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Heard on the Street: Falling Dollar Forces
Beijing's Hand on Yuan

China Real Time: Made in China Taking Over
U.S.?

By WILLIAM KAZER

BEIJING—China's currency jumped against the dollar as authorities announced the country's
biggest monthly trade surplus in more than 2½ years.

The currency's move comes amid
widespread speculation that Beijing might
tolerate a somewhat faster pace of
appreciation to offset inflation—one of the
major threats to its fast-growing economy. A
stronger currency helps to blunt rising prices
by reducing the cost of imported goods.

The yuan, which has strengthened every day
this week, finished the day at 6.4215 to the
dollar on the over-the-counter market. The
yuan traded between 6.4077 and 6.4347 on
Wednesday.

On Thursday, the dollar fell to as low as 6.3938—which marked the yuan's strongest intraday
level against the dollar since China's landmark currency revaluation in 1994—compared with
6.4404 on Friday before global markets were thrown into turmoil on the downgrading of the
U.S. credit rating byratings firm Standard & Poor's.

While the yuan's moves Wednesday were hardly dramatic—and could well be reversed in the
coming days—they were larger than usual for the currency, which is kept in a narrow trading
band by China's central bank.

The July trade surplus widened sharply to
$31.5 billion, its highest monthly level since
January 2009, government data showed
Wednesday. The surplus, which reflected
accelerating export growth, was up from
$22.3 billion in June, and well ahead of

expectations for $26 billion, according to a poll of economists.

"Strong export growth, and the resultant high trade surplus, also suggests that the yuan has
room for further appreciation against the dollar over the rest of the year," said Brian Jackson,
economist at Royal Bank of Canada.

Save

The yuan hit a record high against the dollar on
Thursday - a sign that the Chinese central bank is
using currency appreciation to rein in high inflation.
WSJ's Andy Browne and Tom Orlik examine what this
means and what we can expect in the coming weeks.
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The trade surplus isn't the only factor that may be forcing Beijing's hand. Adding to the
Chinese government's worries over inflation are its expectations that the U.S. Federal Reserve
will turn to a third round of what is known as quantitative easing—massive bond buying by the
Fed—to stimulate the flagging U.S. economy. That would risk sending speculative money
washing into emerging nations such as China, and boost global commodity prices.

The Fed's pledge Tuesday to keep interest
rates low for an extended period also
sparked concerns of a flood into China of
hot money—crossborder flows by investors
seeking quick returns, and, in the case of
China, funds that often slip past capital
controls.

"The central bank may speed up the rise in
the yuan to alleviate domestic inflationary
pressures in the near future," said ANZ
Bank economist Liu Ligang. He said the
bank believes the yuan will appreciate by
around 6% against the dollar this year.

Some economists have been suggesting that
the current global-market turmoil means
Beijing may be reluctant to use interest rates
to counter its problems with inflation, which
accelerated to 6.5% in July, a three-year
high. Such monetary tightening could
depress weak global market sentiment.

Still, strong trade surpluses are setting the
stage for China to let the yuan rise slightly
faster. It has gained 2.7% against the dollar
so far this year and 6.4% since Beijing
removed the dollar peg last year.

Not everyone was convinced that Beijing is ready to allow faster appreciation, even in the
face of accelerating inflation.

"The yuan's rise reflects the decline in the U.S.
dollar," said Zhao Qingming, an analyst at China
Construction Bank Corp., one of the country's big
four state-owned banks. "It doesn't mean the
yuan's appreciation is being sped up."

A senior official at China's top price regulatory
agency was quoted by state media as saying that
China faced a growing likelihood of inflation.

"The likelihood of a third quantitative easing in the
U.S. is quite high," said Zhou Wangjun, deputy
director of the National Development and Reform
Commission.

"If the U.S. continues to implement quantitative
easing [as its] monetary policy, it might push up
commodity prices, intensifying the flow of hot
money and increasing the difficulty for price
stability in China," he said, according to state-run
Xinhua news agency.

China is under pressure from the U.S., Europe and
other trade partners to let its currency appreciate to

help reduce hefty trade surpluses. At the same time, a swiftly rising yuan could erode China's
standing as a low-cost manufacturing center. It has generally chosen a go-slow approach, but
analysts suggest that inflationary pressure from China's huge pile of foreign-exchange
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reserves is also prodding Beijing.

China has foreign-exchange reserves of nearly $3.2 trillion and the nation's rigid foreign-
exchange regime means much of the nation's foreign currency earnings are added to the
money supply, in turn creating inflationary pressure.

China's exports climbed 20.4% year on year in July but some analysts cautioned that export
growth and the trade surplus could tail off in the second half of the year due to sluggishness
in the U.S. and European economies.

"There is a risk that external demand may come off in the second half of the year because of
the problems in the U.S. and Europe," said Royal Bank of Canada's Mr. Jackson.
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