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RMB Devaluation: Sometimes a Cigar is a Just a Cigar
By Jason M. Thomas
The search for deeper meaning in the People’s Bank of
China (PBOC) decision to devalue the renminbi (RMB) is
understandable given concerns about the quality of official
economic data and the opacity of government decisionmaking. It is not obvious, however, that the Chinese government’s decision to
devalue signals that
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to reflate the economy should be welcomed, and neither viewed as a provocation or a sign of
deeper malaise. Sometimes a cigar is just a cigar; investors
should beware of reading too deeply into the devaluation,
or seeking more elaborate narratives to explain it.
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Signs of an overvalued exchange rate are also evident
in balance of payments data. Over the past 12 months,
China’s foreign exchange reserves have fallen by nearly
$350 billion despite a current account surplus of more
than $200 billion over that time.3 The decline is partly
due to valuation losses on non-dollar portfolio holdings,
but mostly reflects the desire of Chinese households and
businesses to sell RMB and diversify into other currencies.
While such diversification is generally proscribed by capital
controls, foreign trade provides significant loopholes for
residents to send capital abroad. And as China embarks
on RMB internationalization and capital account liberalization, these “hot money” flows will become legally
sanctioned and take on greater significance for exchange
rate determination.

Evidence of an Overvalued Exchange Rate
Between 2004 and 2011, the RMB appreciated by 56%
against the U.S. dollar, in real terms, thanks to a 30%
nominal appreciation from the “crawling peg” instituted
in 2005 and a 25% increase in relative production costs.1
The RMB’s appreciation against the dollar was generally
consistent with the experience of other major currencies
during that period. Since 2011, however, most Asia-Pacific
and emerging market (EM) currencies declined relative to
the U.S. dollar while the RMB continued to strengthen, in
real terms, due to a de facto peg and higher inflation (Figure 1). Over the 12 months ending in July, stability against
the dollar has led the RMB to appreciate by an additional
15% to 25% against the currencies of key trading partners like the Japanese yen, Korean won, Australian dollar, and euro. This cumulative 30% real appreciation since
2011 has taken its toll on Chinese exports, which are now
growing at an annual trend rate of less than 1% (Figure 2).
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1 IMF, 2015 WEO Database. The GDP deflator is an imperfect proxy for factor costs, see: Bayoumi, T,
et al. (2013), “Measuring Competitiveness: Trade in Goods or Tasks,” IMF Working Paper.
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China’s Industrial Overcapacity...
Currency devaluation will not solve all of China’s problems,
nor is that policymakers’ objective. The main economic
challenge China faces today is industrial overcapacity, a
situation that stems from excessive investment in the wake
of the global financial crisis. Between 2008 and 2011,
real fixed investment grew at a 14% annual rate and
peaked at nearly 50% of China’s GDP. This countercyclical
spending allowed China to meet GDP growth targets at a
time when external demand collapsed. Between 2007 and
2013, the share of Chinese output consumed by the rest
of the world declined by 12 percentage points (from 35%
to 23%), as China’s growth model shifted from exports to
domestic investment.
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The legacy of this investment boom is evident today in
declining sales and profitability ratios. Since the end
of 2011, asset turnover among public companies has
declined by 20% (Figure 3); operating margins at the
same group of businesses have contracted by 15%, on
average; and the annual change in Chinese producer
prices has been negative for 41 consecutive months. China’s aggregate return on investment – the amount of real
GDP generated per unit of incremental fixed investment
– has roughly halved since the financial crisis, falling from
27.5% to 14.3% (Figure 4). These metrics paint a clear
picture of an economy with too much industrial capacity. A more competitive exchange rate could marginally
increase demand for Chinese products, and this outcome
would certainly be welcomed by policymakers, but any
improvement would be miniscule relative to the scale of
the overcapacity problem.
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...is the World’s Problem
The simplest way for Chinese authorities to deal with the
problem of overcapacity would be to accept a sharp deceleration in growth to allow time for the economy to absorb
past excesses. Perhaps ironically, such a strategy would
likely prove worse for China’s trading partners than RMB
devaluation. Over the past decade, Chinese growth has
been concentrated in areas like manufacturing, property
development, and infrastructure that require significant
amounts of energy, steel, industrial commodities, and
(largely U.S., German, and Japanese) high value-added
capital equipment. Resource-intensive growth made China
the key source of marginal demand for many commodities, which linked commodity prices and global industrial
capex to Chinese growth rates.
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Since 1996, the annual GDP growth rate in emerging market economies (EME) has been nearly 90% correlated with
annual changes in commodity prices (Figure 5). Increases
in commodity prices boost exports and incomes in commodity-exporting EMEs like Brazil, Colombia, Russia, and
South Africa and also stimulate new fixed investment in
mining, metals, and energy exploration and production.
As commodity prices cratered since 2013, incomes and
investment in EM economies have suffered. GDP growth
in EMEs since 2012 has fallen 3 percentage points below
its 2003-2011 average and continues to decelerate as
commodity prices soften further.
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As Chinese demand has slowed (Figure 7), the global capex
cycle has reversed. Carlyle portfolio data calibrated to the
Fed industrial production index suggest that orders for
capital equipment used in oil and gas production contracted by 20% in the first half of 2015 and continue to fall at
a 21% annual rate in August 2015. Orders for inputs used
to manufacture industrial drills declined 10% through the
first half of 2015 and are falling at an 18% annual rate.
Equipment rentals at copper, metallurgical coal, and iron
ore mines have dropped at an average annual rate of 30%
this year.9 Analysts now expect that equipment purchases
by mining businesses will contract by 36% over the next
two years, further extending the decline that began in
2012.10 Globally, capex is expected to fall by 1% in 2015 as
a 14% decline in spending among energy and commodities businesses offsets the projected 8% spending increase
by everyone else.11
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FIGURE 7

