, 2, and 3 of the WTO Subsidies and
| Countervailing Measures Agreement {(“SCM Agreement”), Articles VI and XVI of the GATT,
and China’s WTO obligations conceming agricultural products. This prohibited export-subsidy
scheme 1s unjustifiable, it burdens and restricts United States commerce, and it denies and
vviolates the United States” rights under WTO Agreements.

Export subsidies like China’s currency-undervaluation regime are so disfavored in
international law that they are prohibited by the WTO Agreements, particularly Article 3 of the
SCM Agreement. As Ambassador Zoellick stated in his January 11, 2004 letter to WTO trade
ministers, “Export subsidies distort trade more than any other measure.” While he was referring
n that instance to agricultural export subsidies, the principle applies to all export subsidies,
which are viewed as the most damaging form of subsidy. Moreover, China’s undervalued-
exchange-rate-misalignment regime is an export subsidy that benefits each and every export sale
of a Chinese product to the United States to a substantial degree, which likely makes it the
largest, or one of the largest, impermissible export-subsidy programs ever provided.

Export subsidies are viewed as indefensible due to their “beggar-thy-neighbor” nature,
and the WTO Agreements accordingly go so far as to require that remedies for prohibited export

subsidies be implemented on an expedited basis under Article 4 of the SCM Agreement.
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Moreover, such subsidies are essentially the only trade practice with a WTO-sanctioned remedy
that is not restricted by the trade effects caused by the measure implemented.

While undervalued-exchange-rate-misalignment subsidies have infrequently been the
subject of dispute settlements under the GATT, both the GATT and the current WTQ
Agreements explicitly and repeatedly recognize that certain currency practices violate common
subsidy disciplines. China’s undervalued, effectively fixed-exchange-rate regime manifests the
essential features of an unfair subsidy practice by virtue of involving governmental action to:

(1)  maintain an essentially fixed exchange rate on current accounts;
(2) impose non-convertibility of capital accounts;
(3)  direct massive bank purchases of U.S. doflars; and

{4)  utilize other measures described in other scctions of this petition to maintain its
undervalued-fixed-exchange-rate regime.

These measures by China encourage massive and increasing exports to the United States
from China of unfairly low-priced manufactured and agricultural goods beyond levels that would
occur absent these policies in a rational, market-based system under current economic
condifions. As demonstrated below, China’s undervalued-exchange-rate scheme satisfies each of
the elements required to show the existence of a prohibited export subsidy. As such, in accord
with Article 3.2 of the SCM Agreement, China, as 8 WTO Member, must eliminate this subsidy
program.

b. China’s Undervalued-Exchange-Rate Regime Is Proscribed
Under the SCM Agreement and GATT Articles VI and XVI

The following paragraphs demonstrate that: (1) export subsidies are prohibited by the
SCM Agreement and GATT Articles VI and XVT; (2) undervalued-exchange-rate misalignment
1s contemplated by the SCM Agreement as a prohibited export subsidy in certain situations; (3)

China is not exempt from prohibitions on export subsidies; (4) China’s undervalued-exchange-
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rate regime satisfies all of the prerequisites under Articles 1, 2, and 3 of the SCM Agreement and
consequently 1s an unlawful export subsidy; and (5) the conclusion that China’s undervalued-
exchange-rate regime is a proscribed export subsidy is underscored by the fact that several of the
tools or programs that are employed by the Chinese government and that undermine the yuan’s
value arc identified by the SCM Agreement’s Illustrative List separately as prohibited export
subsidies.

i Export Subsidies Are Prohibited Under the SCM
Agreement and Articles VI and XVI of the GATT

From 1its origin in 1947, the GATT and its related Agreements have recognized and
~worked to prohibit the trade-distorting nature of subsidy programs designed to support and
artificially facilitate exports from one Contracting Party or Member State to another.”” Article

XVI of the GATT specifically recognizes that export subsidies “. . . may cause undue

disturbance to . . . normal commercial interests, and may hinder the achievement of the

objectives of this Agreement.” See GATT, Article XVI:2 (emphasis added).

