Report to Congress on International
Economic and Exchange Rate Policies

U.S. Department of the Treasury
Office of International Affairs

February 2011

This report reviews developments in international economic and exchange rate policies and is submitted
pursuant to the Omnibus Trade and Competitiveness Act of 1988, 22 U.S.C. § 5305 (the “Act”).!

'The Treasury Department has consulted with the Board of Governors of the Federal Reserve System and IMF
management and staff in preparing this report.



Table of Contents

KEY FINDINGS ..ottt emes sttt sntas s st smnns st 2
LAV RO ] 51 O I 1 ] 1 T 2
U.S. MACROECONOMIC T RENDS. ...t reme e 5
THE GLOBAL ECONOMY ottt ettt e et e et amemt e s e e e e e s e sa s e s s amameaen 7
U.S. INTERNATIONAL A CCOUNT S ..o e rmmre e 9
THE DOLLAR IN FOREIG N EXCHANGE MARKETS .....cccoioviiiriinieiiisneeseisseieieene, 10
ANALYSES OF INDIVIDU AL ECONOMIES ... eeemas 12
] TR 12

(O 1 = T 12

BN =T o 1= 1 o D PPN 16
S0 U1 T S0 1 T 18

L= 1172 U TR 19
EUROPE ¢ttt eeeeteee et eeeetae e e et eeseatteeesaaaeeesaaaaeesaaaeeesaaseeesaasaeessasaees e nbaeesamaaeeessaseessabasesanaaseesaneaeeesbaeeeanabesesanaaeessaraeeeas 20
LU (o TN == 20

11T/ 1w4=] = o [ 22

L0 a7 (=0 I ST T o (o5 5 EREPPPP: 22
MVESTERN HEMISPHERE . ...vveeieuteeeeieteeeeesteeeeeseeessseeessastesssesseessssesesestesssasaesesssesessassesesssessssssesesssssesssssssssssnsesessnseseesns 23

] (= 4| T 23
(@F= T =10 £ VT 25

LY 1S3 o] o YT 25
GLOSSARY OF KEY TERBVIN THE REPORT ...t mene e 27



Key Findings

The Omni bus Trade and Competitiveness Act of
Treasury to provide semiannual reports on the international economic and exchange rate policies

of the major tading partners of the United States. Under Section 3004 of the Act, the Report

must consider fAwhether countries manipul ate t
the United States dollar for purposes of preventing effective balance of payajestsant or
gaining unfair competitive advantage in inter
in 2010. Treasury has concluded that no major trading partner of the United States met the
standards identified in Section 3004 of the Act duthregperiod covered in this Report.

The U.S. economy continues to recover, with six consecutive quarters of expansion and
cumulative growth of 4.5 percent since R2id09. The unemployment rate eased f@fh

percent to 9.4 percenver the course of 2018» businesses added more than 1.3 million workers
to private payrolls, but unemployment remains unacceptably high. Recovery was fueled by the
fiscal stimulus of the American Recovery and Reinvestment Act, along with the Financial
Stability Plan, housingelated programs, and actions taken by the Federal Reserve to ease
monetary and financial conditions. To help ensure that the recovery is sustained, Congress
passed and the President signed the Tax Relief, Unemployment Insurance Reauthorization and
Job Cration Act of 2010 in December. Partly as a result of improving economic and financial
conditions, the federal budget deficit narrowed to $1.3 trillion (8.9 percent of GDP) in FY2010,
from $1.4 trillion ©.9 percent of GDP) in FY2009. The Administratiencommitted to reducing

the deficit substantially further and to putting the deb&DP ratio on a sustainable path.

The overall global recovery has gained considerable momentum, but has proceeded at very
different speeds in emerging market economiesaaivdnced economies. Global economic

activity in 2010 was stronger than anticipated, with aggregate global growth of around 5 percent
according to the IMF. That result was markedly higher thad.@eercent pace of growth

projected for 2010 by the IMiA early 2009 during the depth of the crisis, and thg&r8ent

pace of growth envisaged for 2010 by the IMF in early 2010. Emerging market economies grew
in the aggregate by 7 percent and contrith @@ percat of total global growth, while the

advancd economies grew 3 percent. Growth was stronger than originally expected in Germany,
Japan, and the United States. The IMF is currently projecting global growthpErdent in

both 2011 and 2012.

The multispeed global recovery in 2010 was domindtgdeveral key developments. The first

was heightened concern over sovereign debt, particularly in Europe, which resulted in rising
interest rates and yield spreads in the affected European economies. During the crisis in Greece
in April and May, investrs reduced their exposure, financial market volatility increased, and
capital flowed into safe haven currencies and jurisdictions. Later, near the end of 2010, during
the crisis in Ireland, contagion was less pronounced but sovereign debt yields incrélased
European periphery countries, where they remain high. Economic conditions in the periphery
pose considerable downside risks to the region, and beyond the region if not contained.

The second key development was the steady rise in comnpodieg throughout the year, both
oil and nonroil commodities, amid stronger global growth, adverse weather developments, and
weak supply responses. The IMF estimates that prices increased 20 to 30 percent for oil and
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nonoil commodities in 2010. Higheripges for commodity inputs and food prices, coupled with
reduced spare capacity in some economies, has put upward pressure on inflation across most
emerging market economies, forcing authorities in those countries to tighten monetary policy.
Inflation in the advanced economies appears to remain well contained, while in Japan the
authorities continue to grapple with weak domestic demand and deflation. In the event increased
global growth and demand for oil is not associated with a corresponding incredsaipply,

higher oil prices would pose a risk to the recovery.

Third, capital flows to emerging markgtisMs) were buoyant in 2010, especially in the latter

part of the year. The fundamental driver of increased capital flows to emerging markets is t
strengthened performance of these economies, especially relative to advanced economies, and
the ensuing higher yields on EM investments, particularly in the context of continued easy
monetary policies in the advanced economies. Though data are didyqrad suffer lags, the
evidence suggests that capital inflows to emerging markets had returnegtisiprievels in

2009 and continued at that pace through-80d0. Beginning in late September and running
through the first week of November, capflalvs to EMs increased, most prominently equity

flows, before tapering off. In December, flows were back to levels prevailing for most of the
past 18 months and the several years prior to the crisis. In response, a number of countries have
either implemated or are contemplating putting in place capital controls or prudential measures.
Restrictions on capital inflows and intervention to maintain rigid exchange rates in some
countries have diverted capital flows to emerging markets with open capitahtsaod more
flexible exchange rate policies, forcing the latter to bear the brunt of adjustment and leading in
some cases to overvalued exchange rates.

Fourth, whereas the global recession and sharp decline in global trade had the effect of reducing
global current account imbalances, the recovery has witnessed a modest widening of external
imbalances once again. Recognizing the risk to future global growth posed by the partial
reemergence of large external imbalance@0G eaders agreed in Seoul tovide a framework

to help identify imbalances in need of corrective and preventive actions. As part of the Seoul
Action Plan, Leaders agreed on the importance of greater exchange rate flexibility and market
determined exchange rate systems where exchatggereflect underlying economic

fundamentals. &0 Leaders also agreed to refrain from competitive devaluation of their
currencies.

With respect to exchange rate policies, ten economies were reviewed in this Report, accounting
for nearly thredourthsof U.S. trade. Many of the economies have fully flexible exchange rates.
A few have more tightly managed exchange rates, with varying degrees of management. This
report highlights the need for greater exchange rate flexibility, most notably by Chiadsdoin

other economies.

In China, the authorities decided in June 2010 to once again allow the exchange rate to
appreciate in response to market forces. Since the June announcementnthbi RMB) has
appreciated by a total of 3.7 percent agaimstdollar as of January 27, or at a rate of
approximately six percent per year in nominal terms. Because inflation in China is significantly
higher than it is in the United Stat@s the second half of 2010, the annual rate of CPI inflation
was more tha 5 percentage points higher in China than in the United StdtedMB has been
appreciating more rapidly against the dollar on a real, infla@josted basis, at a rate which if
sustained would amoutd more than 10 perceper year. China is alsmdertaking a relaxation
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of restrictions on the use of the RMB. These reforms will gradually erode the controls that help
the authorities manage the level of the exchange rate, and over time will contribute to a more
marketdetermined exchange rate.

Chinabdés continued rapid pa caedthehugéflow of cagtal frome ser v e
the Chinese public to advanced countries that it impiesessentially unchanged leve

Chinads real e f ebpeaiallyigiveaapid pradictvitygyevth in g2he teaded

goods sectgrand wideningf current account surpluses| indicate that the renminbi remains
substantialljundervaluedl t i s i n Chinads interest to allow
appreciate more rapidly, both against theatadind against the currencies of its other major

trading partners. If it does not, China will face the risk of more rapid inflation, excessively rapid
expansion of domestic credit, and upward pressure on property and equity prices, all of which

coudthraet en future economic growth. By trying t
exchange rate policy is also working against its broad strategy to strengthen domestic demand.
And Chinads graduali st appr oach tial pressure@owe x c h an

being experienced by other emerging economies that run more flexible exchange rate systems
and that have already seen substantial exchange rate appreciation.

Many in Chinarecognize that China is too large relative to the world economyto continue

to rely on foreign demand to growhey also recognize that exchange rate flexibility needs to be
part of Chinads effort®Ourongh&®&mnegsi idd@wsthep Hutdbsr s
United Statesn January 2011China conmitted in a joint statement of Presidents Obama and
Huthatn Chi na will continue to promote RMB exchan
exchange rate flexibility, and promote the transformation of its economic developmentmodel.