The surge in EM fixed investment between 2003 and 2012
created significant demand for excavators, trucks, metal
cutting tools, vacuums, compressors, transmissions, and
other capital equipment largely produced in advanced
economies like the U.S., Japan, and Europe. The North
American shale boom between 2009 and 2013 also augmented the sales of mining and energy-related industrial
equipment manufacturers. While the decline in the price
of oil is often viewed in the context of industry-specific
factors, the basic price trends closely resemble those of
other commodities (Figure 6). Besides being quoted in
dollars, the main common factor driving the price declines
in these disparate commodities is softening demand in
China, which has raised concerns that these markets are
oversupplied and led to a collapse in mining and energy-related fixed investment that has reverberated globally.

Chinese Industrial Demand Growth Implied from Portfolio Data12
Calibrated Growth Rate

Carlyle Index
25.0%

60.0
58.0

20.0%

Carlyle Index

56.0
54.0

15.0%

52.0
50.0

10.0%

48.0

Jul-15:
4.0% 5.0%

46.0
44.0
42.0

0.0%

Aluminum
Lead
Logs
Uranium
Coarse Wool
Cotton
Copper
Nickel
Nat Gas (Russia)
LNG (Indonesia)
Rubber
Tin
Coal (Aust)
Crude Oil
Iron Ore
-80%

-60%

-40%

-20%

May-15

Jan-15

Sep-14

Jan-14

May-14

Sep-13

Jan-13

May-13

Sep-12

Jan-12

May-12

Sep-11

Jan-11

Commodity Price Changes, 2013-20158

May-11

40.0

FIGURE 6

China Seeks Reflation, Not Competitive Advantage
Rather than a provocation that seeks to “steal” sales from
other economies, RMB devaluation should be interpreted
as part of a domestic reflation strategy. Chinese authorities
are likely to follow RMB devaluation with monetary stimulus through reductions in benchmark lending rates and
cuts the in required reserve ratio (RRR). In both cases, there
is ample scope for policy easing: one-year lending rates
are currently 4.85% and the RRR stands at 18.5%. The
problem is that without currency reform, monetary easing
would likely accelerate the pace of “hot money” outflows
and make further financial liberalization impossible in the
near term.
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9 Carlyle Analysis of portfolio company data.
10 Bloomberg Intelligence, Mining Sector, August 15, 2015.
11 Global capital spending to fall for 3rd straight year, S&P says, August 3, 2015.
12 Carlyle Analysis of Portfolio Company Data; National Bureau of Statistics.
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Exchange rates are thought to depend on parity conditions
governed by differentials in expected returns across economies. When a central bank reduces domestic interest rates,
the “equilibrium” exchange rate declines to compensate.
In an economy that “pegs” its currency to that of a trading
partner, the necessary adjustment in the exchange rate
cannot occur and capital flows out of the economy. Maintaining a pegged exchange rate, or tightly managed float,
forces the PBOC to choose between the (higher) interest
rates required to maintain parity against the U.S. dollar and
the (lower) interest rates necessary to stimulate domestic
demand.13