Atticle XVT goes on to provide that “as from 1 January 1958 or the earliest practicable
date thereafter, contracting parties shall cease to grant either directly or indirectly any form of
subsidy on the export of any product other than a primary product which subsidy results in the
sale of such product for export at é price lower than the comparable price charged for the like
product to buyers in the domestic market.” Article XVI:4 (emphasis added). GATT Article VI

acknowledges that export subsidies may also be subject to countervailing duties. A number of

*2The WTO Agreements constitute a single treaty that is to be interpreted so as to permit the

- GATT’s provisions and the WTO Agreements to coexist. See Appellate Body Report, Korea -
Defimtive Safegnard Measure on Imports of Certain Dairy Products, adopted Jan. 12, 2000,
WT/DS98/AB/R, para. 75 (applying this concept to GATT Article XIX and the WTO Safeguards
Agreement).
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decisions in dispute settlements under the GATT further i-lluétrate the disfavor in which export
subsidies have been, and continue to be, held.*?

The SCM Agreement amplifies upon and extends the GATT’s provisions on subsidies
and substantially strengthens the disciplines covering export subsidies, first, by explicitly
prohibiting such subsidies under Article 3 of the SCM Agreement. Article 3.2 of the SCM
Agreement states succinctly that WTO Member States “shall neither grant nor maintain”

prohibited export subsidies.> As indicated in the Appellate Body’s report in United States —

Foreign Sales Corporation,

In fact, as we have observed previously, the SCM Agreement
contains a broad package of new export subsidy disciplines that
‘go well beyond merely applying and interpreting Articles VI, XVI
and XXIII of the GATT 1947 . . . {Tthe SCM Agreement
establishes a much broader prohibition against any subsidy which
is ‘contingent upon export performance.’ To say the least, the rule
contained in Article 3.1(a) of the SCM Agreement that all subsidies
which are ‘contingent upon export performance’ are prohibited is
significantly different from a rule that prohibits only those
subsidies which result in a lower price for the exported product
than the comparable price for that product when sold in the
domestic market.”

> See, e.g., Appellate Body Report, EEC -- Subsidies on Export of Wheat Flour, SCM/42, Mar:
21, 1983, unadopted, paras 5.5-5.7, cited in MTN.GNG/NG10/W/3 (Mar. 17, 1987).

> While this petition focuses in the first instance on the export-oriented nature of the subsidy
provided, China’s measures resulting in a protracted undervaluation of its currency can also be
seen as a scheme that functions “in fact” as an import-substitution program prohibited by SCM
Articles 3.1(b) and 3.2 and by Auticle III of the GATT 1994. The currency scheme artificially
overvalues imported goods and undervalues domestic goods, resulting in a subsidy “in fact” to
domestic goods relative to imported goods. See Appellate Body Report, Canada — Certain
Measures Affecting the Automotive Industry, adopted June 19, 2000, WTI/DS139/AB/R,
WT/DS142/AB/R, paras. 135-146.

5 Appellate Body Report, United States — Tax Treatment For "Foreign Sales Corporations,”.
adopted Mar. 20, 2000, WT/DS108/AB/R, para. 117 (citation omitted) (italics in original).
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In its first Annex, the SCM Agreement also includes an “Illustrative List” that provides
examples of certain types of prc;hibited export subsidies. Although this list is long, it is simply
illustrative of prohibited exﬁort subsidies -- it is not comprehensive. In fact, the list contemplates
the existence of other programs that function as export subsidies in addition to those listed, as
exemplified in 1ts final “basket” category, which sweeps in as prohibited export subsidies “{a}ny
other charge on the public account constituting an export subsidy in the sense of Article XVI of
GATT 1994.” See SCM Agreement at Annex L.