Based on the resumptiaf exchange rate flexibility last June and the acceleration of the pace of

real bilateral appreciation over the past few months, and in view of the commitment during
President Hudés visit that China wil lfuthemt ensi f
enhance exchange rate flexibility, Treasury has concluded that the standards identified in Section
3004 of the Act during the period covered in this Report have not been met with respect to

Chi na. Treasur yos vi e wrisihsofficient and that moe rapidh at pr o
progress is needed. Treasury will continue to closely monitor the pace of appreciation of the

RMB by China.



Introduction

This report focuses on international economic and fareighange developments2alo.
Where pertinent and when availaptiata and developments througgmuary 201 4are included.

Exports and imports of goods to and from the areas whose economies and currencies are
discussed in this report accounted 72 percent of U.S. merchandise tradehafirst 11 months
of 2010

U.S. Macroeconomic Trends

The U.S. economy continued to recover in 2010 from the deepest recession in the postwar
period. Real GDP roséy 2.8 percent over the four quarters of the year and businesses started to
hire againadding more than 1.3 million workers to private sector payrolls. The unemployment
rate eased by 0.5 percentage point to end the year at 9.4 pesti#rvtery high by historical

standards, but down from a peak of 10.1 percent in October 2009. Homarghlesidential
construction botlsurgedduring the spring, as consuméssk advantage of the home buyer tax

credit prior to its expiration on April 30Since then, housing activity has slowed, but there are
recentsigns that the sector may be stalmigz Financial and credit markets reacted strongly to
adversalevelopments in European sovereign debt markets during the spring, but conditions have
improved notably since theas global prospects have improved

Theadvancenent in theJ.S.economyhasbeensupporedby the fiscal stimulus of the American
Recovery and Reinvestment Act, along with the Financial Stability Plan, henesaigd

programs, and actions taken by the Federal Reserve to ease monetary and financial conditions.
To help ensure thahe recovery is sustained, Congress passed and the President signed the Tax
Relief, Unemployment Insurance Reauthorization and Job Creation Act of 2010 in December.
This legislation, which includes a 2 percent payroll tax cut and the extension of ogerapt

benefits through 2011, is expected to provide a significant boost to the economy in 2011. Partly
in response to this legislation, private forecasters revised up their forecasts for real GDP growth
in 2011. A broad consensus now expects real Gjfotw by 3.3 percent over the four quarters

of 2011, and sees the unemployment rate declining gradually to around 9.1 percent by the end of
the year.

The U.S. Economy Continued to Grow in 2010

During 2010, real GDP increased by 2.8 percartop of a3.3 percent gain in the second half of
2009 on an annualized basis&srowth slowed temporarily in the spring as imports jumped and
the pace of inventory accumulation slowed sharplythiiexpansiopicked up speed again in

the second half of 2010. lhe fourth quarter, real GDP growth accelerated to p&.@ent

annual rate as consumer spending strengthened and residential investment edgeBrhigteer.
domestic final demand (consumption plus investment) rose ne&nhercent in the fourth

quarte, up from 225percent in the third quarter. This suggests that the recovery is increasingly
being powered by core private demand rather than goverrspentliing Since the expansion
began in mid 2009, real GDP has increased 4.5 percent, more thamngtee 4.Jpercent drop

in output that occurred during the recession.



Housing Activitywas Volatile

Housing starts and home sales jumped sharply in the spring in response to the home buyer tax
credit. After the tax credit expired on April 3Bpwe\er, bothsales and new home building

slowed sharply. Singi&amily housing starts fell aumulative 24 percent between April and

July, leaving them at their lowest level since May 2009. Since thenhéwveybeen relatively

stable, on balance, at a loewkl. Home sales have started to reegwhelped in part by

historically low mortgage rates. In the fourth quarter, sales of new and existingfamgie

homes rose about 15 percent, recouping almosthids of the drop that occurred after the tax
credit expired. The pickup in sales helped trim the stock of homes on the market, but inventories
at the end of 2010 were still very high relative to sales: new homes for sale ended the year at a
6.9-month supply and existing homes for sale stood at am8rith supply. The large overhang

of homes on the market, exacerbated by the historically high level of homes in foreclosure,
continued to weigh on prices in 2010. House price measures appeared to staddihe2010

but begario fall againin the faurth quarter The S&P/Cas&hiller 2Gcity house price index
declined on a yeawveryear basis in both October and November followaight straight

months of growth; the FHFA house price index fell 4.3 percent over the year ending in
November, the large decline since July 2009.

Employmenturned Upbut Unemployment Remained High

Employment started to grow agaihthe start of 2010. Over the twelve months of the year,
nonfarm privatesector payrolls increased by more than 1.3 million. The bulkasie jobs have
been in the servieproviding industries, particularly health care and professional and business
services.Manufacturing a sector hit particularly hard by the downtiiralsohas added

workers to its payrolls. During the year, factommoyment rose b$36,000, accounting for 10
percent of total private sector job growth. Despite these gains, the level ofgactde
employment in December 2010 was still 7.1 million lower than in December 2007, when the
recession began.

Unemploymeheased slightly but was stieryhighaty e a r 6 Sheheadltheunemployment
ratestood at 9.4 percent in December, 0.5 percentage point lower than a year earlier, but still
nearly double its preecession level.

Inflation Remained Low and Stable

The large degree of slack in labor markets and low level of capacity utilization continued to
restrain inflation in 2010. Headline consumer prices rose a moderate 1.5 percent over the twelve
months of 2010and core consumer prices were up juStg@rcen. That was théowest

calendar year core inflation rate in the history of the series, dating back to GB&¥th of
compensatiomosts remained subduezkerting little upward pressure on price inflatidhe
Employment Cosindex (ECI) for privatandustry workers rose 2.0 percent over the year ending

in December Recent yeapveryear gains in this measure are among the smallest in thea30

history of the data series.



Conditions inFinancial and Credit Marketimproved

Conditions in financiadnd credit markets deteriorated somewhatng the spring of 2010,

reflecting concerns about the sustainability of sovereign debt in Europe and the pace of recovery
in the United States. Equity markets began to slip in late April and financial malitityo

increased sharplyinterest rate spread#dened reflecting stepped up risk aversion, but did not
approach late 2008 levels. Despite these developments, financial and credit market conditions
remained far better than during the 2008 financisis

The CBOE Volatility Index (VIX), a measure of perceived risk in credit markesgto a 14

month high of nearly 46 percent in early May, but eased during the summer and was fluctuating
around 18 percent in late December. The S&P 500 recofreradhedeclinethat occurred in

the spring to post a 12.8 percent gain for the yEae.3month U.S. dollar LIBOROIS spread

(a measure of stress in term interbank funding marketeeased to around 35 basis points in

late June but bthe end of thesar had narrowed to around 13 basis poBseads for

corporate debt over Treasuries also widened during the late spring and early summer but
remained elevateldeading into 2011The 10year Baa corporate yield spread over Treasuries

was aroun@70basispointsat the end of 2010, up about B&sis points since April but notably
lower thanthe December 2008 peak of 616 basis points. Mortgage rates, which were generally
stable at a low level during the first four months of 20&l steadily from late Agl through
mid-November, when they reached new lows. Mortgage rates edged higher in subsequent weeks
but remained low, with the 3@ear rate around 4@ rcent at the end of 2010.

The Federal Budget Deficit Narrowed

Partly as a result of improving eammic and financial conditions, the federal budget deficit
narrowed tdp1.3trillion (8.9 percent of GDP) in FY2010 from $1trllion (9.9 percent of GDP)

in FY2009. The Administration remains committed to trimming the deficit substantially further
and toputting the debto-GDP ratio on a sustainable pathheFY2012 budget, to be released in
mid-February, will include updated assumptions about the future path of economic growth and
new projections for the path of the deficit over the next ten years.

The Global Economy

The global economy recovered strongly in 2010, growing an estimated 5.0 percent compared to a
contraction in output of 0.9 percent in 2009. The pace of the recovery acovgsnies

however, was highly uneven, with the advanced ecoemexpanding by an estimated 3.0

percent in the aggregate and emerging market and developing economies growing by 7.1 percent
in the aggregate. Emerging market economies in Asia grew a collective 9.3 percent.

In many economies, growth was too slow to makuch headway against continuing high levels
of unemployment, which at the end of the year stood atggicent in the eurarea,7.9 percent

in the UK (in October) 4.9 percent in Japan, and 9.4 percent in the United States.s@mly of
the G7 advaned economiekavereturredto their precrisis levels of economic output, and
even fewer have erased teimploymentosses suffered during the crisis
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Global financial conditions generally improved throughout 2@tBpugh there were marked
disruptionsn the late springesulting from severe strains sovereign delinarketsn Greece
andother countries in the euro angeriphery and again in the late fall when troubles centered in
Ireland. Elevated financial stress in the periphery ottive aredas carried over into 2011.
Major advanced econontgnyear sovereign yields were below fmesis levels throughout

201Q with yields declining through much of the first half of 2010, rising in the lball still

ending the year below where yields &tdrthe year. Sovereign yields tamyear maturities in

the European periphegconomies widenei near 10 percent in some countries and over 10
percent in Greece; while spreads over Treasuries in emerging market economies declined
throughout the yeaptat or below prerisis levels. Equity markets across all regions gained in
2010.

