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L INTRODUCTION

The international community is no stranger to enforced undervaluation of currencies by
some countries. These experiences, it can reasonably be said, have generally been unpleasant,
have generated considerable controversy, and, when extreme enough, have put substantial strain
on trade and investment across national boundaries, even to the point of creating dangerous,
destructive imbalances and situations. The problem in the first place is that there are self-serving
gains, at least for a time, that a country will realize from engaging in this practice, albeit at the
expense of its trading partners, particularly increases in exports and foreign direct investment,
curtailment of imports, and consequently greater foreign exchange reserves, larger corporate
profits, and more employment than would be the case if the country allowed its currency to
reflect the market’s fundamentals of supply and demand.

This paper explores some of the recent history of this phenomenon and the international
efforts that have been made, beginning in World War II, to understand and discourage measures
that can be described by various names such as competitive currency depreciation, exchange-rate
undervaluation, and currency manipulation. What emerges from this review is the somewhat
curious picture of a global system that is relatively tolerant of competitive currency depreciation
despite the considerable damage that can result and that, on occasion, has resulted from such
behavior.

The basic thesis of this paper is that competitive currency depreciation is a hybrid in
nature — a national monetary measure that has a direct impact on international trade and
investment — and that regulatory efforts in this area accordingly should include international
oversight that takes this duality into account more fully than has been the case to date. During
and after World War II, the drafters of both the Articles of Agreement of the International
Monetary Fund (“IMF”) and the General Agreement on Tariffs and Trade (“GATT”) recognized
that no international trading system can function and prosper without a stable international
exchange system. The critical importance of this interrelationship was one of the central lessons
drawn from the stagnant economic conditions that prevailed globally between the two World
Wars, due in no small part to a number of countries’ enforced undervaluation of their currencies.

In establishing the IMF and implementing the GATT in the mid- and latter 1940s, the
international community took the first steps of putting in place an international framework for
dealing with competitive currency depreciation. This framework has been expanded upon to a
degree since then, but — in the absence for many years of rampant competitive currency
depreciation — has been little utilized and so remains largely untested, especially as to how the
IMF and the World Trade Organization (“WTO”) might collaborate to identify and address
particularly pronounced instances of exchange-rate undervaluation.

As Justice Oliver Wendell Holmes, Jr., wrote, all life is an experiment,l and what can be
seen as the unfinished work of the IMF and the WTO as to competitive currency depreciation
illustrates the point. Over the last decade or so, a number of countries, most notably the People’s

! Abrams v. United States, 250 U.S. 616, 630 ( 1919) (Holmes, J., dissenting).




Republic of China (“China”), have succumbed to the temptations noted above that are offered by
exchange-rate undervaluation. This activity by the Chinese government and others has occurred
on such a protracted and large scale that the issue of how best to deal with competitive currency
depreciation has come to the fore once again and assumed a renewed urgency. It is hoped that
this paper will shed light on what adjustments might most effectively be implemented to hold
competitive currency depreciation in check and to avoid a weakening of international trade and
investment like that in the 1930s between the two World Wars.

II. THE HISTORICAL BACKDROP

A. Exchange-Rate Undervaluation Between World War I and World War I1

As Professor Andreas Lowenfeld has remarked, an international legal regime governing
the conduct of states in regard to monetary affairs did not exist until the end of World War II,
whereas trade agreements by then had existed for many centuries.” This disparity or uneven
development perhaps is attributable to a longstanding, widely held view that the conduct of
monetary affairs more than international trade is a matter that properly falls within the sovereign
prerogative of each nation to oversee. In any event, the lack of an international legal regime for
monetary affairs had far-reaching consequences starting at the time of World War 1. In Professor
Lowenfeld’s words,

For about 35 years prior to the outbreak of World War I,
the major western countries — the United Kingdom, France,
Germany, and the United States — all tied their currencies to gold,
so that the rates of exchange among the franc, the mark, the pound,
and the dollar were essentially fixed. Many other states in effect
tied into what was known as the gold standard by linking their
currencies to one of the key currencies and keeping their reserves
either in gold or in one of those currencies. No international legal
obligation required adherence to the gold standard, and it collapsed
almost overnight at the start of World War 1. But though the era of
the gold standard was neither as long nor as smooth as it seemed in
retrospect, the period before World War I brought to the minds of
the planners of the post-World War II economy memories of fixed
exchange rates, great expansion of trade, and the growth of
transnational investment on a scale the world had not previously
seen.

By contrast, the period between World War I and Word
{sic} War II seemed like a nightmare. The pound floated against
the dollar from 1919 to 1925, while the dollar remained tied to
gold. Then Britain returned to gold .as well, pretty clearly at an
overvalued rate. The French franc floated — generally down — for

2 Andreas F. Lowenfeld, International Economic Law 500 and 500 n.1 (2003).



most of the 1920s, then was linked to gold, first de facto and then
de jure, accompanied by a variety of exchange controls. Both the
franc and the pound, it seems, were sustained by large capital
exports from the United States; when these ceased at the close of
the decade, Great Britain suspended gold payments, France did
not. The United States abandoned the gold standard as one of the
first acts of the Roosevelt presidency, and rejected a proposed
dollar-franc-pound  stabilization proposal at the ILondon
International and Monetary Conference of 1933, which broke up in
disarray. As trade contracted sharply and unemployment increased
worldwide, each of the major countries tried to use competitive
devaluations, multiple exchange rates, trade restrictions, subsidies,
and controls of various kinds to divert economic distress abroad.’

With so many countries taking these monetary actions that had such widespread and
negative repercussions, it is not surprising that statutory provisions and remedies were used by a
number of countries under their domestic laws to address at the national level the impact of these
various currency practices on international trade. In effect, these national laws represented
countries’ initial, uncoordinated attempts to fill the vacuum caused by the absence of an
international legal regime for exchange matters. These individual national efforts underscored a
generally perceived need to curb competitive currency depreciation and also revealed a certain
international consensus that additional duties on imports from a country with an undervalued
currency could serve as a viable means to that end. The review following illustrates by way of a
brief survey how competitive currency depreciation was considered in the time between the two
World Wars as either a countervailable subsidy or a type of dumping.

1. Treatment by the United States of Exchange-Rate Undervaluation As
a Subsidy '

In E.W. Woolworth Co. v. United States, 28 CCPA 239 (1940) (“Woolworth™), the U.S.
Court of Customs and Patent Appeals was presented with a situation in which Woolworth had
imported into the United States in August 1936 some china tableware from Germany and had
paid its German supplier in reichsmarks. At the time, the Exchange Control Board and the
Foreign Exchange Bureau of Germany’s government distinguished between and established
different rates of exchange for free-exchange (or free) reichsmarks and registered reichsmarks.
Under German law, the value of free reichsmarks was arbitrarily set at $0.4033/free reichsmark,
which was the declared gold value of the standard gold reichsmark, but the value of registered
reichsmarks was set at a much lower rate of about $0.21/registered reichsmark. As allowed and
controlled by the German government, Woolworth bought both some free reichsmarks and some
registered reichsmarks, with the latter purchased by Woolworth — under conditions established
by the Reichsbank (the federal bank of the German government) — from the Chase National Bank
in New York City and deposited in Woolworth’s account in the Deutsche Bank of Germany at an
average cost to Woolworth of just $0.2142/registered reichsmark. Woolworth then sought and

3 Id. at 500-501 (footnote omitted).



received a permit from the Reichsbank and its corporation, the Treuhand-Gesellschaft, to apply
some of the registered reichsmarks against the German china tableware being bought by
Woolworth. See Woolworth, 28 CCPA at 244-245.