to limit the scale of depreciation until notional U.S. dollar
liabilities have been reduced to a manageable level.
Third, liberalization is made more difficult by the Chinese
stock market boom, which has left domestic equities
overvalued. The aggregate enterprise value of Chinese
listed companies finished Q2-2015 at 15.6x trailing twelve
months’ EBITDA. For Shanghai Composite constituents,
the multiple was 21.0x.19 Even after accounting for recent
stock market declines, multiples are still 15% to 25% above
statistical measures of “fair value” based on U.S. market
prices and differences in expected growth rates. Instead of
attracting funds and cushioning the impact of rate cuts,
the equity markets may exacerbate the problem of fund
outflows.

To increase freedom over domestic monetary policy, Chinese authorities may gradually relinquish control over the
currency. In its annual review of the Chinese economy, the
IMF suggested recent currency reforms were an important
step towards an “effectively floating exchange rate regime
within 2–3 years.”14 Such a transition will likely require an
additional modest devaluation later this year, followed by
further moderate depreciation in 2016 as the market-based
RMB quotation system is allowed to operate more freely.
Depreciation should pave the way for further cuts to policy
rates, reductions in RRRs, and more liberalization of interest
rates and financial flows that will improve growth prospects.

Conclusion
China is in the midst of a multi-year slowdown that has
been exacerbated by sharp real exchange rate appreciation
over the past year. The RMB devaluation and accompanying
currency reforms are a rational response to these problems.
Rather than attempting to gain a competitive advantage,
or “export” its problems to the rest of the world, China’s
currency reforms instead aim to increase domestic monetary autonomy and moderate the scale of the economy’s
deceleration. By stimulating demand for commodities and
related capex, China’s reflation strategy is likely to deliver
benefits to China’s trading partners far in excess of any
costs associated with RMB depreciation.

Three Implementation Risks to Monitor
Successful implementation of financial market reforms
is likely to be complicated by three factors. First, Chinese
households are significantly under-diversified globally,
which makes financial flows more sensitive to changes in
interest rates and expected exchange rates. At the end of
2014, Chinese residents’ foreign portfolio assets equaled
just $262 billion, or 2.5% of GDP.15 By comparison, foreign
assets in U.S. residents’ portfolios were equal to $9.56 trillion, or 55% of U.S. GDP.16 While these ratios are not directly comparable because the wealth/GDP of the U.S. is much
greater, they suggest that China’s capital controls have
created strong latent demand for foreign assets. The PBOC
may need to cultivate perceptions of a stable exchange rate
to keep outflows at a sustainable level, which means more
gradual easing.
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Second, a large downward move in the exchange rate could
create financial stability concerns given the large amount of
unhedged U.S. dollar borrowing by Chinese businesses. A
decline in the RMB increases the real cost of servicing Chinese businesses’ $1.1 trillion in outstanding U.S. dollar-denominated debt, as RMB-denominated revenues decline in
value relative to liabilities.17 The risk is especially acute in the
property sector, which borrows heavily in dollars but has no
source of dollar earnings.18 The PBOC has strong incentives

This material should not be construed as an offer to sell or the
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13 Glick, R. and Hutchinson, M. (2009), “Navigating the trilemma: Capital flows and monetary policy
in China,” Journal of Asian Economics.
14 “China’s Transition to Slower But Better Growth,” IMF Survey, August 14, 2015.
15 People’s Bank of China, December 31, 2014.
16 U.S. Bureau of Economic Analysis, December 31, 2014.
17 McCauley, R. (2015), “Global Dollar Credit,” Bank for International Settlements.
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