U.S. Trade Agreements
& Currency Manipulation




Topline

e Currency exchange rates, as the medium in which trade occurs, can be as
important a determinant of trade outcomes as the qualities of the goods or
services themselves.

 Some governments work with their central banks and other partners to
manipulate their currency’s value in order to provide their exporters an unfair
competitive advantage.

* While the International Monetary Fund (IMF) and the World Trade
Organization (WTO) have rules against these practices, no steps have been
taken to stop them.

* Korea and Japan have engaged in currency manipulation that favors their
automakers, with harmful effect on U.S. and EU manufacturing and job
markets.

* Unless free trade agreements (FTAs) prohibit this kind of currency
manipulation, it will fail to achieve its objectives. In fact, a poorly negotiated
FTA that allows countries to continue to undermine trade agreements by
manipulating their currencies — will harm U.S. and EU economies, exports and
the jobs they support.

IIIIIIIIIIIIIIIIIIIIIIIIIIIIIII



How Manipulation Affects the U.S.

Currency manipulators effectively protect jobs in their home
country at the expense of jobs and economic growth in their

trading partners

economi es.

A December, 2012 Peterson Institute for International Economics
(PIIE) study, “Currency Manipulation, the U.S. Economy, and the
Global Economic Ordérexplains that:

1.

A “buildup of official assets — mainly through intervention in
the foreign exchange markets — keeps the currencies of the
interveners substantially undervalued, thus boosting their
international competitiveness and trade surpluses...”

“The most important no interveners by far are the United

States and the euro area... overall, we believe a conservative
range of the [impact on current account balances] for the
United States is $200 billion to $500 billion and for the euro
area is $150 billion to $20

“TheUnited States hashus suffered 1 million to 5 million job
losses. Half or more of excess US employnient

“(t)he United States must eliminate or at least sharply reduce
its large trade deficit to accelerate growth and restore full

employment. The way to do so, at no cost to the US budget, g

to insist that other countries stop manipulating their
currenciesand permit the dollar to regain a competitive level.”

“Eliminating excessive currency intervention would narrow
the U.S.trade deficit by 1 to 3 percent o6DPand would thus
move theU.S.economy much of the way to full employment
with an even larger effect possible...”

aXaAttAZzya 2
and Europeans would be
employed if other countrie:
did not manipulate their
currencies and instead
achieved sustainable
growth through higher _
R2YSailAO RS

Peterson Institute Combating Widespread
Currency Manipulatiotuly 2012

a ¢ kodcal place to start

[including currency

manipulation disciplines i
FTASs] ishe proposed US
EUtrade agreement, in
which both parties should
find common cause in
renouncing currency

Y yALdzZ | GA 2

Peterson Institute Currency Manipulation, The
US Economy and the Global Economic Or
December 2012




Multilateral Disciplines

International Monetary Fund & World Trade Organization

The charter of the International Monetary Fund {f‘
prohibits members from manipulating their
currency. The IMF charter states that “members
should avoid manipulating exchange rates in
order to galn an unfair competitive advantage
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The World Trade Organization also prohibits pOE OR.
currency manipulation- GATT Article XV states that <& Ty,
“contracting parties shall not, by exchange action, Q 2
frustrate the intent of the Agreement nor by trade o 4
action, the intent of the provisions of the Articles O "’ o
of Agreement of the IMF ’but points back to the = 2
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However, neither organization has taken
action against currency manipulators.
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Industrial Overcapacity

Why would a nation maniFuIate its own currency in a way that makes it
harder for its citizens to afford imported products? Because its economy
depends substantially on the exports of one or two of its biggest industries

In Korea and Japan, governments have taken dramatic steps to maintain
production capacity in auto plants b}/]subsidizing the exports of vehicles to
other markets. Therefore avoiding the need to right-size their industry, and
instead push off that burden on to their trade partners
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Foreign Currency Reserves

A clear sign a country is manipulating (weakening) its currency is a substantial
increase in its foreign currency reserves, which occurs as it buys and holds

foreign currencies (in large part S & €).

Korea Reserves (x $1 million)

$347 billion

_

Source: Bank of Korea; for 2013, IMF
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Source: Bank of
Japan; for 2013, IMF
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Japan’s Trade Tactics

Because cars, trucks and auto parts are its largest export, Japan has used direct
intervention in currency markets — and the threat of intervention — to gain a
competitive export advantage.

At the same time, Japan seeks
admission into free trade
agreements (FTAs) with the
US, EU, Canada, etc.., which
would grant it preferential B/ one-ised

treatment in trade with those \ FTA Strategy

key trade partners and / e
markets. l Overcapacity,

Dependence on
Exports




Recent Weak Yen Policy Impact
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Weak Yen Subsidy Per Car in U.S.
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118 Yen per dollar provides a huge

advantage compared to October 1,

2012. A $25,000 car imported from
Japan into the U.S. will receive a more

than $8,000 gain * from the weaker yen.

