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Facing protectionism generated 
by trade disputes
ch�na’s post WTo blues

Wing Thye Woo and Geng Xiao

The escalation of friction between China and its trading partners

ch�na’s current account �n the balance of payments has been �n surplus s�nce 
1994 and �t has shown a clear upward trend, reach�ng Us$184 b�ll�on �n 2006, or 
9 per cent of gross domest�c product (GdP). As ch�na’s cap�tal account �s also 
�n pers�stent surplus because of the large �nflows of fore�gn d�rect �nvestment 
(Fdi) and cap�tal controls on outflows, �ts fore�gn exchange reserves reached 
Us$1.07 tr�ll�on �n 2006—the largest �n the world. ch�na also became the second-
largest holder of Us Treasury secur�t�es, hold�ng as much as Us$353.6 b�ll�on, 
tra�l�ng only Japan, wh�ch holds Us$648.8 b�ll�on.

At the t�me of wr�t�ng (June 2007), ch�na’s overall trade surplus, the ch�na–Us 
trade surplus and the ch�na–eU trade surplus cont�nued to soar,1 caus�ng a 
marked escalat�on �n concern about ch�na’s unfa�r trad�ng pract�ces and the gross 
undervaluat�on of the renm�nb�. in February 2007, the Us Trade representat�ve 
(UsTr) had filed a case w�th the World Trade organ�zat�on (WTo) aga�nst 
proh�b�ted subs�d�es �n ch�na. Th�s act�on was followed by two more WTo cases 
aga�nst ch�na �n Apr�l 2007—challeng�ng market access restr�ct�ons on products 
of copyr�ght-�ntens�ve �ndustr�es and challeng�ng weaknesses �n the legal reg�me 
for protect�on and enforcement of copyr�ghts and trademarks.2

in order to apprec�ate adequately the h�gh �ntens�ty of the sound and the fury 
of the ant�-ch�na rhetor�c—and the global character of these cr�t�c�sms—�t �s 
worthwh�le to quote a number of news reports from the barrage of press art�cles 
on the trade �mbalance �ssue that appeared on 13 June 2007.3
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The Financial Times (2007a) reported

Peter mandelson, the eU trade comm�ss�oner…called var�ous aspects of 
ch�na’s trade pol�cy ‘�llog�cal, �ndefens�ble’ and ‘unacceptable and accused 
[ch�na] of do�ng noth�ng to re�n �n rampant counterfe�t�ng…mr mandelson 
also refused to grant ch�na market economy status…[because �t had] fulfilled 
[only] one of five cr�ter�a.4

The Straits Times (2007) of s�ngapore reported

Peter mandelson procla�med that the…[eU] trade defic�t w�th ch�na was no 
longer ‘tolerable’ and warned that relat�ons w�th Be�j�ng were now at a ‘cross-
roads’…[Trade �s] so skewed that the eU now exports more to sw�tzerland…
than to the ent�re ch�nese market.

USA Today (2007) reported that

[a]fter years of �nconclus�ve sk�rm�sh�ng, trade tens�ons between the Un�ted 
states and ch�na are about to �ntens�fy. ‘We are compet�ng not only w�th a 
country w�th low wages but w�th very h�gh and heavy subs�d�es and a r�gg�ng 
of the�r currency,’ says rep. sander lev�n, d-m�ch., cha�rman of the house 
trade subcomm�ttee. ‘i hate the term trade war because �t �s always used 
when you try to get a fa�r break…somet�mes pressure works.’

in confirmat�on of the grow�ng percept�on of—and deepen�ng d�ssat�sfact�on 
about—unfa�r ch�nese trad�ng pract�ces, the med�a on 13 June 2007 also 
conta�ned reports on the act�ons be�ng undertaken by the Bush adm�n�strat�on 
and the ch�nese government to forestall protect�on�sm. 

The Standard (2007) of hong kong reported

Us lawmakers plan to �ntroduce leg�slat�on today seek�ng to pressure 
ch�na to ra�se the value of the yuan to stem a balloon�ng trade �mbalance… 
sponsored by democrat�c senator charles schumer, the b�ll w�ll lay out 
the Us response whenever countr�es ‘unfa�rly undervalue the�r currency’. 
currently, there are half a dozen measures before the Us congress a�med 
at ch�na, �nclud�ng proposals to apply sanct�ons unless �t allows the yuan to 
apprec�ate by at least 10 per cent.

The Wall Street Journal (2007b) reported

[t]urn�ng as�de grow�ng congress�onal anger over the Us trade defic�t w�th 
ch�na, Pres�dent George Bush’s adm�n�strat�on today w�ll reject demands 
that �t formally accuse Be�j�ng of ‘man�pulat�ng’ �ts currency to g�ve ch�nese 
compan�es an edge over Amer�can bus�nesses. ‘There m�ght be an �n�t�al s�gh 
of rel�ef �n the markets that the Treasury has not taken a more confrontat�onal 
l�ne, but protect�on�st pressures are only l�kely to bu�ld’, Jul�an Jessop, ch�ef 
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�nternat�onal econom�st at cap�tal econom�cs �n london, warned cl�ents �n 
a note yesterday. meanwh�le Be�j�ng took steps yesterday apparently a�med, 
at least �n part, at defus�ng Us concerns. ch�nese author�t�es perm�tted an 
unusually large r�se �n �ts t�ghtly controlled currency.

The International Herald Tribune (2007) reported that ‘the yuan had the b�ggest 
ga�n s�nce the end of a dollar l�nk �n July 2005. The yuan rose 0.26 per cent to 
7.6436 aga�nst the dollar…[y�eld�ng a cumulat�ve ga�n of] 8.3 per cent s�nce…July 
2005.’

events then moved qu�ckly. on 14 June 2007, senators max Baucus 
(democrat from montana), charles e. Grassley (republ�can from iowa), charles 
e. schumer (democrat from New York) and l�ndsey Graham (republ�can from 
south carol�na) �ntroduced leg�slat�on ‘to pun�sh ch�na �f �t d�d not change �ts 
pol�cy of �nterven�ng �n currency markets to keep the exchange value of the 
currency, the yuan, low’ (New York Times 2007). 

on 19 June 2007, the internat�onal monetary Fund (imF) adopted a new 
country surve�llance framework that set out

…a catch-all obl�gat�on on countr�es not to adopt pol�c�es that underm�ne the 
stab�l�ty of the �nternat�onal system, and l�sts a set of object�ve cr�ter�a that 
w�ll be used to �nd�cate whether a country �s comply�ng w�th �ts comm�tments. 
Warn�ng l�ghts w�ll �nclude large-scale currency �ntervent�on, the 
accumulat�on of reserves and ‘fundamental exchange rate m�sal�gnment’—a 
term that m�rrors language �n a b�ll before the Us congress that would 
�mpose penalt�es on nat�ons that fa�l to correct such m�sal�gnments. rodr�go 
rato, manag�ng d�rector of the imF, sa�d: ‘Th�s dec�s�on �s good news for the 
imF reform programme and good news for the cause of mult�lateral�sm…
[because th�s new framework] g�ves clear gu�dance to our members on how 
they should run the�r exchange rate pol�c�es, on what �s acceptable to the 
�nternat�onal commun�ty and what �s not’ (Financial Times 2007b).

The above developments were warn�ngs that ch�na, europe and the Un�ted 
states could be march�ng towards a trade war. in th�s chapter, we exam�ne the 
reasons for the trade fr�ct�on w�th ch�na and propose pol�c�es to reduce that 
fr�ct�on. our d�scuss�on w�ll focus on four quest�ons

1 What are the problems caused by trade �mbalances?

2 What are the problems revealed by the appearance of trade �mbalances?

3 is a large yuan apprec�at�on the best cure for trade fr�ct�on?

