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This research note discusses the implications of new data released by the World Bank, which indicate that China will become the 

world’s largest economy on a PPP basis during 2014. Perhaps more importantly, the data also suggest that the Chinese exchange 

rate is no longer undervalued against the rest of the world. With the property sector in China now contracting sharply, the 

authorities seem to be embarking on an important change in their exchange rate strategy. A weaker RMB could increase the 

difficulties which will be experienced by other emerging economies as China slows. Furthermore, China might be ready to ease 

its controls on outward capital flows, profoundly changing the nature of China’s financial relationships with the rest of the 

world. 

China was promoted to the largest economy in the 

world last week, at least according to the implications 

of a new data set released by the World Bank.¹ The 

new figures, which were not warmly welcomed² by the 

Chinese authorities, involved a downward revision to 

the prices of non traded goods and services in China, 

therefore increasing the real value of GDP measured at 

purchasing power parity exchange rates. In 2014, 

China will overtake the US on this definition. 

While the absolute size of the Chinese economy is 

clearly of interest³, it was inevitable that China would 

overtake the US on the basis of PPP measures within a 

few years, so the latest revelation was not exactly a 

shock. Furthermore, PPP-based comparisons have 

many drawbacks, as Michael Pettis has explained⁴. 

The new price data are, however, important in another 

respect. This concerns the valuation of the yuan, and 

has direct implications for Chinese exchange rate 

policy, which could be on the verge of a profound 

change. In fact, Beijing’s attitude towards its currency 

could turn out to be the most important change in 

global macroeconomic policy so far in 2014. 

China’s exchange rate policy has, of course, always 

been a controversial matter. After a decade of 

deliberate undervaluation, intended to promote export 

led growth, China finally succumbed to international 

pressure in 2005, and allowed the real value of the 

renminbi (RMB) to start rising.  

 

Figure 1. The Long Term Revaluation of the Chinese 

Renminbi (Effective Exchange Rates, 2010=100) 

Source: Bank of International Settlements 

Since then, it has risen by about 30 per cent, with only 

one interruption in the aftermath of the great financial 

crash. 

The new prices data suggest that the renminbi is now 

approximately fairly valued. Arvind Subramanian and 

Martin Kessler⁵ have already crunched the numbers, 

and have concluded that the average level of prices in 

China is almost exactly where it should be compared to 

the US, allowing for the economy’s relative level of 

development. Other methods produce slightly different 

results, but the conclusion that the currency is no 

longer substantially undervalued seems robust. 

In this respect, China has been a good global citizen in 

recent years, no doubt in part because a rising 

exchange rate helped with its domestic objectives by 

boosting consumption. The rising RMB has helped to 
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reduce the huge trade imbalance between the US and 

China, and taken some of the pressure off other 

emerging economies whose competitiveness was under 

threat.  

The inexorable rise in the RMB has also led to 

burgeoning “carry trades”, involving a surge in short 

term capital flows into the onshore market in mainland 

China. This has been a two-edged sword. It has 

provided a source of funding for the financial system, 

at a time when more credit was needed to disguise the 

stresses in the highly indebted local government and 

corporate sectors. But it also extended the internal 

credit bubble even further into unsustainable territory, 

and forced China to intervene even more heavily in the 

foreign exchange markets to keep the currency down. 

The rise in China’s foreign exchange reserves has acted 

like a form of quantitative easing in the global 

economy, since it results in purchases of government 

bonds in the developed markets. It may also have 

raised the euro against the dollar, because China has 

probably been diversifying its new reserve holdings 

away from the traditional American dominance. 

Finally, the large change in reserves has raised 

renewed US concerns about “currency manipulation”, 

even though it has stemmed from capital flows rather 

than from a rising trade surplus. 

In February, China decided that enough was enough. It 

suddenly drove the exchange rate down by several 

percent, and later widened the daily fluctuation bands 

from 1 percent to 2 percent. Although this was 

described as being part of a long-planned process to 

introduce more market forces into exchange rate 

determination, it probably had other objectives as well. 

At minimum, it was intended to reduce or eliminate 

the carry trade inflows into China. This reduction has 

already forced the central bank to ease onshore 

liquidity conditions to prevent serious financial 

stresses emerging. Reductions in banks’ reserve 

requirements may need to follow. 

Figure 2. A Sharp Reversal in the Renminbi Exchange Rate 

(CNY/US $)

 

Source: Haver Analytics 

But it is also likely that the authorities have recognised 

that further rises in the real exchange rate are neither 

desirable nor acceptable at the present time. Diana 

Choyleva at Lombard Street Research argues that the 

exchange rate is not merely “fairly valued”, but is in 

fact 15-25 per cent overvalued. 