it Certain Forms of Currency Undervaluation Violate the
SCM Agreement and Article VI of the GATT

From the beginning, the GATT has confronted and addressed concerns that various types
- of foreign-exchange subsidy programs violate the GATT’s subsidy disciplines. For example, the

addenda to Articles VI:2 and VI:3 of the GATT state that “{m}ultiple currency practices can in

certain _circumstances constitute a subsidy to exports which may be met by countervailing

duties . . .. By ‘multiple currency practices’ is meant practices by governments or sanctioned by
governments.” GATT, Ad. Article VI, paras. 2-3, note 2 (emphasis added). In the same vein, a
1960 GATT report under Article XVI:5 stated that “ . . . there was a clear obligation to notify to
the' CONTRACTING PARTIES multiple exchange rates which have the effect of a subsidy.”*®
Thus, currency subsidies that include the required elements to find an export subsidy are
impermissible or actionable. In this case, because the subsidy is so closely tied in design and
action to act as an export subsidy, particularly with regard to exports to the United States, the

subsidy 1s prohibited by GATT and the WTO SCM Agreement.

%% See Panel Report, Review Pursuant to Article XVI:5, L/1160, adopted May 24, 1960, BISD
9S/188, 192, para. 13.
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Furthermore, the SCM Agreement’s “Illustrative List of Export Subsidies” mentions
certain prohibited export sﬁbsidies that involve foreign-exchange programs and related credit
programs that could potentially affect foreign-currency exchange issues. See SCM Agreement at
Amnex I. Such practices include “currency retention schemes” (item b)577 and progréms that
cover the long-term operating costs and losses of foreign-exchange programs (item j).® Thus,
the SCM Agreement and Article VI of the GATT clearly contemplate that foreign-exchange
* mechanisms can be manipulated to provide subsidies, particularly to exports, tﬁe latter aspect of
which is not surprising given the close nexus between the use of exchange rates and export
activities.

118 China Does Not Qualify for Any Exception to the

Prohibition in Article 3 of the SCM _Agreement on the
Use of Export Subsidies

A few, very limited exceptions exist to the rule prohibiting export subsidies, but China’s
written commitment to eliminate export subsidies (expressed repeatedly during its WTO
accession process) makes it ineligible for these exceptions. Moreover, China would not qualify
for these exceptions even if it had not declared itself ineligible for them during the accession
process.

Article 27 of the SCM Agreement, for example, carves out limited exceptions to the
prohibition on export subsidies for certain developing country members. Under Article 27.2(a)

and Annex VII of the SCM Agreement, certain listed developing-country members are exempt

57 “Currency retention schemes or any similar practices which involve a bonus on exports.”
SCM Agreement at Annex I(b).
58 « . s T

The provision by governments (or special institutions controlled by governments) of export
credit guarantee or insurance programmes, of insurance or guarantee programmes against
increases in the cost of exported products or of exchange risk programmes, at premium rates
which are inadequate to cover the long-term operating costs and losses of the programmes.”
SCM Agreement at Annex I(j). Ttem (j) is discussed in more detail below.
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from the prohibition on export subsidies in Article 3.1(a), and other countries were exempted
from that provision for a period of eight years from the date of eniry into force of the WTO
Agreement. Under Article 27.3 of the SCM Agreement, the provisions of Article 3.1(b) did not
apply to developing countries and least-developed countries for five and ecight years,
respectively, from the WTO Agreement’s entry into force.