Inflation was contained throughout 2010 in the advanced economies, estimated in the aggregate
by the IMF at 1.5ercent, bupickedup inemerging markett6.3 percent.In the former

group economic slack restrained upward price pressures witlee lattey stronger economic

activity and rising food prices boosted inflation by about 1 percentage point over 2009.
Commodity prices rose steadily throughout 2010, wiitiprices up, on average, about 28

percent and naefuel commodiy pricesup 23 percent.

As the global recovery has broadened, and inflation has picked up in some emerging market
economies, attention hawreasinglyshiftedto the withdrawal of the extradinary stimulus

provided in 2009 and 2010. At the2B Leaders Summit in Toronto in June 2010, Leaders of

the advanced economies (except Japan) committed to halving their budget deficits by 2013 and
to stabilizing or reducing their debit-GDP ratios by2016. Many G20 countries are planning

to gradually reduce their budget deficits beginning in 2011.

Monetary policy was on hold or eased somewhat among the athjancecgconomies in 2010.
Australia and Canada were exceptions among the advancedreespnising policy rates in
2010 by 100 and 75 basis points, respectivatyenherging markets, however, where inflation is
higher and has been moving up in some economies, a numdraimiesincluding Brazil,
China,India, Koreaand Taiwanhave tken steps to tighten monetary conditions.

As the global economy has recovered, and investor risk appetites have returned, global capital

flows have picked upThe fundamental driver of increased capital flows to emerging markets is
the strengthened germance of these economies, especially relative to advanced economies,
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and the ensuing higher yields on EM investments, particularly in the context of continued easy
monetary policies in the advanced economiBsough data are only partial and suffegdathe
evidence suggests that capital inflows to emerging markets had returnegttisipreevels in

2009 and continued at that pace through-20d0. Beginning in late September and running
through the first week of November, capital flows to EMseased, most prominently equity

flows, before tapering off. In December, flows were back to levels prevailing for most of the
past 18 months and the several years prior to the crisis. In response, a number of countries have
either implemented or are contglating putting in place capital controls or prudential measures.
Restrictions on capital inflows and intervention to maintain rigid exchange rates in some
countries have diverted capital flows to emerging markets with open capital accounts and more
flexible exchange rate policies, forcing the latter to bear the brunt of adjustment and leading in
some cases to overvalued exchange rates.

Current Account Balance as a Percent of GDP

2008 2009 2010 2010-Q1 | 2010-Q2 | 2010-Q3 | 2010-Q4
Euro area -1.8 -0.8 n.a. -0.1 -0.3 -0.6 n.a.
France -1.9 -2.0 n.a. -2.0 -1.9 -2.4 n.a.
Germany 6.7 4.9 n.a. 4.9 4.4 5.5 n.a.
Japan 3.3 2.8 n.a. 3.9 3.2 3.7 n.a.
United States -4.7 -2.7 n.a. -3.0 -3.4 -3.5 n.a.
China 4.8* 5.2 4.0%* 7.2 53

* Estimated based on revised balance of payments methodology.
** First half 2010

Following the collapse in global tradembre than 1@ercentin 2009, trade recovered in 2010
and by the end of thgear was near its preisis peak. As trade recovered, global current
account imbalances also widened from their crisiated lows especially among the largest
tradingeconomies Partly because of the widening imbalances, but also because otiestiffi
progress in achieving the global demand rebalancing envisioned unde2thEr@mework for
Strong, Sustainable, and Balanced Grova20 Leaders agreed in Seoul to devise a framework
to help identify imbalances in need of corrective and preveattiens. As part of the Seoul
Action Plan, Leaders agreed on the importance of greater exchange rate flexibility and market
determined exchange rate systems where exchange rates reflect underlying economic
fundamentals. &0 Leaders also agreed to refréiom competitive devaluation of their
currencies.

U.S. International Accounts

U.S. Current Account Balance as a Percent of GDP

The U.S. current account deficit in 2009 -
was the smallest since 1999 in dollar
terms and the smallest as a share of GC -
since 1998. In 2010, througihe third

guarter theU.S. current account deficit
widened by $82.1 billion to 3.3 percent
of GDP, a 0.7 percentage point increase -
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in the nonroil goods and services deficit



and a 0.5 percentage pointrease in the oil deficit. The net investment income surplus
increased by $37.9 billion to partially offset the increase in the trade deficit.

U.S. Balance of Payments and Trade

($ billions, seasonally adjusted unless indicated) 2008 2009 2009-Q4 | 2010-Q1 | 2010-Q2 | 2010-Q3
Current Account

-- Balance on goods -834.7 -506.9 -140.1 -151.3 -169.6 -171.2
-- Balance on services 135.9 132.0 354 36.9 36.5 36.8
-- Balance on income 1/ 152.0 1214 35.1 40.2 43.0 411
-- Net unilateral current transfers -122.0 -124.9 -31.3 -34.9 -33.2 -33.9
Balance on current account -668.9 -378.4 -100.9 -109.2 -123.2 -127.2
Balance on current account as % of GDP -4.7 -2.7 -2.8 -3.0 -3.4 -3.5
Major Capital Flow Components (financial inflow +)

Net bank flows 10.7 -590.1 -7.3 -108.0 -63.8 -88.6
Net direct investment flows -22.8 -134.0 -41.6 -51.4 -54.5 -12.6
Net sales of securities 917.3 290.2 91.5 149.7 114.7 269.9
Net liabilities to unaffiliated foreigners by nonbank concerns 384.6 123.0 -8.7 317 20.7 1.9
Memo Items

Statistical discrepancy 85.0 162.5 -14.8 74.5 92.2 -54.4
Change in foreign official assets in the United States 550.8 450.0 116.8 725 43.6 141.6
Trade in Goods: Balance -816.2 -503.6 -139.0 -148.4 -166.6 -167.7
Total exports, of which: 1287.4 1056.0 286.9 303.1 313.3 320.6
-- Agricultural products 108.4 93.9 25.8 25.9 233 254
-- Capital goods except autos 457.7 390.5 102.1 105.9 110.6 113.8
-- Automotive products 121.4 81.7 25.0 27.1 28.3 27.9
-- Consumer goods except autos and food 161.3 150.0 39.7 40.7 40.4 411
-- Industrial supplies and materials 2/ 388.0 296.7 82.7 90.5 97.0 97.4
Total imports, of which: 2103.6 1559.6 426.0 451.5 479.9 488.2
-- Petroleum and products 779.5 462.5 75.4 85.4 84.8 81.9
-- Capital goods except autos 453.7 369.3 98.4 101.8 112.1 116.2
-- Automotive products 231.2 157.6 49.1 50.4 57.6 60.0
-- Consumer goods except autos and food 481.6 428.4 111.2 113.7 120.5 124.7
1/ Including compensation of employees 2/ Including petroleum and petroleum products Source: BEA, Bureau of Census

The dollar value of U.S. exports through the first three quarters of 2010 increased 17.2 percent
relative tothe same time periad 2009, while imports increased 21.8 percent. In real, price
adjusted terms, exports increased 15.7 percent while imports increased 15.6 percent.

The Dollar in Foreign Exchange Markets

Over the course of 2010, the dolNeas afected byshifts in global risk appetitandchanges in

relative growth expectationsspeciallyamong the major economieb the first quarter of 2010,

the nominal effective value of the dollar rose by 0.3 percent against a broad group of currencies.
The dollar then appreciated by 4.7 percent on a nominal effective from the end of April to the
first week of June as spreading market concerns about sovereign debt in Greece and other euro
area periphery countries led to a sharp reduction in risk appatitesaall asset classes, with
particularly strong gains against the euFsom early June through misleptember the dollar

traded back toward where it began the year as a moderation in asset and currency market
volatility reduced safe haven demand forlai®, and the dollar ended the year slightly below

where it began against the other major currencies.

Based on t he mromidateffective dRahangerateendex, the dollar depreciated 1.1
percent against the other major currencies in 201@d&dercent against the other important
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currencies In 2011, through late Janyathe dollardeclinal by 1.1 percent against the other

major currencies butndy 0.3 percent against the OITP currenchsgainst the broad set of
currencies (major and OITP combined), the dollar depreciated by 2.4 percent on a nominal
effective basis in 2010. On a real effective basis, the dollar depreciated 2.7 percenttagainst t

other major currencies and 6.0 percent against the OITP currencies.

Against the euro, the dollar appreciated during the year by 7.1 percent. Against the yen, the
dollar depreciated by 12.7 percent during 2010. Among the emerging market curceneresl
in this report the dollar appreciated by 0.9 percent against the Russiaranaalepreciated by

Federal Reserve: Dollar Nominal Effective Exchange Rate
January 4, 1999 to January 28, 2011
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below their average values sirtbe start of the BIS index anuary 1994yhile the dollar is
more than 10 percent below itsipterm average.
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Analyses of Individual Economies
Asia
China

After a period of roughly two y@&KB)svasipeggedhi c h
to the U.S. dollgrChinese authoritiedecidedn June 2010 to once again allow the exchange

rate to appreciate in response to market forces. Since the June announcement, the RMB has
appreciated by a total of 3.7 percent against the dollar as of January 27, or at a rate of
approximately six percent per year in nominal tef@eause inflation in Cha is significantly

higher than it is in the United States the second half of 2010, the annual rate of CPI inflation
was more than 5 percentage points higher in China than in the United,Stetéd)IB has been
appreciating more rapidly against thdldioon a real, inflatioradjusted basis, at a rate which if
sustained would amount toore than 1@ercentper year (See Boxnext pagdor a discussion

of real (inflationadjustedl appreciatioormeasures.) China is also undertaking a relaxation of
restictions on the use of the RMB. These reforms will gradually erode the controls that help the
authorities manage the level of the exchange rate, and over time will contribute to a more
marketdetermined exchange rate.