4 What �s to be done?
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What are the problems caused by trade imbalances?

it �s not uncommon to encounter allegat�ons that the Us–ch�na trade defic�t 
represents the export of unemployment from ch�na to the Un�ted states. A 
recent study by robert scott (2007), of the econom�c Pol�cy inst�tute, used 
an �nput–output model to arr�ve at the cla�m that the b�lateral trade defic�t of 
Us$49.5 b�ll�on �n 1997 caused the loss of 597,300 jobs that year and the 2006 
b�lateral trade defic�t of Us$235.4 b�ll�on caused the loss of 2,763,400 jobs—and 
that every state had suffered a net loss of jobs from the r�se �n the b�lateral trade 
defic�t dur�ng 1997–2006. The alleged job losses �n 2006 from the b�lateral trade 
defic�t �mpl�ed that the 2006 unemployment rate was 1.21 percentage po�nts 
h�gher than �f the b�lateral trade balance had been zero.5 

There are two major problems w�th the scott (2007) study. F�rst, the overall 
unemployment rate �n the Un�ted states d�d not grow �n l�ne e�ther w�th the 
w�den�ng overall Us trade defic�t or w�th the w�den�ng Us–ch�na trade defic�t. 
The average unemployment rate of 4.9 per cent �n the 1998–2006 per�od was 
lower than the average unemployment rates �n the prev�ous per�ods of 1980–88 
and 1989–97, wh�ch were 7.5 per cent and 6 per cent respect�vely. in real�ty, the 
Us economy was a h�ghly successful job-creat�on mach�ne �n the 1997–2006 
per�od. 

second, �n the face of the strong demand for labour �n the Us economy 
dur�ng the per�od of grow�ng trade defic�t, a substant�al amount of the so-called 
job losses could have been voluntary departures by workers—rather than 
�nvoluntary d�splacement of workers—from �mport-compet�ng �ndustr�es that 
pa�d low wages or had potent�ally low wage growth �n the future.

The more soph�st�cated compla�nt aga�nst the grow�ng trade defic�t �s that 
the d�splacement of workers adds to the downward pressure on Us wages 
created by global�sat�on. Th�s downward wage pressure comes from the post 
1990 �ntegrat�on of the labour force �n the former sov�et Un�on, ind�a and 
ch�na �nto the �nternat�onal d�v�s�on of labour. The number of workers already 
engaged �n the �nternat�onal d�v�s�on of labour was 1.08 b�ll�on �n 1990, and the 
comb�ned labour force of the former sov�et Un�on, ind�a and ch�na was 1.23 
b�ll�on (Table 1). The d�v�s�on of labour �n 1990 was certa�nly an unnatural one 
because half of the world’s workforce had been kept out of �t voluntar�ly by the 
autark�c pol�c�es of the former sov�et Un�on, ind�a and ch�na. 

The econom�c �solat�on of the sov�et bloc started crumbl�ng when the 
new non-commun�st sol�dar�ty government of Poland began market�sat�on 
and �nternat�onal�sat�on of �ts economy on 1 January 1990. The econom�c 
trans�t�on and pol�t�cal d�s�ntegrat�on of the sov�et bloc became �rrevers�ble 
when Pres�dent Bor�s Yelts�n replaced m�kha�l Gorbachev as the unamb�guous 
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leader of russ�a �n August 1991 and �mplemented market-or�ented reforms �n 
January 1992.6

For the ch�nese él�te, the events �n the sov�et Un�on confirmed that there d�d 
not ex�st a th�rd way �n the cap�tal�sm versus soc�al�sm debate. in early 1992, 
deng X�aop�ng led a successful campa�gn to put ch�na firmly on the path of 
convergence to a pr�vate market economy (sachs and Woo 2000, 2003). Today, 
under the head�ng of a soc�al�st market economy w�th ch�nese character�st�cs, 
the ch�nese const�tut�on g�ves pr�vate property the same legal status as publ�c 
property, and the ch�nese commun�st Party accepts cap�tal�sts as members.

in 1991, ind�a faced a balance-of-payments cr�s�s, and �t responded by go�ng 
well beyond adm�n�strat�on of the standard correct�ve macroeconom�c med�c�ne 
of fiscal monetary t�ghten�ng and exchange-rate devaluat�on �nto comprehens�ve 
adjustments of m�croeconom�c �ncent�ves. The trade reg�me was deregulated 
s�gn�ficantly, restr�ct�ons on fore�gn �nvestment were relaxed, reform of the 
bank�ng sector and the cap�tal markets was �n�t�ated, and d�vestment of publ�c 
enterpr�ses and tax reforms were announced (Acharya 2004).

A decade after the start of �nternat�onal�sat�on, the number of workers 
�nvolved �n the �nternat�onal econom�c system had �ncreased to 2.67 b�ll�on �n 
2000 (w�th 1.36 b�ll�on workers from the former sov�et Un�on, ind�a and ch�na) 
(Table 4.1). The heckscher-ohl�n model would pred�ct that th�s doubl�ng of world 
labour—ach�eved by br�ng�ng �n cheaper labour from the former sov�et Un�on, 
ind�a and ch�na—would lower the relat�ve pr�ce of labour-�ntens�ve goods and 
hence reduce real wages �n �ndustr�al�sed econom�es.7 

The fact that Us cap�tal could now move abroad to set up product�on fac�l�t�es 
�n the econom�es of the former sov�et Un�on, ind�a and ch�na to serv�ce the 

Table 4.1  The distribution of the global labour force, 1990 and 2000 
(m�ll�on persons)

 Non-sica countr�es sic countr�es 
 Total industr�al�sed  develop�ng  ch�na ind�a sov�et bloc 
  econom�es econom�es
1990 2,315 403 680 687 332 213
2000 2,672 438 851 764 405 214

a sic— former sov�et Un�on, ind�a and ch�na. 
Source: Freeman, r., 2004. doubl�ng the global work force: the challenge of �ntegrat�ng ch�na, 
ind�a, and the former sov�et Bloc �nto the world economy, harvard Un�vers�ty, 8 November 
(unpubl�shed). our figure for ‘total’ �n 2002 �s d�fferent from that �n Freeman (2004).
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Us market prov�ded another channel (bes�des the cross-border movement of 
goods) for global�sat�on to depress Us wage rates. it �s �mportant to note that 
the �mpos�t�on of a very h�gh Us tar�ff would not only drast�cally curb �mports 
from the former sov�et Un�on, ind�a and ch�na, �t would also rad�cally reduce 
th�s type of Fdi flow from the Un�ted states to the former sov�et Un�on, ind�a 
and ch�na. 

The �nconven�ent fact �s, however, that the Us real wage has not fallen. 
one poss�ble explanat�on to reconc�le the theoret�cal pred�ct�on w�th the 
real outcome �s the remarkably h�gh Us product�v�ty growth s�nce the late 
1980s, perhaps enabled �n large part by the �nformat�on and commun�cat�ons 
technology revolut�on. Th�s product�v�ty growth was h�gh enough to prevent 
the real wage from decl�n�ng but not enough to keep �t grow�ng at the same 
rate as GdP growth—and the econom�c �mpact of global�sat�on �s man�fested 
�n a d�m�n�shed labour share of GdP.

Wh�le the heckscher-ohl�n model does prov�de a coherent mechan�sm 
for global�sat�on to lower the labour share of Us �ncome and to w�den the 
d�str�but�on of Us wages, the �nconven�ent truth �s that ch�na cannot be blamed 
as the most �nfluent�al factor �n these two wage outcomes, even though ch�na 
accounted for 764 m�ll�on of the comb�ned labour force of the former sov�et 
Un�on, ind�a and ch�na of 1.38 b�ll�on �n 2000. ch�na �s not the ma�n culpr�t 
because there have been three other, �ndependent developments that have 
had �mportant consequences for Us wages. 

