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CHINA’S EXCHANGE RATE POLICY

WEDNESDAY, MARCH 24, 2010

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.
The Committee met, pursuant to notice, at 10:02 a.m. in 1100
Longworth House Office Building, the Honorable Sander M. Levin
[chairman of the committee] presiding.
[The advisory of the hearing follows:]

o))
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HEARING ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

Chairman Levin Announces Hearing on
China’s Exchange Rate Policy

March 15, 2010

Ways and Means Committee Chairman Sander M. Levin today announced a full
committee hearing on the exchange rate policy of the Government of the People’s
Republic of China, and its impact on the U.S. and global economies. The hearing
will take place on Wednesday, March 24, 2010, in the main Ways and Means
Committee hearing room, 1100 Longworth House Office Building, begin-
ning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be heard from invited witnesses only. However, any individual or orga-
nization not scheduled for an oral appearance may submit a written statement for
consideration by the three Subcommittees and for inclusion in the printed record of
the hearing.

FOCUS OF THE HEARING:

Economists generally agree that the Chinese currency (the renminbi—“RMB”—or
“yuan”) is substantially undervalued as a result of market intervention by the Gov-
ernment of the People’s Republic of China. This policy artificially raises the price
of imports into China and suppresses the price of exports from China. The purpose
of this hearing is to consider: (1) the immediate and long-term impact of China’s
exchange rate policy on the U.S. and global economic recoveries and, more specifi-
cally, on U.S. job creation; and (2) steps that could be taken to address the issue.

BACKGROUND:

Since the global economic crisis began, some prominent economists have examined
whether China’s exchange rate policy contributed to that crisis and is continuing to
impede progress on economic recovery and job creation in the United States and
around the world.

According to some recent estimates, the RMB may be undervalued by between 30
and 50 percent against the dollar. While there is a growing recognition that China’s
exchange rate policy is a serious concern and impediment to recovery, the issue
itself is not new. The United States has been pressing China for years to allow the
RMB to appreciate. President Bush raised the issue with President Hu more than
six years ago. At that time, the Treasury Department expressed concern when Chi-
na’s foreign exchange reserves (accumulated as a result of its currency market inter-
ventions) rose to $346 billion. Today those reserves exceed $2.4 trillion.

China allowed the RMB to appreciate somewhat beginning in July 2005, but
China has not allowed any appreciation since the summer of 2008, when the global
economic crisis caused China to redouble its efforts to stimulate exports. Robert
Aliber, Professor Emeritus of International Economics and Finance at the Univer-
sity of Chicago, recently wrote in the Financial Times that: “Americans have been
patient—too patient—in accepting the loss of several million U.S. manufacturing
jobs because of China’s determined pursuit of mindless mercantilist policies. The ab-
surdity of the current situation is that China’s currency protectionism has more of
an impact on American manufacturing employment than U.S. fiscal policy.”
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
http://democrats.waysandmeans.house.gov, select “Hearings”. Select the hearing for
which you would like to submit, and click on the link entitled, “Click here to provide
a submission for the record.” Once you have followed the online instructions, submit
all requested information. ATTACH your submission as a Word or WordPerfect doc-
ument, in compliance with the formatting requirements listed below, by close of
business Wednesday, April 7, 2010. Finally, please note that due to the change
in House mail policy, the U.S. Capitol Police will refuse sealed-package deliveries
to all House Office Buildings. For questions, or if you encounter technical problems,
please call (202) 225-1721 or (202) 225-3625.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing
record. As always, submissions will be included in the record according to the discre-
tion of the Committee. The Committee will not alter the content of your submission,
but we reserve the right to format it according to our guidelines. Any submission
provided to the Committee by a witness, any supplementary materials submitted for
the printed record, and any written comments in response to a request for written
comments must conform to the guidelines listed below. Any submission or supple-
mentary item not in compliance with these guidelines will not be printed, but will
be maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://democrats.waysandmeans.house.gov.

——

Chairman LEVIN. The Committee will come to order. I under-
stand that two of our witnesses need to leave at 12:15. We will
start on time. Mr. Camp and I will give opening statements.

Anyone else who has a statement, we will issue it into the
record, and then we will start the testimony asking each of you to
take the customary five minutes.

Chairman LEVIN. You will see the clock there. It will be helpful
if you can condense your statements, which will be entered into the
record, so that we can have full participation before several of you
have to leave.

As stated, I will give an opening statement and then Mr. Camp.
I think you are ready.
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I guess we will start in the order that you are seated, with Dr.
Ferguson, Dr. Bergsten, Mr. Prestowitz and Dr. Levy.

It is with a sense of urgency that this committee is holding this
hearing in the hopes that with the help of our witnesses we can
shed light on the problems associated with China’s foreign ex-
change rate policy and consider possible solutions.

What seems undisputed, on this much disputed issue, is that
China has a persistent economic strategy, a policy, a key to which
is the pegging of its currency to the dollar at an undervalued rate.

Since the mid-1990s, China has clearly pursued an export led
growth strategy, focusing on addressing its needs, namely creating
jobs and accumulating vast foreign reserves.

Central to this export led growth strategy is China’s policy of
keeping its currency substantially undervalued. That policy keeps
China’s exports cheap in the U.S. market and makes imports into
China substantially more expensive.

China has combined its cheap currency policy with other policies,
including most notably Government directed investments in its
manufacturing sector, which in turn creates pressures to keep its
currency artificially low in order to get rid of excess production by
exporting.

Chinese leaders have argued that these policies are necessary for
its development, for its massive need to create jobs, although in re-
cent years more and more economists are questioning that propo-
sition.

While China has had a clear economic policy, a clear strategy,
the U.S. on the other hand has not. Why not? One reason is that
like so many other trade issues, it gets caught up in the polariza-
tion that grips trade issues, “free trade” versus “protectionism,” a
grip that I have believed harmful and reject.

An illustration of the futility of the polarization is China’s argu-
ment that any action by the U.S. against China’s policies or control
of its currency would be “protectionism” or would lead to, as stated
recently, “a trade war.”

The easy polarization has helped handicap agreement on wheth-
er there is a problem. Increasingly, economists and other observers
reject this.

As Martin Wolf, the chief economics commentator for the Finan-
cial Times has stated, and I quote, “The policy of keeping the ex-
change rate down is equivalent to an export subsidy and tariff at
a uniform rate.”

Last week, the New York Times Editorial Board, another some-
what conservative but cautious commentator on these economic
issues, wrote and I quote “China’s decision to base its economic
growth on exporting deliberately undervalued goods is threatening
economies around the world. It is fueling huge trade deficits in the
U.S. and Europe. Even worse, it is crowding out exports from other
developing countries, threatening their hopes of recovery.”

These comments are echoed in our trade deficit with China,
which for the past three years has been over $220 billion annually,
and is a central driver in our overall trade deficit.

Some deny that it has serious consequences for American work-
ing families, but the alarm grows that it does indeed.
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One economist, Paul Krugman, estimates that China’s exchange
rate reduces U.S. employment by 1.4 to 1.5 million jobs at a time
when the U.S. faces a crisis of unemployment.

China’s currency policy and export led growth policy are bad for
the rest of the world, and I quote a recent statement by the Finan-
cial Times, and we can read it as I distribute this statement.

“While some disagree with the impact of China’s policies and oth-
ers view the issues through a lens that says ‘hands off,’ is the an-
swer to market disequilibrium and that it is best to let things re-
solve themselves, I think the status quo is not sustainable.

The U.S./China relationship is a vital one for both countries. We
are increasingly interdependent and there are vital policy consider-
ations in addition to economic ones, but the China currency issue
itself will not go away.”

There is no easy answer to the problem, as is true with other im-
portant problems, but the answer is not to deny there is a problem.

It has been difficult, and we know this, to make progress bilat-
erally. At times talks seem to produce some progress, but that
progress then disappears.

Some then suggested unilateral action, addressing China’s cur-
rency manipulation under U.S. countervailing duty and anti-dump-
ing trade remedy laws. Others have proposed the imposition of an
additional duty on all imports from China.

In two weeks, the Obama Administration faces again, as past Ad-
ministrations have, an April 15 deadline to decide whether to label
China a “currency manipulator” in the Department of Treasury’s
semi-annual report.

The report requirements may well increase discussions about the
use of multilateral forums to address the currency issue. The IMF
is the most logical place for these discussions. However, to date,
the institution has been unable to act effectively. Thus, some have
suggested using multilateral negotiations through the G-20 to ad-
dress the problem.

Some have urged the U.S. to bring a case in the WTO, but the
WTO Articles relating to currency have never been tested.

Here we are. We are fortunate today to have with us four experts
on China’s exchange rate policy, and they will discuss the extent
of the problem and alternative responses to address the problem.

I will just mention who you are and then Mr. Camp, you will
take over, and then starting with Dr. Ferguson, they will testify.

Niall Ferguson is a Professor of History at Harvard University
and Business Administration at the Harvard Business School.

Fred Bergsten is a veteran of this room, Director of the Peterson
Institute for International Economics.

Another frequent visitor, Clyde Prestowitz, President of the Eco-
nomic Strategy Institute, and Philip Levy, who is a Resident Fel-
low at the American Enterprise Institute.

We welcome all four of you experts and you will start as soon as
my friend, Mr. Camp, gives his opening statement.

David.

[The prepared statement of Mr. Levin follows:]
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Opening Statement of Chairman Sander Levin

It is with a sense of urgency that the Committee is holding this hearing in the
hope that with the help of our witnesses, we can shed light on the problems associ-
ated with China’s foreign exchange rate policy and consider possible solutions.

What seems undisputed on this much disputed issue is that China has a per-
sistent economic strategy, a policy, key to which is the pegging of its currency to
the dollar at an undervalued rate.

Since the mid-1990s, China has clearly pursued an export-led growth strategy fo-
cused on addressing its needs—namely, creating jobs and accumulating vast foreign
reserves.

Central to this export-led growth strategy is China’s policy of keeping its currency
substantially undervalued. That policy keeps China’s exports cheap in the U.S. mar-
ket, and makes imports into China substantially more expensive.

China has combined its cheap currency policy with other policies including, most
notably, government directed investments in its manufacturing sector, which in turn
creates pressure to keep its currency artificially low in order to get rid of excess pro-
duction by exporting.

Chinese leaders have argued that these policies are necessary for China’s develop-
ment for its massive needs to create jobs—although in recent years, more and more
economists are questioning that proposition.

While China has had a clear economic policy, a clear strategy, the U.S. on the
other hand has not.

Why not?

One reason is that like so many other trade issues, it gets caught up in the polar-
ization that grips trade issues—“free trade” vs. “protectionism”—a grip that I have
believed harmful and reject. An illustration of the futility of the polarization is Chi-
na’s argument that any action by the U.S. against China’s policies of control would
be “protectionism” or would lead to a “trade war.”

: The easy polarization has helped handicap agreement on whether there is a prob-
em.

Increasingly, economist of various bents and other observers reject this.

As Martin Wolf, the chief economics commentator for the Financial Times, has
stated, “[Tlhe policy of keeping the exchange rate down is equivalent to an export
subsidy and tariff, at a uniform rate.”

Last week, the New York Times Editorial Board, another somewhat conservative
and cautious commentator on these economic issues, wrote that “China’s decision to
base its economic growth on exporting deliberately undervalued goods is threatening
economies around the world. It is fueling huge trade deficits in the United States
and Europe. Even worse, it is crowding out exports from other developing countries,
threatening their hopes of recovery.”

And these comments are echoed in our trade deficit with China, which for the
past three years has been over $220 billion annually, and is a central driver in our
overall trade deficit.

Some deny that it has serious consequences for America’s working families. But
the alarm grows that it does—Paul Krugman estimates that China’s exchange rate
reduces U.S. employment by 1.4 or 1.5 million jobs—at a time the U.S. faces a crisis
of unemployment.