Il n 2010, Chi nad s 1l@3cperceot myeal eebmp, amfrone 22 pbrgent in 2009.
Asitbecame <cl ear that Chinads recovery from the
nearly complete, policy attention increasingly turned toward avoiding overheating and

containing inflato n . As the gl obal recovery strengthen:
changed. Fostered by fiscal stimulus and strong bank lendagpoticyinduced surge in

invest ment that maintained Chinads hiogds gr owt
economic stimulubas been reined.inAt the same timerecoveries in other parts of the world
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have begun to narrow the gap between Chinaods
result the contribution of investment and consumptio€kin a grewth both declined in 2010

compared to 2009 (5.6 percentage points versus 8.7 for investment; 3.9 percentage points versus
4.1 for consumption), while the contribution of real net exports to growth increased, adding 0.8
percentage points (after swdatting 3.7 percentage points in 2009). Thus, in 2009, China added

to the rest of the worl dodés aggregate demand,
it returned to its previous trend orhandubtract
although less significantly than in the years immediately preceding the global financial crisis.

Box: The Real Bilateral Exchange Rate

When comparing the relative cost of goods in two countries, changesnartineal bilateral
exchangerateare i mportant but dondot tell the full st
real bilateral exchange rate takes into account the difference in rates of domestic inflation
between the two countries, which also impact the relative prices of their goodakeTthe
illustrative example of a train locomotive, suppose that:

1) The RMB/dollar exchange rate is 6.6, roughly as it is today.
2) A locomotive costs $2 million in the United States, and that the same locomotive costs RMB13.2
million in China. Theefore, the prices of the two locomotives are identical in dollar terms.

There are 2 different ways that the price of the Chinese locomotive could rise 10 percent in
dollar terms, making it more expensive relative to the U.S. locomotive:

1) Nominal appreciation of the RMB: The RMB appreciates 10 percent against the dollar, so that the
RMB/dollar exchange rate is now 6. The price of the Chinese locomotive in dollars is now $2.2 million,
or 10 percent higher.

2) Relative Levels ofinflation: Prices n China rise by 10 percewhile prices remain constant in the
United States (or, equivalently, prices rise by 10 percentage points more in China than they do in the
United States.) With domestic prices 10 percent higher in Cthiadomesticprice of the locomotive is
now RMB14.5 million. At an RMB/dollar exchange rate of 6.6, the price of the Chinese locomotive in
dollars is now $2.2 million, or 10 percent higher.

Either alone or together, exchange rate appreciation and higher domestic infl&minan
contribute to aeal bilateral appreciation of the RMB against the dollar: The RMB appreciates
10 percent against the dollar, so that the RMB/dollar exchange rate is now 6, and inflation in
China rises by 10 percent, so that the price of the Chioesmotive is now RMB14.5 million.
The price of the Chinese locomotive in dollars is now $2.4 million (14.5/6), or 21 percent higher

than at the start of the period. In this example, real appreciation of the RMB (21 percent) is twice
as large as nominappreciation alone (10 percent).

Note: There are other factors that affect the relative price of Chinese and US goods, and|there
may not be an exact, ot@one correspondence between relative inflation rates and the prices of
particular goods. But morapid inflation in China will eventually be reflected in higher costs of
production and prices of all Chinese goods fir e a | al pnghe same raannerahatcan
RMB appreciation raises the prices of Chinese goods.
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Throughout 2010, China shifted kess stimulative monetary and fiscal policies in an attempt to
contain rising prices in both goods and prope
2.3 percent of GDP in 2009 to 1.6 percent in 2010, as rising growth boosted revenues. Total

bank lending growth fell from a record high of 31.7 percent in 2009 to 19.9 percent in 2010,

whil e broad money (M2) growth fel!]l from 27. 8
China (PBOC), increased the amount of reserves that large commer&sbamequired to

hold at the central bank, from 15.5 percent of total deposits at the beginning of 2010 to 19
percentasofmid anuary 2011. The PBOC gdademdingmte sed Ch
50 basis points from 5.31 percent to 5.81 percéthipiagh this increase was less than the rise in

the inflation rate.

Despite these policy measures, the inflation rate continued to climb and there are signs of rising
inflation expectations. Chi owdyear icDeansberme r  pr i
2010, up from 1.9 percent in 2009. Nfmod consumer price inflation reached 2.1 percent-year
overyear in December 2010, its highest level in over ten years.

C h i nnéethationakrade has recoverad well above prerisis level Goods exposton a

balance of payments basase 31.4 percent in 2010 and are 10.2 percent above their 2008 level.
Imports rose 39.1 percent in 2010 and are 23.6 percent above their 2008 level. The 2010 goods
and services trade surplus was 4.0 percent of GDP, cethfia4.4 percent of GDP in 2009, and

7.7 percent in 2008. Due to a change in the way Chinese authorities account for retained
earnings in the income and FDI balances, the 2010 current account balance is not easily
comparable with past years, butitappes Chi nads current account st
The current account surplus in 2010 was 5.2 percent of GDP, 4.0 percent of GDP in the first half
and 6.1 percent in the second half. In its most recent balance of payments data release, China
indicated that the current account increased by 25 percent in aggregate between 2009 and 2010,
implying an increase from 4.8 percent of GDP in 2009 to 5.2 percent of GDP in 2010.

Manyin Chinarecognize that China is too large relative to the world economyto continue

to rely on foreign demand to growhey also recognize that exchange rate flexibility needs to be
part of Chinads effort®urongh&®&mnegsi idd@wsthep Hutdbsr s
United Statesn January 2011China comnitted in a joint statement of Presidents Obama and
Huthatn Chi na will continue to promote RMB exchan
exchange rate flexibility, and promote the transformation of its economic developmentmodel.

To implement these objgees,the government hagticulateda comprehensive prograamed
atrebalaning the economyn order to rely more odomestic demantibr growth While China
will publish details of its next& ear Plan this March, preliminary reports indicate it wiltlude
increasd public spending on health and educatisigher and more strictly enforc@sinimum
wagesgreater private sectanvestment in services, expaahccess to financial products for
households and small businessesdhigher taxes on carband pollutionintensive industries

While these policy commitments are welcome, it is clear that much of the recent shift toward
domesticdemani ed gr owt h, and the reduct fromprei n Chi na
crisis levels are the temporaryrpduct of the stimulus measures introduced during the crisis and

the fact that China has remained much closer to trend GDP than have its trading partners over the
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pasttwoyearsAs t he differenti al bet ween Chinads and
narmow, Chinads current accounlothsabsquteteemsandésla c o n |
share of Chinads GDP, wunless China accelerate
in its external imbalance€xchange rate reform is one elementhis process, but a critical one

to ensure that Chinese production shifts to reflect an economy more dependent on domestic

demand for growth.

As market pressure for further exchange rate appreciatopasedthe PBOC stepped up its

foreign exchage interventionpurchasinglollars with RMB, adding to foreign exchange

reservesl n 2010, Chinadbds foreign exchange reserve
billion in the fourth quarter aloneCumulatively, China hasiadenet purchaseof $2.3 trillion

of foreign exchangever the last ten years.

In total, the PBOQeld $2.% trillion worth of foreign reserves at the end of 20&Quivalent to

48 percent of Chi nmaths o?ihdo@sor Gardthan $2000 oneeery 2 4
Chinee citizen China has transferred (or swapped) some of its accumulated foreign exchange
reserves to commercial banks, as well as capitglthe China Investment Corporation (CIC),

its sovereign wealthfundChi naés st at el inslading tle PBOG stateawnedh o | e
banks,and € 7 holdsroughly$3tt r i | i on i n foreign currency a
exchange reserves held in the state sector are roughly three times as high as the reserves held by
Japan, theconomywith the second largest hahgis. When China intervenes to purchase

foreign exchange, it creates far more RMB than can be absorbed by the domestic economy
without significant inflation.The PBOC hagended to removBMB liquidity created by issuing

PBOC debi effectively borrowinghe money from the Chinese public to purchase foreign
reserves.This effectively creates a largéow of capital resources from the Chinese public to

the securities of advanced nations.

Chi nabds e xc h anpagpes casta an¢he finangial sys@nadcomplicates monetary
policy. In particular, policy makers have limited increasedomestidnterest rateswhich is the
most ofterused tool by central banks when facing rising inflation, to agowburaging

additional capital inflowsvhich wouldin turn requirean increase iforeign exchangpurchases

to maintain a stable renminbThus, he exchange rate regimenstrains a key tool for

containing inflation Moreover, low domestic interest rates mean that Chinese households earn
very little return on their savings, and a declining amount in real terms as domestic inflation in
China accelerates.