F�rst, there have been technolog�cal �nnovat�ons that have subst�tuted cap�tal 
for labour—for example, fewer secretar�es are needed because answer�ng 
mach�nes can now convert messages �nto vo�ce files and ema�l them to the 
travell�ng profess�onals. Technolog�cal �nnovat�ons have also transformed 
many of what were trad�t�onally non-tradable serv�ces �nto tradable serv�ces, 
allow�ng jobs to be outsourced to fore�gn serv�ce prov�ders. For example, the 
�nformat�on and commun�cat�ons technology revolut�on has allowed offshore 
call centres to handle quest�ons from Us customers, offshore accountants to 
process Us-based transact�ons and offshore med�cal techn�c�ans to read the 
X-rays of Us pat�ents.8 

second, there have been �nst�tut�onal changes that attenuated the labour 
share of �ncome. Un�on membersh�p has decl�ned, reduc�ng the barga�n�ng 
power of labour. There has also been an upward sh�ft �n the compensat�on 
norms for h�gh-level execut�ves, often us�ng veh�cles such as stock opt�ons, 
wh�ch �n effect make them co-owners of the company. Th�s could reflect a 
comb�nat�on of a sh�ft �n soc�al att�tud�nal norms and more collus�on between 
managers and the�r boards.9
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Th�rd, there was �ncreased �mm�grat�on �nto the Un�ted states (before 2001), 
espec�ally a d�sproport�onate �nward �mm�grat�on of low-sk�lled labour.10

Based on a part�al rev�ew of the l�terature, our assessment �s that the 
pressure that �s prevent�ng Us wages (espec�ally of unsk�lled labour) from 
r�s�ng �n l�ne w�th GdP growth can be roughly decomposed among the var�ous 
factors as follows

• 70–80 per cent of the downward wage pressure �s from labour-subst�tut�ng 
technolog�cal �nnovat�ons, and wage-weaken�ng �nst�tut�onal changes

• 5–10 per cent of the downward wage pressure �s from �nward 
�mm�grat�on

• 15–20 per cent of the downward pressure �s from �mport compet�t�on 
and the relocat�on of manufactur�ng act�v�t�es abroad.

in short, the popular outcry �n the Un�ted states and the european Un�on 
aga�nst ch�na’s trade surpluses �s m�splaced. even �f ch�na’s trade balance were 
zero, the pa�ns of structural adjustment and �ncome red�str�but�on caused by 
technolog�cal �nnovat�ons, �nst�tut�onal changes, global�sat�on and �mm�grat�on 
would st�ll be there. The add�t�onal pa�n from the �ncremental structural 
adjustment caused by the w�den�ng trade defic�t �s m�nor �n compar�son. 

What are the problems revealed by the appearance of trade 
imbalances?

Before d�scuss�ng the econom�c problems �n ch�na and the Un�ted states that 
generated the trade �mbalances, we should ment�on a troubl�ng bas�c data 
�ssue: there �s strong d�sagreement about the s�ze of the Us–ch�na trade defic�t. 
F�gure 4.1 shows that the ch�nese figure for the b�lateral defic�t �n 2006 (Us$145 
b�ll�on) was only 57.7 per cent of the Us figure (Us$251 b�ll�on).11 The huge gap 
between these two est�mates �n 2006 was a huge �mprovement �n accuracy 
from the past �n two ways. F�rst, the gap was usually much larger �n prev�ous 
years: for example, the 1993 ch�nese est�mate of the trade defic�t was only 25.6 
per cent of the Us est�mate. second, the recent per�od �s one �n wh�ch the two 
countr�es could agree whether the b�lateral balance was �n surplus or �n defic�t! 
Throughout the 1983–92 per�od, the ch�nese data showed ch�na to be runn�ng 
a defic�t �n �ts trade w�th the Us but the Us data showed a surplus.  

G�ven these w�ldly d�fferent measures of the s�ze of the b�lateral trade 
�mbalance, �t �s only to be expected that each s�de would regard the b�lateral 
trade �mbalance w�th a d�fferent degree of concern. The pr�mary reason for the 
d�screpancy between the ch�nese and Us est�mates �s the d�fferent nat�onal 
treatment of Us–ch�na trade that goes through hong kong.12 draw�ng on the 
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work of Feenstra et al. (1999) for the analys�s �n th�s chapter, we w�ll measure 
the Us–ch�na trade balance as the s�mple average between the Us est�mate 
and the ch�nese est�mate, as reported �n the imF’s Direction of Trade Statistics 
database.13

F�gure 4.2 d�splays three �tems: ch�na’s overall trade balance, the ch�na–Us 
trade balance and the ch�na–eU trade balance. ch�na has been runn�ng a 
surplus on �ts Us trade s�nce 1986, a surplus on �ts eU trade s�nce 1997 and a 
surplus on �ts overall trade s�nce 1994. s�nce 1986—except for the four years 
assoc�ated w�th an econom�c downturn �n ch�na (1990, 1991, 1997 and 1998)—the 
b�lateral surplus w�th the Un�ted states exceeded ch�na’s overall trade surplus, 
mean�ng that ch�na was runn�ng mass�ve defic�ts �n �ts trade w�th some of �ts 
other trad�ng partners. 

The chang�ng configurat�on of ch�na’s b�lateral trade balances reflects 
ma�nly the steady expans�on of product�on networks �nto ch�na. in th�s new 
geograph�cal d�v�s�on of the product�on of components and of the product�on 
stages �n manufactur�ng, ch�na usually makes the cheaper components 
and assembles the final products by comb�n�ng the domest�cally produced 
components w�th �mported components. The fast transfer of manufactur�ng and 
assembly operat�ons to ch�na from Japan, Ta�wan and south korea translates 
d�rectly �nto h�gh growth �n the ch�na–Us trade surplus because th�s transfer 
reduces the Japan–Us trade surplus and the south korean–Us trade surplus 
correspond�ngly. in short, the ch�na–Us trade defic�t could be reduced by 
transferr�ng the assembly operat�ons of korean, Ta�wanese, Japanese and 
european product�on networks to V�etnam, but the V�etnam–Us trade defic�t 
would then �ncrease, leav�ng the overall Us trade balance unchanged.

ch�na’s chron�c and grow�ng overall trade surplus reveals a deep-seated 
problem �n �ts economy: �ts dysfunct�onal financ�al system. Th�s problem �s 
revealed by the aggregate-level account�ng �dent�ty that the overall current 
account balance (of wh�ch, �n ch�na, the overall trade account �s the b�ggest 
part) �s determ�ned by the fiscal pos�t�on of the government, and by the sav�ngs-
�nvestment dec�s�ons of the state-controlled enterpr�se (sce) sector and the 
pr�vate sector.14 spec�fically,

CA = (T – G) + (SSCE – ISCE) + (Sprivate – Iprivate) (1)

where cA �s the current account �n the balance of payments.

CA = (X – M) + R (2)
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F�gure 4.1  US–China trade deficit: discrepancy between US and 
Chinese data, 1980–2006 (Us$ m�ll�on)
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F�gure 4.2  China trade account balance, 1980–2006 (Us$ m�ll�on)
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where X �s the export of goods and non-factor serv�ces, M �s the �mport of 
goods and non-factor serv�ces, R �s the net factor earn�ngs from abroad (that �s, 
export of factor serv�ces), T �s state revenue, G �s state expend�ture (�nclud�ng 
state �nvestment), SSCE are the sav�ngs of the sces, ISCE �s �nvestment of 
the sces, Sprivate �s sav�ngs of the pr�vate sector and Iprivate �s pr�vate-sector 
�nvestment.

The ch�nese fiscal pos�t�on (T–G) has for the past decade been a small defic�t, 
so �t was not the cause for the swell�ng current account surpluses �n the 2000s. 
The current account surplus ex�sts because the sum of sav�ngs by sces and the 
pr�vate sector exceeds the sum of the�r �nvestment expend�tures. The current 
account surplus has expanded stead�ly because the non-government sav�ngs 
rate has been r�s�ng stead�ly. We w�ll argue later that there �s a l�nk between the 
ex�stence of the current account surplus and the growth of the surplus. 