China’s currency policy and export-led growth policy are bad for the rest of the
world as well, as a November 2009 Financial Times editorial concluded.

While some disagree with the impact of China’s policies, and others view the issue
through a lens that says “hands off” is the answer to market disequilibrium, that
it is best to let things resolve themselves, I think the status quo is not sustainable.

The U.S.-China relationship is a vital one for both countries. We are increasingly
interdependent and there are vital foreign policy considerations in addition to eco-
nomic ones, but the China currency issue itself will not go away.

There is no easy answer to the problem, as is true with other important problems,
but the answer is not to deny there is a problem.

It has been difficult to make progress bi-laterally. At times talk has seemed to
produce some progress, but that progress then disappears.

Some then suggested unilateral action addressing China’s currency manipulation
under U.S. countervailing duty and antidumping trade remedy laws. Others have
proposed the imposition of an additional duty on all imports from China.

In two weeks, the Obama Administration faces again, as past Administrations
have an April 15th deadline, to decide whether to label China a currency manipu-
lator in the Department of the Treasury’s semi-annual report.

The Report requirements may well increase discussions about the use of multilat-
eral fora to address the currency issue. The IMF is the most logical place for these
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discussions; however, to date, the institution has been unable to act effectively.
Thus, some have suggested using multilateral negotiations through the G-20 to ad-
dress the currency problem.

Some have urged the United States bring a case in the WTO, but the WTO arti-
cles relating to currency have never been tested.

We are very fortunate to have with us today four experts on China’s exchange
rate policy and they will discuss the extent of the problem and alternative responses
to address the problem.

I now yield to ranking member Congressman Dave Camp for his opening state-
ment.

Mr. CAMP. Thank you very much, Mr. Chairman. I also want to thank our wit-
nesses for being here today.

In the 1970s, China injected itself with economic reforms. Now in 2010, China ap-
pears inflicted by a menacing strain of that reform that is either constraining a
global economic recovery or worse, capable of creating a new economic pandemic.

While China’s emergence as an economic powerhouse has rightly grabbed our at-
tention, however, the trends are not new, and there are some predictable similar-
ities between China’s economy now and Japan’s in the 1980s.

It is critical that China address the serious flaws in its economic structure, but
we should remember that we have seen this before, maybe perhaps not on this
scale.

This hearing is about China’s currency policy and global imbalances. Like the
IMF has, I can stipulate that China’s currency is undervalued, plain and simple.
I can also agree with G—20 leaders that the world has deep imbalances that must
be corrected.

Let’s not lose sight of the fact that there are fundamental problems with China’s
economy and let’s not pretend that China’s intervention in the currency markets by
itself is the root cause of our ten percent unemployment or of China’s ten percent
annual GDP growth.

We will hear today from some pretty bright economists on the problems of China’s
economy, and I look forward to hearing what they have to say.

My view going in is that China’s deliberate and dangerous wealth transfer from
everyday households to inefficient export platform factories is standing in the way
of the domestic consumption that the Chinese and the rest of the world believe the
Chinese and the rest of the world so desperately need.

China must introduce global best practices into its banking sector, mature its fi-
nancial markets, better protect intellectual property rights, and open more com-
prehensively to foreign direct investment.

China also should open its markets much more fully to all goods and services,
particularly those coming from the United States.

An increase in the value of the RMB will facilitate some of these measures. For
others, the much sought currency appreciation will be a happy but perhaps unin-
tended offshoot of the broader reform.

All of these measures will help China move toward liberalizing its capital account,
which should be the ultimate goal for all of us, because none of us can know the
true extent of RMB under valuation until the currency floats.

In my view, however, when it comes to China, focusing on the currency valuation
issue to the exclusion of the others is more likely to lead to a collective frustration
and to any improvement in the health of the critical U.S./Chinese economic relation-
ship.

With that said, while we should not obsess over the value of the RMB, it would
be an enormous mistake to give up on addressing it.

To that end, I believe the Obama Administration should continue to address Chi-
ga’i currency policy in high level bilateral summits, like the strategic and economic

ialogue.

I think the Administration should restart languishing bilateral investment treaty
negotiations with China and prompt it to make progress on the currency and broad-
er issues as part of the BIT process.

I also believe the Administration should devote time and resources toward at-
tempting to establish a robust multilateral process either in the G-20, IMF or else-
where, so that other countries, particularly some of China’s neighbors in Asia, can
bring new points of pressure to bear.

I would hope that China would commit to this multilateral process and participate
in good faith. If China wants to be treated as a major international player, it has
to own up to the responsibilities of that status.

By a similar token, if the United States wants to maintain its status as the inter-
national leader, then we better make sure that whatever we do to address China’s
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currency regime, we do it without losing sight of our international commitments and
the over arching value of the multilateral trading system.

I am weary of panicky approaches whose support are inconsistent with our obliga-
tions, but then try to justify those inconsistencies by casually asserting that the nor-
mally applicable rules just should not apply.

So far, I have focused on China, and let me close by saying I fully admit the
United States needs to get its own financial house in order. China would not be ac-
cumulating hordes of currency reserves in U.S. Treasuries if the United States
stopped racking up debt at the current unsustainable pace.

Thank you, Mr. Chairman, and I yield back.

[The prepared statement of Mr. Camp follows:]

Opening Statement of the Honorable Dave Camp,
A Representative of the State of Michigan

In the 1970s, China injected itself with economic reform. Now, in 2010, China ap-
pears afflicted by a menacing strain of that reform that is either constraining a
global economic recovery or, worse, capable of creating a new economic pandemic.
While China’s emergence as an economic powerhouse has rightly grabbed our atten-
tion, however, the trends are not new, and there are some predictable similarities
between China’s economy now and Japan’s in the 1980s. It is critical that China
address the serious flaws in its economic structure, but we should remember we’ve
seen this before, although perhaps not on this scale.

This hearing is about China’s currency policy and global imbalances. Like the
IMF has, I can stipulate that China’s currency is undervalued, plain and simple.
I can also agree with G20 leaders that the world has steep imbalances that must
be corrected. But let’s not lose sight of the fact that there are fundamental problems
with China’s economy, and let’s not pretend that China’s intervention in the cur-
rency markets, by itself, is the root cause of our ten percent unemployment or of
China’s ten percent annual GDP growth.

We’ll hear today from some pretty bright economists on the problems with China’s
economy. I'm looking forward to hearing what they have to say. My going-in view
is that China’s deliberate and dangerous wealth transfer from everyday households
to inefficient export-platform factories is standing in the way of the domestic con-
sumption that the Chinese (and the rest of the world) believe the Chinese (and the
rest of the world) so desperately need. China must introduce global best practices
into its banking sector, mature its financial markets, better protect intellectual
property rights, and open more comprehensively to foreign direct investment. China
also should open its markets much more fully to all goods and services, particularly
those coming from the United States.

An increase in the value of the RMB will facilitate some of these measures. For
others, the much-sought currency appreciation will be a happy—though perhaps un-
intended—offshoot of the broader reform. All of these measures will help China
move toward liberalizing its capital account, which should be the ultimate goal for
all of us, because none of us can know the true extent of RMB undervaluation until
the currency floats.

In my view, however, when it comes to China, focusing on the currency valuation
issue to the exclusion of the others is more likely to lead to collective frustration
than to any improvement in the health of the critical U.S.-Chinese economic rela-
tionship. But, that said, while we shouldn’t obsess over the value of the RMB, it
would be an enormous mistake to give up on addressing it.

To that end, I believe the Obama Administration should continue to address Chi-
na’s currency policy in high-level bilateral summits, like the Strategic and Economic
Dialogue. I think the Administration should restart languishing Bilateral Invest-
ment Treaty negotiations with China and prompt it to make progress on the cur-
rency and broader issues as part of the BIT process. I also believe the Administra-
tion should devote time and resources toward attempting to establish a robust, mul-
tilateral process—either in the G20, IMF, or elsewhere—so that other countries,
particularly some of China’s neighbors in Asia, can bring new points of pressure to
bear. I would hope that China would commit to this multilateral process and partici-
pate in good faith. If China wants to be treated as a major international player, it
has to own up to the responsibilities of that status.

By a similar token, if the United States wants to maintain its status as the inter-
national leader, then we better make sure that whatever we do to address China’s
currency regime, we do it without losing sight of our international commitments and
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the overarching value of the multilateral trading system. I am wary of panicked ap-
proaches whose supporters concede are inconsistent with our obligations, but then
try to justify those inconsistencies by casually asserting that the normally applicable
rules just shouldn’t apply.

So far, I've focused on China. Let me close by saying I fully admit the United
States needs to get its fiscal house in order. China wouldn’t be accumulating hordes
of currency reserves and U.S. Treasuries if the United States stopped racking up
debt at the current unsustainable pace.

Thank you, Mr. Chairman, I yield back.

———

Chairman LEVIN. Thank you very much.
Dr. Ferguson, take over.

STATEMENT OF NIALL FERGUSON, PH.D., PROFESSOR,
HARVARD UNIVERSITY

Mr. FERGUSON. Mr. Chairman, Members of the Committee, it
is a great honor and privilege to be invited to address you. Let me
begin with a direct question and direct answer. Is China a currency
manipulator? Yes. Is its currency fundamentally misaligned? Yes.
In the absence of currency intervention by the Chinese monetary
authorities, the exchange rate of the renminbi would be signifi-
cantly different, I believe.

Are we living through the end of what I have called with my col-
league, Moritz Schularick, “Chimerica’s demise,” by which I mean
that fusion between China’s and America’s economy which has
been the driving force of global economic growth for the past dec-
ade?

How important has the Chinese currency policy been to China’s
growth?

Mr. Chairman and Members of the Committee, China’s gross do-
mestic product has increased by a factor of roughly four over the
past ten years, its exports by a factor of roughly five, its current
account surplus with the rest of the world by a factor of roughly
17, its share of American non-commodity imports has gone up from
10 percent to 24 percent, and as you are all aware, its share of the
U.S. current account deficit has also grown.

In the period of the past ten years when China’s exports led
strategy was really crucial to its growth, there was minimal appre-
ciation of the Chinese currency relative to the dollar, say about 15
percent between 2005 and 2008.

For the rest of the decade, China pegged its currency firmly to
the dollar. Why did it do this? One, because it made its exports
more competitive in global markets. Two, because it allowed it to
accumulate reserves as a kind of insurance against financial crises.
The Chinese did not want to experience what much of the rest of
Asia experienced in 1997/1998.

Because the Chinese authorities have considerable control over
their own banking system, this policy did not give rise to domestic
inflation in the way that standard macroeconomic textbooks pre-
dicted it would.

This kind of policy is not supposed to work according to econo-
mists. I have the advantage of not being an economist. I am a his-
torian. I can assure you that it does work as long as reserve accu-
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mulation is sterilized by the monetary authorities and does not
translate into domestic inflation.

It is worth bearing in mind that there is a close link between
China’s currency policy and the massive financial crisis that we are
still living through and have been since August 2007.

Not only did China’s policy squeeze other manufacturing export-
ers but, crucially, it also had the effect of depressing long term in-
terest rates in the United States by between 100 and 200 basis
points. Without that stimulus, it is hard to believe the housing
bubble in the U.S. would have been as large as it was in recent
years.

How does China compare with other countries that have pursued
this kind of strategy in the past? That is one of the central points
I make in my written testimony.

The answer is that, compared with West Germany and Japan
after World War II, this is a very different story. They had export
led strategies but they did not accumulate reserves on this massive
scale, nor did they resist pressure to appreciate their currencies.

Between 1960 and 1978, the deutsche mark increased by 60 per-
cent, the yen appreciated by around 50 percent.