In buying the china tableware for 2,716.25 reichsmarks (the equivalent of $1,095.46 in
U.S. currency at the declared exchange rate of $0.4033/free reichsmark), Woolworth paid
271.625 free reichsmarks (10 percent of the total cost in reichsmarks) that Woolworth had
purchased at a cost of $0.4033/free reichsmark, or $109.54, and the 90-percent balance of
2,444.625 registered reichsmarks at an average cost to Woolworth of $0.2142/registered
reichsmark or $523.64. The total cost to Woolworth for the 2,716.25 reichsmarks in U.S. dollars
was consequently $633.18 ($109.54 + $523.64) or an average of $0.2331/reichsmark. After
rounding, Woolworth thus paid approximately $461.41 less for the combination of free and
registered reichsmarks than if the china tableware had been bought only with free reichsmarks
($1095.46 - $633.18). See Woolworth, 28 CCPA at 245-246.

Also importantly, (a) had the export transaction been consummated entirely in free
reichsmarks, the German seller would have been entitled to an export subsidy directly from the
German government, see Woolworth, 28 CCPA at 247; (b) the German seller knew beforehand
that he was to be paid by a combination of fully valued free reichsmarks and depreciated
registered reichsmarks and priced the china tableware accordingly at a higher price in marks than
if payment was to have been completely in free reichsmarks, see Woolworth, 28 CCPA at 247,
and (c) once paid by Woolworth, the previously depreciated registered reichsmarks were worth
the same to the German seller as the fully valued free reichsmarks. See Woolworth, 28 CCPA at
246.

Under these circumstances, upon importation of the china tableware into the United
States, U.S. Customs suspended liquidation of the entry and required a deposit of estimated
countervailing duties of $461.41 under section 303 of the Tariff Act of 1930. These steps were
taken pursuant to a decision issued by the Secretary of the Treasury, Henry Morgenthau, on June
4,1936. See Woolworth, 28 CCPA at 246-247.

Affirming the Customs Court’s decision in F.W. Woolworth Co. v. United States, 3
Customs Court Reports 236 (1939), which had upheld assessment of countervailing duties, the
Court of Customs and Patent Appeals observed,

It is not possible to escape the conclusion from the record
that the German Government by various devices and through
different authorized governmental agencies was seeking to aid its
manufacturers in invading foreign markets with their goods to
compete in such markets with domestic producers. To this end
various devices and practices were resorted to by and with the
authority, encouragement, and aid of the German Government.
Among such was the control of the registered marks and the
limitations placed upon their use.

As has been said, concededly a bounty would have
followed the payment of the total purchase price in free marks. It



seems clear that, since the registered marks which were used
became immediately worth the same to the manufacturer as free
marks, the identical ultimate result in dollars and cents was
obtained. In the one instance a direct bounty would have been
paid; in the other the result was reached indirectly.

Woolworth, 28 CCPA at 248.

At least in the instance of Woolworth, therefore, the U.S. Department of the Treasury, as
the administering authority at the time of the U.S. countervail law, was found to have acted
lawfully in collecting countervailing duties on imports of china tableware that had been
subsidized by the German government’s reliance upon multiple exchange rates and, in particular,
upon a depreciated rate of exchange when exports from Germany were involved.”

* In this connection, the subsequent case of United States v. Hammond Lead Products, 58 CCPA
130, cert. denied, 404 U.S. 1005 (1971) (“Hammond Iead”), also should be mentioned. A
majority of the Court of Customs and Patent Appeals ultimately held there on jurisdictional
grounds as a matter of statutory construction that the assessment of countervailing duties could
only be made with the acquiescence of the Treasury Department under section 303 of the Tariff
Act of 1930 and could not take place under section 516(b) of that Act as the result of an
American manufacturer’s protest to the courts of a decision by the Secretary of the Treasury as to
the classification or rate of duty for imported merchandise like that produced or sold at wholesale
by the American manufacturer. The Court noted that this question was a novel and momentous
one, “. . . fraught with consequences as to the control of the executive branch over the foreign
relations and foreign policy of the United States.” Hammond Lead, 58 CCPA at 134. Perhaps
for this reason, and as a way of punctuating the majority’s view that control of the countervailing
duty statute should rest with the executive branch, the Court went on to state in dictum that

{n}othing, at least in the short range, stimulates exports
more than a devaluation of the currency. After devaluation, the
exporter gets more home currency for each article he exports, and
with it can purchase more goods and services at home, and he
obtains these benefits largely at the expense of the producer for the
home market who now gets paid in devalued currency. Yet we do
not assess countervailing duties against countries because they
devalue their currencies. Why not? The only valid reason is that
these devaluations have been encouraged by our government, in
the effort it has expended since Bretton Woods for a worldwide
system of freely convertible currencies.

Hammond Lead, 58 CCPA at 138. It is submitted that, in addition to being dictum that was not
needed for resolution of the issue before the Court, this passage does not seem to have taken into
account the Court’s decision in Woolworth, 28 CCPA at 248 (even though that case is cited
generally at 58 CCPA at 135), that a devalued currency affecting exports was properly found by
the Treasury Secretary to be a countervailable bounty or grant. Moreover, as discussed further
below, the accuracy of the Court’s claim about devaluations being consistent with the purpose of

(...continued)




2. Other Countries’ Treatment of Exchange-Rate Undervaluation As
Actionable Dumping

The other and more common way in which countries reacted between World War I and
World War II to counteract competitive currency depreciation’s negative influence on
international trade was by means of antidumping duties. During 1933 as Congress was weighing
possible amendments to the U.S. antidumping duty law, the United States Federal Trade
Commission (“FT'C”) conducted a study on this subject, which study was published in early
1934 as a Senate Document.” The FTC’s Report contains a detailed section devoted to
“exchange dumping,” as opposed to other kinds of dumping, and gives a picture of the
considerable extent to which currency undervaluation was actionable under the antidumping
laws of a series of countries other than the United States.®

Almost all countries that have passed antidumping
legislation, with the exception of the United States, have included
provisions to prevent exchange dumping or the importation of
goods from foreign countries with depreciated currency. In some
cases this is the only form of dumping for which duties are
imposed, and in a number of countries it has been the most
important part of the antidumping administration.

The exchange situation after the World War {World War
I}, and especially depreciation of currency in Germany, served as
immediate cause for a number of laws and regulations, including
those in Great Britain and the Colonies, Belgium and Spain. The
lowering of currency values during the recent depression period
led to further steps in Europe and in Argentina, and renewed
activity in Canada.