Why has ch�na’s f�nanc�al system fa�led to translate the sav�ngs �nto 
�nvestments? such an outcome was not always the case. Before 1994, the 
vorac�ous absorpt�on of bank loans by sces to �nvest recklessly kept the current 
account mostly negat�ve and the creat�on of non-perform�ng loans h�gh. When 
the government �mplemented str�cter controls on the state-owned banks from 
1994 onwards (for example, by remov�ng top bank offic�als whenever the�r bank 
lent more than �ts cred�t quota or allowed the non-perform�ng loan rat�o to 
�ncrease too rap�dly), the state-owned banks slowed the growth of loans to sces. 
Th�s cut-back created an excess of sav�ngs because the state-owned bank-
dom�nated financ�al sector d�d not then channel the released sav�ngs (wh�ch 
were also �ncreas�ng) to finance the �nvestment of the pr�vate sector. Th�s fa�lure 
�n financ�al �ntermed�at�on by the state-owned banks �s qu�te understandable. 
F�rstly, the legal status of pr�vate enterpr�ses was, unt�l recently, lower than that 
of state-owned enterpr�ses; and, secondly, there was no rel�able way to assess 
the balance sheets of the pr�vate enterpr�ses, wh�ch were naturally eager to 
escape taxat�on. The upshot was that the res�dual excess sav�ngs leaked abroad 
�n the form of the current account surplus. inadequate financ�al �ntermed�at�on 
has made develop�ng ch�na a cap�tal-export�ng country!

Th�s perverse current account outcome �s not new. Ta�wan had exactly th�s 
problem unt�l the m�d 1980s when all Ta�wanese banks were state owned and 
were operated accord�ng to the c�v�l serv�ce regulat�on that the loan officer had 
to repay any bad loan that he had approved. The result was a mass�ve fa�lure 
�n financ�al �ntermed�at�on, wh�ch caused Ta�wan’s current account surplus to 
be 21 per cent of GdP �n 1986. The reason why ch�na has not been produc�ng 
the gargantuan current account surpluses seen �n Ta�wan �n the m�d 1980s �s 
because of the large amount of sce �nvestments.
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Why �s the sav�ngs rate of the non-government sector r�s�ng? The comb�ned 
sav�ngs of the state-owned enterpr�se and non-state-owned enterpr�se sector 
rose from 20 per cent �n 1978 to 30 per cent �n 1987, and then went above 45 per 
cent after 2004. in d�scuss�ons on the r�se of the sav�ngs rate, a common v�ew 
�s that the r�se reflects the uncerta�nty about the future that many state-owned 
enterpr�se workers feel �n the face of w�despread pr�vat�sat�on of loss-mak�ng 
state-owned enterpr�ses. We find th�s explanat�on �ncomplete because �t seems 
that there has also been a r�se �n the rural sav�ngs rate even though rural 
res�dents have l�ttle to fear about the loss of jobs �n the state-owned enterpr�se 
sector because none of them are employed there.15

We see two general changes that have caused urban and rural sav�ngs rates 
to r�se s�gn�ficantly. The first �s �ncreased worr�es about the future. The steady 
decl�ne �n state subs�d�es to med�cal care, hous�ng, loss-mak�ng enterpr�ses 
and educat�on, and m�smanagement of pens�on funds by the state, have led 
people to save more to �nsure aga�nst future bad luck (for example, s�ckness, 
job loss), to buy the�r own lodg�ng, bu�ld up nest eggs for ret�rement and �nvest 
�n the�r ch�ldren.

The second change �s the secular �mprovement �n the offic�al ch�nese 
att�tude towards market cap�tal�sm. G�ven the h�gh rate of return to cap�tal, th�s 
�ncreas�ngly bus�ness-fr�endly att�tude of the commun�st Party of ch�na has 
no doubt encouraged rural and urban res�dents to save for �nvestment: that �s, 
greater opt�m�sm about the future has spawned �nvestment-mot�vated sav�ng.16 
our �nvestment-mot�vated sav�ngs hypothes�s �s not new. Accord�ng to Jeffrey 
W�ll�amson (1988), the h�stor�cal record of Western europe and North Amer�ca 
shows that ‘�nvestment demand seems to have been the dr�v�ng force beh�nd 
pr�vate sav�ng and accumulat�on, past and present’. 

in our explanat�ons for the ex�stence and the growth of the current account 
surpluses, there �s a common element: ch�na’s financ�al system. The fact �s that 
sav�ngs behav�our �s not �ndependent of the soph�st�cat�on of the financ�al system. 
An advanced financ�al system w�ll have a var�ety of financ�al �nst�tut�ons that 
enable pool�ng of r�sks by prov�d�ng med�cal �nsurance, pens�on �nsurance and 
unemployment �nsurance; and transform sav�ngs �nto educat�on loans, hous�ng 
loans and other types of �nvestment loans to the pr�vate sector. Ceteris paribus, the 
more soph�st�cated a financ�al system, the lower the sav�ngs rate—a propos�t�on 
that finds formal stat�st�cal support �n l�u and Woo (1994) and Woo and l�u (1995). 
ch�na generates the current account surplus because of �nadequate financ�al 
�ntermed�at�on, and the surplus grows over t�me because the dysfunct�onal 
financ�al system fa�ls to pool r�sks to reduce uncerta�nty-�nduced sav�ngs and 
fa�ls to prov�de loans to reduce �nvestment-mot�vated sav�ng (F�gure 4.2).
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The overall Us trade balance has been �n defic�t at least s�nce 1980, and �t 
has always been much b�gger than the Us–ch�na trade balance (F�gure 4.3). 
Th�s pattern of �mbalances suggests three conclus�ons. F�rst, the Us–ch�na 
trade defic�t �s only 22.4 per cent of the overall Us trade defic�t, so even �f the 
b�lateral trade balance were brought to zero by tar�ffs a�med at ch�na, the overall 
trade defic�t would st�ll be large. second, the b�lateral trade defic�t surplus �s 
created by the same factors that are caus�ng the overall trade defic�t: the large 
annual budget defic�t created by the tax cuts enacted by the Bush adm�n�strat�on 
�n 2001 and the post 2001 growth �n defence expend�ture. Th�rd, the h�ghly 
soph�st�cated Us financ�al system (wh�ch p�oneered the sub-pr�me mortgage 
market and corporate junk bonds to enable consumpt�on and �nvestment) has 
lowered the Us pr�vate sav�ngs rate.

clearly, the susta�ned nature of the overall Us trade defic�t was poss�ble only 
because fore�gn lenders had fa�th �n the growth prospects of the Us economy, 
and because the east As�an central banks were w�ll�ng to hold an �ncreas�ng 
amount of Us financ�al �nstruments. The paradox �s why the Us congress �s 
so concerned about trade defic�ts when fore�gners have such confidence �n the 
econom�c future of the Un�ted states. Both groups cannot be r�ght.