China’s under valuation is very significant today, however you
measure it, and we all approach this in different ways.

In our research, Moritz Schularick and I looked at a real ex-
change rate adjusted for unit labor costs, and we found that on
that measure, China has made a competitive gain on the order of
40 percent relative to its trading partners, so that 15 percent ap-
preciation of the renminbi which we saw in the middle of this dec-
ade has not really countered that massive benefit which China gets
from its productivity gains and its very low unit labor costs.

Can this continue is the crucial question. Many people believe
that it can. The U.S. deficit is back with the first green shoots of
recovery. China’s surplus never went away, although it is said it
will disappear briefly this month. The U.S. is still borrowing, in-
deed borrowing on a much larger scale than ever before in peace
time. The Chinese still need Americans to buy their goods.

There are those people that think this strange disequilibrium can
somehow be resumed in the aftermath of the crisis. I think this is
wrong for two reasons.

One, there is some limit to U.S. recovery as long as China and
the other currencies that shadow China’s currency policy over-
value the dollar.

Secondly, there is now a sign of dangerous overheating in Chi-
na’s economy. It is in their interest also to do something about this
before they have a bubble, the consequences of which would not be
confined to China.

We not only need revaluation of the renminbi, we also need a sig-
nificant change in Chinese policy in order to encourage domestic
consumption and we urgently need serious fiscal reform in the
United States to do away with the notion that this country can run
trillion dollar deficits for the rest of time, which is of course the
current implication of policy.

I come in conclusion to what should be done. Yes, I think the
Treasury should brand China a “currency manipulator,” but no, I
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do not think this is a good moment to threaten or impose retalia-
tory tariffs against China, and here is why I think that.

I am an historian. This is not 2005 when Congress last threat-
ened tariffs against China. We are in the middle of something that
very nearly became a Great Depression, and we should remember
how in the past, in 1930/1931, Congressional policy on protec-
tionism deepened that depression, and some historians would say
made that depression.

There is a danger not only of a trade war or a tariff war, there
is also a danger of a currency war, and we are already seeing other
countries using unorthodox methods to drive their fiat currencies
down below the dollar.

Not everybody in Europe is shedding tears over the Greek trag-
edy as it weakens the euro and benefits European manufacturers.
Brazil, too, is trying to soften its currency.

Thirdly and crucially, I do not believe renminbi appreciation on
its own will be of massive benefit to the United States. I am very
skeptical about Paul Krugman’s claims that it would significantly
reduce unemployment in this country.

The main beneficiaries of ending the renminbi/dollar peg would
not in fact be the United States, but would be China’s trade com-
petitors in emerging markets, who are the real losers. They are the
ones who have been losing market share when you look at the
structure of U.S. imports.

In conclusion, I think we also need to be very wary of the more
aggressive and indeed pugnacious attitude of the Chinese today.
Not only with respect to Google, but I believe across a broad range
of issues from Taiwan to Tibet, the Chinese authorities are spoiling
for a fight, and the United States Congress must be very, very
careful about giving it to them.

A best seller on economic policy in recent years in China has the
title “Currency Wars” by Song Hongbing. I believe we are on the
verge, maybe already in the middle of currency wars, and we
should be careful that the market reaction to a trade war or cur-
rency war between the United States and China does not exceed
in its negative effects the benefits which I believe would be mini-
mal of renminbi revaluation. Chimerica is dying, but we must en-
sure that it is an amicable divorce and not a currency war.

Thank you very much.

[The prepared statement of Mr. Ferguson follows:]
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THE END OF CHIMERICA:
AMICABLE DIVORCE OR CURRENCY WAR?

Niall Ferguson, Laurence A. Tisch Professor of History at Harvard University, William

Ziegler Professor of Business Administration, Harvard Business School'

before the
Committee on Ways and Means
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March 24, 2010

Introduction

In February 2007, before the onset of the financial crisis, Moritz Schularick and I coined
the term “Chimerica” to describe the combination of the Chinese and American
economies, which together had become the key driver of the global economy.” We called
it Chimerica for a reason: we believed this relationship was a chimera—a monstrous
hybrid like the part-lion, part-goat, part-snake of legend. We identified it as one of the
causes of the asset price bubble that was such a striking feature of the U.S. economy in
the years from 2002 to 2006.” More recently, we have argued that we may be witnessing
the death throes of this strange creature.’ The central question the Committee must
consider is whether U.S. policy should be to slay Chimerica, or to try to keep it alive.
Should the U.S. Treasury brand Beijing a “currency manipulator”™ in its report due on

April 15?7 Should Congress pass the “Currency Exchange Rate Oversight Reform Act”,

! Niall Ferguson is the author numerous works of financial history, including The Cash Nexus: Money and
Power in the Modern World, 1700-2000 (New York, 2001) and The Ascent of Moneyv: 4 Financial History of
the World (New York, 2008).

*Niall Ferguson and Moritz Schularick, “Chimerical? Think Again”, Wall Street Journal, February 5, 2007,
“Niall Ferguson and Moritz Schularick, “*Chimerica” and Global Asset Markets”, International Finance

10, 3 (2007), pp. 215-239. See also my The Ascent of Money: A Financial History of the World (New

York, 2008).

* Niall Ferguson and Moritz Schularick, “The End of Chimerica”, Harvard Business School Working Paper
10-037 (2009). Cf. Niall Ferguson and Moritz Schularick, “The Great Wallop”, New York Times,
November 16, 2009
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paving the way for retaliatory tariffs against imports from countries with “fundamentally
misaligned currencies”, as proposed by Senators Brown, Graham and Schumer?

These are questions of the utmost historical significance. The threat of tariffs has
worked before to pressurize the Chinese into revaluing their currency. On the other hand,
one of the most important lessons of the Great Depression was that protectionist
measures, including competitive devaluations, tended to worsen the situation of the
global economy in the early 1930s. A second historical lesson is that conflicts over
currencies and trade are often the prelude to conflicts of another sort. The Chinese
authorities, and China’s state-controlled media, are well aware of both these points, but
they seem likely to respond pugnaciously to any pressure from the United States. The
stakes are therefore high. We may be less than two decades from a major historical
turning point, if there is any truth to the projections that China’s gross domestic product
will overtake that of the United States in 2027. Yet America’s leaders seem to have given

little thought to this momentous and imminent shift in the balance of economic power.

1. What is Chimerica?

Chimerica combined Chinese export-led development with American over-consumption;
to vary the metaphor, the result was an improbable financial marriage between the
world’s sole superpower and its most likely future rival. For China, the key attraction of
this marriage was its potential to propel the economy forward by means of export-led
growth. Thanks to the Chimerican symbiosis, China was able roughly to quadruple its
GDP since 2000, raise exports by a factor of five, import western technology and create
tens of millions of manufacturing jobs for the rural poor. For America, Chimerica meant
being able to consume more, save less and still maintain low interest rates and a stable
rate of investment. Over-consumption meant that between 2000 and 2008 the United
States outspent its national income by a cumulative 45 percent, i.e. total U.S. spending
over the period was 45 per cent higher than total income. Purchases of goods from China

in excess of income accounted for about a third of over-consumption.

¥ Niall Ferguson, “Complexity and Collapse: Empires at the Edge of Chaos”, Foreign Affairs, April/May
2010.
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For a time, it seemed like a marriage made in heaven. Chimerica accounted for
around 13 per cent of the world’s land surface, a quarter of its population, more than a
third of its gross domestic product, and around two fifths of global economic growth in
the past ten years. It also seemed like a marriage with benefits for the rest of the world.
Global trade boomed and nearly all asset prices surged. Yet, like many another marriage
between a saver and a spender, Chimerica was always likely to end in tears.

China’s integration into the world economy was by far the most important
development of the economic history of the past decade. In the 1990s Zhu Rongji and his
right-hand man Wen Jiabao embraced foreign trade and foreign direct investment (FDI)
as cornerstones of a new Chinese development strategy. Following substantial renminbi
devaluation in 1994 and the opening up of the economy to FDI, the strategy quickly bore
fruit as multinational companies started to relocate production to China. The Chinese
export machine went into overdrive after World Trade Organization accession in 2001.
Exports in 2000 were in the range of $250 billion, but climbed to $1.3 trillion in 2008,
China’s current account surplus in 2001 was a mere $17 billion. By the end of 2008, it
was approaching $400 billion.

As exports expanded, the authorities in Beijing consistently bought dollars to
avoid appreciation of their currency. China’s currency interventions served two goals:
first, to promote export competitiveness, since export industries provided rapid
productivity gains as well as new jobs and income; second, to build up reserves as a
cushion against the risks associated with increasing financial integration, painfully
illustrated by the experience of other countries in the 1997-8 Asian Crisis.

The historical record has shown time and again that policies of real exchange rate
undervaluation can be sustained for a long time without generating the inflationary
pressures predicted in economic theory. In a standard macroeconomic model, exchange
rate intervention should lead to monetary expansion, which in turn drives up domestic
prices, nullifying the real effect of intervention. China’s financial system, however, is
owned and managed by the government. Capital controls are in place for most non-FDI
capital flows. Sterilization and bank lending policies are governed by decree, so that the
government can force banks to buy trillions of low-yielding renminbi sterilization bonds

or alter their reserve ratios. Deposit and lending rates are also set by the government. This
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has allowed China to intervene in the forex market while retaining control over domestic

monetary aggregates.

2. Chimerica and the Crisis

Chimerica worked—for China. But the unintended consequence of sustained currency
intervention was a vast accumulation of dollar-denominated securities in the reserves of
the People’s Bank of China and the State Agency for Foreign Exchange (SAFE). Already
by 2000 China had currency reserves of $163 billion, slightly above 10 per cent of GDP.
By the end of 2009 currency reserves had reached $2.4 trillion, equivalent to more than
50 per cent of China’s annual output.

This unprecedented accumulation of reserves opened up a Pandora’s box of
financial distortions. Chinese purchases of U.S. Treasuries kept their prices above and
hence their yields below where they would otherwise have been. Lower long-term
interest rates enabled American households to increase consumption levels and widened
the gap between savings and investment. And, because foreign savings were
predominantly channeled through government (or central bank) hands into safe assets
such as Treasuries, private investors turned elsewhere in search of higher yields. This
encouraged financial engineers to develop new financial products such as collateralized
debt obligations.

This is not to say that reserve accumulation was the only cause of the financial
crisis that began in the summer of 2007. Beijing cannot be blamed for the reckless
lending and borrowing engaged in by Western financial institutions, nor for the sins of
omission of policy-makers and regulators. Yet had it not been for the Chinese willingness
indirectly to fund America’s consumption and real estate speculation, long-term interest
rates in the United States would almost certainly have been higher, reducing the size of

the housing bubble.

3. Export-led Growth and Reserve Accumulation in Perspective
An export-centered growth strategy is nothing new, After all, Western Europe and Japan
as well as South Korea and Taiwan all successfully pursued similar strategies. In all

cases, productivity gains coupled with wage restraint led to the rapid development of a
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manufacturing sector focused on foreign markets. Rising corporate profits financed rising
investment, which in turn supported manufacturing capacity and productivity. For some
commentators, the resemblance between these earlier growth strategies and modern
China’s was so close that it was legitimate to refer to “Bretton-Woods 117, referring to the
pre-1971 system of pegged exchange rates and capital controls.

At first sight, the analogy is indeed close. In terms of gross domestic product
measured in current dollars, both West Germany and Japan in the 1960s were about 10-
15 per cent of size of the United States. China’s economy in the year 2000 was also about
12 per cent of the size of the U.S. economy (though it is much bigger on the basis of
purchasing power parity). However, there the resemblances end.