Typical profit by
automaker on a
$25,000 sedan.
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* Based on the October 1, 2012 rate of 78 yen/S, when Abenomics started.
* 3-4% profit margin on sedan. Source: McKinsey & Company, 2003 Preface to the Auto Sector Cases



Yen Value Benefit for Japan’s OEMs

TOYOTA: G! eyl Gecline against the dollar adds about 40 billion
venobnnan YAfEAZ2ZYy0 (2 XE2B@nbdgFé. 2 1
5,2014
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billion yen($172 million) annually for every ongen drop in the
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NISSAN:a b A aal y GHbdrnhas saiditha? every one yen gain
against the dollacuts 20 billion yen ($228 million) from operating

profitl YR GKIF G mnn €Sy &@issail idrt, Rr2  f
11, 2013

118 yen per dollar represents an annual unearned subsidy of
S5.7 to 16.2 billion for Toyota, $2.4 to 6.9 billion for Honda, and $3.2 to 9.1
billion for Nissan.

*Range is based on the October 1, 2012 rate of 78 yen/S, when Abenomics started, to the 104 Y/S$ that Japanese OEMs

projected. A A P C
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Coalition of 10 US Business Assolay 229 2012 letter to Treasury SeGeithner& USTR Kirk
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What Others Are Saying About Currency & FTAs
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What Congress Has Said About Currency & FTAs

A majority of the Senate (60), in 8eptember, 232013 letter to the President:

OAs the United States negotiates TPP and all future free trade agreements, we ask that you include
strong and enforceable foreign currency manipulation disciplines to ensure these agreements
meet the “high standards” our country, America’s companies, and America’s workers deserve.

A majority of the House of Representatives(230), in a May 13, 2013 letter to the President:

G 5 S aWB éfférts to address currency manipulation at thROGmajor currencies remain
significantly undervaluedincluding currency disciplines in the TPP is consistent with and will
bolster our ongoing efforts to respond to these tratistorting policies.It will also raise TPP to the
215t century agreement standard set by the Administradah

Senators Baucus and Hatch and Congressmen Camp and Levin in a November 8, 2011 letter to tl
President:

GbSg RA aOA-aliff bafrierd, a2wéll ag &hér rules, such as restrictions on the operatic
on the operation of stat®wned enterprises, being proposed for TPP, could, if sufficiently robust
I LILJX ASR (2 FRRNBAaAa a42YS 2F (U0KSAS 02y OSNYyad

Senator Hatch, Ranking Member of Finance Committee, in a January 18, 2012 letter:
G! RRNBAaAAY 3T OdzZNNByOeé YIFyALWzZ FdA2y Ay GKS ¢
Administration considers the possibility of new TPP participants, such as Japan, who have
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Proposal:FTAs & Currency Manipulation

Working with economists with currency expertise, AAPC developed a three-part test
that determines whether a country is manipulating its currency. The test draws on
indicators produced by the IMF and purposefully does not impede on a countries’
flexibility to utilize sovereign monetary policies, such as quantitative easing.

Did the country have a current account surplus over themianth period
In question?
Didit add to its foreign exchange reserves over that samesignth

period?
Are its foreign exchange reserves more than sufficient (i.e., greater tha
0KNBES Y2y iKaQ y2NXIf AYLR2NIaouk

Additionally, AAPC proposed that FTA partners would be obligated to share
information including their foreign exchange holdings and their interventions to
acquire foreign assets on a quarterly basis in compliance with their IMF transparency
obligations.

We also propose that, like other binding commitments in an FTA agreement, the
prohibition on the manipulation of exchange rates by a member of the FTA and the
transparency obligations discussed above would be enforceable through the
agreement's dispute settlement process. AAPC



ConclusionfTAs & Currency Manipulation

FTAs are negotiated between countries that agree to provide preferential access to
each others’ markets, and are carefully negotiated to be mutually beneficial.

Currency manipulation by one country can completely undermine the expected
benefits of a FTA, and have an adverse impact on the economy and jobs of the their
trade partners.

While the International Monetary Fund (IMF) and the World Trade Organization (WTO)
have rules against these practices, no steps have been taken to stop them.

Given this, many have come to the conclusion that prohibitions on currency
manipulation need to be included in future FTAs. And, if a FTA partner manipulates its
currency, thereby undermining its expected benefits of the FTA, it would lose the
benefits of the agreement

Many in the U.S. business community and in the US Congress are now calling for the
TPP agreement, and all future FTAs that include the United States, to include
disciplines on currency manipulation.

AAPC has developesireasonable thregoart test that determines if a country is a
currency manipulator. We believthat in orderto meet the needs of the 2% century
agreement, this kind of stron@nd enforceablealisciplines needso beincluded in all
future U.S. FTAs. AAPC
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