
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

RMB & Purchasing Power Parity July 2010 

The People’s Bank of China issued a statement on 19 June announcing that it would proceed 
further with reform of the RMB exchange rate regime and to enhance the RMB exchange rate 
flexibility. Stock markets around the world rose in 21 June and RMB jumps to new high to 
USD. Most investors expect RMB will continue to appreciate against USD, however, some 
scholars in Mainland stated that there is downward pressure on RMB based on Purchasing 
Power Parity (PPP).  

So, what is PPP?  Is RMB going to appreciate or depreciate?      

Firstly, let us look carefully on part of the PBOC’s statement: 

1) In further proceeding with reform of the RMB exchange rate regime, continued emphasis 
would be placed to reflecting market supply and demand with reference to a basket of 
currencies. The exchange rate floating bands will remain the same as previously announced 
in the inter-bank foreign exchange market a. 

2) China’s external trade is steadily becoming more balanced. The ratio of current account 
surplus to GDP, after a notable reduction in 2009, has been declining since the beginning of 
2010. With the BOP account moving closer to equilibrium, the basis for large-scale 
appreciation of the RMB exchange rate does not exit a. 

Clearly, the statement implied that there will be no one-off revaluation of the RMB vs the USD. 
The PBOC’s spokesman confirmed this point by saying “A large fluctuation of the RMB 
exchange rate would bring considerable shocks to the domestic economic and financial 
stability, which is not in China’s fundamental interest. Also, maintaining the RMB exchange 
rate basically stable at an adaptive and equilibrium level is an important element of further the 
RMB exchange rate reform. The basis for large fluctuation of the RMB exchange rate does 
not exist.” 

So, the central bank has ruled out a one-off RMB appreciation, how about depreciation? Is 
RMB going to depreciate as mentioned by the scholars in Mainland? Let us go through the 
basic concept of PPP. 

Purchasing power parity (PPP) is a theory of long-term equilibrium exchange rates based on 
relative price levels of two countries. The idea originated with the School of Salamanca in the 
16th century and was developed in its modern form by Gustav Cassel in 1918. The concept is 
founded on the law of one price; the idea that in absence of transaction costs, identical goods 
will have the same price in different markets. 

In its "absolute" version, the purchasing power of different currencies is equalized for a given 
basket of goods. In the "relative" version, the difference in the rate of change in prices at 
home and abroad—the difference in the inflation rates—is equal to the percentage 
depreciation or appreciation of the exchange rate. 

The PPP mentioned by the Mainland’s scholars is the relative version, whereas the PPP 
mentioned by World Bank is the absolute one.  

We think that PPP is not a comprehensive approach of forecasting the exchange rate and 
there are some difficulties and weakness when applying PPP. For example: purchasing 
patterns and even the goods available to purchase differ across countries, PPP numbers can 
vary with the specific basket of goods used, making it a rough estimate, differences in quality 
of goods are hard to measure and thereby reflect in PPP and some other important factors 
are ignored.  

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Important Notice:  

 

The information contained within this document is for the information of prospective clients and existing clients 

of Arcadia Financial Services (Asia) Ltd (here after AFS) and/or Arcadia Asset Management (Asia) Ltd (here after 

AAM). The information is not intended to be a recommendation, offer or solicitation to buy products, securities or 

services. Products and securities described within this document are not applicable to all persons of all nationality, 

residence or domicile. Persons interested in making any investment or purchasing any products or securities 

described within this document should inform themselves as to the legal requirements in their country of 

nationality, residence or domicile.  

 

Investment in securities carries risks. Past performance is not necessarily a guide to future investment 

performance. If there is any doubt, you should seek advice from your financial consultant before contemplating 

any investment.  

 

The information contained within this document is believed to be correct and was obtained from sources believed 

to be reliable, but accuracy, timeliness or completeness cannot be guaranteed. AFS and AAM cannot be held 

responsible for any errors or omissions contained within this document or for any consequences arising from the 

use of this document or the information contained within it. 
  

If you want to receive Arcadia Market Commentary or you have any comments to us, please 
send to us by email: servicing@arcadia-asia.com or contact us at below at no obligation. 
Information sent to us will be treated strictly confidential. 
 
Arcadia Financial Services (Asia) Ltd 
Arcadia Asset Management (Asia) Ltd   
Room 1404 &06, Leighton Centre, 77 Leighton Road, Causeway Bay, Hong Kong  
Tel: (852) 2114 8488     Fax: (852) 2111 0777 
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July 2010 The continuous increase in labor productivity, huge trade surplus and net foreign capital 
inflow are the main reason why RMB/USD appreciated over 20% in the past 5 years. For the 
next 5 years, trade surplus may reduce and net foreign capital inflow may be lower, therefore, 
the pressure of RMB appreciation will be lower. 
 
We expect that RMB will appreciate against USD within 5% per years for the next few years. 
Short term depreciation is possible but it will not affect the long term appreciation trend. 
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a. PBOC - Further Reform the RMB Exchange Rate Regime and Enhance the RMB Exchange Rate Flexibility  

 