F�gure 4.3  US trade imbalance, 1980–2006 (Us$ m�ll�on)
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Is a large yuan appreciation the cure for trade friction?

ch�na has been under fore�gn pressure at least s�nce 2002 to apprec�ate the yuan 
s�gn�ficantly. in december 2002, haruh�ko kuroda and masah�ro kawa� (2002) 
from Japan’s m�n�stry of F�nance called for a yuan apprec�at�on �n order to stop 
ch�na export�ng �ts pr�ce deflat�on to the rest of the world. in september 2003, 
Us Treasury secretary, John snow, declared that ch�na should apprec�ate the 
yuan as part of �ts �nternat�onal respons�b�l�ty to el�m�nate �mbalances �n the 
global balance of payments.17 in september 2003, morr�s Goldste�n and N�cholas 
lardy (2003) of the inst�tute for internat�onal econom�cs �n Wash�ngton, dc, 
cla�med that an �mmed�ate yuan apprec�at�on of 15–25 per cent would benefit 
ch�na because �t would remove ‘the �ncent�ve for further speculat�ve cap�tal 
�nflow and reserve accumulat�on. No longer would the fore�gn component of 
the money supply be work�ng at cross-purposes w�th the needs of domest�c 
stab�l�zat�on.’

in march 2007, Goldste�n (2007) offered the op�n�on to the Us congress 
that the 

…renm�nb� (rmB) �s now grossly undervalued—on the order of 30 percent 
or more aga�nst an average of ch�na’s trad�ng partners and 40 percent or 
more aga�nst the Us dollar…[The] Us Treasury has refused to label ch�na 
as a ‘currency man�pulator’ desp�te overwhelm�ng ev�dence to the contrary 
and the manag�ng d�rector of the internat�onal monetary Fund cont�nues to 
reject the role of global ump�re for exchange rate pol�c�es that was la�d out for 
the Fund �n �ts charter. ch�na should del�ver r�ght away a mean�ngful ‘down 
payment’ of a 10–15 per cent apprec�at�on of the rmB from �ts current level. 
Fa�lure by ch�na to drast�cally reduce �ts large-scale, one-way �ntervent�on �n 
the exchange market should result �n a find�ng of ‘currency man�pulat�on’ �n 
the Treasury’s may 2007 report to the Us congress…F�nally, the imF should 
return to �ts roots by tak�ng up �n earnest the role that �ts founders set out for 
�t as the global ump�re for exchange rate pol�c�es.

We w�ll use the format of quest�on and answer to analyse the quest�on posed 
�n the t�tle of th�s part of the paper and to assess the val�d�ty of the above 
assert�ons.

d�d ch�na export deflat�on, as kuroda and kawa� (2003) cla�med? 

The fundamental problem w�th kuroda and kawa�’s cla�m �s that �t �s �mposs�ble 
to blame Japan’s deflat�on on ch�na’s deflat�on because the t�m�ng �s wrong. 
Japan’s deflat�on started w�th the burst�ng of the stock market cum real estate 
bubble �n 1992, wh�ch was well before ch�na’s trade account surpluses started to 
soar �n the 2000s. if anyth�ng, trade w�th ch�na s�nce 2003 has been an �mportant 
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st�mulus to Japanese econom�c recovery. susta�ned h�gh ch�nese �nvestment 
spend�ng has sucked �n large amounts of �ntermed�ate �nputs, mach�nery and 
cap�tal equ�pment from Japan.

Would a yuan apprec�at�on reduce global �mbalances, as Bergsten 
(2007) cla�med?

There �s l�ttle doubt that a large apprec�at�on of the yuan aga�nst the Us 
dollar—say, 40 per cent, as suggested by Goldste�n (2007)—could el�m�nate the 
Us–ch�na trade defic�t as well as ch�na’s overall trade surplus. But th�s move 
would only hurt ch�na and would not ‘save’ the world. Ceteris paribus, �n the 
aftermath of a 40 per cent yuan apprec�at�on, fore�gn compan�es produc�ng �n 
ch�na for the G7 markets would move the�r operat�ons to other As�an econom�es 
(such as V�etnam and Tha�land) and export from there, and G7 �mporters would 
start �mport�ng the same goods from other As�an countr�es �nstead. in the 
absence of a collect�ve apprec�at�on of all As�an currenc�es, a yuan apprec�at�on 
would only reconfigure the geograph�cal d�str�but�on of the global �mbalances, 
not el�m�nate them.

how could a collect�ve reg�onal apprec�at�on aga�nst the Us dollar be 
ach�eved?

it would be na�ve to assume that As�an currenc�es tend to move closely together 
when one of them moves a large amount, such as 40 per cent. The last t�me 
the As�an currenc�es moved together by a large amount was dur�ng the As�an 
financ�al cr�s�s of 1997–98, and ch�na d�d not jo�n �n desp�te many pred�ct�ons to 
the contrary. should the Us government now expand �ts currency apprec�at�on 
campa�gn ser�ally to other east As�an countr�es and undertake a ‘surge’ �n 
exchange rate act�v�sm on any country that pushes back? For many reasons, 
th�s would not be a des�rable �nternat�onal econom�c strategy for the Un�ted 
states.18

Would a large, s�multaneous collect�ve apprec�at�on of the As�an 
currenc�es be an unamb�guous ga�n for the Un�ted states?

We are not sure. immed�ate cessat�on of the fore�gn financ�ng of the Us sav�ngs 
gap would translate �nto an �mmed�ate zero current account balance, and 
th�s would requ�re an �mmed�ate �ncrease �n Us exports and/or an �mmed�ate 
decrease �n Us �mports. exports would �ncrease qu�ckly only �f there were 
substant�al excess product�on capac�ty or �f there were a substant�al drop �n 
domest�c demand that freed up the domest�c goods for sale abroad. imports 
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would decrease qu�ckly only �f there were excess product�on capac�ty (to 
enable replacement of �mports) or �f there were a substant�al drop �n domest�c 
demand that reduced the use of consumer goods and �nputs. s�nce there �s no 
substant�al excess product�on capac�ty �n the Us economy today, the �mmed�ate 
el�m�nat�on of the current account defic�t would requ�re a huge drop �n domest�c 
demand, wh�ch would have �ts or�g�n �n a large negat�ve wealth shock, poss�bly 
�n the form of a stock market collapse or an �nflat�onary sp�ke.19 

Would the absence of a yuan apprec�at�on cause h�gh �nflat�on �n 
ch�na, as Goldste�n and lardy (2003) cla�med?

The growth of ch�nese money supply has not slowed drast�cally desp�te the 
he�ghten�ng of ant�-�nflat�on rhetor�c by the ch�nese government �n response 
to the cont�nued h�gh growth of �nvestment expend�ture. has the ch�nese 
government lost control of �ts money supply, as a number of analysts have 
warned? Not at all. The speculat�ve �nflows and growth �n fore�gn exchange 
reserves cannot expand the money supply w�thout the agreement of the People’s 
Bank of ch�na (PBc). As well as ster�l�sat�on through open-market operat�ons, 
ch�na has the use of cred�t quotas on bank lend�ng. The fact �s that all ch�nese 
banks are state controlled, and the�r h�gh-rank�ng execut�ves are appo�nted by 
the state. G�ven the cho�ce between max�m�s�ng bank profits or heed�ng orders 
from the pr�me m�n�ster’s office, the bank ch�efs can always be counted on to 
choose the latter. There �s no quest�on about the commun�st Party of ch�na 
los�ng control of the money supply s�nce 2002.

money supply growth �n 2005–07 d�d not slow markedly because ch�na chose 
not to enforce the cred�t quotas str�ngently. F�rst, the �nflat�on rate, although 
r�s�ng, �s st�ll low. second, �t �s good pol�t�cs to have a boom�ng economy �n the 
per�od lead�ng up to the �mportant seventeenth Party congress �n November 
2007, wh�ch w�ll rat�fy �mportant personnel appo�ntments for the next five 
years.

What �s the correct level for the exchange rate?

