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Abstract: For a long time, the essence of China’s exchange rate policy is to “reverse market expectation.” So far, the
mindset of exchange rate decision has not changed—fear of exchange rate floating. In the past we were fear of appreciation,
and now of devaluation. However, the “expectation management” of intervention in the foreign exchange market does not lead
to a stable exchange rate. As the exchange market clearing has not been achieved, the current parity price formation mechanism
of the “closing price and basket of currencies” has made the basket of currencies fall into the plight, where the currency is
easy to depreciate but difficult to appreciate. Under certain conditions in China and in face of devaluation pressures, the
monetary authorities must choose three objectives out of the four: exchange rate stability, foreign exchange reserves, monetary
policy independence and modest capital account liberalization (or moderate capital controls) . We still advocate the RMB
should be free to float as soon as possible. In order to prevent excessive exchange rate adjustment, we can introduce a transitional
measure where RMB is pegged on a broad basket of currencies. Such measure can prevent the overshoot of the RMB and
avoid excessive intervention in the foreign exchange market at the same time, thus minimizing the depletion of foreign exchange
reserves.

Keywords: RMB Exchange Rate; Foreign Exchange Reserves; Basket of Currencies; Capital Account Liberalization
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