(...continued)
Bretton Woods and encouraged by the United States is open to question. As already remarked,
competitive currency depreciation was seen very logically in a negative light at Bretton Woods.

> Antidumping Legislation and Other Import Regulations in the United States and Foreign
Countries — Report Prepared for the Federal Trade Commission by the Export Trade Section of
the Commission Relative to Antidumping Legislation and Other Import Regulations in the -
United States and Foreign Countries, S. Doc. No. 112, 73d Cong., 2d Sess. (Jan. 11, 1934) (“the
FTC’s Report”).

® Whether the impact of currency undervaluation on international trade is better addressed as a
countervailable subsidy or as actionable dumping (or as neither) is a question that remains
unsettled to this day. In the latter 1930s, as shown, the United States opted for the subsidy
approach, while a number of other nations chose the dumping approach. Whether both
countervailing and antidumping duties should be employed to offset currency undervaluation
also is a debated proposition, but this methodology does not appear to have been adopted by any
country to date.



The laws vary, some provide for duties equal to the
currency depreciation, but the later measures have sought to
equalize costs of production. If the currency of a country is low
and prices and wages have not risen, the workers are paid amounts
equivalent to the lower currency price, and costs of production are
therefore low. But if the rise in internal prices and wages has kept
pace with the depreciation of currency, then the cost of production
is not low and there is less need for special duties.

The FTC’s Report, S. Doc. No. 112, 73d Cong., 2d Sess. at 9-10 (parenthetical material added).

After this introduction, the FTC’s Report gives an overview of the treatment of exchange
dumping in the antidumping laws of Great Britain, Canada, Australia, New Zealand, South
Africa, Spain, Belgium, France, Germany, Yugoslavia, Czechoslovakia, and Argentina.” The
FTC subsequently added Italy to the list of countries that countered exchange dumping with
additional duties® and noted that Cuba was contemplating doing so.’

In addition to the fact that so many countries that were major international traders at that
time made provision in their trade laws to offset exchange dumping due to depreciated currencies
by means of additional duties, it is interesting and worthwhile to consider some of the ways that
currency undervaluation was determined and measured in the first place. What is striking in this
regard is not only the range of the means selected for doing so, but also the different procedures’
relative degrees of precision or, perhaps more aptly put, transparency. Thus, for example —

. Under Great Britain’s act of 1921, additional duties for exchange dumping were imposed
on imports if the exporting country’s currency was depreciated by 33% percent or more of the
par value of the exchange.'”

1 In the case of Canada’s 1922 act, circulars issued in 1922 designated Germany, Austria,
Hungary, Russia, Czechoslovakia, and the Kingdom of the Serbs, Croats, and Slovenes as
countries with undervalued currencies — apparently without any accompanying calculations —
and set the amount of special duties as the difference between (a) the imported product’s lower
price in Canada due to the exporting country’s undervaluation of its currency and (b) the price
prevailing for similar goods either in the United Kingdom (the mother country) or, if there was

’ The FTC’s Report, S. Doc. No. 112, 73d Cong., 2d Sess. at 10-13. Also cited by the FTC as
responses to currency undervaluation in lieu of antidumping duties were import licensing of
certain products by Switzerland and the Netherlands and import prohibitions on luxury articles
by Norway and Denmark. See The FT'C’s Report, S. Doc. No. 112, 73d Cong., 2d Sess. at 12.

§ Annual Report of the Federal Trade Commission for the Fiscal Year Ended June 30, 1934, at
114 (1934) (“the FTC’s Fiscal Year 1934 Report™).

° Annual Report of the Federal Trade Commission for the Fiscal Year Ended June 30, 1935, at
113 (1935). ' :

10 The FTC’s Report, S. Doc. No. 112, 73d Cong., 2d Sess. at 10.



no manufacture or production in the United Kingdom, with reference to the price for similar
goods that would be paid in any European country with a “normal currency.”"!

. Under Australia’s law of 1921, after inquiry and report by the Tariff Board that the
currency of the exporting country was depreciated less than one-twelfth of its normal par value
as compared with the pound sterling, a further duty would be charged equal to the difference
between (a) the landed cost of the import into Australia adjusted to include the normal tariff and
an amount for profit computed by the Australian authorities and (b) the Australian wholesale
price of similar goods of Australian origin.12

. New Zealand’s law of 1921 treated another country’s currency as depreciated if the
commercial or banking value of that currency in relation to New Zealand’s currency was less
than the value of the other country’s currency in accordance with the mintage rate of exchange.
The amount of depreciation and a corresponding “special duty” could be determined either by
reference to any invoice or other verified evidence of the value of the goods imported into New
Zealand or in any other manner directed by New Zealand’s administering officials."?

. South Africa’s Act of 1925 originally called for an exchange dumping duty equal to the
difference between (a) the export price of goods imported into South Africa from a country with
a depreciated currency and (b) the export price of similar, undumped goods imported into South
Africa from a country whose currency in relation to South Africa’s currency was not depreciated
by more than 5 percent. In 1931, South Africa’s 1925 act was amended so that whether the
exporting country’s currency was considered depreciated was resolved by the South African
authorities in relation to the value of South Africa’s currency. Once the extent of any such
depreciation was computed, the exchange dumping duty was figured as the difference between
(a) the f.0.b. cost at the foreign port of the goods imported into South Africa expressed in South
Africa’s currency and (b) that cost in the exporting country’s currency converted into South
Africa’s currency at the rate of exchange found by the South African authorities not to be
depreciated. The amount of the exchange dumping duty was capped so as not to exceed one-half
of the value of the imported goods.'* :

. Under Spain’s law of 1921 and Belgium’s law as early as 1920, exchange dumping duties
were established through systems of “coefficients” that varied by tariff class and group and that
were expressed as percentages. The FT'C’s report does not explain how these “coefficients” and.
their percentages were computed. These percentages were applied against the difference
between (a) the par rate and (b) a monthly average rate of exchange between the exporting
country’s currency and Spain’s (or Belgium’s) currency. The resulting figure was the percentage
by which the regular duty was to be increased.'® :

11&
21d. at 11.
13&
14_I_d_.
P 1d. at 12.