The Economist magaz�ne constructs a purchas�ng power par�ty (PPP) exchange 
rate based on the pr�ces of B�g mac hamburgers sold �n d�fferent countr�es. 
in 2006, �t cost 10.4 yuan to buy a B�g mac �n ch�na and Us$3.15 �n the Un�ted 
states, so the PPP exchange rate was 3.3 yuan per Us dollar �n 2006, compared 
w�th the actual (nom�nal) exchange rate of 8 yuan per Us dollar. is �t, therefore, 
mean�ngful to say that the ch�nese exchange rate was undervalued by almost 
60 per cent �n 2006? The answer �s no, because the pr�ces of the hamburgers 
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�ncluded non-tradable �nputs, and the pr�ces of non-tradables were lower �n 
ch�na than �n the Un�ted states. in general, the pr�ces of non-tradables are lower 
�n develop�ng econom�es than �n �ndustr�al�sed econom�es because labour costs 
are lower �n the former. W�th econom�c development, the pr�ces of non-tradables 
�n the develop�ng econom�es w�ll r�se to br�ng the pr�ce rat�o of non-tradables 
to tradables closer to the pr�ce rat�o �n the �ndustr�al�sed economy.

To see that the gap between the usual PPP exchange rate and the actual 
exchange rate reflects the development gap between the two countr�es, we 
first make the follow�ng defin�t�ons

a) defin�ng the consumer pr�ce �ndex �n ch�na and the Un�ted states

     cPi of ch�na, cPic = (1-a) Pc
T + a Pc

N  
     cPi of the Un�ted states, cPiU = (1-a) PU

T + a PU
N (3)

 where cPi �s the consumer pr�ce �ndex, c �s ch�na, U �s the Un�ted states, 
P�

T �s the pr�ce of the tradable good �n country ‘�’, P�
N �s the pr�ce of the 

non-tradable good �n country ‘�’, and ‘a’ �s the we�ght of non-tradable 
goods �n the pr�ce �ndex.

b) defin�ng the PPP exchange rate

      ePPP = cPic / cPiU  (4)

We next state the equ�l�br�um cond�t�ons.

a) Goods arb�trage

      Pc
T = eactual PU

T  (5)

 where eactual �s the actual (nom�nal) exchange rate expressed as the 
number of yuan per Us dollar.

b) relat�onsh�p between pr�ces of tradables and non-tradables w�th�n each 
country

 for develop�ng ch�na, Pc
T = d Pc

N

      for �ndustr�al�sed Un�ted states, PU
T = f PU

N  (6)
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c) The d�fference between the �ndustr�al�sed and the develop�ng economy 
�s that the relat�ve pr�ce of non-tradables �s h�gher �n the former. 

      d > f > 0 (7)

We can now der�ve the follow�ng relat�onsh�p between the PPP exchange rate 
and the actual exchange rate

ePPP = cPic / cPiU 

ePPP = [(1-a+af)/(1-a+ad)] eactual

ePPP < eactual (8)

The above exerc�se shows that �t �s conceptually d�fficult to determ�ne the 
‘correctness’ of a country’s exchange rate on the bas�s of PPP exchange rates. 
The actual (nom�nal) exchange rate of a develop�ng economy w�ll always be 
undervalued �n relat�on to the PPP exchange rate, and �t �s lud�crous to demand 
that the government of the develop�ng economy set �ts exchange rate equal to 
the PPP exchange rate (because th�s �s not a susta�nable pol�cy). 

one mean�ngful defin�t�on of the ‘correct exchange rate’ �s that �t �s the 
‘market-clear�ng exchange rate’: the exchange rate that �s generated by the 
fore�gn exchange markets �n the absence of �ntervent�on by any central bank. 
The fact that the People’s Bank of ch�na has been accumulat�ng fore�gn 
reserves dur�ng every per�od means that the yuan �s undervalued accord�ng to 
th�s defin�t�on. What would happen, however, �f ch�na were to go further �n �ts 
market�sat�on of fore�gn exchange transact�ons by remov�ng �ts cap�tal controls? 
d�vers�ficat�on of asset portfol�os by pr�vate ch�nese agents would surely result 
�n a great outflow of funds, poss�bly caus�ng the yuan to deprec�ate. in such a 
case, the present exchange rate of 8 yuan per Us dollar would be overvalued 
compared w�th the ‘complete free-market exchange rate’. of course, no one 
knows whether the complete free-market exchange rate would be h�gher or 
lower than 8 yuan per Us dollar.

suppose the value of the complete free-market exchange rate was 6.5 yuan 
per Us dollar and the market-clear�ng exchange rate w�th controls on cap�tal 
outflows was 4.5 yuan per Us dollar—and suppose the government stops 
�ntervent�on �mmed�ately and then removes cap�tal controls a few years later, 
after �t has strengthened the superv�s�on, management and techn�cal capab�l�ty 
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of the domest�c financ�al �nst�tut�ons. one plaus�ble result of th�s part�cular two-
step market l�beral�sat�on (wh�ch we call opt�on A) would be apprec�at�on to 4.5 
yuan per dollar on cessat�on of fore�gn exchange market �ntervent�on followed 
by deprec�at�on to 6.5 yuan per dollar on removal of the cap�tal controls. 

suppose ch�na adopts another form of two-step l�beral�sat�on (opt�on 
B), �ncremental apprec�at�on of the yuan and removal of the cap�tal controls 
after a few years. opt�on B �s better than opt�on A because the exchange 
rate overshoot�ng �n opt�on A creates an unnecessary to-and-fro movement 
�n resources. As ment�oned, the removal of cap�tal controls could very well 
cause the yuan to deprec�ate past 8 yuan per dollar, say, to 9.5 yuan per dollar, 
mean�ng that opt�on A would result �n very severe exchange rate overshoot�ng 
compared to opt�on B.

in effect, the ch�nese government has been �mplement�ng a form of opt�on 
B s�nce July 2005. in our op�n�on, the ch�nese government has chosen a speed 
of exchange rate adjustment that �s too slow, caus�ng the yuan to deprec�ate 
s�gn�ficantly aga�nst the euro. We recommend that the ch�nese government 
�ncreases the speed of the yuan apprec�at�on, but not �n the form of an �mmed�ate 
d�screte 10–15 per cent apprec�at�on as advocated by Goldste�n (2007).20

in our op�n�on, the �nst�nct�ve calls by some econom�sts for the use of the 
exchange-rate mechan�sm to solve ch�na’s external �mbalance �s only part�ally 
correct. G�ven ch�na’s cap�tal controls, a freely float�ng currency reg�me could 
mean a value for the yuan that would be greatly over-apprec�ated compared 
w�th what �ts value would be under free cap�tal flows, and could therefore 
reduce econom�c growth s�gn�ficantly.21 Free�ng cap�tal flows �s not, however, 
an opt�on at th�s t�me. G�ven the weakness of the balance sheets of ch�na’s 
state-owned banks and the cons�derable embezzlement of state assets that 
has occurred—and the exper�ence of the east As�an financ�al cr�s�s—we adv�se 
aga�nst allow�ng the free movement of cap�tal �n the short term.

The correct way to th�nk about exchange-rate management �s to analyse 
the �ssue w�th�n the context of overall macroeconom�c management and not 
just �n regard to �ts �mpact on the balance of payments. it �s l�kely that there are 
alternat�ve comb�nat�ons of macroeconom�c pol�c�es that would produce results 
super�or to the one generated by apprec�at�ng the yuan alone. The general po�nt 
�s that because the balance of payments �s only one of the ma�n outcomes of 
concern22 and the exchange rate �s only one of the ways to affect the balance 
of payments,23 �t �s seldom the opt�mum to concentrate exclus�vely on one 
pol�cy target (wh�ch does not dom�nate the other pol�cy targets �n �mportance) 
and then to employ only one pol�cy tool (wh�ch �s chosen �d�osyncrat�cally) to 
ach�eve that target. 
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What is to be done?

The real source of the anx�et�es that have g�ven r�se to the present Us obsess�on 
w�th yuan apprec�at�on �s not the large trade �mbalances but the large amount 
of structural adjustment necess�tated by the accelerat�on of global�sat�on and 
of labour-sav�ng technolog�cal progress. dollar deprec�at�on and trade barr�ers 
w�ll slow the process of structural adjustment but w�ll not stop �t because 
the ma�n dr�ver of structural adjustment �n the Un�ted states �s technolog�cal 
progress. The opt�mal solut�on �s a pol�cy package that emphas�ses mult�lateral 
act�on to ach�eve several �mportant object�ves. it �s bad econom�cs and bad 
pol�t�cs to dwell on just one reg�on (ch�na alone must change), to dwell on just 
one �nstrument (yuan apprec�at�on alone) and to dwell ent�rely on one target 
(external �mbalance).