At the height of post-war growth in the 1960s, West Germany and Japan grew
their dollar reserves in line with U.S. GDP, keeping the ratio stable at about 1 per cent
before moving slightly higher in the early 1970s when capital flows and valuation gains
led to an increase. On a yearly basis, reserve accumulation was about 1 per cent of GDP
on average in Germany, and not even 0.5 per cent in Japan. By contrast, a dramatic shift
in Chinese reserve accumulation occurred in the early 2000s. Starting at a level of dollar
reserves equivalent to about 1 per cent of U.S. GDP in 2000, China’s reserves reached 5
per cent of U.S. GDP in 2005, rising to 8 per cent in 2007 and finally reaching about 10
per cent in 2008, At the end of 2009, China’s dollar reserves are likely to be equivalent to
12 per cent of U.S. GDP, compared to about 1 per cent a decade ago.

Moreover, both West Germany and Japan did not resist currency appreciation in
the way that China has. Between 1960 and 1978, for example, the deutsche mark
appreciated cumulatively by almost 60 per cent against the dollar, while the Japanese yen
appreciated by almost 50 per cent. One key lesson from post-war history is that exporters
can live with substantial exchange rate revaluations when major gains in productivity are

being achieved.

4. The Real Exchange Rate adjusted for Unit Labor Costs
By how much is the Chinese currency undervalued? Estimates for the undervaluation
range widely from zero to 50 per cent depending on the methodology adopted. In our

view, the most illuminating approach focuses on the unit labor cost based real exchange
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rate between the renminbi and the dollar. Unit labor costs are defined as the cost of the
labor inputs (total wages) needed to produce a unit of output. If these productivity gains
(relative to the productivity gains abroad) are not reflected in proportionate exchange rate
changes, the economy will gain in competitiveness and more production will be relocated
to the cheaper currency area. We find that, while wages and employment in China have
grown rapidly in recent years, the increase in output has been even faster thanks to rapid
productivity gains. Chinese unit labor costs fell in eight out of last nine years, sometimes
substantially. Chinese unit labor costs today are about 40 per cent lower than in 1998,
while the nominal exchange rate has only appreciated by 15 per cent, leaving a net gain
in wage competitiveness of 25 per cent. Despite some modest currency adjustment, in
other words, manufacturing production today in China is much cheaper in dollar terms

than it was eight years ago.

5. The Case for Chinese Currency Adjustment

The Chimerican era is drawing to a close. After the bursting of the debt and housing
bubbles, U.S. household savings are rising again. Washington has sought to buffer this
necessary adjustment by running sizeable budget deficits. Public dis-saving can
temporarily compensate for higher private savings to maintain final demand, but the
American consumer still faces a lengthy adjustment period and will ultimately also have
to pay the bill for today’s deficits. Meanwhile, Beijing’s response to the collapse in
global demand has been to loosen credit and pump money into domestic construction and
infrastructure projects. In the first six months of 2009 the government in Beijing ordered
the banks to make new loans of close to 10 trillion renminbi or about 40 per cent of GDP.
Here, too, stimulating domestic demand was the right short-run policy response.

But while these policies may have averted a second Great Depression, they do not
constitute a sustainable answer to the problem of global imbalances. On the contrary, the
U.S. trade deficit is widening again, and although China’s trade surplus has been
somewhat reduced (mainly as a result of increased imports from its Asian neighbors) it is
hard to believe—as some claim—that is going to disappear altogether this year. As long

as Chinese exchange rate policy implicitly taxes consumption and subsidizes exports,
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China’s surpluses will surely persist. These leads some people in both China and America
to hope for a return to the status quo ante. But this is an illusion.

In the depressed conditions caused by the financial crisis, China’s dollar peg
poses a quadruple threat. First, it limits U.S. recovery by overvaluing the dollar in key
Asian markets and therefore artificially raising the price of U.S. exports. (In theory, to be
sure, the United States could deflate to regain competitiveness against Asia, but deflation
is out of the question for such a highly leveraged economy.) Secondly, with inflows of
hot money straining the system of sterilization to breaking point, the renminbi-dollar peg
is now contributing to a dangerous overheating of China’s economy; appreciation of the
currency would complement the recent increases in bank reserve requirements, helping to
cool down the rampant over-investment in manufacturing capacity and urban real estate.
Thirdly, renminbi undervaluation risks unleashing either a protectionist backlash or a rash
of “currency wars™ as the world’s major fiat currencies jockey for competitive advantage.
Fourthly, every additional dollar of reserves increases the potential cost of revaluation to
China’s monetary authorities, making a change of policy even less attractive.

Proponents of the Chimerican status quo make the following arguments. First,
revaluation would seriously slow the Chinese economy in the absence of other major
changes in Chinese economic policy—such as the creation of a modern welfare state,
which some believe would encourage the Chinese to save more and spend less. We think
such changes are indeed highly desirable; revaluation needs to be part of a package
designed to reduce China’s trade surplus.

Another argument for the status quo is that the United States needs China to
continue acting as a source of cheap finance for its explosive fiscal deficit. However,
China may already be winding down its accumulation of Treasuries. According to recent
estimates, China lent just 4.6 per cent of the money the U.S. government raised in 2009.
That compared with 20.2 per cent in 2008 and a peak of 47.4 per cent in 2006. Indeed,
China appears to have been a net seller of Treasuries in recent months. But the removal
of this prop for U.S. bond prices is also very welcome. It is high time American
legislators began steering a course back to fiscal balance over the next decade, instead of

imagining that the federal government can run trillion-dollar deficits for the rest of time.
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Nothing would focus minds better on the urgency for fiscal reform than significant (say,
200 basis points) upward movement in nominal ten-year yields.

Finally, there is no need for Americans to fear some kind of overnight loss of
reserve currency status by the dollar. Even if China adopted full capital account
convertibility at some point in the next five years, history shows that it would take many
decades for the renminbi to displace the dollar in the majority of international
transactions. Path dependence means that transitions from one international reserve

currency regime tend to lag behind changes in the geopolitical balance of power.

Conclusion

The world economy’s most glaring structural imbalance today is that the second biggest
economy in the world has pegged its currency to that of the largest economy at a strongly
undervalued rate. There is no point pretending that this is not “currency manipulation”,
and in its April 15 report the U.S. Treasury should call a spade a spade. A renminbi
revaluation would help both sides. By stimulating U.S. exports it would allow a quicker
exit from the unsustainable policies currently being implemented by the Fed and the
Treasury. It would also solve at a stroke the problem of China’s excessively large
international reserves and dollar exposure, while at the same time accelerating the
necessary shift from the export sector to the consumer sector as the engine of China’s
growth. In short, revaluation would warm up the U.S. economy and cool down the
Chinese. Moreover, as we have seen, history is on the side of revaluation. The lesson of
German and Japanese history is that rapidly growing exporters can live with significant
exchange rate appreciation when major gains in productivity are being made, as they
clearly are in this case.

The question remains how best to persuade the Chinese to follow the German and
Japanese example. Some critics of China have for some time been calling for retaliatory
tariffs to force China to end its “currency manipulation™. Others point to the effectiveness
of the import surcharge imposed by the Nixon administration in 1971, which encouraged
the Germans and Japanese to revalue their currencies upwards against the dollar. And, of

course, the threat of tariffs was sufficient to prompt Chinese revaluation in 2005.
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The situation today is very different, however. As an historian, | feel very uneasy
about any steps in the direction of protectionism at a time of such economic fragility. I
am even more worried about a race to the bottom among fiat currencies, as countries
other than the U.S. try to relieve the pressure on their own manufacturers by letting their
currencies slide against the dollar and renminbi. Last year, for example, Brazil imposed a
tax on “hot money™—large, volatile flows of foreign investment that may exit an
economy as quickly as they appeared—to try to slow the appreciation of its currency, the
real. In Europe not everyone is sorry that the “Greek tragedy™ of recent months has
caused the euro to weaken. Similar competitive devaluations were a feature of the worst
economic decade of the twentieth century, the 1930s. It goes without saying that not
everyone can simultaneously have a weak currency.

It is for these reasons that I would urge the United States to pursue currency
realignment on a multilateral rather than solely on a bilateral basis, using the G20 rather
than just a Sino-American “G2" as the appropriate forum. After all, we should not
fetishize the renminbi-dollar exchange rate.” The U.S. trade deficit is growing again not
only because of China but also because of relatively high oil prices. The rise of China as
an exporter of manufacturers has probably hurt other Asian exporters as much as, if not
more than, it has hurt the United States. And if China were to increase its imports, the
United States would not be the principal beneficiary.

Finally, there is good reason to doubt that the Chinese leadership will respond
positively to pressure from the United States in the form of tariffs, even if these were
wholly justified under International Monetary Fund and World Trade Organization rules.
As Premier Wen Jiabao's recent statements on the subject have made clear, Beijing is ina
more combative mood than it was five years ago, before the global financial crisis took
the shine off the “Washington Consensus™. And recent dollar strength should not lead is
to forget that the longer-term trend has been for the dollar to depreciate relative to other
currencies. Indeed, we have now lived through four significant periods of dollar

weakness since the end of the Bretton Woods system.

® Here | find myself more in agreement with Stephen Roach, “Consumer-Led China”, Morgan Stanley
Research Paper, March 22, 2010, than with Paul Krugman, “Taking On China”, New York Times, March 14,
2010,
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It is not by chance that one of the best-selling works of economic history in China
in recent years was Currency Wars by Song Hongbing. An excessively confrontational
approach by the United States would only confirm the thesis of that book and might also
contribute to a deterioration of Sino-American relations, the costs of which to financial
market confidence might significantly outweigh the benefits of any revaluation that might

be forthcoming.

Harvard University, March 22, 2010

10
—

Chairman LEVIN. Thank you. That was a Congressional eight
minutes. Dr. Bergsten, do your best for five minutes if you would.
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There is so much interest here, we have almost a full Committee
in attendance.
Dr. Fred Bergsten. Welcome.

STATEMENT OF C. FRED BERGSTEN, PH.D., DIRECTOR,
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BERGSTEN. Thank you, Mr. Chairman. It is a great pleas-
ure to be back.

I want to make six analytical points and suggest a three-part ac-
tion program for the United States to deal with the problem.

First, the Chinese renminbi is undervalued by about 25 percent
on a trade-weighted basis and about 40 percent against the dollar.
That is on the basis of at least a dozen studies done at my institute
and elsewhere. It is well established, and, if anything, a conserv-
ative number.

Second, the Chinese authorities buy about $1 billion of dollars
every day in the exchange markets. They sell their local currency
and buy dollars. That keeps the price of the local currency cheap
and undervalued in the exchange markets to maintain an artifi-
cially strong competitive position.

It is very important to keep in mind that several of the neigh-
boring Asian countries, Hong Kong, Singapore, Taiwan, and Malay-
sia, peg themselves de facto to the RMB. So it is not just China
that is competitively undervalued, a lot of Asia is as well, and
when you add the others, it almost doubles the ante in terms of
global trade effects and impact on the United States.

Third, this competitive undervaluation of the Chinese currency
and the currencies of its neighbors is a blatant form of protec-
tionism. It subsidizes all Chinese exports by the amount of the
undervaluation, 25 to 40 percent. It equates to a tariff of 25 to 40
percent on all of those Asian imports, sharply discouraging pur-
chases from other countries.

It would thus be incorrect, and I echo you, Mr. Chairman, to
characterize as protectionist a policy response to Chinese actions by
the U.S. or other countries. Such actions, if skillfully chosen and
properly carried out, should in fact be viewed as anti-protectionist.

Fourth, China’s global current account surplus soared to almost
$400 billion, exceeded 11 percent of its GDP two years ago, an un-
precedented imbalance for the world’s largest exporting country
and second largest economy.

Its surplus, of course, dropped sharply during the recession, but
the IMF has forecast that the number is going up again and by
2014 will exceed $700 billion and actually be bigger than the U.S.
global current account deficit.