Chinads real effective exchange rate has appr
Chinabés | arge 1 ncr eas e sctuiing, improvendentgin transpottagioni n e x
and | ogistics, and Chinads accession to the W

appreciated more significantly on a real effective basis over this pekioglhminbi which is

2 ThePBOCestimated that real industrial productiorSaptember 200 was 1percentabove potential As
advancecconomiegecover, shortfalls itheir GDP relative to potential will also narrow, issalready occurng

this year. The IMF estimates that in advanced econaasieswholgéhe output gap will decline frof4 percent in
2009 to 4.2 percerh 2010to 3.5 percent in 2011

% Since 2004, the average real annual return on gyeaedeposit (deflated by the consumer price index) is negative
0.1 percent.In the six year period before 2004, when capital inflawd sterilization were not serious concerns for
policy makers, the average real deposit rate for Chinese consumers was 2.5 percent.
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below its equilibriunvaluedecreasst he pur chasi ngonpumever of Chi nabd
Undervaluation increases the price tag on items such as imported food or gasolinapesw ho

built with imported materialsor aforeign automobile It also encourages Chinese firms to

produce for export madts anccater to the preferences of foreign rather than domestic

consumers, placing an additional dampeth@growth of domestic demand.

These factors highlight whykehange ratéexibility must play an important role in rebalancing
Chi nads wards domestic demared growth. GreaterRMB flexibility would also
reduce incentives for intervention by otl@onomiedrying to maintain trade competitiveness
vis-&Vvis China further promoting global rebalancing and removing distortions and negative
externalities from the international monetary system

Chinads continued rapi d p amrdehe loufe flowoof capita fromr e s e r \
the Chinese public to advanced countries that it impiesessentially unchanged leve

C h i n al éffective exahange raespecially givemapid productivity growth in the traded

goods sectgrand wideningf current account surpluses| indicate that the renminbi remains
substantialljundervalued.l t i s i n Chinads i nthangeeaetto t o al | ow
appreciate more rapidly, both against the dollar and against the currencies of its other major

trading partners. If it does not, China will face the risk of more rapid inflation, excessively rapid
expansion of domestic credit, and upwardsptee on property and equity prices, all of which

could threaten future economic growth. By tr
exchange rate policy is also working against its broad strategy to strengthen domestic demand.
And Chi nadisdappraach ardthe exchange rate also adds to the substantial pressure now
being experienced by other emerging economies that run more flexible exchange rate systems

and that have already seen substantial exchange rate appreciation.

In order to promotgreater international use of the renminbi, China has taken steps to gradually
increase convertibility of the renminbi and liberalized some capital account transactions.
Although still limited in scope and tightly controlled by Chinese authorities, teésens have
spurred rapid growth (albeit from a very small base) of assludfe renminbi market. Gffhore
renminbi deposits, mostly concentrated in Hong Kong, have increased from RMB63 billion ($9
billion) in January 2010 to RMB280 billion ($42.4 hilii) in November 2010.

Japan

Japan maintains a floating exchange rate regaftteough theauthoritieshaveintervene at

timesto counter disorderlgonditions in the marketThe Japanese yen appreciat@d’ percent
againsthe dollarin 2010 but depaciated by 1.1 percent fanuary2011. On a reatrade
weightedbasisthe yen appreciated 3.9 percent in 2010, although its current level remains
weaker than its recent peak in January 2009. IMF estimates indicate that the real value of the
yen was cosistent with mediunterm fundamentals as of October 20ER¥kcent yen

appreciation appears to have reflected both safe haflews amid European sovereign debt
concerns as well as a narrower interest differential between the U.S. and Japan.

On Septembet5,2010,ci t i ng Aexcessive f | uc Japaanterveneds 1 n t
in the foreign exchange marKet the first time since March 2004elling ¥2,125 billion and

buying roughly US$25 billionOn that day,tlte Japanese yen depreciated gliyafalling by 3.2

percent against the dolldrom ¥/$82.88 in early Japanese market trading to ¥/$85.64 at New
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York closing time. Within a few days, however, the yen began to appreciate again,
strengthening beyond t heintereened, lreachihg ¥482onh Japan
November 1. Most recently, the yen has traded around ¥/$82. At the time of thisJegpent,

had not intervenedigain J apands f orei gn exoy3®dpegcentin208er ves i
a result of valuation changes existing reserve holdingsiterest earnings, and the September

15 intervention. At t he end of 2010 Japandés foreign excl
second only téhose ofChina.

Although the Japaneseonomyexpanded at a relatively solid pane2010 the pace of recovery

has been insufficient to close the output gap that opened up during the global financial crisis and

the level of economic activity remains well below its-prisislevel.J apandés exports w
particularly hard by the ghal recession, falling 41 percentiieal terms between August 2008

and February2009J apand6s economic growth over the past
recovery in exports.However, exports began to fall again in July 2010, and export velume

remained 4.5 percent below prasis levels as of December. Japanese domestic demand growth

has been particularly sluggish, and industrial produdgtror five consecutive months

beginning inJune 201Mefore increasing in NovembemheJapaneseconomy grewby 4.5

percem on anannualized basis in the third quarter of 2010, but the increase was boosted by

private consumption brought forward due to the impending expiration of government incentives.

Real GDP remains 2.6 percent below its-gnisislevel. The IMF projects Japanese real GDP

will grow by 1.6 percent in 201Hown from 4.3 percent i2010.

Moving forward Japan will need to tackle its large fiscal deficit and contain growth of public
debt. Reformsto strengthen domestic demand dostercompetition and productivity growth
will be critical bothf o r J a p-tarm grewthl andrfigcal healths well as fomeeting
Japands commi t mieG20 obective ofisttomgj shstainable, ara balanced
global growth.

Deflationremains a serious concern in Japaithh coreconsumer prices (excluding perishable

foods and energyilling 1.5 percent yeaoveryear in the third quarter of 201Meflation

moderated in the fourth quarter, with prices falling 0.7 percentgearyear in Decemberin

October, the Bank of JapfBOJ)announced athrggar t 1A ¢ o nmporneehteanrsyi veea s i n g
policy. The central bank: 1pWered the overnightpolcy r at e toofA@)to 0.1 p
committed to maintain thyae @Wwntiirlt ufapr Zteg @s & mt iel
3) estdblished an asset purchase prograroluding outright BOJ purchase$ government debt,

corporate bonds, and other assets. On the fiscal side, in ABgus Minister Kan announced

a¥0.9 trillion (0.2percentof GDP)fiscal stimulus package, the sixth and smallest stimulus since
October 2008, which included employment support programs and subsidies foreffiergnyt

products. The Kan Administration also has proposed a modestly contractionarytfadge

FY2011 that would hold both general account expenditures (excluding debt servicing costs) and

new government bond issuance below FY2010 levels.

Japands current account s dndycedlow of 828 bilion (1.6 r e as e d
percent oiGDP) in the first quarter of 2009 to $51.6 billionAercent of GDP) in the third

guarter of 2010, as the merchandise trade surplusrecoMered v ol ume t er ms, Japé
tradesurplushas narrowdas exports have decids i nc e J u | Isteral tradesymus 6 s b i
with the United States increased 34 percent-ggaryear to $53.9 billionn the first eleven
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months of 2010as exports recoveredtonearpre i si s | evel s, but Japanoad:
remains 22 percent below its Janublgvembe 2008 level.

South Korea

SouthKorea officiallymaintains anarketdetermined exchange ratdhe Bank of Korea (BoK

intervenesn the exchangenarketwith the stated objectivef smoothingnvon volatility. During

the severest period of the global fical crisis, Korea intervened heavily to support the won.
Despite the BoKo&s i nt er v e, theéwon mddeprgciattdid® f our t h
percent against the dollar and 35 percent in real effective terms from its 2007 peak.

In early 2009, feeign exchange market pressures reversed, and since that time the won has
strengthened, as capital inflows returned and exports recovered. In this period, Korea has
intervened in the opposite direction, selling won and buying foreign exchange to rebaitdes
and slow won appreciation.

In 2010, the won appreciated 3.6 percent against the U.S. dollar and 0.8 percent in real effective
terms. As of endDecemberthe won wastill 24 percent below its 2007 peak against the dollar,

and 2 percent weakethan its precrisis high in real effective terms, despite a strong recovery of

its domestic economy and exporiccording to estimates from tl2910IMF Article IV

consultatiorwith Korea,thereal effective exchange ratewbn isundervalued relative its

equilibriumlevel (estimates range from 5to 20 percelto r eads f or ei gn exchan
now $23 billion above their prerisis peak.

South Kored s e c contiouedo recover stronglyrom its sharp downturn in 2008The

economygrew6 percent on an annualized basis in the first half of 2010 and 3.5 percent in the

second half, bringing full year growthto 6.1 percédtor eads r e al GDP is now
above its precrisis peak. Exports were the maindrivef Kor eads 9, Butovery in
investment and private consumption have made stronger contributions to growth in 2010, with
domestic demand contributing over 6 percentage poirtis. IMF expect&conomic growth of

4.5 percent in 2011

As therecoveryhasgained momentumhe Kaean authorities have shifted their attention to

countering inflation, an&resident Lee has made containing consuprieeinflation to around 3

percent an economic policy priority for 2011. The BoK has raised its policy interest rate on three
occasionsince June 2010The rate now stands at 2.75 percent, which is still well below its pre

crisis level of around 5 percent when inflation was around 5 percerbyeryear. Consumer

price inflationaveraged 3.6 percent yeaweryear in the fourth quantef 2010, driven by rising

food and commodity prices, and reached 4.1 percentoyesayear in January, just over the

B o Ktarget inflation range of 2 b percent The pri ces of Koreads i mpot
and commodities are a significant compoty have been rising rapidly over the past several

months, averaging around 9 percent y@agryear growth since May.