During the negotiatim_ls leading up to its accession to the WTQ, China explicitly stated
that it only reserved the right to benefit ﬁ'om. four provisions of Article 27, none of which
involves an exception to the prohibition on export subsidies.” China reserved the right to benefit
from Article 27 subsections 27.10, 27.11, 27.12 and 27.15. The first three of these provisions
pertain to findings of de minimis subsidies in countervailing duty proceedings, while Article
27.15 allows an interested developing-country Member State to request the WTO’s SCM
‘Commitiee to review and examine whether a specific countervailing duty measure is consistent
with Articles 27.10 and 27.11 as applicable to that developing-country Member State.%

Most important, as recorded in the Report of the Working Party on the Accession of

China, China committed to --

eliminate all export subsidies, within the meaning of Article 3.1(a)
of the SCM Agreement, by the time of accession. To this end,
China would, by accession, cease to maintain all pre-existing
export subsidy programmes and, upon accession, make no further
payments or disbursements, nor forgo revenue, or confer any other
benefit, under such programmes. This commitment covered

% See Report of the Working Party on the Accession of China, WI/ACC/CHNA49, at 33-35
(Oct 1,2001).

® The SCM Agreement contains two additional exceptlons to the export-subsidy provisions
under Articles 28 and 29, but neither apphes here because China committed to eliminate export
subsidies entirely.. Moreover, both provisions include subsidy “notice” provisions and so
implicitly reference Axticle 25, the section of the SCM Agreement that deals with notifications of
subsidies by each Member State to the WTO. China, however, has not given any such
notifications regarding its currency-subsidy regime.
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subsidies granted at all levels of government which were
contingent, in law or in fact, upon an obligation to export.

WT/ACC/CHN/49, at 33. The Chinese government also “. . . confirmed that China would
eliminate, upon accession, all subsidies contingent upon the use of domestic over imported
goods, within the meaning of Article 3.1(b) of the SCM Agreement.” Id.
China’s final Accession Protocol reflects these commitments:
10.  Subsidies

I. China shall notify the WTO of any subsidy within
the meaning of Article 1 of the Agreement on Subsidies and
Countervailing Measures ("SCM  Agreement"), granted or
maintained in its territory, organized by specific product, including
those subsidies defined in Article 3 of the SCM Agreement. The
information provided should be as specific as possible, following
the requirements of the questionnaire on subsidies as noted in
Article 25 of the SCM Agreement.

& * %
3. China shall eliminate all subsidy programmes
falling within the scope of Article 3 of the SCM Agreement upon

ACCEssion.

Accession of The People's Republic of China, Decision of 10 November 2001, WT/L/432 (23

November 2001).%" China’s accession to the WTO Agreements occurred on December 11, 2001.

®! In addition to failing to eliminate its export-subsidy program on foreign exchange, it is useful
to understand that China is involved in a series of other subsidy practices that demonstrate its
disregard for its WTO accession commitments and compliance with other WTO subsidy
disciplines. For example, the WTQO’s second review in late 2003 of China’s accession and
membership in the WTO indicated that the Chinese tax system offers incentives contingent upon
export volumes that exceed established thresholds. The WTO’s review concluded that this
arrangement 1s a violation by China of Article 3 of the SCM Agreement and Section 10 of
China’s Accession Protocol. See Protocol on the Accession of the People’s Republic of China,
WT/L/432, Section 10 at para. 3 (China WTQ Accession Protocol); Chair’s Report to the
Council for Trade in Goods on the Transitional Review of China, G/SCM/111, paras. 9, 38, 41,
44 (Nov. 18, 2003) (Second Transitional Review). China also was found to have continued
subsidies to state-owned enterprises despite having explicitly committed to discontinue such
subsidies. Second Transitional Review at 9, 38, 41, 44; China WTO Accession Protocol at

' (...continued)
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As a prohibited export subsidy undér Article VI of the GATT, this currency scheme must
be eliminated by the Chinese government. Moreover, as next described, Articles 1, 2, and 3 of
the SCM Agreement underscore that China’s undervaluation of the yuan is a prohibited export
subsidy.

iv. China’s Maintenance of An Undervalued-Exchange-
Rate Regime Meets All of the Pertinent Criteria Under

Articles 1, 2, and 3 of the SCM Agreement and
Consequently Is An Unlawful Export Subsidy

The Chinese government’s uﬁdervalued-exchange-rate misalignment constitutes an
impermissible export subsidy under Articles 1.1, 1.2, 2.3, and 3 of the SCM Agreement, because
the program mvolves a governmental financial contribution, bestows a benefit upon the

recipients, and is specific due to being export-contingent.