This problem is not about to go away. If anything, it looks like
it is getting bigger.

Fifth, China’s exchange rate policy violates all relevant inter-
national norms. Article IV, Section I (iii) of the IMF commits mem-
ber countries to avoid manipulating exchange rates “in order to
prevent effective balance of payment adjustments or to gain unfair
competitive advantage over other members.”

Another IMF principle for Fund Surveillance over Exchange Rate
Policies rules out protracted large-scale intervention in one direc-
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tion in the exchange markets, exactly what China has been doing
for seven years.

Article XV of the in the World Trade Organization says: “Con-
tracting parties shall not by exchange action frustrate the intent of
the provisions of this agreement.”

China is violating all the international norms and rules.

Sixth, the competitive undervaluation of the RMB and the neigh-
boring Asian currencies does have—and here I differ with Niall
Ferguson—a substantial impact on the United States.

We have studied this very carefully. China needs an appreciation
of 25 to 40 percent even to bring its global current account surplus
down to 3 percent of its GDP, which would be $150 billion to $200
billion—still pretty high.

The U.S. global current account deficit would be cut by some-
where between $100 billion and $150 billion per year. That is a lot
of money. It is not our whole deficit, which is now on the order of
$500 billion, but it would take something like a quarter to a third
off it.

If we use the number that the president and the administration
have been using—6,000 jobs per billion dollars of exports—the cor-
rection in our trading balance due to Chinese revaluation would
save or create 600,000 to 1.2 million U.S. jobs.

I agree with Niall Ferguson that Paul Krugman’s number is a lit-
tle high, but I think the numbers would be very substantial.

The U.S. economy is not a full employment economy. It has 10
percent unemployment. There is plenty of un-utilized capacity. A
lower dollar in response to a higher RMB would not mean inflation
pressure, it would not mean crowding out; it would in fact mean
more U.S. jobs, mainly high-paying manufacturing jobs.

Since the budget cost of this action is zero, revaluation of the
Chinese and other Asian currencies is the most cost-effective step
that could now be taken to reduce unemployment in the United
States.

It certainly would be the most important part of the president’s
national export initiative.

The case for a substantial increase in the RMB and the other
Asian currencies is clear and overwhelming.

I suggest a three-part strategy to achieve it. First, I agree with
Niall Ferguson that Treasury should absolutely designate China as
a “currency manipulator” in its report on April 15.

The fact that the United States has been unwilling to apply the
law of the land and call a spade a spade for at least five years has
undermined any U.S. effort to get an effective multilateral ap-
proach to the problem.

I agree with you, Mr. Chairman. The basic thrust has to be mul-
tilateral, but the U.S. has no credibility seeking that unless it is
willing to be honest itself, follow the law of the land, and designate
China a “manipulator.”

That would be step one, but, I would also take two major new
multilateral initiatives. I would go to the IMF and seek agree-
ment—it requires a simple majority of the weighted vote—to dis-
patch the managing director to Beijing on what is called in IMF
parlance “a special consultation” or an “ad hoc consultation” to seek
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Chinese agreement to move the currency up. If they do not do it,
then one can go to the Executive Board for a vote.

The third step in the process is to go to the World Trade Organi-
zation. The United States has the right to seek a dispute settle-
ment panel to look at China’s obligations under the WTO that I
cited before and ask for it to be declared a “violator” under the
WTO rules.

Final point, Mr. Chairman.

In my experience, and here I differ a little bit with the historian,
no country that has run large trade surpluses and had an under-
valued currency has ever been willing to correct itself without ex-
ternal pressure. That pressure may come from the markets, but the
Chinese block that through capital controls, or from other govern-
ments through political steps.

President Nixon and John Connally had to break a lot of crock-
ery back in 1971 to get the initial revaluation of the European cur-
rencies and the Japanese yen.

Jim Baker went to the Plaza Agreement in 1985 on the basis of
two bills passed by the U.S. House of Representatives that would
have caused great pain to our trading partners had they not agreed
to correct the currency imbalances of that period.

I am afraid it is going to have to be external pressure again. The
Chinese say they will never move in response to external pressure.
I suggest they will never move without external pressure. If we do
it skillfully, multilaterally and thoughtfully, we can fashion an ef-
fective strategy.

[The prepared statement of Mr. Bergsten follows:]
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The Problem

The Chinese renminbi (RMB) is undervalued by about 25 percent on a trade-weighted
average basis and by about 40 percent against the dollar.” The Chinese authorities buy about $1
billion daily in the exchange markets to keep their currency from rising and thus to maintain an
artificially strong competitive position. Several neighboring Asian countries of considerable
economic significance — Hong Kong, Malaysia, Singapore and Taiwan — maintain currency
undervaluations of roughly the same magnitude in order to avoid losing competitive position to
China.

This competitive undervaluation of the RMB is a blatant form of protectionism. It subsidizes
all Chinese exports by the amount of the misalignment, about 25 — 40 percent. It equates to a tariff of
like magnitude on all Chinese imports, sharpl)f dlscnuraglng purchases from other countries. It
would thus be incorrect to characterize as * nist” a policy response to the Chinese actions by

the United States or other countries; such actions should more properly be viewed as anti-
protectionist.

Largely as a result of this competitive undervaluation, China’s global current account surplus
soared to almost $400 billion and exceeded 11 percent of its GDP in 2007, an unprecedented
imbalance for the world’s largest exporting country and second largest economy. China's global
surplus declined sharply during the Great Recession, as its foreign markets weakened, but it

' C. Fred Bergsten has been Director of the Peterson Institute for Intemational Economies since its creation in 1981. He
was formerly Assistant Secretary of the Treasury for Intermational Affairs (1977-81) and Assistant for International
Economic Affairs to the National Security Council (1969-71). His 40 books include The Long-Term Imernational
Economic Position of the United States (2009), China's Rise: Challenges and Opportunities (2008), China: The Balance
Sheet - What the World Needs to Know Now about the Emerging Superpower (2006), and The Dilemmas of the Dollar:
ITw Economics and Politics of United States International Monetary Policy (2™ edition, 1996),

“ William R. Cline and John Williamson, “2009 Estimates of Fundamental Equilibrium Exchange Rates,” Peterson
Institute for International Economics, 2009, Policy Brief (9-10 and Morris Goldstein a.ud Nicholas R. Lardy. July 2009.
The Future of China’s Exchange Rate Policy. Policy Analyses in International E 87, Washi PIE. The
Cline-Williamson estimates are quite conservative because they aim only to reduce China’s global surplus to 3-4 percent
of its GDP on the view that such levels would be consistent with a sustainable global equilibrium; their estimate of the
RMB undervaluation would of course be much greater if the goal were to fully eliminate the country's external surplus,
which would be quite reasonable for a developing country that already has accumulated $2.5 trillion of foreign exchange
reserves.
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remained above 5 percent of China’s GDP (almost 5275 billion) even in 2009. The International
Monetary Fund estimates that the surplus is rising again and. at current exchange rates, will exceed
the global deficit of the United States by 2014.” In a world where high unemployment and below-
par growth are likely to remain widespread for some time, including in the United States, China is
thus exporting very large doses of unemployment to the rest of the world — including the United
States but also to Europe and to many emerging market economies including Brazil, India, Mexico
and South Africa.*

China’s exchange rate policy violates all relevant international norms. Article 1V, Section 1
of the Articles of Agreement of the International Monetary Fund commits member countries to
“avoid manipulating exchange rates or the international monetary system in order to prevent
effective balance-of-payment adjustment or to gain unfair competitive advantage over other member
countries.” Moreover, the principles and procedures for implementing the Fund’s obligation (in
Article IV, Section 3) “to exercise firm surveillance over the exchange rate policies of members” call
for discussion with a country that practices “protracted large-scale intervention in one direction in
exchange markets” — a succinct description of China’s currency policy over the past seven years.
Article XV(4) of the General Agreement on Tariffs and Trade (GATT), which is now an integral
part of the World Trade Organization, similarly indicates that “Contracting parties shall not, by
exchange action, frustrate the intent of the provisions of this Agreement.”

Huge current account imbalances, including the US deficit and the Chinese surplus, of course
reflect a number of economic factors (national saving and investment rates, the underlying
competitiveness of firms and workers, etc.) other than exchange rates. Successful international
adjustment of course requires corrective action by the United States, particularly with respect to its
budget deficit and low national saving rate, and other countries as well as by China, But it is
impossible for deficit countries to reduce their imbalances unless surplus countries reduce theirs.
And restoration of equilibrium exchanges rates is an essential element of an effective global
“rebalancing strategy™ as agreed by the G-20 over the past year.

The competitive undervaluation of the Chinese RMB and several neighboring Asian

countries has a very substantial impact on the United States. As noted, an appreciation of 25-40
percent is needed to cut China’s global surplus even to 3-4 percent of its GDP. This realignment

would produce a reduction of $100 — 150 billion in the annual US current account deficit.”

Every $1 billion of exports supports about 6,000 — 8,000 (mainly high-paying manufacturing)
jobs in the US economy. Hence such a trade correction would generate an additional 600,000 —

3 Olivier Blanchard and Gian Maria Milesi-Ferretti, March 18, 2010 “Global Imbal. In Mid 7", Washing
IMF, Table 7.
* Note that I make no reference to the United States — China bilateral trade imbal in this Bil I

balances are irrelevant in a world of multilateral trade. It should be noted, however, that China’s global surplus exceeded
one half of the US global deficit in 2007 and, as noted in the text, is on a trajectory to exceed it by 2014,

* The best analysis of the needed Chinese component of this strategy can be found in Nicholas Lardy, “China:
Rebalancing Economic Growth,” Chapter | in Center for Strategic and International Studies and Peterson Institute for
International Economics, The China Balance Sheet in 2007 and Beyond, May 2007,

* William R. Cline and John Williamson, “2009 Estimates of Fundamental Equilibrium Exchange Rates,” Peterson

Institute for International Ec ics, 2009, Policy Brief 09-10 show that the Asian undervaluations equate to a trade-
weighted overvaluation of about 6 percent of the dollar, Every | percent dollar overvaluation leads to a deterioration of
$20-25 billion in the US current account balance so correction of the Asian ligi would hen the US
position by $120 — 150 billion over the succeeding two 1o three years,
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1,200,000 US jobs. Correction of the Chinese/Asian currency misalignment is by far the most
important component of the President’s new National Export Initiative. As its budget cost is zero, it
is also by far the most cost-effective step that can be taken to reduce the unemployment rate in the
United States.

China did let its exchange rate appreciate gradually from July 2005 until the middle of 2008

(and rode the dollar up for a while after it re-pegged in the fall of 2008). During that time, the
maximum increase in its trade-weighted and dollar values was 20-25 percent (which represented
good progress although it still left an undervaluation of roughly a like amount at that time). It has
since depreciated again significantly, riding the dollar down, so that its net rise over the past five
years is only about 15 percent. Moreover, despite China's declared adoption of a *market-oriented”
exchange rate policy in 2005, its intervention to block any further strengthening of the RMB against
the dollar is about twice as great today ($30 — 40 billion per month) as it was then ($15 — 20 billion

r month); on that metric, China's currenc licy is now about half as market-oriented as it was
prior to adoption of the “new policy.”

The present time is highly opportune for China to begin the process of restoring an
equilibrium exchange rate. The Chinese economy is booming, indeed leading the world recovery
from the Great Recession (and China deserves great credit for its effective crisis response strategies).
Inflation is now rising and the Chinese authorities have begun to take monetary and other measures
to avoid renewed overheating; currency appreciation would be an effective and powerful tool to this
end by lowering the price of imports and dampening demand for exports.” Appreciation of the RMB
at this time would in fact serve both the internal and external policy objectives of the Chinese
authorities, as part of their long-stated intention and international commitment to rebalance the
country’s economic growth away from exports and toward domestic (especially consumer) demand.