“ Korean intervention to support the won took a variety of forKsrea intervened in the spot market, and its

headlineforeign exchange reserves declined by $57 billion gqoéx2ent from July 2008 to February 200€rea

alsoreduced its net forward position by $31 billion over sheneperiod. The establishment of a swap line with the
US.Feder al Reserve in October 2008 did much to restore
billion at one point, but these drawings wérkly unwoundby November 200@nd the swap linexpired in

February 2010.
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Kor eads mer surplswas$4d.2 billiorr irm20k0, exceeding the peak of $40.4 billion
(4.8 percent of GDP) reached in 200he increase wadriven by strong growth in exports,
particularly to China and other emerging Aseronomies. Korea posted a $Biltion trade
surplus with the United States in 20thBough Novemberas exports reached $49.8 billion.

Followingatras i ti on to a new | MF bal ance of payment s
2009 current account surplus was revised downward from $42.7 billion (5.1 percent of GDP) to
$32.8 billion (3.9 percent of GDP). iddbor eads

(2.9 percent of IMFestimated 2010 GDP).

Korean authorities have been vocal in expressing concern about what they consider large and
volatile capital inflows, and are considering a number of steps that they describe as preemptive

and precautionary amest excessive capital flows. In November and December, the financial

aut horities proposed the reinstatement of a w
government bonds as well as a new tax on the external borrowings of banks locateshin Ko

with a higher tax imposed on shéerm debt. The withholding tax was adopted in Janu2@y 1

and theother proposalare under consideration in the National Assembly. In 2048 the

government introduced limits on foreign exchange derivativesacts for both domestic banks

and local branches of foreign banks, which became effective in October.

Koreads foreign exchange reserves i8Tblioeased f
in DecembeR010, $3 billion above their preerisis hgh, equal to 29 percent of GDP and twice

the amount of shotterm externaldebtKk or eads net i ntervention over
the $86 Dbillion net increase in reserves sugg
forvard marke{ dat a col |l ected by the I MF indicate tha

domestic currency forward position increased fré&l.1 billion in February 2009 to $52.4

billion in Decembef010), the unwinding of the swap line with the Federal Resd{uec@

repaid the $18 billion it withdrew from the swap line), and recent reserve transfers into Korea

l nvest ment Corporation, Koreads sovereign wea
reserves after experiencing sharp and sudden capital outfiowmg dhe crisis is one factor

behind this intervention. However, given the strength of the Korean recovery, rebuilding of

reserves, and the rebound of the current account surplus, there is room for a greater degree of
exchange rate flexibility and lesgtervention.

Taiwan
According to the central b-aetekminedleacepwiainstascese x ¢ h a
when fAthe market is disrupted by seasonal or

The Taiwan dollar appreciatedpidly against the U.S. dollar in the second half of 2010, for a

total nominal appreciation of@8percentduring 2010Qafter appreciating b®.5 percent in 20009.
According to the BIS, the real effective exchange oathe Taiwan dollaappreciated 4.4

percentin 2010,aftera depreciation of 3.5 percent for 200Bhe appreciationn 2010 appears

due in part to optimism about the benefits of increased trade and economic ties with China as the
long-awaited Economic Cooperation and Framework Agreelmetmteen Tevan and Chinavas

signed by both sides on June 2910

T a i weea GBPincreased by an estimated.3percentn 201Q after falling by 1.9 percent in
2009,as exports recovered and domestic demand st
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historically keen vulnerable to swings in global demand, as exports amount to well over 50

percent of GDP.The pace of export growth moderated at the end of the year, to 18.8 percent
yearoveryearin December, down from 59 percearoveryearin May. The authorites
expecteconomicgrowth of5.0 percent in 2011 Despite creeping upward,ai wanoés i nf | at
rate remains one of the lowest in Asia, watinsumer prices increasing by3 percent in 2010.

The central bankciting the strong economic recoyeand a veryapid rise in housing prices,

undertook a series of thr&@2.5 basis poirikes in its discount rate in 2010. The rate now

stands al.625 percent

T a i weurréntsaccount surplus has remaitededue tosizabletrade and income surpluses.
In thefirst three quarters of 2010, the current account sugdasaged 0.3 percent of GDP,
($31.5 billion) down from 12.0 perceint the first three quarters @009 The trade balance
accounted for $24 billion of the surplus during this period, as expoeisounded on strong
global demand. The income surplus totaled Bbdlion, on higher income earned from
residentsodo foreign exchange assets and direct
recorded a net inflow of $6.1 billion in the first &lerquarters of 2010, as resident portfolio
outflows were of§et by increasing bank deposits of fresidents, capital drawn from overseas
bank branches, and withdrawals from foreign depos3ita. i w aomeignsexchange reserves
increased by $Bbillion to $382 billionduring201Q due to valuation gainsnterest earnings,

and purchases of foreign exchange by the authorities, particularly in the first half of the year.
Tai wanods f or ei gamounttc@Omercernt ef GDRe 20 enonthe of importsgdan
about five ti me#ermektanal@ebb nomyoés short

In response to capital inflows and market pressure for appreciation in the fall ofT20darese
authorities took a number of steps to discourage foreign speculatios Taiwan dollar On
November 11, Taiwanbdés Financi al Supervisory Co
foreign investors from holding more than 30 percergrgf new investmenis fixed income
products (previously, local government bonds and monasket products witmaturities of a
year or more were excluded). This rule apptiely to new inflows and not existing holdings.
On December 27, the central baightened thdimit on commercial bank&holdings of non
deliverable forwards and options on the Taiwan dodl&0 percent of their overall positions in
the local currency, down from 33 perceBtanksalsoare now required to set asig® percent of
all existing deposits held by foreignénsnortinterest bearing accounts at the central bank a
maximum90 pecent ratio will be imposed on any net increase in fordigid locatcurrency
deposits. Previously, banks were required to set asigeenpercent of foreign deposits.
Finally, the FSC and central bank have also stepped up their efforts to praventyu
speculation through increased monitoraiginancial institutionsand moral suasion.

Europe

Euro Area

The value of the euro in foreign exchange markets is mdetetmined Over the past year, the

euro hadluctuated significantlyagainst the allar in part because of changing perceptions about

relative risks related to sovereign delbhe Greeldebt crisis and fears of contagicontributed

to al2 percentlepreciation of the euran a real effective Isss in the first half of 2010The

coordnated European policy response led to somereviereal t he eur ods exchang:
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and the euro appreciated by 1.6 percent during the second half of theQmarbilateral basis,
theeuro declined b0 percentagainst thalollar between the ehof 2009 through early June
2010 (the peak of the Greece debt crisis). Since then, howeveurtteasrisenby 12.6

percent (through January 27), although the crisis in Ireland has contributed to considerable
volatility over the past six months.

Following a 4 percent decline in real GDP in 200@&duro areaaw an economic recovery in
2010, growing an estimated 1.8 percent according to the IMF. The economic recovery was
broadbased, with private consumption, government consumption, and netsealbor
contributing to real GDP, although fixed investment continued to decline slighdly large
extent, however,th eur o ar e a 0 awide divei@eneacrgss coLmtsidsGermany
grew 3.6 percent, but growth was much more modest in Frdn6@érent) and Italy (1

percent) In Spain and some smaller euro area countries, real GDP continued to decline.

Theeuroareds cur r ent naroweddightty in the first threée tquarters of 2010,

falling to 0.3percent of GDRersusa deficit of 0.6 percent of GDP in 2009 and a deficit of 1.5
percent of GDP in 2008Despitethe near balance in the euro area current acceubstantial
imbalances remain among euro area countries. The Netherlands and Geswiahgd

substantial cuent account surplusestine first three quarters of 2010, at 6.2 and 4.9 percent of
GDP, respectivelywvhereas the current accounts of the other major euro area economies (France,
Italy, and Spain) remained in deficit. Stronger domestic demand growstirjius European
economies would help reduce imbalances in the euro area.

The euro area economy was supported by fiscal expansion in 2010 (at the aggregatbeitevel),
the debt crises in Greece and Irel&wagteprompted a shift in focus to deficit redwati even in
those countries with more moderate debt levels. Most of the m#jorare&conomies have
committed to reducing their general government budget detiicitsder 3 percentfdGDP by
2013;although the German governmeatenly announced that would meet this deficit target
this year

The Gre& debt crisis prompted the European Central Bank (ECB) to revise its plans to withdraw

its exceptional liquidity measures, but it is now again cautiously pursuing an exit strategy. The

ECB will provide unlimited, fixedrate liquidityat least until April2011, but phased ouwneyear

and sixmonth offerings last yearThere has been a steady decline in the volume of ECB

liquidity demanded by euro area banks, as banks have regained access to teimarket.
However, banks in the euro area Aperipheryo r
which will complicate (The&CBrantintes issbverbigrboidd s e x i t
purchase prograrinstituted in May2010to reduce fundingteesses irsovereign debt markets

for some countries in the euro apsxiphery) but on a relatively small scal@he ECB has
purchased | e sissecufitiesundér &i8 prdgiarh dslafuary 28andmost of

these purchases were madéhep r o grfa méss mont h dilichinMay). dllei ng 026
main refinancing rate remains at 1 percent.

Whil e ongoing challenges in repairing financi
bank lending, credévailability has improved Euro area bank credit to households and-non

financial corporations fell by 1.3 percent from Janyt?2009 to Januar01Q but has recovered

since thenand is up by 1.9earoveryearas of November 2010.
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Switzerland

The Swiss franc is a freely floatimgirrency and th&wiss National BankSNB) sets monetary

policy in order to keep inflation stabdt around 2 percentin 2010, theSNB sought to stem
Afexcessiveo appr etoaddress deffatioa gprecérms,ssince CRI mflaton r o
remained well below its 2 percent target. The Swiss franc experienced appreciation pressure in

2010 due to the rising Swiss current account surplus, concerns about economic and financial
devel opments in the euro area, and zfegdfaemdoasv ¢
net government debt (estimated at less than 10 percent of 2010 GDP) and fiscal surplus. The

franc appreciated by 11 percent against the euro in the year to January 21, 2011.

