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WASHINGTON, May 17 - The Bush administration warned China on Tuesday that its currency policies were
distorting world trade, and it brandished the threat of retaliation against the country's exports if Chinese |leaders
did not change course in the next year.

In language far harsher than it has used before, the Treasury Department declared that China's fixed exchange
rate between its currency, the yuan, and the dollar posed arisk to its economy and the economies of much of the
rest of the world.
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The administration stopped short of accusing China of outright currency manipulation, a move demanded by
American manufacturers who complain that the Chinese have artificially undervalued their currency to make
exports cheaper in the United States.

But the new language marked a change in relations, which the administration has until now handled with
painstaking delicacy.

"Current Chinese policies,”" the Treasury Department said in areport to Congress on Tuesday, "are highly
distortionary and pose arisk to China's economy, its trading partners and globa economic growth."

Coming closer than before to setting a deadline, the Treasury report warned that China's policy would meet its
definition for currency manipulation unless Beijing officials make a"substantial alteration.”

The administration's combative new stance was not enough to satisfy many members of Congress from both
parties, who want to soon threaten China with steep tariffs on its exportsif it fails to allow the yuan to rise
significantly from a narrow band around 8.28 to the dollar.

A stronger yuan would tend to make Chinese goods more expensive in foreign markets, diminishing the country's
competitive advantage. Still, economists said even that was unlikely to make a dent quickly in the huge trade
imbal ance with the United States.

The studied shift in the administration's stance reflected delicate issues that confront American officials, who

want Chinato change its currency practices but are even more worried about pressure from Congress to restrict
trade.

In less than a decade, China has emerged as a manufacturing powerhouse and an indispensable source of low-
price goods - toys, furniture and electronics, among others. The expiration on Jan. 1 of global textile quotas has
flooded world markets with Chinese apparel.

American manufacturers have been caught on both sides of this transformation in trade: often overwhelmed by
Chinese competition yet benefiting as buyers of Chinese goods and investorsin factories.

Administration officials are also juggling political concerns. As agreat power of Asia, Chinais crucial to
Washington's efforts to restrain North Korean nuclear ambitions.

The Chinese Embassy in Washington had no immediate comment. But even before the administration issued its
report, Chinese leaders said on Monday that currency policy was a"sovereign” matter and that they would not be
pushed into decisions by other governments.

The Treasury warning implicitly gave the Chinese until October, when the administration is required to make its
next report to Congress on foreign currency practices. If it declares that a country is manipulating its currency to
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gain competitive advantage, it is required to begin negotiations over exchange rates that could lead to retaliation.

The United States trade deficit with China reached $124.9 hillion last year, larger than that with any other
country or with the entire European Union. China has also become one of America's biggest foreign creditors,
holding more than $600 billion in Treasury securities and other dollar-denominated instruments as it seeks to
keep its currency from rising in line with the trade surpluses.

The Treasury report criticized China's policy as dangerous to itself, its Asian neighbors and global growth.
"China's 10-year-long pegged currency may have contributed to stability in the past,” said Treasury Secretary
John W. Snow, "but that is no longer the case today as China has grown to be a more significant participant in
global trade and financia flows."

The policy, he said, threatened the Chinese economy by sowing the seeds of inflation, distorting capital flows and
preventing the nation's central bank from conducting normal monetary policy.
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