(...continued)

Annex 5B. Moreover, m April 2006, China belatedly submitted the first of what are required to
be annual notifications of its subsidies under Article 25 of the SCM Agreement. Despite its title
by China, Subsidies — New and Full Notification Pursuant to Article XVIL:1 of the GATT 1994
and Article 25 of the SCM Agreement, People’s Republic of China, G/SCM/N/123/CHN (Apr.
13, 2006), this notification did not notify all of the Chinese central government’s subsidy
programs and did not notify any subsidies provided at the sub-central governmental level. See
Questions from the United States Regarding the New and Full Notification of China,
G/SCM/Q2/CHN/19 at 1 (July 26, 2006). Insofar as is known at present, China has responded
neither to these questions by the United States in July 2006 nor to a first set of questions posed
by the United States in October 2004 regarding China’s subsidy programs. See, e.g., Subsidies

Enforcement Annual Report to Congress, Joint Report of the Office of the United States Trade

Representative and the U.S. Department of Commerce at 19-22 (Feb. 2007). In February 2007,
the United States formally initiated dispute settlement at the WTOQ by seeking consultations with

China with respect to certain subsidies by China viewed by the United States as prohibited
export subsidies under Article 3 of the SCM Agreement. China — Certain Measures Granting
Refunds, Reductions or Exemptions from Taxes and Other Payments, WI/DS358 (Feb. 2, 2007).
This request for consultations at the WTO was refiled by the United States on April 27, 2007, in
order to reflect possible subsidies in a new Chinese law and also to take account of China’s
decision in the interim to remove one of the subsidies identified in the February request for
consultations. See China — Certain Measures Granting Refunds, Reductions or Exemptions from
Taxes and Other Payments, Request for Further Consultations by the United States, Addendum,
WT/DS358/1/Add.1 (May 2, 2007). If no mutually satisfactory resolution emerges from the
consultations after sixty days by late June 2007, the United States at that juncture will be free to
go ahead with dispute settlement.
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(a) Governmental Financial Contribution

As relevant, Article 1.1 of the SCM Agreement indicates that a subsidy exists if there is a

direct or potential direct financial contribution by a government (or an intermediary), where

governmental revenue that is otherwise due is foregone or not collected, the government

provides goods or services other than general infrastructure, or the government makes payments

to a funding mechanism, and a benefit is thereby conferred. See SCM Agreement, Article 1.1. 62

Very importantly, governmental financial contributions are not limited to the direct provision of

62 Article 1.1 of the SCM Agreement reads:

Article 1

Definition of a Subsidy

1.1 For the purpose of this Agreement, a subsidy shall be deemed to exist if:

@)

(i)

(iii)

(iv)

there is a financial contribution by a government or any public body
within the territory of a Member (referred to in this Agreement as
"government™), 1.e. where:

a government practice involves a direct transfer of funds (e.g. grants,
loans, and equity infusion), potential direct transfers of funds or liabilities
(e.g. loan gnarantees);

government revenue that is otherwise due is foregone or not collected (e.g.
fiscal incentives such as tax credits);

a government provides goods or services other than general infrastructure,
or purchases goods;

a government makes payments to a funding mechanism, or entrusts or
directs a private body to carry out one or more of the type of functions
illustrated in (i) to (iii) above which would normally be vested in the.
government and the practice, in no real sense, differs from practices
normally followed by governments;

or

(-..continued)
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funds, but include as well indirect payments and measures thét have an effect that is equivalent
to that of a direct payment.*> Thus, an undervalued-exchange-rate program that directly or-
indirectly provides financial contributions or services will qualify as a subsidy if the other
elements of the subsidy test also arc satisfied.