Unit labour costs have been rising more rapidly than 

export prices, because companies have been unable to 

maintain margins as the exchange rate has moved 

higher. The squeeze on the corporate sector has led to 

a rise of 15 percentage points in the ratio of corporate 

debt to GDP in only two years. Diana writes that: 

 “Banks are giving out loans to firms to pay 

interest on old loans rather than for any 

productive activity … the real economy needs 

currency depreciation, but this could be lethal for 

the arbitrage and leverage games … the yuan 

could be China’s subprime.” 

Such a severe outcome is still far from inevitable. 

China has the foreign exchange reserves, and the 

internal fiscal space, to refinance the bad loans that are 

likely to emerge in its financial system, even on the 

worst assumptions about the property sector, where 

prices are now correcting sharply downwards. But 
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whether it can achieve all this without a further fall in 

the exchange rate, seems increasingly doubtful. 

How could China permanently reverse the upward 

pressure on the RMB from capital inflows? So far it has 

done it through foreign exchange intervention, but it 

will not wish to fuel still more concerns about currency 

manipulation. Another method, more in line with its 

desire to increase the role of market forces, and to 

promote the RMB as an international currency, would 

be to adjust further the direct controls imposed on 

capital outflows by domestic investors. 

China still has higher barriers to free capital 

movements than almost anyone else in the G20, but its 

regulators recently announced a “mutual stock access” 

plan,⁶ under which investors in Shanghai and Hong 

Kong will be permitted to buy foreign stocks in both 

directions across the border. The eventual demand to 

diversify Chinese portfolios by moving money abroad 

is likely to be very large. 

So far, the permitted amounts are small, but Goldman 

Sachs estimates that in the next few years, China’s 

demand for external assets might rise from the current 

20 percent of GDP to 90 per cent. That represents a 

potential outflow of about $6 trillion, as Chinese 

investors are permitted to diversify overseas. 

Until now, China’s exchange rate policy has resulted in 

massive official purchases of government bonds, 

mainly in the US. In future, these may be increasingly 

replaced by private sector purchases of equities and 

real estate, with the rest of Asia probably benefiting 

disproportionately. 

All this could represent a major change in the direction 

of global capital flows, and in the established order of 

global finance. 

 

 

 

Figure 3. Possible Scale of China’s Future Capital Flows 

Compared to the Annual Capital Inflow Into Major 

Geographical Regions

 

Source: Goldman Sachs Global Investment Research, Haver 

Analytics 
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Disclaimer 

Source: This article is based partly on material which appeared 

in an article by Gavyn Davies published in the Financial Times 

on May 4th.  

This material is for your information only and is not intended to 

be used by anyone other than you. It is directed at professional 

clients and eligible counterparties only and is not intended for 

retail clients.  The information contained herein should not be 

regarded as an offer to sell or as a solicitation of an offer to buy 

any financial products, including an interest in a fund, or an 

official confirmation of any transaction. Any such offer or 

solicitation will be made to qualified investors only by means of 

an offering memorandum and related subscription agreement. 

The material is intended only to facilitate your discussions with 

Fulcrum Asset Management as to the opportunities available to 

our clients. The given material is subject to change and, although 

based upon information which we consider reliable, it is not 

guaranteed as to accuracy or completeness and it should not be 

relied upon as such. The material is not intended to be used as a 

general guide to investing, or as a source of any specific 

investment recommendations, and makes no implied or express 

recommendations concerning the manner in which any client’s 

account should or would be handled, as appropriate investment 

strategies depend upon client’s investment objectives.  

Funds managed by Fulcrum Asset Management LLP are in 

general managed using quantitative models though, where this is 

the case, Fulcrum Asset Management LLP can and do make 

discretionary decisions on a frequent basis and reserves the right 

to do so at any point. 

Past performance is not a guide to future performance. Future 

returns are not guaranteed and a loss of principal may occur. 

Fulcrum Asset Management LLP is authorised and regulated by 

the Financial Conduct Authority of the United Kingdom (No: 

230683) and incorporated as a Limited Liability Partnership in 

England and Wales (No: OC306401) with its registered office at 

6 Chesterfield Gardens, London, W1J 5BQ. Fulcrum Asset 

Management LP is a wholly owned subsidiary of Fulcrum Asset 

Management LLP incorporated in the State of Delaware, 

operating from 767 Third Avenue, 39th Floor, New York, NY 

10017. 

© 2014 Fulcrum Asset Management LLP. All rights reserved. 

 