. France introduced in early 1931 an “exchange compensation surtax” to counter the effect
on imports’ prices of foreign currencies’ depreciation from their legal par. In a decree in
December 1931, France revised its initial methodology so that the focus of the exchange surtaxes
was on offsetting the effect of currency depreciation on the manufacturing costs of foreign
products. This goal was achieved by calculating the difference between (a) the product’s present
price in the exporting country expressed in gold and (b) the price in force in the exporting
country with its currency depreciated. Under this 1931 decree, the French government applied
its “exchange compensation surtax” against products from twenty-four countries at rates from 7
to 25 percent.16

. In January 1932, not long after the French decree in December 1931, Germany issued an
emergency decree of its own that authorized an “equalization surtax” on goods imported into
Germany from countries with currencies below gold parity.'”

o In brief fashion, the FTC also mentioned the authority in Yugoslavia’s 1921 act and in
Czechoslovakia’s 1927 act to levy exchange dumping duties and an Argentine decree in August
1931 listing the rate of exchange as a factor to be taken into account in meeting competition
harmful to production in Argentina.'®

At least two observations can be made from the foregoing review. First (expressed in
Justice Holmes’ frame of reference), during the time between the two World Wars there was a
great deal of experimentation by a significant number of countries with their respective domestic
laws — accompanied by considerable inconsistency between and among those laws — as to how
exchange dumping should be defined and calculated. Almost surely because competitive
currency depreciation was being practiced on an unprecedented scale and was generating such
widespread damage to international trade, many important trading nations felt an imperative to
take corrective action against undervalued imports into their territories at the same time that a
good number of them were undervaluing their own currencies to aid their exports. Governments
were flailing about and complicating an already terribly chaotic situation in which virtually
everyone was complicit. Second, the FTC’s descriptions of these countries’ laws in its 1934
report suggest that exactly how countries arrived at the conclusion that another country’s
currency was depreciated was left in large part to the discretion of the importing country’s
authorities and that the methodologies underlying the findings of currency undervaluation
frequently were largely unclear and unspecified.

With these national initiatives in mind and evidence of the Great Depression and the two
World Wars still painfully present and vividly remembered, the drafters of the IMF’s Articles of
Agreement and the General Agreement on Tariffs and Trade commenced their task of creating an
international monetary and trading order.

16 1d. at 12-13.
71d. at 13.
18 Id,



B. Efforts Commencing in World War II to Build an International Framework
for Dealing With Exchange-Rate Undervaluation

1. A Sense of Urgency Prompted by the Great Depression and the
Second World War

From the outset of the drafting of the IMF’s Articles of Agreement and the General
Agreement on Tariffs and Trade during and immediately after World War II, the international
* community was acutely aware that competitive currency depreciation and high tariff and non-
tariff barriers can have devastating effects on national economies and international trade and
investment. Searing memories of the Great Depression in the 1930s and of Japan’s aggressive
push for a Greater East Asia Co-Prosperity Sphere as a way of securing raw materials for
Japanese industries were fresh in the minds of those persons who were involved in crafting the
post-war international monetary and trading system. Among the principal lessons drawn from
these terrible experiences was the recognition that orderly exchange arrangements are integral to
the facilitation of desirable international trade and investment.

The interdependent nature of monetary matters and international trade and investment
were perhaps best captured by Harry Dexter White, the primary architect for the United States of
the International Monetary Fund along with John Maynard Keynes for Great Britain. Writing in
the latter stages of World War II, White observed that the lowering of barriers to international
trade, “. . . cannot be done until there is assurance of orderly exchange rates and freedom in
exchange transactions for trade purposes. A depreciation in exchange rates is an alternative
method of increasing tariff rates; and exchange restriction is an alternative method of applying
import quotas.”]9 Expanding on this critical bond between international trade and stable and
strong exchange rates, as opposed to rigid and brittle exchange rates, White remarked,

The world needs assurance that whatever changes are made
in exchange rates will be made solely for the purpose of correcting
a balance of payments which cannot be satisfactorily adjusted in
any other way. The world needs assurance that exchange
depreciation will not be used as a device for obtaining competitive
advantage in international trade; for such exchange depreciation is
never a real remedy. It inevitably leads to counter measures, and
the ultimate effect is to reduce the aggregate volume of trade. This
is precisely what happened in the period of the 1930’s when
competitive exchange depreciation brought wider use of import
quotas, exchange controls and similar restrictive devices.?

YHUD. White, “The Monetary Fund: Some Criticisms Examined,” 23 Foreign Affairs 195, 208
(1944-45).

0 14d. at 199.
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Along the same lines, and emphasizing that change from the old order was indispensable,
Lord Keynes remarked in his “Proposals for an International Currency (or Clearing) Union,”
dated February 11, 1942, “It has been suggested that so ambitious a proposal is open to criticism
on the ground that it requires from the members of the Currency Union a greater surrender of
their sovereign rights than they will readily concede. But, in the present version of the plan, no
greater surrender is required than in any commercial treaty. . . . Surely it is an advantage, rather
than a disadvantage, of the scheme that it invites the member States and groups to abandon that
licence to promote indiscipline, disorder and bad-neighbourliness which, to the general
disadvantage, they have been free to exercise hitherto.””' In his subsequent “Proposals for an
International Clearing Union,” in April 1943, Lord Keynes stated, “We need an orderly and
agreed method of determining the relative exchange values of national currency units, so that
unilateral action and competitive exchange depreciations are prevented.”® And in another
observation around this time Lord Keynes added, “It is quite true that in some quarters the
feeling might prevail that freedom to manipulate the value of currency is an important instrument
of government. But clearly, if this view is pressed, it stands in the way of all currency
agreements whatever.”*

While the foregoing comments were made at a time when the world was still on the gold
standard and international flows of private capital were restricted, the interrelationship of which
Harry Dexter White and John Maynard Keynes spoke remains just as vital today as then and, if
anything, is more essential due to the phenomenal expansion of international trade and
investment that has taken place since the end of World War IL>* Unless exchange rates reflect

21 3. Keith Horsefield (ed.), “The International Monetary Fund, 1945-1965: Twenty Years of
International Monetary Cooperation, Vol. III: Documents,” at 13-14, ] 49, 50, and 52 (IMF,
1969).

22 J. Keith Horsefield (ed.), “The International Monetary Fund, 1945-1965: Twenty Years of
International Monetary Cooperation, Vol. IIIl: Documents,” at 20 (IMF, 1969).

? Quoted in Sir Joseph Gold, “Exchange Rates in International Law and Organization,” at 27
(ABA 1988).

2 Robert Solomon, for many years the top international economist at the U.S. Federal Reserve
Board until his retirement in 1976, eloquently and succinctly put this notion as follows:

A well-functioning monetary system will facilitate international
trade and investment and smooth adaptation to change. A
monetary system that functions poorly may not only discourage the
development of trade and investment among nations but subject
their economies to disruptive shocks when necessary adjustments
to change are prevented or delayed — much as an earthquake is said
to represent a sudden release of subsurface tensions that build up
as edges of geological plates first lock and then slip as they shift in
relation to each other. So the international monetary system
matters because it affects the ways in which nations impinge on
each other and in which they manage their economic
interdependence.

(...continued)
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the market’s fundamentals of supply and demand, mutually acceptable reductions in tariff and
non-tariff barriers will likely not be negotiated successfully or, if agreed to by the parties, will be
undercut and negated to the extent that governmental actions insulate the setting of exchange
rates from market forces and result in currencies that are fundamentally misaligned. Messrs.
White and Keynes and their colleagues were on the mark in concluding that orderly, market-
oriented exchange rates and a certain ceding of national sovereignty over monetary measures are
of paramount importance to the efficient functioning of the international trading system.