An Action Plan

The case for a substantial increase in the value of the RMB is thus clear and overwhelming.
Some observers believe that China is in fact preparing to shortly renew the gradual appreciation of
mid-2005 to mid-2008 (5 — 7 percent per year) or even to announce a modest (5-10 percent) one-shot
revaluation (with or without resuming the upward crawl in addition). On the other hand, Premier
Wen Jiabao recently denied that the RMB was undervalued at all and accused other countries (!) of
seeking to expand exports and create jobs by unfairly depreciating their exchange rates.”

Unfortunately, the two preferred strategies for promoting Chinese action — sweet reason and
implementation of the multilateral rules, especially in the IMF — have to date had limited success.
Both efforts should continue, however, and it is particularly important that any stepped-up initiatives
toward China be multilateral in nature. The Chinese are much more likely to respond positively to a
multilateral coalition rather than bilateral pressure from the United States, especially if that coalition
contains a number of emerging market and developing economies whose causes the Chinese
frequently claim to champion. Moreover, the multilateral efforts have been half-hearted at best and

" China efTectively sterilizes most of the v effect of its exchange-market intervention so the large capital inflow
and upward pressure on the RMB do not have any of the usual inflationary (and hence real currency appreciation) impact.
* This was apparently the first time that a high Chinese official has asserted that there is no RMB undervaluation, a
substantial step backward i correct,
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it is especially important for the United States to exhaust that route before contemplating more
severe unilateral steps.

Much of the blame for this failure of policy to date falls on the US Government, which has
been unwilling to label China the currency manipulator that it has been so clearly for a number of
years. The unwillingness of the United States to implement the plain language of the Trade Act of
1988 has substantially undermined its credibility in seeking multilateral action against China in the
IMEF, the WTO, the G-20 or anywhere else. A sensible and effective strategy must begin by
reversing that feckless position.

Hence | would recommend that the Administration adopt a new three-part strategy to
promote early and substantial appreciation of the exchange rate of the RMB:

1. Label China as a “currency manipulator” in its next foreign exchange report to the Congress
on April 15 and, as required by law, then enter into negotiations with China to resolve the
currency problem.”

2. Hopefully with the support of the European countries, and as many emerging market and
developing economies as possible, seek a decision by the IMF (by a 51 percent majority of
the weighted votes of member countries) to launch a “special” or “ad hoe™ consultation to

pursue Chinese agreement to remedy the situation promptly. 1f the consultation fails to
produce results, the United States should ask the Executive Board to decide (by a 70%

hlich

majority of the weighted votes) to p a report criticizing China’s exchange rate policy.'”

3. Hopefully with a similarly broad coalition, the United States should exercise its right to ask

the World Trade Organization to constitute a dispute settlement panel to determine whether
China has violated its obligations under Article XV (“frustration of the intent of the

agreement by exchange action”) of the WTO charter and to recommend remedial action that

other member countries could take in response. The WTO under its rules would ask the IMF
whether the RMB is undervalued, another reason why it is essential to engage the IMF
centrally in the new initiative from the outset. '

* It would be desirable to also label the four other Asian economies that clearly manipulate their exchange rates to
maintain a close relationship to the RMB: Hong Kong, Malaysia, Singapore and Taiwan, They should in fact be covered
by all el of the led three-part strategy. However, including them would complicate the strategy
considerably and deflect ion away from China as the central actor (and Taiwan, the most important in economie
terms, is not a member of the IMF). It can be safely assumed that all four will let their currencies follow the RMB
upward, however, so success in achieving its appreciation should take care of the others more or less automatically and
should suffice. Alternatively, they could get together (perhaps with other countries in the region) to work out an “Asian
Plaza™ agreement that would realign exchange rates among them,

"" These procedures are spelled out in detail by Morris Goldstein, the former Deputy Director of the Research
Department of the Fund, in “The IMF as Global Umpire for Exchange Rate Policies,” in Michael Mussa, ed, C. Fred
Bergsten and the World Economy, Washington: PIE, 2006, esp. pp. 330 - 331. See also the extensive discussion by
Mussa, the chief economist of the Fund for 10 years (1991 — 2001), in *IMF Surveillance over China’s Exchange Rate
Policy™ in Morris Goldstein and Nicholas Lardy, eds, Debating China's Exchange Rate Policy, Washington: PIIE, 2008,
esp. pp. 328 — 332, These p | need to be 1 1. as argued by both Goldstein and Mussa, but those
Pﬂasenlly in place will have to suffice in dealing with the current problem.

! The Managing Director of the IMF has repeatedly stated, most recently in a major speech to the European Parliament
last week, that the RMB is “substantially undervalued.” Hence the required advice should be readily forthcoming.
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A three-pronged initiative of this type would focus global attention on the China
misalignment and its unwillingness to initiate corrective action to date. The effort would have
maximum impact if it could be undertaken by the United States in concert with countries that
constituted a substantial share of the world economy, including emerging market and developing
economies as well as the Europeans and other high-income nations. Asian countries, such as Japan
and India, will be skittish in confronting China in this way but are hit hard by the Chinese
undervaluation and should be increasingly willing to join the coalition as its size grows.

The objective of the exercise is of course to persuade, or “name and shame,” China into
corrective action. Unfortunately, the IMF has no sanctions that it can use against recalcitrant surplus
countries.'” Hence the WTO, which can authorize trade sanctions against violations of its charter,
needs to be brought into the picture from the outset.” Unfortunately, there are technical and legal
problems with the WTO rules too (like the IMF rules) so they may also need to be amended for
future purposes.'

The United States could of course intensify its initiative by taking unilateral trade actions
against China. For example, the Administration could decide that the undervaluation of the RMB
constitutes an export subsidy in determining whether to apply countervailing duties against imports
from China. Congress could amend the current countervailing duty legislation to make clear that
such a determination is legal. In either case, China could d.PpEdl to the WTO and the United States
would have to defend its actions under the Subsidy Code.

Countervailing duties and other product-specific or sector-specific steps, such as the Section
421 case on tires last year or traditional Section 201 safeguard cases, are basically undesirable,
however, because they distort and disguise the across-the-board nature of the Chinese currency
misalignment.'® These measures are intended to address problems that are unique to a particular
product or sector rather than affecting trade and the economy as a whole. As noted above, China’s
competitive undervaluation represents a subsidy to all exports and a tariff on all imports. Hence it
requires a comprehensive response via the exchange rate itself since there is no good alternative. A
US effort that encompasses unilateral, IMF and WTO dimensions to that end is likely to be the most
effective strategy we can undertake at this time.

* It can of course withhold I'undlng from recnicumm deficit countries, like Greece at present, that need both to borrow
from it directly and to receive its blessing for adj policies that will permit them to resume borrowing in private
capnal markets,

? The entire range of WTO options are described and analyzed in Gary Clyde Hufbauer, Yee Wong and Kekti Sheth,
August 2006, US-China Trade Disputes: Rising Tr:.'e Rising Stakes: Policy Analyses in International Economics 78,
Washington DC, Peterson Institute for | Ei

' As proposed by Aaditya Mattoo and Arvind $ ian, “Currency Undervaluation and Sovereign Wealth Funds: A
New Role for the World Trade Organization,” Peterson Institute for Inter 1E ics, 2008, Working Paper 08-
02.

' Any new legislation on this issue should require that the Treasury Department make the exchange rate calculations and
that the United States withdraw its cases if they are rejected by the WTO Dispute Settlement Mechanism.

'* There are likewise a number of China’s trade and industrial pnhcncs nl‘currenl concern, most notably ot late under the
heading of its National Indigenous Innovation Policy and parti ly of intell | property rights,
that are product- spm.rt‘c or sector-specific and need 1o be a,ddn.ssud via policy acl:om. of that type rather than the across-
the-board d here in the context.

————

Chairman LEVIN. Thank you very much.
Clyde Prestowitz, welcome.
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THE ECONOMIC STRATEGY INSTITUTE

Mr. PRESTOWITZ. Thank you, Mr. Chairman. It is an honor
and a pleasure to be back.

Looking at my “yes” to Niall Ferguson and Fred Bergsten, yes,
China is manipulating its currency. Yes, it is in violation of com-
mitments to the IMF, to the World Trade Organization, and to the
United States. Yes, it is harmful.

It is harmful to many developing countries. Mexico being high on
the list. It is also harmful to the United States.

Fred has pointed out estimates of increased unemployment in the
U.S. as a result of China’s distortion of the markets. I would take
it even further. I think that we have to look at the impact of the
currency management not just in terms of trade but also in terms
of investment.

Companies make long term investment decisions on where to
place factories. If they anticipate that a currency is going to be
chronically undervalued, the tendency, particularly in the case of
China, is going to be for them to locate their new investments in
China, so this has an impact not only on employment but also on
technology development and on the placement of capital invest-
ments.

None of this is even in dispute. Virtually all analysts and econo-
mists who look at these numbers come to pretty much the same
conclusions.

I would just add that China is not alone. Japan pioneered this
development model of export led growth fostered particularly by
undervalued currencies, and there are a number of other countries
that are currently participating or pursuing the same models.

Nor is currency undervalue the only element in the model. An-
other very important aspect of it is subsidization of investment. For
example, companies like Intel that have recently invested in China
have calculated that because of the tax rebates, because of the cap-
ital grants and other financial investment inducements, they are
able to save as much as $1 billion over the lifetime of an invest-
ment.

The financial investment incentives are twined with the currency
under valuation to create a powerful incentive to move investment,
technology and jobs out of the U.S. and out of Europe and out of
other countries.

What to do? First, I agree with Fred Bergsten that in my experi-
ence, which is about as long as his, no country that has been run-
ning a trade surplus has voluntarily agreed to take steps to reduce
it unilaterally. It typically takes pressure from the outside and I
am sure it will also in the case of China.

Certainly, the initial thrust of any U.S. response needs to be
multilateral. I agree, in fact, I would say in terms of the immediate
question, should China be labeled a “currency manipulator,” I do
not see how the President can avoid doing so. Everybody knows
that China is manipulating its currency. If the President fudges
that, he looks weak and dishonest. I do not see how he can really
avoid that.

Having said that, once he does it, where do we go? Obviously,
first steps are to the IMF, to the WTO, in pursuit of persuading
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China to observe the agreements that it has already made in those
bodies.

I think we have to be realistic and anticipate those could be very
difficult discussions, and they might not go anywhere, or they
might not go anywhere very quickly.

I think it is also important to anticipate that China might re-
spond by some nominal revaluation of its currency. A revaluation
of three, four, five percent might be presented as flexibility on the
part of China, but it would have no real significance in terms of
the distortion of the markets that we are talking about.

I think we have to think very seriously about not only the time
period but the size of revaluation or readjustments we are talking
about, and I think we have to think not only about China but we
have to think about the other countries that are involved in this
restructuring, let’s say, of globalization.

A second step here is to think about things that we can do that
we should be doing ourselves. Mr. Camp talked about steps that we
need to take domestically to become more competitive. I whole-
heartedly agree with that.

I would add one very important point. Let me come back to this
issue of financial investment incentives.

Chairman LEVIN. Mr. Prestowitz, if you could do that quickly.
I have been told we are going to have votes in about an hour.

Mr. PRESTOWITZ. My last point is that the United States can
and in my view should establish a war chest to match the invest-
ment incentive offers of countries like China and others who are
using tax holidays and capital grants to induce investments that
otherwise would not be made.

Thank you.

[The prepared statement of Mr. Prestowitz follows:]
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Chairman Levin, Ranking Member Brady, and members of the subcommittee on trade, thank you
for the opportunity to speak to you this morning. My name is Clyde Prestowitz, President of the
Economic Strategy Institute.