The Swiss economy returned to growth in the third quarter@d,2thd has continued to grow

since then.Growth in the first and second quartef2010wasstrong at 3.7 perceand3.1

percenton an annualized basiespectivelybut slowed to 2.8 percent in the third quarter as real
appreciation lowered net exper Nevertheless, domestic demand has strengthened
considerably, growing by 8.3 percent in the second quarter and 9.2 percent in the thirdfuarter
2010 driven by a rebound in inventory investment. CPI inflation stood at 0.5 percent in the year
to Decenber 2010, relatively unchanged compared to the 0.3 percent in the year to December
2009.

In March 2009, th&NB initiated a policy to intervene in the foreign exchange market to
Aprevent any appreciati on ThdsentemeatiorBweress fr anc
unsterilizedand as the threat of deflation diminished and upward pressure on the Swiss franc
continued, the SNB subsequently amended its polityMarch 2010, the SNB shifted its stance

to prevent fAexcessi ve 0, appeamdteeand is foreignrexchaaged i n J
intervention policy altogether, noting it would resume intervention if further currency

appreciation threatened deflatioB.wi t zer | andos foreign exchange
substantial increase in foreignatwange reservelroughJune 2010whenits foreign exchange
reservesvere$207.8 billion, substantially higher than the $49.1 billion in March 2009 when the
intervention policy began. However, international resestesved littleincrease inhe second

half of 2010 ($216.1 billion as of October 2010), and this change was due to valuation changes
rather than intervention.

The Swiss franc depreciated 4o@rcentagainstthedollarin the first half of 2010, but

appreciatedby 13.3percentn the second habf 201Q On a real effective basis, the Swiss franc

rose by 9.4ercentyearoveryearto DecembeR010.Swi t zer | andbés overall t
2.4 percent of GDP in the third quarter of 2010 due to real exchange rate appreciation

Despite this, &%i t zer |l anddés current account surplus r 0:
quarter of 2010 from 12.1 percent of GDP in the third quarter of 2009 driven by a more than 200
percent increase in net investment income.

United Kingdom

The United Kingdom (i) has a freely floating marketetermined exchange rat&€he pound
depreciated 8.2 percent against the dollar in the first half of 2010, as the escalatarga&uro
sovereign debt problentawused investors to seek safety in the doltowever, the powhpared
backthose losses in the second half of the year, appreciating by 4.2 percent, as risk appetite
improved. It has continued this trend early2011, up & percentagainst the dollar in January
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On a real effective basis, the pound appreciatetl bypercent in the first half of 2010, but
depreciated by 1.1 percent in the second half of the year.

The economic recovery in the UK, which began in the fourth quarter of 2009, continued through
the first three quarters of 201@omestic demand andventory restocking have largely driven

the recovery, more than compensating for a negative contribution from net expdhts.third

quarter of 2010, a 1ercent annualizecbntaction in government spendimgas more than

offset by an increase in iegtment.Preliminary estimates of fourth quarter GDP point to a
contraction of 2.0 percent on an annualized haeiy reflecting thempact of severe weather at

the end of the yearEven taking into account the weather the underlying output was stagna

The IMF estimates that growth for all of 2010 was 1.7 perddnemployment peaked at 8.0
percent in February 2010 and stood at 7.9 percent in October 2010.

Stimulus measureend the impacbtfthee conomi ¢ downturn ressasalted in
deficit from 2.3 percent of GDP in 2007 to 11.0 percent of GDP in 2C@®&sequently, public

debt increased from3.6 percent of GDP in 2007 to 71.2 percent of GDP in 200@. new

coalition government formed after the May 2010 elections has coadnit an accelerated

reduction in the fiscal deficit, led by expenditure reductiofise austerity package, announced

by the government in June 2010, is expected to reduckefiog to 1.9 percent of GDP by 2014

2015 and to put the gross debtGDP rdio on a declining path after peaking at 86 percent in

20122013.

Monetary policy remains accommodativEhe Bank of England (BOE) has maintained its

historically lowpolicy rate at 0.5 percent, and has maintained the stability of assets purchased by
the issuance of central bank resengg(titative easingat£200 billionsinceFebruary 2010.

I nfl ation has remained above the Bank of Engl
primarily driven by commodity and food prices, as well asengy weakness over the past

couple yearsHowever, a spike in transportation prices, in particular airfares, contributed to the

high December print of 3.7 percent y@aeryear.

After shrinking to 0.9 percent of GDP in the fourth quarter of 20@9,ttUKG6 s cur rent ac
deficit widened to 1.4 percent of GDP and 2.6 percent of GDP in the second and third quarters of
2010, respectively, as growth in imports outpaced the rebound in exports.

Western Hemisphere

Brazil

Brazil officially operates undea floating exchange rate regime, althoughdietral bank

performs regular and transparent intervention in the spot market for foreign exchange to smooth
volatility. As a result of these operatigradong with interest earningsd valuation changes

total foreign exchange reserves increased to $276 billion at the end of Novembhear2010

increase of $47 billion since the end of 2009.

Thereal appreciated by 4.8 percent against the U.S. dollar in 2B8kBough thereal has
appreciated against the Udllar over the past two years, it remains below its level in July
2008, before the worst of the financial crisis. On a real effective exchange rate bas@l, the
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rose by 7.8 percent in 2010 buoyed both by a nominal effective appreciation and yelativel
higher inflation. Theealis atits strongest level in the If&ear history of the BIS real effective
exchange rate index.

Concerned about an erosion of international competitivenesgnging additional appreciation
became a increasingriority for the Brazilian government in response to strong foreign capital
inflows during 2010.In October, the authorities raised the tax on foreign investment in fixed
income assets to 4 percent and ttee® percent from 2 percent previously, and extended the ta

to local derivatives markets by placing a 6 percent tax on inflows into margin accounts
maintained by nomesidents. The tax was previously extended to cover local equity investments
made by nofresidents abroad in the form of depository receipts (ADRSEDRS) in late 2009.

In January 2011, the central bank introduced unremunerated reserve requirements on the short
U.S. dollar positions of financial institutions, and began intervening in the futures market for
foreign exchange through the auction ofelse swap agreements.

Brazil experienced a strong economic recovery in 2010 following flat activity in ZDO8.IMF
estimateghatthe Brazilian economy expanded by 7.5 percent in 2010, concentrated in the first
half boosted bytrong consumer demamésidual fiscal stimulus, and inventory replenishment.
Activity moderated in the second half, but the IMF forecasts real GDP to grow at 4.5 percent in
2011. Consumption and investment (both public and private) continue to drive economic
growth.

Fiscalpolicy remained expansionary 2010, but the government has announteehtention to
tighten policy in 2011. The primary surplus narrowed 208 percent of GDRn 201Q but the
authorities have indicated that the surplus will be rais@percentn 2011. Onetime tax
credits were allowed to expire in 2010, but permanent increases to public payroll and
discretionary expenditures, and investment expenditures maintained the fiscal smpulse
Increased public lending by the national developmenk KBANDES) and statewned

commercial banks played an important role in maintaining credit availability during the crisis,
but public credit has maintained a consistent rate of expansion even as private credit has
resumed.

Robust private and public demaooimbined with a tight labor market have increased

inflationary pressureConsumer prices rose 5.9 percent in
of 4.5 percent.In response to overheating concerns, the central bank initiated a monetary policy
tightening cycle between April and June 2010, raising the benchmark Selic policy interest rate

200 basis points from a historical low of 8.75 percent to 10.75 pertaetcentral bank held

that rate through the end of 2010, laised the policy rate B0 basigointsto 11.25 percent in

January 2011 The central banklsoincreased bank reserve requirements on time deposits from

23 percent to 32 percent, and on demand deposits from 51 percent to 55ipddeeember

2010

Strong growth of imports and an fatv of payments on foreign investment in Brazil resulted in

the current account deficit widening to 2.4 percent of GDP at the end of the third quarter of 2010.
Simultaneously, investor confidence in growtiospectsrecovering commodity prices, and

global interest rate differentials led to strong capital inflows.

24



Canada

Canada maintains a flexible exchange rétlee central bank has not intervened in the currency
market sinc000 when it when it defended the euro against depreciation in a cor@efted
action The Canadian dollar appreciated by 5.5 percent against the U.S. dollar ifo@®40hg

a 16 percent appreciation in 2009. On a real effective basis, the Canadian dofeiasgpby

2.7 percent in 2010. The appreciation of the Canad#ardvas driven in part by rising
commodity prices.

The Canadian economic recovery continued in 28iough the pace of growth slowed in the
middle of the year before picking up in the fourth quarfdter expanding by 4.9 percent on an
annualized &sis in the fourth quarter of 2009 and 5.8 percent in the first quarter of 2010, growth
slowed inthe second quart¢én a 23 perceneannual rate and to 1.0 percent in the third quarter.
The Bank of Canada is forecasting growth of 2.4 percent in 2012.anmrcent in 2012.

Domestic demantd therecoveryin late 2009, underpinned bglatively healthy consumer and
financial sector balance sheets, low interest yata$ government spendingn 2010, business
investment and personal consumption growénethe main drivers oéconomic growth.