2. International Monetary Reform

a. Focus on Orderly Exchange Arrangements and the Bretton
Woods’ Par-Value System

From its very beginnings, the IMF’s charter has expressed that one of the IMF’s purposes
1s “[t]Jo promote exchange stability, to maintain orderly exchange arrangements among members,
and to avoid competitive exchange depreciation.”® As Harry Dexter White elaborated on this
goal,

Stability of exchange rates is not, however, identical with rigidly
fixed rates that cannot be changed under any circumstances. The
difference between stability and rigidity in exchange rates is the
difference between strength and brittleness. It is the difference
between an orderly adjustment, if conditions warrant it, and
eventual breakdown and painful adjustment. The assumption that
rigidly fixed exchange rates are always advantageous is no longer
held to be axiomatic. It is true that if countries permit wide
fluctuations of exchange rates in response to temporary changes in
their balance of payments, the level of international trade and
international investment will be adversely affected. But when the
economic position of a country shifts because major factors have
affected the world’s demand for its exports, the proper remedy may
be an adjustment in exchange rates.”

In the IMF’s original Articles of Agreement, therefore, Article IV headed “Par Values of
Currencies,” in its Section 4 on “Obligations regarding exchange stability” read,

a. Each member undertakes to collaborate with the Fund to
promote exchange stability, to maintain orderly exchange

(...continued)
Robert Solomon, “The International Monetary System, 1945-1976,” at 7 (1977) (footnote
omitted). ‘ :

2> Article I(iii) of the IMF’s Articles of Agreement.

X H1D. White, “The Monetary Fund: Some Criticisms Examined,” 23 Foreign Affairs 195, 199
(1944-45) (emphasis in the original).
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arrangements with other members, and to avoid
competitive exchange alterations.

b. Each member undertakes, through appropriate measures
consistent with this Agreement, to permit within its
territories exchange transactions between its currency and
the currencies of other members only within the limits
prescribed under Section 3 of this Article [on foreign
exchange dealings based on parity]. A member whose
monetary authorities, for the settlement of international
transactions, in fact freely buy and sell gold within the
limits prescribed by the Fund under Section 2 of this
Article [on gold purchases based on par values] shall be
deemed to be fulfilling this undertaking.”’

With the best of intentions by the negotiators, there was created at Bretton Woods, New
‘Hampshire, in 1944 a par-value system of exchange rates to be overseen by a newly established
International Monetary Fund. The hope was that this arrangement would encourage the
expansion of international trade by promoting stable and orderly exchange rates and fair

currency standards.®

Under the Bretton Woods system, each member undertook
to maintain the par value of its currency, that is, a central value in
terms of gold, the ultimate standard of value of the system. In
practice, the United States came to play a unique role in managing
this system. That was not only because it retained gold
convertibility for dollars held by foreign central banks and had
initially (with Britain) half the total votes, but also because of the
overwhelming strength of the dollar. In the immediate aftermath
of the war, the crippled economies of Europe and Japan needed
vast imports and could export very little. The United States had
emerged from the war with an immense productive capacity and
national wealth, including its reserves of monetary gold. * * *
Thus the dollar became the world’s principal reserve asset and the
United States could create international money by expanding its
short-term liabilities to the rest of the world. The stability of the
monetary system came to depend on the management of the United
States’ monetary policy and, by implication, her economy.29

" The IMF’s original Articles of Agreement are available at www.imfsite.org/origins/originall.
html.

28 Fred M. Vinson, “After the Savannah Conference,” 24 Foreign Affairs 622, 623 (1945-46).

? “North-South: A Program for Survival, The Report of the Independent Commission on
International Development Issues Under the Chairmanship of Willy Brandt,” at 202-203 (1980).
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Even though the pre-war reliance by the international community on gold was continued,
the par-value system was a radical departure from the principle that each country had unlimited
authority over its currency’s exchange rate.>® Moreover, as set forth in Article IV, Section 5 of
the IMF’s original Articles of Agreement,” a member was allowed to propose a change in the
par value of its currency only to correct “a fundamental disequilibrium,” a concept that is not
defined by the Articles of Agreement and that has never been officially defined by the IMF,*
and only after consultation with the IMF.*® The subject of how the IMF should treat proposals to
revalue was very controversial, with the United States favoring exchange stability and the IMF’s
authority over members and with Britain emphasizing exchange elasticity and members’ rights
against the IMF.>* The actual experience with changes in par value to the end of the 1950s has
been described as follows:

Par value changes had not been frequent. The general devaluation
of 1949, initiated by Britain and followed in varying degrees by
other countries, was looked upon as exceptional, representing a
one-shot adjustment to postwar conditions and, in fact, was
strongly encouraged by the United States. After that, Canada
decided in 1950 to let its currency float, and France devalued in
two steps in 1957-58. No other industrial country changed its par
value. Par value changes and multiple currency practices occurred
much more often among developing countries, in cases where
inflation was rapid or where the terms of trade moved adversely.*

0giry oseph Gold, “Exchange Rates in International Law and Organization,” at 28 (ABA 1988).

3! The IMF’s original Articles of Agreement are available at www.imfsite.org/origins/originall.
html.

32 Robert Solomon, “The International Monetary System, 1945-1976,” at 12 (1977).

33 One other variation of the par-value system worth mentioning is the “scarce-currency” clause
in Article VII of the IMF’s original Articles of Agreement. Under this provision, if a member
ran excessive trade surpluses and its currency became undervalued, the IMF could formally
declare that member’s currency to be scarce, in which event other members were authorized,
after consultation with the IMF, to impose temporarily limitations on the freedom-of-exchange
operations in the scarce currency. Article VII was borne of concern that the United States’
preeminent position as the world’s supplier and economic power in the early post-war period
would lead to its accumulation of enormous amounts of foreign reserves and a shortage of U.S.
dollars for other countries, but Article VII was not functional, was never invoked, and was
abolished. See Statement of C. Fred Bergsten, “China’s WTO Compliance and Industrial
Subsidies,” at 89 (Hearing Before the U.S.-China Economic and Security Review Commission,
Apr. 4, 2006); and Robert Solomon, “The International Monetary System, 1945-1976,” at 13
(1977). :

3 SirJ oseph Gold, “Exchange Rates in International Law and Organization,” at 31 (ABA 1988).
35 Robert Solomon, “The International Monetary System, 1945-1976,” at 30 (1977).
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For approximately twenty-five years after World War II, bolstered by the Bretton Woods
system, rapid and yet relatively stable economic expansion was achieved around the world.
During this timeframe, Japan and European countries gradually regained their economic health
and strength, multinational corporations made great strides, and restoration of currency
convertibility and growth of domestic liquidity in industrialized countries increased the volume
of funds that could be transferred internationally.36

By 1968, however, it was apparent to U.S. officials as well as to others that there was
need for more flexibility in exchange rates than the par-value system was allowing.”” The United
States’ balance-of-payments deficit and inflation were rising, and with the United States unable
to change its own exchange rate, the only alternative was to seek revaluation of the U.S. dollar
relative to other currencies. Countries like Germany, Japan, and Italy had very large trade
surpluses. France was in deficit and confronted by the major political question of whether to
devalue the franc. A widespread view was taking root that a way was needed for countries
routinely and in a de-politicized procedure, without endangering the prestige of their
governments, to be able to make “small and frequent” changes in their exchange rates.’® As part
of this process and as a first step toward the “banalization” and dethroning of gold as the IMF’s
ultimate standard of value,” the IMF’s Articles of Agreement were amended in July 1969 (the
“First Amendment”) to introduce the Special Drawing Right (“SDR”) as the IMF’s unit of
account and also as an unconditional line of credit for participating members.*’

b. End of the Bretton Woods’ Par-Value System in 1971, the
International Monetary Fund’s 1977 Surveillance Decision,
and 1978’s Second Amendment to the International Monetary
Fund’s Articles of Agreement

3¢ “North-South: A Program for Survival, The Report of the Independent Commission on
International Development Issues Under the Chairmanship of Willy Brandt,” at 203 (1980).