In answer to the question of whether or not China is manipulating its currency, the answer is, of
course, that it is doing so by intervening constantly in currency markets to maintain the nominal
value of the Renminbi (RMB) at a fixed rate to the dollar. Such action does not make China
unique. A number of other countries (Saudi Arabia for example) also peg their currencies to the
dollar and also intervene from time to time in currency markets to maintain those pegs, and their
actions do not attract much attention.

What makes the China case such an important issue is the same factor that made Japan's
currency policies so contentious in the 1980s. The currency manipulation is only one aspect of an
economic development strategy that emphasizes export led growth. Countries that pursue this
strategy attempt to achieve the economies of scale beyond those arising from supplying their
domestic markets by expanding production capacity to supply foreign markets as well. The
strategy typically entails strong incentives and even compulsory measures to assure high savings
rates, high rates of investment in so called strategic, export industries (typically steel, machinery,
electronics, aerospace, chemicals, textiles, and autos), a variety of subsidies for exports,
currencies that are kept undervalued in order to provide an indirect subsidy to exports, and
various constraints on imports and foreign participation in domestic markets. The objective of
these strategies is not only to achieve strong exports, but also to realize continuous current
account surpluses and to accumulate large dollar reserve holdings. These policies typically result
in huge global imbalances and are essentially “beggar thy neighbor™ in their impact on other
countries. It is important to understand that it is this latter element that leads to discontent,
international friction, and demands for a response. Commentators often discuss the trade deficits
and attribute trade frictions to the size and chronic nature of such trade deficits. But the truth is
that we have trade deficits with countries (like the oil producers) with whom we have no trade
frictions. It is not the deficits, per se, that are the problem. Rather it is market distortions and
predatory displacement of industries that arise in strategic trade situations that give rise to
dissatisfaction and complaints. And this would be true even if we had trade surpluses with China
and other strategic trading countries. The issue is not imbalances. Rather, it is strategic trade or
what some might call mercantilism.

A large majority of analysts and commentators agree that China has long been pursuing strategic
trade and globalization policies and that part of this has been and is an effort to keep the RMB
undervalued as a subsidy to exports. It is further agreed that this currency undervaluation has
proved economically beneficial to China’s export industries while also proving harmful to the
economies of a number of other countries including that of the United States. Our trade balance,
our international debt, the continuing erosion or our industrial output — these are all important
economic issues that can be in some way at least partially linked to China’s currency
manipulation and its broader strategic export and development strategies. Interestingly, the
Japanese example indicates that these policies are eventually likely to be harmful to China as
well. . China is still a developing country, and needs to cultivate domestic demand and promote
sustainable growth. The continued policy of an artificially devalued yuan is not in China’s best
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interests. Greater exchange rate flexibility will help reinforce a shift in the composition of
growth, and allow them to weather fluctuations in global supply and demand.

The problem, however, is far bigger than China’s currency, and let’s be clear that China is not
the only one in this game. Many of the East Asian countries are managing their currencies to
facilitate their export competitiveness into the U.S. market. But currency is just the tip of the
iceberg. We've all been engaging in a huge charade. We in the United States have been acting on
the basis of the presumption that in a world of globalization, with a majority of countries being
IMF and WTQO members, that all countries are playing the same globalization game. And that it
is a game of win-win free trade. This has never been true and is increasingly less true. In fact, the
world is divided — some important countries (the U.S., the UK, a few others) are more or less
free traders, but many other countries are neo-mercantilists pursuing export-led growth strategies
guided by elaborate industrial policies. We’ve seen this movie before. We’ve seen Japan pioneer
the export-led growth strategy, followed by the Asian Tigers, and now we're seeing the last tiger,
or perhaps the first dragon, perfecting the model. A model, it should be noted, that is not unique
to Asia. Indeed, we see Germany pursuing accumulation of chronic trade current account
surpluses and insisting that it can never buy more of the products of its partners in the EU.

That this is being discussed now is due in large part to the semiannual Treasury report due this
April 15" on the exchange rate policies of foreign countries. What complicates the issue is the
fact that the report necessitates a presidential action fraught with considerations far beyond the
narrow sphere of currency devaluation. Moreover, the report is structured such that it puts the
United States in an accusatory position, labeling China as being unfair. Not surprisingly, the
possibility of such an accusation by the United States leads Chinese leaders not to want to appear
to be submitting to U.S. pressure, even if the U.S. position is on the issue is correct.

On the other hand, a large majority of economists and informed observers agree that China is
manipulating its currency, intervening in currency markets, accumulating huge reserve surpluses,
and harmfully distorting markets, including its own. If the President doesn’t declare China to be
doing what everyone knows it is doing, he will lose face and appear weak. It will look like he is
being dishonest, and kowtowing to China. When we consider some scenarios that may emerge,
the picture does not improve. For instance, there has been much talk of late that China will soon
allow some small degree of revaluation. While that may appear to be a mutually beneficial
outcome that would save faces all around, the truth is that a nominal revaluation is not a solution
to the problem. Only a major revaluation over a relatively short period can have the necessary
impact. If China were to make a token move — say, three or four percent — that is not a gesture
we should view as significant. Though small enough to prevent the Chinese leadership from
losing face at home, yet appear to us as though they are capitulating to our concerns, such a
minor change will have no significant impact. It is not enough for the Chinese to make token
gestures in order to appease us diplomatically — real change must be accomplished. We cannot
fall into the trap of being satisfied with occasional nominal adjustments.

Rather than making this a bilateral issue, it is clearly preferable that some multilaterally
negotiated arrangement be achieved, perhaps in the G20 or in the WTO or even in the IMF.
Another option is negotiating with China in a multilateral context, such as the G20 or the WTO.
But if that can’t be achieved in some reasonable period of time, countries, including the United
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States, will be obliged to defend their interests in whatever way they deem appropriate,
unilaterally or as a coalition of concerned countries, A difficulty is that the global institutions and
many of their key underlying concepts such as most favored nation and national treatment are
not cognizant of the present structural realities and not adequate to deal with the problems of a
world that is half neo-mercantilist/strategic trade and half free trade. How laughable is it that
countries put enormous effort into the WTO to lower tariffs while ignoring exchange rates which
can easily move by a magnitude greater than the value of the tariffs the WTO system has
reduced, or that the IMF can discuss currency values and exchange rates without reference to
trade and investment? Yet they do. We should recognize and use this opportunity to begin
establishing 21* century institutions for the 21 century. The first step is to recognize the
realities.

While the WTO has instituted rules about national treatment and most-favored nation status,
application varies by country. Although we have created a trade regime that works in theory, we
need to be addressing not just trade but the issues that are inextricably linked to it, including
exchange rates. What we need is not the trade regime we’ve developed, but a globalization
regime. Can we really have deep economic integration between authoritarian, strategically
guided economies and democratic/laissez faire economies? This is one example of the dichotomy
between mythology and reality. While China’s currency is part of the bigger problem and must
be honestly dealt with, by itself it won’t solve the problems we face unless we deal with the other
aspects of the issue as well. Investment incentives (capital grants, tax holidays), antitrust policies
or lack thereof, industrial targeting policies, structures of distribution and so forth. We have a
WTO, but what we really need is a world globalization organization.

Negotiations similar to those of the Plaza Agreement of 1985 should be launched immediately to
coordinate a substantial (40 to 50 percent) revaluation of a number of managed Asian currencies
versus the dollar and the euro over the next two to three years. This would also have to entail an
agreement to halt strategic currency management activities. A second longer term objective of
the deal would be a reversal of savings and consumption patterns in the United States and Asia.
Once the current recession is behind us, Washington would promise to balance the federal
budget over the business cycle and to reform poorly targeted consumption incentives like the tax
deductibility of interest on home equity loans, while key Asian and oil producing countries and
Germany would undertake to increase domestic consumption. China could upgrade its social
safety net, and a true liberalization of Japan’s housing and consumer credit markets might do
wonders. The oil countries also need to improve social safety nets and greatly upgrade their
infra-structure.

After this initial deal, the IMF or a new body representing the major currencies (dollar, euro, yen,
and yuan) must continue to coordinate policy and manage appropriate currency adjustment. Its
mission must be to push the global system toward balance. To this end it should effect a
transition to a more stable global currency system. One possible option would be a basket of
currencies. Indeed, the IMF’s Special Drawing Rights (SDRs) already represent a currency
basket and an exchange of dollars for SDRs (China has actually suggested something like this
recently) might be used as a device to get away from excessive reliance on the dollar. Regardless
of how it is done, the end result must be a system that makes neo- mercantilist currency
management and U.S. abuse of the privilege of printing the dominant currency impossible.
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If starting such discussions proves difficult, the United States in concert with other affected
countries could initiate unfair trade actions under their domestic laws and also under the anti-
subsidy and nullification and impairment provisions of the WTO. It could also formally call for
official consultations by the IMF with certain of its members regarding their currency
management practices. This, of course, would be strong medicine, but it would surely stimulate
discussion, and it is all perfectly legal and in keeping with both the rules and spirit of open, rules
based trade.

Over the longer term, the currently prevailing half-free trade, half-mercantilist system of
globalization must be replaced by the establishment of a one economy-one system regime. To do
this the WTO will have to be completely revamped with new standards, rules, and authority.
Most Favored Nation and National Treatment standards are no longer sufficient. There must be
just one kind of WTO Treatment in all economies. Global rules must be created to break up and
regulate cartels. Distribution and marketing channels must be equivalently open in all markets
not only de jure but de facto. It must be possible to appeal on such issues not just to national
courts but to objective international dispute settlement bodies. Sovereign investment funds and
state controlled enterprises must be subject to international scrutiny and to transparency and rules
that assure they are operating completely outside the political realm. Likewise, tax holidays,
capital grants, and other financial incentives used to bribe global corporations with regard to
location of plants, labs, and headquarters must be subject to common WTO and IMF discipline.
Nor should the WTO and other international bodies wait for complaints to address these issues.
Rather, they should maintain continuous monitoring of real market developments and apply
discipline wherever and whenever necessary.

Again, it may be difficult to obtain agreement on negotiating such rules. Therefore, the United
States and other interested countries should not hesitate to file WTO and IMF complaints and
take the actions allowed by international law against measures and policies that distort
globalization. Financial investment incentives targeted to particular industries and companies can
be attacked under the anti-subsidy rules while toleration of cartels and favored positions for state
related enterprises can be attacked under the nullification and impairment rules. Again, the U.S.
authorities should not wait for complaints. Because of their greater sensitivity to authoritarian
regimes than to democracies, global corporations will hesitate to bring complaints for fear of
retaliation from authoritarian neo-mercantilist regimes. Therefore, U.S. and other affected
officials should monitor conditions proactively and self-initiate appropriate actions. Again, these
are sure to stimulate negotiations.

Of course, if negotiations are not possible, then we will be forced to defend our own interests as
best we can unilaterally.
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Business Times - 20 Mar 2010

Time to cool China, US tempers

A failure may result in another economic recession, and perhaps even a new cold war, from which no
side would be able to decouple

By LEON HADAR
WASHINGTON CORRESPONDENT

MEMBERS of a bipartisan coalition of US lawmakers are accusing the Chinese of a plot to manipulate
the value of its currency in order to boost its exports and make American imports harder to sell in China.

And the lawmakers have introduced legislation that would force the US Treasury to impose stiff penalties
against China and other countries that are engaged in such unfair currency manipulation.

In the House of Representatives 130 members of the House of Representatives signed a letter protesting
China's manipulation of its currency while in the Senate, a group of 14 Democrats and Republicans are
pressing the Obama Administration to act against the Chinese.