We start by stat�ng what should be done �n the Un�ted states. congress 
should qu�cken the reduct�on �n fiscal �mbalance, and expand trade adjustment 
programs, espec�ally those that upgrade the sk�lls of younger workers. The 
Trade Adjustment Ass�stance (TAA) program st�ll funct�ons �nadequately after 
�ts overhaul �n 2002. lael Bra�nard (2007) reported that

[p]art�c�pat�on has rema�ned surpr�s�ngly low, thanks �n part to confus�ng 
department of labor �nterpretat�ons and pract�ces that ult�mately deny 
benefits to roughly three-quarters of workers who are cert�fied as el�g�ble 
for them. TAA has helped fewer than 75,000 new workers per year, wh�le 
deny�ng more than 40 per cent of all employers’ pet�t�ons. And remarkably, 
the department of labor has �nterpreted the TAA statute as exclud�ng the 
grow�ng number of serv�ces workers d�splaced by trade. Between 2001 and 
2004, an average of only 64 per cent of part�c�pants found jobs wh�le they 
part�c�pated �n TAA. And earn�ngs on the new job were more than 20 per cent 
below those pr�or to d�splacement.

The TAA program �s �n clear need of further �mprovement. Bra�nard’s (2007) 
proposal for the establ�shment of wage �nsurance �s an excellent way to br�ng 
the Us soc�al safety net more �n l�ne w�th the type of structural adjustments 
dr�ven by global�sat�on and technolog�cal changes.

What �s to be done �n ch�na? The obv�ous short-term pol�cy package has 
three components. F�rst, the steady process of yuan apprec�at�on begun �n July 
2005 should be qu�ckened—and should be used more aggress�vely as an ant�-
�nflat�on �nstrument. second, �mport l�beral�sat�on should be accelerated (for 
example, comm�tments made �n negot�at�ons for WTo membersh�p, such as 
�ntellectual property r�ghts protect�on, should be �mplemented) and expanded 
beyond WTo spec�ficat�ons. 
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The th�rd component of the short-term pol�cy package �s to have an 
expans�onary fiscal pol�cy (such as rural �nfrastructure �nvestments) to soak up 
excess sav�ngs, w�th an emphas�s on �mport-�ntens�ve �nvestments (for example, 
buy�ng aeroplanes and send�ng students abroad). There must be t�me l�m�ts put 
on the expanded publ�c works and sce �nvestments because, �n the long term, 
�ncreased publ�c �nvestments could follow an �ncreas�ngly rent-seek�ng path 
that �s wasteful (for example, bu�ld�ng a second b�g br�dge to a low-populated 
�sland to benefit a pol�t�cally connected construct�on company, as happened 
�n Japan), and the �ncreased sce �nvestments could convert themselves �nto 
non-perform�ng loans at the state-owned banks.

it �s now common to hear calls for ch�na to rebalance �ts growth path 
by reduc�ng sav�ngs to �ncrease consumpt�on. Th�s adv�ce on �ncreas�ng 
consumpt�on cannot be wrong, however, consumpt�on �n ch�na today �s largely 
under the control of �nd�v�dual fam�l�es and firms. They have probably already 
tr�ed the�r best to opt�m�se the�r consumpt�on g�ven all the constra�nts they 
face, and are unl�kely to welcome the government tell�ng them how to spend 
the�r money.

s�nce the health �nsurance and soc�al secur�ty networks �n ch�na are �n 
the�r �nfancy, many ch�nese people are choos�ng to save a great deal of money 
as a hedge aga�nst severe �llness. in the absence of student-loan programs, 
fam�l�es are also choos�ng to save a great deal for the�r ch�ldren’s educat�on. 
many m�ddle-class ch�nese fam�l�es have bought property �n ant�c�pat�on of 
cap�tal ga�ns but have refra�ned from mov�ng �nto the new property because 
roads, subways and schools for many newly developed res�dent�al commun�t�es 
are underdeveloped. These are the�r best cho�ces g�ven the structural and 
econom�c constra�nts on ch�nese soc�ety. As a result, the consumpt�on of 
ch�nese households rema�ns low and sav�ngs rates rema�n h�gh. All of these 
factors beg the quest�on, ‘how can ch�na �ncrease domest�c consumpt�on?’.

in the context of the above examples, the answers are qu�te stra�ghtforward: 
bu�ld an �ntegrated health �nsurance system; create student-loan and scholarsh�p 
programs; and bu�ld more roads, subways and schools.24 The opt�mal solut�on 
to the problem of excess sav�ng �s not, however, for the government to absorb 
�t by �ncreas�ng �ts budget defic�t but to establ�sh an �mproved mechan�sm 
for coord�nat�ng pr�vate sav�ngs and pr�vate �nvestments. establ�shment of a 
modern financ�al system w�ll not only ach�eve th�s object�ve, �t w�ll enhance 
welfare and lower the sav�ngs rate by pool�ng r�sks through veh�cles such as 
med�cal and pens�on �nsurance. in a nutshell, ch�na’s ma�n challenge today 
�s to develop smoothly funct�on�ng financ�al, plann�ng and regulatory systems 
that can employ the rema�n�ng rural surplus labour (as �nd�cated by an average 
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wage of about Us$120 per month for 480 m�ll�on rural and m�grant workers) 
and surplus cap�tal, wh�ch now shows up �n ch�na’s susta�ned current account 
surplus and r�s�ng fore�gn exchange reserves.

The most �mportant pr�or�ty for financ�al-sector development �s the appearance 
and growth of compet�t�ve domest�c pr�vate banks. As ch�na �s requ�red by �ts 
WTo access�on agreement to allow fore�gn banks to compete aga�nst �ts state-
owned banks on an equal bas�s by 2007, �t would be ak�n to self-loath�ng not to 
allow the format�on of truly pr�vate banks of domest�c or�g�n. There �s no reason to 
favour fore�gn pr�vate banks over domest�c pr�vate banks, and there �s no reason 
why ch�na should not allow �ts best financ�al m�nds to compete w�th—and ach�eve 
the same glor�ous success as—the best fore�gn financ�al m�nds. 

We therefore recommend that after the recap�tal�sat�on of the b�g four state 
banks, at least two of them should be broken �nto several reg�onal banks, and 
the major�ty of these reg�onal banks should be pr�vat�sed. At the same t�me, 
laws on the establ�shment of new banks should be loosened, and �nterest rates 
deregulated. it �s cruc�al, however, that financ�al-sector l�beral�sat�on proceeds 
no faster than the development of the financ�al regulatory ab�l�ty of the state. 
even then, the danger of subst�tut�ng a financ�al crash for financ�al repress�on 
�s real. A modern financ�al system requ�res a modern system of superv�s�on 
and prudent�al regulat�on for �ts proper funct�on�ng.

it would be a good �dea to sell a few of the reg�onal state banks to fore�gn 
banks. Th�s would fac�l�tate the transfer of modern bank�ng technology to 
ch�nese banks. The more local staff the fore�gn bankers tra�n, the larger �s the 
pool of future managers for ch�nese-owned banks. An accelerated process 
of promot�ng the growth of sound domest�c pr�vate financ�al �nst�tut�ons and 
allow�ng the entry of fore�gn financ�al �nst�tut�ons would shorten the t�me 
needed for shangha� to assume �ts r�ghtful place among the major �nternat�onal 
financ�al centres, and to contr�bute to more effic�ent �ntermed�at�on of the 
world’s sav�ngs. 