37 While the par-value system was not truly a system of “fixed” exchange rates, exchange-rate
adjustments were not undertaken lightly, and temporary and cyclical imbalances were addressed
by means of reserves or borrowing from the IMF and were to be corrected by policies other than
exchange-rate adjustment. Robert Solomon, “The International Monetary System, 1945-1976,”
at 12 (1977). '

38 1d. at 168.
39 1d. at 313.

0 James M. Broughton, “The International Monetary Fund, 1979-1989: Silent Revolution,” at
xvii-xviii (IMF, 2001). Since July 1969, the IMF’s lending commitments accordingly have been
specified in SDRs, and disbursements have been made either in SDRs or in convertible
currencies. The SDR initially was defined as the equivalent of the gold value of one U.S. dollar,
but in 1974 was redefined as a basket of sixteen currencies, and in 1981 this basket was reduced
to five currencies. Id.
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On August 15, 1971, after several years of growing speculative selling of U.S. dollars,
increasing demand by private parties for gold, and a steep decline in the United States’ gold
reserves, the United States suspended the convertibility of the U.S. dollar into gold and so
terminated the Bretton Woods’ par-value system.41 Thereafter, an attempt was made in the
Smithsonian Agreement of December 18, 1971, to establish an orderly structure of fixed
exchange rates, although without reliance upon the IMF’s exchange-rate provisions of the par-
value system, as a stopgap until the Articles of Agreement could be amended.* In the spring of
1972, the “Committee of Twenty” (with nine developing countries among its members) was
established by the IMF to address reform of the international monetary system. At the insistence
of the United States, the Committee of Twenty’s mandate included related matters to ensure that
arrangements regarding trade and investment would be consistent with the aims of monetary
reform.”> In March 1973, as the Committee of Twenty continued its deliberations, the
Smithsonian Agreement’s temporary structure collapsed under an onslaught of speculative
movements of funds that two devaluations of the U.S. dollar were not able to deter.*

The Committee of Twenty completed its work in June 1974 by issuing an Outline of
Reform that, among other things, suggested the creation of an Interim Committee of the IMF’s
Board of Governors to carry forward the work of reform. This Interim Committee was duly
established by the Board of Governors in October 1974 at the IMF’s annual meeting. Between
October 1974 and January 1976, the Interim Committee and the Executive Board of the IMF
addressed several major subjects, among them the exchange-rate regime, and the IMF’s
Executive Board also completed an extensive revision of the IMF’s Articles of Agreement.®
After considerable diplomatic and legal activity and analysis, the Interim Committee agreed on
the text of the amended Articles of Agreement (the “Second Amendment”), in a meeting held in
January 1976 in J amaica.*®

As relevant, the so-called Jamaica Agreement accepted the fait accompli that had
emerged after the breakdown of the Bretton Woods’ system in August 1971 and permitted
members to accept the exchange arrangements of their choice while giving the IMF the role of
carrying out surveillance of members’ exchange-rate policies and adopting specific principles to
guide members in regard to those policies.47 Over time, the IMF’s members have opted for a
range of different exchange arrangements from hard-peg regimes to floating regimes to

* See “North-South: A Program for Survival, The Report of the Independent Commission on
International Development Issues Under the Chairmanship of Willy Brandt,” at 204-205 (1980.

*2 Sir Joseph Gold, “Exchange Rates in International Law and Organization,” at 62 (ABA 1988).
3 See Robert Solomon, “The International Monetary System, 1945-1976,” at 224 (1977).

* Sir Joseph Gold, “Exchange Rates in International Law and Organization,” at 62 (ABA 1988).
% Robert Solomon, “The International Monetary System, 1945-1976,” at 302-303 (1977).

% 1d. at 307-312.

* See “North-South: A Program for Survival, The Report of the Independent Commission on
International Development Issues Under the Chairmanship of Willy Brandt,” at 205-206 (1980.

16



intermediate, soft-peg regimes (that is, conventional fixed pegs, crawling pegs, and crawling
bands).**

In particular, Article IV of the amended Articles of Agreement now referred to
“Obligations Regarding Exchange Arrangements” — rather than to “Obligations regarding
exchange stability” — and otherwise extensively revamped and superseded the original Article IV
to reflect the shift from the par-value system.” Article IV’s Section 1 on “General obligations of
members” and Section 3 on “Surveillance over exchange arrangements” are the heart of the
current Article IV for present purposes and are worth quoting here in toto.

Article IV. Obligations Regarding Exchange Arrangements
Section 1. General obligations of members

Recognizing that the essential purpose of the international
monetary system is to provide a framework that facilitates the
exchange of goods, services, and capital among countries, and that
sustains sound economic growth, and that a principal objective is
the continuing development of the orderly underlying conditions
that are necessary for financial and economic stability, each
member undertakes to collaborate with the Fund and other
members to assure orderly exchange arrangements and to promote
a stable system of exchange rates. In particular, each member
shall:

(i) endeavor to direct its economic and financial policies toward
the objective of fostering orderly economic growth with reasonable
price stability, with due regard to its circumstances;

(ii) seek to promote stability by fostering orderly underlying
economic and financial conditions and a monetary system that
does not tend to produce erratic disruptions;

(ii1) avoid manipulating exchange rates or the international
monetary system in order to prevent effective balance of payments
adjustment or to gain an unfair competitive advantage over other
members; and '

(iv) follow exchange policies compatible with the undertakings
under this Section.

48 Bubula, Andrea and Inci Otker-Robe, “The Evolution of Exchange Rate Regimes Since 1990:
Evidence from De Facto Policies,” at 14 (IMF Working Paper WP/02/155, Sept. 2002).

4 See James M. Broughton, “The International Monetary Fund, 1979-1989: Silent Revolution,”
at 123-124 (IMF, 2001).
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Section 3. Surveillance over exchange arrangements

(a) The Fund shall oversee the international monetary
system in order to ensure its effective operation, and shall oversee
the compliance of each member with its obligations under Section
1 of this Article.