The Chinese government’s foreign-exchange scheme provides to Chinese exporters and
their exports to the United States a financial contribution within the meaning of the SCM
Agreement. The Chinese government requires its citizens to exchange their dollars for local
currency, sets the rate of exchange by fiat, and prints the money to fund the transaction. By
directing the conversion of U.S. dollars at an extremely undervalued rate, the Chinese
- government provides a financial contribution and service within the meaning of Article
1.1{a)(1)(iii) of the SCM Agreement.64 China’s management of this exchange-rate process in

this manner encourages increased exports to the United States by Chinese manufacturers and

{...continued)

(@)(2) there is any form of income or price support in the sense of Article XVI of
GATT 1994,
and
(b) a benefit is thereby conferred.

SCM Agreement, Article 1.1 (footnote omitted).

%3 See, ¢€.g., Panel Report, Brazil — Export Financing Programme for Aircraft, decided Apr. 14,
1999, WT/DS46/R, adopted as modified by Appellate Body Report, Aug. 20, 1999, para. 7.68

(when a governmental action gives rise to a benefit, a subsidy is conferred irrespective of
whether any payment occurs); Second Report on Anti-Dumping and Countervailing Duties,
L/1141, adopted May 27, 1960, BISD 95/194, 200, para. 34 (stating that “{i}t was agreed that
the word ‘subsidies’ covered not only actual payments, but also measures having an equivalent
effect.”). :

64 To the extent that the Chinese government entrusts or directs any private bodies to assist in
effectuating the yuan’s undervaluation, which assistance appears also to take place, the
conclusion still holds under Article 1.1(a)(1)(iv) that the Chinese government is providing a
financial contribution and service as defined by the SCM Agreement. '
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mcreases employment for Chinese workers at the expense of U.S. manufacturers and U.S.
workers.

More specifically, China’s maintenance of the effectively pegged-exchange rate and the
severe undervaluation of the yuan have made Chinese products increasingly attractive and more
affordable mn the United States and in other foreign markets by giving the U.S. dollar a
purchasing power far greater versus the yuan than what normal commercial forces would dictate.
Chinese exporters accordingly can sell for export increased volumes and earn additional returns
in yuan that would not be the case if the yuan were not governmentally undervalued.

China’s undervalued-exchange-rate misalignment further contributes financially to
Chinese expo'rts to the United States by shielding Chinese exporters from expenses involved with
hedging against significant foreign-exchange losses or purchasing guarantees to guard against

exchange-rate fluctuations. These costs are avoided thanks to the Chinese govermment’s

- guarantee of a substantially undervalued, effectively pegged-exchange rate that prevents any real

and sizeable fluctuations between the yuwan and the U.S. dollar. This same established
undervaluation generates other financial contributions indirectly by saving time and effort
otherwise for Chinese exporters in conducting their exporting operations.

(b)  Benefit

Under Article 1.1(b) of the SCM Agreement, a benefit is provided by these financial
contributions because the Chinese government’s policy and practice of devaluing the yuan make
“the recipient ‘better off” than it would otherwise have been, absent that contribution.” See

Appellate Body Report, Canada -- Measures Affecting the Export of Civilian Aircraft, adopted

Aug. 20, 1999, WT/DS70/AB/R, para. 157 (“Canada — Aircraft”) ; see also Panel Report, United

States — Imposition of Countervailing Duties on Certain Hot-Rolled Lead and Bismuth Carbon

Steel Products Originating in the United Kingdom, adopted June 7, 2000, WT/DS138/R, at paras.
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6.66-6.69 (stating that “{t}he existence or non-existence of ‘benefit’ rests on whether the
potential recipient or beneficiary . . . received a ‘financial contribution’ on terms more
favourable than those available to the potential recipient or beneficiary in the market.”).

Given that China does not permit its foreign-exchange rate to be set by market forces, the
probable free-market value of the yuan is an acceptable benchmark for the purpose of evaluating
the benefit of China’s currency manipulation. This methodology was e