An �mportant part of financ�al reform should be promot�on of the development 
of sound rural financ�al �nst�tut�ons. The government can usefully draw on the 
wealth of �nternat�onal exper�ence w�th var�ous schemes �n develop�ng econom�es 
to d�rect �nvestment cred�t to rural areas. in part�cular, we w�sh to draw attent�on 
to the successful indones�an exper�ence of establ�sh�ng a self-susta�n�ng and 
profitable bank�ng system (the ‘Un�t desa’ system) �n the countrys�de to prov�de 
a start�ng po�nt for d�scuss�ng how to accelerate financ�al development �n rural 
ch�na.25 ch�na should allow the appearance of new small-scale rural financ�al 
�nst�tut�ons that w�ll mob�l�se local sav�ngs to finance local �nvestments as qu�ckly 
as adequate prudent�al superv�s�on can be put �nto place. 
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The w�despread �nternat�onal attent�on on the value of the yuan �s poss�bly 
the first t�me �n �nternat�onal monetary h�story that the value of the currency 
of a develop�ng economy has so greatly exerc�sed the finance m�n�str�es and 
central banks of the largest �ndustr�al�sed econom�es for such a susta�ned 
per�od. Th�s anomalous s�tuat�on reveals two noteworthy po�nts about ch�na’s 
return to the �nternat�onal stage: �t shows the s�gn�ficant econom�c �mpact 
that ch�na �s already hav�ng on the world; and �t portends that the ant�c�pated 
cont�nued fast growth of ch�na �n the next two decades w�ll not only force 
more structural adjustments �n other countr�es, �t w�ll requ�re ch�na to assume 
a broader ‘global system’ perspect�ve �n resolv�ng d�sputes caused by cross-
border sp�llovers from �ts pol�c�es. The most �mportant and obv�ous area for 
collaborat�on between ch�na and �ndustr�al�sed econom�es at th�s po�nt �s 
work�ng together to further l�beral�se the mult�lateral free-trade system, and, 
at the m�n�mum, to prevent �t be�ng eroded.

As ch�na cont�nues to grow rap�dly, there �s the unfortunate poss�b�l�ty that 
the range of �nternat�onal d�sputes could expand—poss�bly �n the med�um 
term—to �nclude �nternat�onal concerns about ch�na’s publ�c health read�ness 
and env�ronmental protect�on. hopefully, the world w�ll be more mult�lateral �n 
�ts approach to the solut�on of these �ssues rather than �ns�st�ng on a un�lateral 
solut�on by ch�na, as �n the present case of the yuan.

Notes

1 At the end of may, the Nat�onal development and reform comm�ss�on pred�cted that ‘ch�na’s 
trade surplus w�ll swell to between Us$250 b�ll�on to Us$300 b�ll�on th�s year, dr�ven by pr�ce 
compet�t�veness and strong external demand. The surplus for the first four months of th�s year 
totaled Us$63.3 b�ll�on, up 88% from the same per�od of last year’ (Wall Street Journal 2007a). 
in m�d June, �t was revealed that ch�na’s overall trade surplus had w�dened to Us$22.45 b�ll�on 
�n may 2007, wh�ch was a 33 per cent ga�n on Apr�l’s figure (Standard 2007).

2 deta�ls of these three WTo cases are found �n UsTr 2007a, 2007b and 2007c.
3 Ne�ther the date nor the sample of newspapers was selected randomly. These were the 

newspapers that were on the s�ngapore A�rl�nes fl�ght from s�ngapore to san Franc�sco (v�a 
hong kong) on the day of our travel.

4 The art�cle also reported that Peter mandelson ‘wants greater access for european compan�es 
to ch�na and a crackdown on p�racy—threaten�ng extra tar�ffs or �mport quotas �f not. he also 
wants the renm�nb� pegged to a basket of currenc�es.’

5 The Us c�v�l�an labour force �n 2006 was 151.4 m�ll�on (Un�ted states Pres�dent 2007:Table 
B-35).

6 For deta�ls and analys�s of the econom�c trans�t�on �n the former sov�et bloc and ch�na, see 
the papers �n Woo et al. 1997.

7 more accurately, the wage of the formerly �solated worker �n the former sov�et Un�on, ind�a and 
ch�na would r�se wh�le the wage for the worker �n the �ndustr�al�sed economy would fall.
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8 There �s a large emp�r�cal l�terature on the relat�ve �mpact of technolog�cal changes and 
global�sat�on on the Us wage rate; notable contr�but�ons �nclude sachs and shatz (1994) and 
Feenstra and hanson (1996 and 1998). 

9 Akerlof (2007) �s a recent d�scuss�on on ‘norms’ and the�r econom�c consequences.
10 Borjas (1994) and ottav�ano and Per� (2005) are good d�scuss�ons of th�s top�c.
11 The data are from the Direction of Trade Statistics database ma�nta�ned by the internat�onal 

monetary Fund (imF 2007).
12 see Feenstra et al. 1999 for the deta�ls of the d�fferent nat�onal treatments. Th�s study re-

est�mated the export and �mport data of ch�na–Us trade, and reduced the gap between the 
two est�mates: for example, the Us$29 b�ll�on gap between the two offic�al figures �n 1996 
was reduced to Us$5 b�ll�on after rev�s�on of the data.

13 The s�mple average of the Direction of Trade Statistics data was closer than the s�mple average 
of the offic�al data to the s�mple average of the rev�sed data of Feenstra et al. (1999); the latter 
two are reported �n Feenstra et al. (1999:Table 1).

14 The sce category covers compan�es that are class�fied as state-owned compan�es and jo�nt 
ventures and jo�nt-stock compan�es that are controlled by th�rd part�es (for example, legal 
persons), who are answerable to the state.

15 The econom�st intell�gence Un�t (2004:23) reported that ‘farmers’ propens�ty to save seems 
to have �ncreased’.

16 l�u and Woo (1994) and Woo and l�u (1995) conta�n formal modell�ng and econometr�c support 
for the �nvestment-mot�vated sav�ng hypothes�s.

17 see, for example, Financial Times (2003). 
18 For one th�ng, ser�al exchange-rate act�v�sm and the surge of �t are unl�kely to be more 

successful than the expans�on of the war from Afghan�stan to iraq and the surge of Us m�l�tary 
effort �n iraq �n 2007.

19 cons�derat�ons l�ke th�s m�ght be the reason why Goldste�n and lardy (2003) and Goldste�n 
(2007) advocated a two-step strategy of yuan apprec�at�on: a modest apprec�at�on followed 
by �ncremental apprec�at�on.

20 our analys�s therefore leads us to agree w�th the three recent pol�cy pos�t�ons of the Us 
Treasury: that ch�na must �ncrease the pace of reform �n financ�al serv�ces market (Paulson 
2007), that ch�na has not engaged �n currency man�pulat�on, and that ch�na should �ncrease 
the rate of yuan apprec�at�on.

21 in robert mundell’s op�n�on, ‘ch�na’s growth rate could fall by half and fore�gn d�rect �nvestment 
(Fdi) could slow to a crawl �f the country were to abandon �ts long-stand�ng support of pegg�ng 
the currency’ (quoted �n South China Morning Post 2003). 

22 The �nflat�on rate and unemployment would be among the other key concerns.
23 other ways �nclude monetary and fiscal pol�c�es.
24 X�ao (forthcom�ng) d�scusses th�s �ssue more fully and emphas�ses the problem of 

d�st�ngu�sh�ng product�ve �nvestments from non-product�ve �nvestments.
25 indones�a �s s�m�lar to ch�na �n key econom�c and �nst�tut�onal features: a geograph�cally 

vast and heav�ly populated economy, and a rural financ�al system dom�nated by branches of 
a state bank (Bank rakyat indones�a and Agr�cultural Bank of ch�na respect�vely). see Woo 
(2005).
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