(b) In order to fulfill its functions under (a) above, the
Fund shall exercise firm surveillance over the exchange rate
policies of members, and shall adopt specific principles for the
guidance of all members with respect to those policies. Each
member shall provide the Fund with the information necessary for
such surveillance, and, when requested by the Fund, shall consult
with it on the member’s exchange rate policies. The principles
adopted by the Fund shall be consistent with cooperative
arrangements by which members maintain the value of their
currencies in relation to the value of the currency or currencies of
other members, as well as with other exchange arrangements of a
member’s choice consistent with the purposes of the Fund and
Section 1 of this Article. These principles shall respect the
domestic soctal and political policies of members, and in applying
these principles the Fund shall pay due regard to the circumstances
of the members.*

While it was not until April 1, 1978, that the Second Amendment and so revised Article
IV were accepted by the number of members having the requisite proportion of total voting
power,”! the IMF issued on April 29, 1977, the specific principles and procedures called for in
Section 3 of Article IV (the “1977 Decision”).52 The 1977 Decision subsequently was
augmented by the “1979 Decision on Surveillance: Ad Hoc Consultations” (essentially enabling
the IMF’s Managing Director to undertake ad hoc consultations with a member at anytime, in
addition to the member’s regularly scheduled consultations, if the circumstances of the member’s
exchange arrangement or exchange-rate policies warranted in the Managing Director’s
judgment) and the “1988 Decision to Eliminate Annual Procedural Reviews” (stipulating that the
IMF’s Executive Board shall review the general implementation of the IMF’s surveillance over
members’ exchange-rate policies at intervals of two years and at such other times as
consideration of it is placed on the Executive Board’s agenda).>

50 1d.

! Margaret Garritsen de Vries, “The International Monetary Fund, 1972-1978: Cooperation on
Trial, Vol. II: Narrative and Analysis,” at 769 (IMF, 1985).

32 «1977 Decision on Principles and Procedures,” Decision No. 5392-(77/63) (IMF, Apr. 29,
1977), available at James M. Broughton, “The International Monetary Fund, 1979-1989: Silent
Revolution,” at 125 (IMF, 2001).

3341979 Decision on Surveillance: Ad Hoc Consultations,” Decision No. 6026-(79/13) (IMF,
Jan. 22, 1979); and “1988 Decision to Eliminate Annual Procedural Reviews,” Decision No.
(...continued)
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Since its inception, surveillance has been considered “a central pillar” of the IMF’s
activities and responsibilities, the principles and procedures of which have evolved through
experience.5 * A critical point to be kept in mind is that the IMF’s Articles of Agreement do not
vest the IMF with any special powers to enforce its conclusions and findings from surveillance
with respect to members that are not borrowers of the IMF’s monies. Instead, the IMF must rely
in these circumstances upon what influence it has in the international community through
persuasion, peer pressure, and publicity.”® A further complication in the conduct of surveillance
has been an ongoing debate over what the objective of exchange-rate policy should be for the
IMF’s members individually and as a whole: should exchange rates be “an instrument for
external adjustment, a nominal anchor for financial stability, or a real anchor for maintaining
international competitiveness?” 6

In its 1977 Decision, the IMF cited three main principles of guidance for members’
exchange policies: (1) the avoidance of exchange-rate manipulation or manipulation of the
international monetary system in order to prevent effective balance-of-payments adjustment or to
gain an unfair competitive advantage over other members; (b) reliance upon intervention in the
exchange market by a member if necessary to counter disorderly conditions characterized by
disruptive short-term movements in the exchange value of the member’s currency; and (c)
consideration by a member, in the implementation of its intervention policies, of the interests of
other members, including those members in whose currencies the member intervenes.’’

The 1977 Decision also identified certain principles of surveillance, notably illustrative
developments that might indicate the need for further discussion with a member, as follows: (a)
protracted, large-scale intervention in one direction in the exchange market; (b) an unsustainable
level of official or quasi-official borrowing, or excessive and prolonged short-term or quasi-
official lending, for balance-of-payments purposes; (c) the introduction, substantial
intensification, or prolonged maintenance, for balance-of-payments purposes, or restrictions on,
or incentives for, current transactions or payments; (d) the introduction or substantial
modification for balance-of-payments purposes or restrictions on, or incentives for, the inflow or
outflow of capital; (e) the pursuit, for balance-of-payments purposes, of monetary and other
domestic financial policies that provide abnormal encouragement or discouragement of capital
flows; (f) behavior of an exchange rate that appears to be unrelated to underlying economic and

(...continued)
8856-(88/64) (IMF, Apr. 22, 1988), available at James M. Broughton, “The International
Monetary Fund, 1979-1989: Silent Revolution,” at 128-131 (IMF, 2001).

54 See James M. Broughton, “The International Monetary Fund, 1979-1989: Silent Revolution,”
at 67 (IMF, 2001).

5 1d. at 67-69.
%6 1d. at 70.
ST 1d. at 125-126.
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financial policies that provide abnormal encouragement or discouragement to capital flows; and
(g) unsustainable flows of private capltal

c. China, the International Monetary Fund’s 2007 Surveillance
Decision, and Reports by the U.S. Department of the Treasury

Not surprisingly, as China has grown in international importance economically and
financially, the IMF in its surveillances has devoted increasing attention to China. In 1987,
China notified the IMF that China was employing a “managed-float” exchange regime. In April
1999, following China’s pegging of the renminbi to the U.S. dollar in 1994 (discussed in Section
IV.B.3 below) and the IMF’s shift in early 1999 from a “de-jure” to a “de-facto™ classification
system the IMF changed China’s 1987 classification to a “conventional-fixed-peg” exchange
regime.” Further, as international frustration has grown in the last several years especially with
China’s large-scale interventions in the exchange markets, burgeoning trade and current-account
surpluses, and massive and increasing foreign-exchange reserves (discussed in Section IV
below), the IMF has taken the occasion of its surveillances of China to urge that there be greater
flexibility and appreciation allowed in the renminbi’s value, but has not found intentional

“manipulation” by China of the renminbi. % The Chinese government has responded by taking
what can reasonably be described as modest steps that have left the renminbi still substantially
undervalued (also discussed in Section IV below).

Apparently reacting at least in part to the Chinese government’s ongoing insistence on
undervaluing the renminbi, on June 15, 2007, the IMF’s Executive Board adopted a new
“Decision on Bilateral Surveillance over Members’ Policies” (the “2007 Decision”) completing a
year-long review of the 1977 Decision.®’ Although formally repealing and replacing the 1977
Decision, this 2007 Decision carried forward with only minor changes much of the substance of
the 1977 Decision, notably the 1977 Decision’s principles for guidance of members’ policies and
principles of surveillance. At the same time, however, the 2007 Decision added as a fourth,
recommended (not obhgatory) principle of guidance that a member should avoid exchange-rate
policies that result in external instability®* and also added as new principles and factors to be
weighed by the IMF in surveillances (a) fundamental exchange-rate misalignment, (b) large and

B 1d. at 126.

59 Congressional China Currency Action Coalition, “Petition for Relief Under Section 301(a) of
the Trade Act of 1974,” at Exhibit 1, page 5 (May 17, 2007).