Growth in 2011 is expected to be led by business investment, with personal consumption
growing more slowly.

The government is shifting its fiscal policy stance from stimulus to consolid&digeting a
balance budget by the end &fY2014down from2.7 percent in FY2010Citing robust growth
and inflation pressures June 2010the Bank of Canada began raising its policy;rateached
1.0 percent by Septembef.h e Bank of tfGranflatioth sdpercentaheagliee
inflation was 1.8 percerfior 2010.

Canadads foreign trade began recovering in th
through the middle of 2010 in step with the U.S. economy and appreciation of the Canadian
dollar, whilei mports remained strong. As a result Ca

percent in the third quartef 201Q its highest since 1989. Data for the first two months of the
fourth quarter indicate a narrowing of thediadeficit as exports rebnded reflecting rising
commodity prices.

Mexico

Mexico has a flexible exchange rate and employs an inflaiaeting monetary policy regime.
On a ral effective basis, the peso appreciated 5.9 percent during thd y2percent during the
first hdf of 2010 and 1.7 percent during the second. hajainst the dollar, the pesppreciagd
by 1.1 percent during the first half of 2010 and 4.6 percent in the second Balfpercent gain
for the year as a whole.

Mexi cods r es er viegyeariby®i7 Ebdlisnetal total $0112ibiflign at the end of
November 2010. Most of this increase was driven by foreign exchange inflows from the state

owned oil company Pemex. In February 20¥@xicoadopted an explicit strategy of reserve
accumulaibn whereby thecentral bankauctionsup to $600 million monthly imptions tobanks,

which allow them to selfiollars tocentralbankat t he previ ous dayés exch
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the month thathe pes@ppreciates above its 2&y.> While options sale aresmallrelative to

Pemex flows, the strategy allows the bank to accumulate resenvas il ean agai nst
a transparent ruldsased framewotkin December 2010, Mexico obtained an augmented
precautionary Flexible Credit Line (FCL) from tHdR, equivalent to $72 billion, up from $48

billion previously. As of the end of January 2011, Mexico has not drawn on this line.

Real GDPcontracedslightly in the first quarter of 201@®.2 percent on an annualized basis) but
grew strongly in the nextvo quarters The government forecasts that economic growth will be
5.2 percent for 2010 as a whole. External denfanthanufactuedgoods, which led the
recovery during the first two quarters of 2010, has slowed, but recent indicators suggest that
domestic demand growth is accelerating in tandem with rising wages. Oil prodbatdreen

flat. Bolstered by an uptick in global crude pricesywever the value of oil exports rose from
$9.5 billion in the third quarter to $12.2 billion during the fougttarter.

The government adhered to a policy of fiscal discipline during 20&8.revenue increased 10.5
percentyearoveryearin the firstl1l months of 2010, while expenditures were up 6.7 percent,
putting public finances on track to meet the goweenn fiséakdeficit target of 0.75 percent of
GDP (excluding Pemeixivestment) Thetargetwill increaseto a deficit of0.5 percenof GDP

for 2011. The central bank has maintainga accommodative monetary policy stance since the
crisis, keeping itsargetinterestrate at 4.5 percemor 16 consecutive months. Inflation ended
December at 4.4 percent on an annualized basis, implying real interest rates close to zero, as
administrative price increasasd rising food pricesontributed to inflation gjhtly above the
cent r al todparoektiagyet tange.

Thecurrentaccountbalance posted a slight surplus in the first quarter of 2010 as imports
recovered more slowly than exports. The current account balance slid back into a deficit of 1.1
and 0.3 percent of GDP in the second and third quarters, respectively. By the end of the third
guarter of 2010, trade flows had exceededqnigs levels, as the externalllyiven recovery

sparked demand for intermediate goods. Highlighting this trespares increased 30.8 percent

on an annualized basis in the y¢aNovember, while imports rose 29.2 percent over the same
period. Remittance flows turned positive in the second quarter for the first time since end 2007,
and totaled 3 percent yeaveryear in the third quarter 2010.

® This strategy was originallysed from August 1996 through midne 2001.
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Glossary of Key Terms in the Report

Bilateral Real Exchange Rate- The bilateral exchange rate adjusted for inflation in the two

countries, usually consumer price inflation.

BIS Effective Exchange Rate- An effectiveexchange rate index calculated as a geometric
weighted average of bilateral exchange rates. The weights are based on manufacturing trade

flows and capture both bilateral export and import trade and export competition in third markets.

To capture changes trade patterns over time, the weights are time varying.

Exchange Rate-- The price at which one currency can be exchanged for another. Also referred

to as the bilateral exchange rate.

Exchange Rate Regime- The manner or rules under which a coumtignages the exchange

rate of its currency, particularly the extent to which it intervenes in the foreign exchange market.

Exchange rate regimes range from floating to pegged.

Weights in OITP Index

Weights in the Major Index

Federal Reserve Dollar Indexe$ The Federal
Reserve calculates three effgetexchange rate
indexes for the dollar. All are weighted average)

of the foreign exchange value of the dollar agair

a group of currencies. The weights are time

varying and are based on U.S. export shares,

import shares, and export competitiorthird

markets. Th&road indexincludes the 26

currencies used by the major trading partners o

the United States. This index is then split into a|

Major currency index and an Other Important

Country or
) 2010
Region
Euro area 36.56
Canada 30.21
Japan 16.98
United Kingdom 8.49
Switzerland 3.15
Australia 2.63
Sweden 1.97
Total 100

Trading Partner (OITP) index. Tiéajor

Currencies Indexincludes seven currencies that

are used widely in international transactions (th

euro, yen, pound sterling, Australian dollar,

Canadian dollar, Swiss franc, and Swedish kron

TheOITP Indexincludes 19 emerging market

currencies. Although these currencies ased by

major trading partners of the United States, they

do not circulate widely internationally. The

currencies in the OITP index are: the Argentine

peso, Brazilian real, Chilean peso, Chinese

Country or
. 2010
Region
Mexico 18.74
China 34.94
Taiwan 4.79
Korea 6.83
Singapore 3.72
Hong Kong 2.50
Malaysia 3.50
Brazil 4.08
Thailand 2.69
Philippines 1.17
Mndonesia 1.92
India 3.08
Rrael 2.28
Saudi Arabia 1.94
Russia 2.84
Argentina 1.10
Venezuela 1.07
Chile 1.65
Colombia 1.15
Total 100

renminbi, Colombian peso, Korean won, Hong

Kong dollar, hdian rupee, Indonesian rupiah,

Israeli shekel, Malaysian ringgit, Mexican peso, Philippine peso, Russian ruble, Saudi riyal,

Singapore dollar, Taiwan dollar, Thai baht, and Venezuelan bolivar. Current weights are given

in the table. For weights in alyears see: http://www.federalreserve.gov/releases/H10/Weights/

Floating (Flexible) Exchange Raté A regime under which the foreign exchange rate of a
currency is fully determined by the market with intervention from the government or central

bank beingused sparingly.

27




International Reserves-- Foreign assets held by the central bank that can be used to finance the
balance of payments and for intervention in the exchange market. Foreign assets consist of gold,
SDRs, and foreign currency (most of whick &eld in shorterm government securities). The

latter are used for intervention in the foreign exchange markets.

Intervention --The purchase or sale of a countryds cur
government entity (typically central bank)order to influence its exchange rate. Purchases
involve the exchange of a countrydés foreign ¢
foreign currency reserves. Sales involve the
currency, inceasing its foreign currency reserves. Interventions may be sterilized or

unsterilized.

Managed Float-- A regime under which a country establishes no predetermined path for the
exchange rate but the central bank frequently intervenes to influenceteenent of the

exchange rate against a particularly currency or group of currencies. Some central banks explain
this as a policy to smooth fluctuations in exchange markets without changing the trend of the
exchange rate.

Nominal Effective Exchange Rat§NEER)-- A measure of the overall value of a currency

relative to a set of other currencies. The effective exchange rate is an index calculated as a
weighted average of bilateral exchange rates.
indextypically reflects the amount of trade with that country.

Pegged (Fixed) Exchange Rafie A regime under which a country maintains a fixed rate of
exchange between its currency and another currency or a basket of currencies. Typically the
exchange ratis allowed to move within a narrow predetermined (although not always
announced) band. Pegs are maintained through a variety of measures including capital controls
and intervention.

Real Effective Exchange RatédREER)-- The effective exchange rate aslied for relative
prices, usually consumer prices.

Sterilized intervention T An action taken by the central bank to offset the effect of intervention

on the domestic money supply. Intervention in which the central bank sells domestic currency
increaseshe domestic money supply, in essence expansionary monetary policy. To neutralize
the effect of the intervention on the money supply the central bank will sell domestic government
securities, taking an equivalent amount of domestic currency out ofaticcul If the

intervention involved the purchase of domestic currency, the central bank will buy government
securities, placing an amount of domestic currency equivalent to the size of the intervention back
into circulation. An intervention is partialgterilized if the action by the central bank does not

fully offset the effect on the domestic money supply.

Trade Weighted Exchange Rate- see Nominal Effective Exchange Rate

Unsterilized Intervention -- The purchase of domestic currency through irgetion in the

exchange market reduces the domestic money supply, whereas the sale of domestic currency
through intervention increases the money supply. If the central bank takes no action to offset the
effects of intervention on the domestic money sugdply,intervention is unsterilized.
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