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    Recent headlines have focused on currency battles between the United States and China.  The Chinese have amassed almost one trillion dollars of US currency and debt by selling more products to us than we sell to them (a trade deficit). Up until last week, the Chinese kept their currency (the Yuan) linked in value to the US dollar.  The US government had been pressuring the Chinese to increase the value of their currency against the dollar, in order to make Chinese products a little more expensive and US products cheaper to buy by the Chinese, all in an attempt to reduce the above mentioned trade deficit.

    At the same time, in recent weeks a Chinese state-run oil company made a bid to acquire one of the United State's large oil companies (Unocal) along with its extensive oil and natural gas reserves.  This action by the Chinese stimulated much concern and discussion about whether a potentially hostile foreign power should be "allowed" to buy American assets that we hold to be important.  In this discourse, some made the point that the Chinese might not choose to hold dollars if they can't spend them as they wish.

    With their action to "delink" the Yuan from the dollar last week, the Chinese have in essence acted on both of these issues.  They did increase the value of their currency against the dollar to a small degree (2%), but more importantly acted to change the linked relationship of the Yuan to the dollar.

     From now on, the Yuan will be linked to a basket of different currencies-possibly including the dollar.  Crucially, the Yuan will now be allowed to "float", or change value daily against the dollar and other currencies.  Over a period of time, the Yuan could markedly appreciate against the dollar, although it behooves the Chinese to move slowly.  In addition, it is likely that several other Asian currencies will let their currencies "float" against the dollar (Malaysia already has done so this week)-probably making the dollar less valuable over a number of currencies over time.  The consequences of these actions are several.

   First, the dollar becomes a less desirable currency to hold.  Foreign investors in our government bonds will expect higher interest rates to compensate for the expected decrease in value of the dollars they are paid back with.  The dollars paid to oil producers overseas will buy them less in terms of Asian products-and might prompt higher oil prices to compensate.  Prices of Asian products (almost everything you buy at WalMart and many other stores) will increase in price when bought with a cheaper dollar.  The combination of higher interest rates, higher oil prices and higher prices for Asian imports may have a significant impact on the American economy.

    What's the good news?  A cheaper dollar makes American products easier to buy overseas.  Therefore, our export industries should benefit.  Increasing jobs domestically translates into increased tax revenues, and a lower budget deficit.  A lower budget deficit leads to a decrease in government borrowing, and a reduction in interest rates necessary to provide for a given amount of government debt.  Overall, this might lessen the tendency of our interest rates to rise due to the revaluation of the Yuan.
    So, it isn't simple to predict what will be the consequences of the new Yuan/dollar relationship.  But it will be very interesting to watch, as will be the ways in which the Chinese decide to spend their extensive holdings of American money.
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