% See, e.g., “People’s Republic of China: 2004 Article IV Consultation,” IMF Country Report
No. 04/351 (Nov. 2004); “People’s Republic of China: 2005 Article IV Consultation,” IMF
Country Report No. 05/411 (Nov. 2005); and “People’s Republic of China: 2006 Article IV
Consultation,” IMF Country Report No. 06/394 (Oct. 2006), available at www.imf.org.

61 «“Decision on Bilateral Surveillance over Members’ Policies” (IMF, June 15, 2007), available
at www.imf.org/external/np/sec/pn/2007/pn0769.htm.

62 “Decision on Bilateral Surveillance over Members’ Policies,” at 9, Part II, 14 (IMF June 15,
2007), available at www.imf.org/external/np/sec/pn/2007/pn0769.htm.
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prolonged current-account deficits or surpluses, and (c) large external-sector vulnerabilities,
including liquidity risks, arising from private capital flows.%

In its public release, the IMF characterized the 2007 Decision as a comprehensive
statement on bilateral surveillance that underscores the collaborative nature of surveillance, the
importance of dialogue and persuasion, and the need for candor and evenhandedness.** As for
“external stability” as an organizing principle for bilateral surveillance, the 2007 Decision
describes this concept as referring to “a balance of payments position that does not, and is not
likely to, give rise to disruptive exchange rate movements,”® and the IMF’s accompanying
public release elaborates that “external instability” encompasses both the current account of the
balance of payments (and so issues of exchange-rate misalignment) and the capital account of the
balance of payments.®®

63 “Decision on Bilateral Surveillance over Members’ Policies,” at 10, Part II, § 15 (IMF, June
15, 2007), available at www.imf.org/external/np/sec/pn/2007/pn0769.htm.

64 “Decision on Bilateral Surveillance over Members’ Policies,” at 2 (IMF, June 15, 2007),
available at www.imf.org/external/np/sec/pn/2007/pn0769.htm.

8 «Decision on Bilateral Surveillance over Members’ Policies,” at 6, Part LA, { 4 (IMF, June 15,
2007), available at www.imf.org/external/np/sec/pn/2007/pn0769.htm. Further as to “external
stability,” the 2007 Decision remarks,

In the conduct of their domestic economic and financial policies,
members are considered by the Fund to be promoting external
stability when they are promoting domestic stability — that is, when
they (i) endeavor to direct their domestic economic and financial
policies toward the objective of fostering orderly economic growth
with reasonable price stability, with due regard to their
circumstances, and (ii) seek to promote stability by fostering
orderly underlying economic and financial conditions and a
monetary system that does not tend to produce erratic disruptions.

Id. at 7, Part LA, { 6.

8 «“Decision on Bilateral Surveillance over Members’ Policies,” at 2 (IMF, June 15, 2007),
available at www.imf.org/external/np/sec/pn/2007/pn0769.htm. “Fundamental exchange-rate
misalignment” (as an important indicator of “external instability”) arises when the real effective
exchange rate deviates from its equilibrium level, that is, the level consistent with a current
account (stripped of cyclical and other temporary factors) in line with economic fundamentals.
Recognizing that the concept of misalignment is clear, but subject to uncertainties in
measurement, the IMF has said that it will exercise appropriate caution in reaching conclusions
about misalignment and that an exchange rate will only be deemed to be fundamentally
misaligned if the misalignment is “significant” (which term the IMF has not specified). See, e.g.,
“IMF Surveillance — The 2007 Decision on Bilateral Surveillance,” at 2-3 (IMF, June 2007),
available at www.imf.org/external/np/exr/facts/surv07.htm. '
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Also very importantly, the 2007 Decision provides more insight than the IMF has given
previously into how the IMF views “manipulation.” In particular,

(a) “Manipulation” of the exchange rate is only carried out through
policies that are targeted at — and actually affect — the level of an
exchange rate. Moreover, manipulation may cause the exchange
rate to move or may prevent such movement.

(b) A member that is manipulating its exchange rate would only
be acting inconsistently with Article IV, Section 1(iii) if the Fund
were to determine that such manipulation was being undertaken
“in order to prevent effective balance of payments adjustment or to
gain an unfair competitive advantage over other members.” In that
regard, a member will only be considered to be manipulating
exchange rates in order to gain an unfair competitive advantage
over other members if the Fund determines both that: (A) the
member is engaged in these policies for the purpose of securing
fundamental exchange rate misalignment in the form of an
undervalued exchange rate and (B) the purpose of securing such
misalignment is to increase net exports.”67

Lastly, the provision in the 2007 Decision for ad hoc consultation should be
highlighted. ® As observed earlier, the notion of ad hoc consultation was incorporated in the
1977 Decision, such that the IMF’s Managing Director could undertake discussions with a
member outside the normal schedule for surveillance if the Managing Director felt that the
circumstances of the member’s exchange arrangement or exchange-rate policies so warranted.
Similarly, paragraph 20(a) of the 2007 Decision specifies that the Managing Director at anytime
can initiate informally and confidentially a discussion with a member whose exchange-rate
policies or currency’s exchange-rate behavior is likely to be affected by important economic or

67 «“Decision on Bilateral Surveillance over Members’ Policies,” at 12-13, Annex, | 2 (IMF, June
15, 2007), available at www.imf.org/external/np/sec/pn/2007/pnQ769.htm. In an earlier paper by
the IMF’s Legal Department in combination with the IMF’s Policy Development and Review
Department, the points were made (a) that the determination of whether a member intends to
manipulate the exchange rate of its currency is made independently by the IMF and is not based
exclusively on the member’s representations of its motives and (b) that the IMF will give to the
member the opportunity to explain the motivation behind its actions, but will take into account
“all available and relevant information regarding the member’s exchange rate policy” and will
itself decide whether the member’s representation is correct and whether or not “manipulation”
is present. This general approach is the same as that followed by the Fund in resolving whether a
measure by a member has been introduced legitimately or not for balance-of-payments purposes.
See Sean Hagan, “Article IV of the Fund’s Articles of Agreement: An Overview of the Legal
Framework,” at 2, 15 (IMF, June 28, 2006).

68 «“Decision on Bilateral Surveillance over Members’ Policies,” at 11, Part III, 20 (IMF, June
15, 2007), available at www.imf.org/external/np/sec/pn/2007/pn0769.htm.

22



financial developments. If the IMF’s Executive Board considers it appropriate after reviewing
the Managing Director’s analysis, an ad hoc consultation under Article IV shall be conducted.®

Since issuing the 2007 Decision in June 2007, the IMF appears to have been wrestling
with how to apply the 2007 Decision’s precepts generally and, almost certainly and more
specifically, as to China.”® The IMF’s experience over the last year with implementing the 2007
Decision seems to have given rise to two principal, broad difficulties, both of which, perhaps not
surprisingly, center on how most accurately and fairly from member to member the 2007
Decision’s key concepts of “fundamental exchange-rate misalignment” and “external stability”
should be assessed.”” In an announcement on August 12, 2008, clarifying how economic
policies will be monitored under the 2007 Decision, the IMF noted 