The senators, led by liberal Democrat Charles Schumer from New York and conservative Republican
Lindsey Graham from South Carolina, are arguing that past US administrations, worried about the rising
economic power of China, had refrained from identifying Beijing as a 'currency manipulator' which
would then have required Washington to impose duties on Chinese imports. But with unemployment rate
remaining high and as the US trade deficit with China - its second largest trading partner - keeps growing,
American lawmakers are responding to public anger by blaming China for using its currency to gain a
trade advantage.

The senators want to ensure that the US Treasury's semi-annual report on foreign exchange rate practices
that is scheduled to be released next month will, indeed, label China as a 'currency manipulator’ and force
the administration to come up with ‘remedial’ legislation that would supposedly compel China to revalue

its currency.

Their Bill - 'Currency Exchange Rate Oversight Act' - was introduced following a war of words between
the US and China in recent days over the allegedly misaligned Chinese currency, the yuan, as well as
ather policy issues, including the meeting between President Barack Obama and the Dalai Lama at the
White House, the US decision to sell arms to Taiwan as well as complaints from American companies
about Chinese trade practices and Sino-American disagreements over climate change.

And while the American economy has just started recovering from a painful recession and is showing
some growth, the World Bank this week has upped its forecast for China's 2010 GDP growth to 9.5 per
cent after it grew at 8.7 per cent last year.

American lawmakers say that some of this impressive export driven economic growth has been achieved
in part through Chinese currency manipulation.

The Chinese policies amount to 'cheating’, according to Democratic Senator Debbie Stabenow which
represents Michigan, a state whose manufacturing sector, including a struggling car industry, has been
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devastated by the Great Recession and where the official unemployment rate is around 15 per cent (and
among African-Americans, close to 50 per cent).

She and her colleagues are complaining that the Chinese government is essentially subsidising its exports
by keeping its currency value low and want Washington to stop talking and to finally walk the walk. The
Obama Administration needs to pull ‘the trigger on (currency) manipulation, explains Mr Graham, whose
own state of South Carolina has been experiencing an unemployment rate of more than 13 per cent.

He told reporters that 'we're all living in fear of what China might do' since 'we borrow way too much
money from them', adding that 'we need to break that fear and do what's right’.

China has approximately US$2.4 trillion of accumulated foreign reserves which explains why many
economists believe that the yuan is undervalued as a result of a calculated policy pursued by China's
financial authorities. They buy US dollars and sell their own yuan, a policy that helps to keep the
greenback's exchange rate fixed to their own currency. The result is a distortion of trade flows - cheap
Chinese exports to the US continue while imports from the US into China remain expensive.

But since the Chinese do not allow their currency to float freely, the same economists also disagree over
the degree to which the Chinese undervalue their currency. Economists also differ in estimating the extent
to which the appreciation of the Chinese currency will lead to the narrowing of the US trade deficit with
China. After all, reducing that deficit seems to be the main rationale for the proposed legislation on
Capitol Hill.

In fact, according to the Cato Institute's trade analyst Dan Ikenson, from 2005 to 2008, at a time when the
yuan was appreciating against the US dollar, the US trade deficit with China actually increased from
USS$202 billion to US$268 billion. Thus, the think tank's analyst suggests, the level of the US deficit is
determined by many factors other than just the value of the Chinese currency.

For example, Mr Ikenson points out that the yuan was growing stronger between 2005 and 2008, US
imports from China increased by US$94.3 billion, or 38.7 per cent. He suggests that one reason for
continued US consumption of Chinese goods despite the relative price increase may have been the
shortage of or even the lack of substitutes for Chinese-made goods in the US market.

Mareover, only somewhere one-third and one-half of the value of US imports from China is actually
Chinese value-added, with the other half to two-thirds reflecting costs of material, labour and inputs from
other countries.

Hence, a stronger yuan actually makes imported inputs cheaper for Chinese producers, who may respond
by reducing their prices for export, which means that the currency appreciation may lead to a rise - not a
reduction - of American imports from China.

Unfortunately, much of this economic common sense is probably not going to counter the political
pressure from Congress on the administration to 'do something' that is fuelled, in turn, by America's
economic distress and the ensuing populism that makes China such an easy target.

A key Chinese official responded to this pressure from Congress by saying that his government has
become a convenient scapegoat for America's trade problems. But this official needs to recognise that that
kind of behaviour is a mirror image of sort of the way that some members of the Chinese communist
establishment have been exploiting anti-American nationalist sentiment as part of a strategy to mobilise
public support for the regime in Beijing,
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In a way, scapegoating the "other’ seemed to have become the favourite political weapon by both
Americans and the Chinese.

The problem is that the back and forth sniping between Washington and Beijing over China's currency
policy is more than just a 'normal’ economic dispute between two countries that has been exploited by
politicians on both sides.

Indeed, the global financial imbalances between the US (consumption that created deficits) and China
(savings that produce surpluses) helped create the conditions for the financial melt-down.

And unless the two sides take steps to deal with these imbalances, the global financial system could
experience more disasters in the future.

From that perspective, China's massive trade and foreign exchange surpluses - reflecting the huge
surpluses of exports over imports and saving over investment - should be seen not so much as a challenge
to American economic interests but as a threat to the entire global economy, and eventually to China
itself.

The Americans need to cut their consumption and borrowing. But that could only take place if the US
dollars in China's government-conirolled banks are being spent to buy American products as opposed to
its debts. And if and when that happens, the appreciation of the Chinese currency would be inevitable.

In the meantime, a Chinese refusal to revalue its currency is bound to bring about retaliatory action by
Washington and ignite a destructive economic war between the two nations.

And the situation is only going to be aggravated if China continues to respond in a somewhat frantic way
to not-very-unusual actions by the Obama Administration (meetings with the Dalai Lama or arms sales to
Taiwan).

If anything, China's rising economic and diplomatic power require it to embrace a more nuanced, if not
refined, diplomacy that one expects from a great power, especially when it is dealing with the more

ace dating administration in Washi m.

More important, there is no reason why China and the US should not be able to settle their differences
over currency in the same amicable way that the US and Japan were able to during the 1980s.

A failure to do that would be a recipe for another economic recession and perhaps even a new cold war
from which no side would be able to decouple.

Copyright © 2010 Singapore Press Holdings Ltd. All rights reserved.

———

Chairman LEVIN. Thank you very much.
Dr. Levy.



39

STATEMENT OF PHILIP 1. LEVY, PH.D., RESIDENT SCHOLAR,
THE AMERICAN ENTERPRISE INSTITUTE

Mr. LEVY. Thank you, Mr. Chairman. I very much appreciate
the opportunity to appear here today and I will follow your sugges-
tion and offer just a brief summary of my extended testimony.

China’s currency undervaluation is both real and problematic.
The conclusion that the RMB is significantly undervalued has been
reached by a wide range of analysts, including the IMF. The clear-
est indicator is the dramatic accumulation of China’s foreign ex-
change reserves, now estimated at roughly $2.4 trillion.

The most acute problems stemming from this policy appear in
China itself. For that reason, the situation is vexing but not hope-
less. It is in China’s own interest to move toward an appreciated
currency.

China’s undervalued exchange rate and mounting reserves post
serious difficulties for controlling Chinese money supply and in
turn inflation.

One analyst recently argued that Chinese policy is cultivating a
real estate bubble to compare with that of Japan before its bust in
the 1990s.

Under its policy, China has been extending large volumes of
loans to the rest of the world. For a relatively poor country that
is rapidly getting richer, such lending makes little economic sense.

Of course, the primary concern of this committee and the Con-
gress is the effect of Chinese practices on the United States.
Whether or not Chinese currency practices hurt the U.S. is the sub-
ject of vigorous debate among economists and, apparently, histo-
rians as well.

Even if one is convinced of the harm, we must be very clear on
the likely costs and benefits of potential remedies. In normal times,
there are strong arguments that China’s exchange rate policies do
not hurt the United States.

As you mentioned, however, recent arguments made by Nobel
laureate, Paul Krugman, make a contrary assertion. He links Chi-
nese policies to U.S. unemployment and that linkage relies on the
argument that the United States is temporarily in abnormal times.

By this, he does not mean a steep recession, which is obvious,
but a time when monetary policy has become completely ineffec-
tive, a so-called “liquidity trap.” It is during such a special situa-
tion that an increase in net Chinese demand could stimulate the
U.S. economy, presumably in a way that the Fed is incapable of
doing.

By Krugman’s reasoning, this offers a relatively short window of
time in which a Chinese policy change could have any serious ef-
fect. Yet, none of the actions that China might plausibly undertake
are likely to do this.

A gradual currency appreciation of the sort China followed from
2005 to 2008 would not be large enough. A more sudden apprecia-
tion, on the order of 20 to 30 percent, could jolt the Chinese econ-
omy so seriously that it would not increase its demand for global
goods, at least not in the short run.

What determines whether China will act? There are two major
sources of legitimacy for the Chinese regime: economic performance
and nationalism.
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China’s reluctance to revalue the renminbi hinges on worries of
economic performance, specifically the potential demise of large
numbers of low margin businesses in China’s export sector.

Nationalism, in turn, is likely to mean that China would not
react well to unilateral U.S. pressure.

In the interest of time, I would like to focus on just one major
proposal to encourage change, the idea of an unilateral tariff on
Chinese goods.

Compared to other proposals, this would impose the most imme-
diate economic pain on China, but it would also maximize the like-
lihood of a strong nationalist backlash within China that would
preclude Chinese compliance with U.S. demands.

By blatantly violating U.S. commitments under the WTO, a uni-
lateral tariff would do lasting damage to the rules based multilat-
eral economic system. This could be disastrous for a U.S. economy
that is globally integrated. Nor should one expect, as Dr. Ferguson
also said, that the breakdown in cooperation relationships would be
limited to the narrow confines of trade and currency.

Advocates of a tariff have set aside these long term consequences
and argue that it could achieve U.S. short term goals whether or
not China complies. This is highly dubious.

Such a bilateral measure could be readily circumvented by a re-
ordering of world trade flows, effectively reversing the shift in
trade patterns that accompanied China’s recent rise.

For many of the low cost goods that China produces, its chief
competitors are not U.S. firms but those in other developing na-
tions.

Even if the United States were to enter lines of business from
which China had been excluded, such adjustments take time. Thus,
there are few likely short term benefits to offset the potentially
staggering long term costs.

In contrast, multilateral approaches would be neither quick nor
easy but would offer a better chance of eventual success. The
United States could work through the WTO, the IMF, the G-7 or
the G-20. By avoiding the antagonisms of bilateral conflict, a mul-
tilateral approach could make it politically easier for China to ac-
cede to new rules.

This is not really a choice between short term benefits and long
term costs. It is hard to discern a feasible action that China might
take that would significantly improve U.S. employment and output
in the short run. It is even harder to imagine a scenario in which
China would adopt such a policy under the unilateral threat of U.S.
punishment.

We would be wise to show patience and pursue an approach that
relies upon multilateral diplomacy.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Levy follows:]



41

U.S. Policy Options in Response to Chinese
Currency Practices

Written Testimony of
Dr. Philip I. Levy
Resident Scholar
American Enterprise Institute
Washington, DC

Before the
House Committee on Ways and Means

24 March 2010



42

Chairman Levin, Ranking Member Camp, and members of the committee, thank
you for the opportunity to testify today on the challenges posed by the currency practices
of the People’s Republic of China. This issue raises difficult questions about economics,
diplomacy, and international institutions. It is also one where U.S. missteps could have
serious and lasting consequences.

In my testimony, | will argue that China’s currency undervaluation is both real and
problematic. While it poses problems for global economic rebalancing, the most acute
problems appear in China itself. For that reason, the problem is vexing but not hopeless.
It is in China’s own interest to move toward an appreciated currency.

Of course, the primary concern of this committee and the Congress is the effect of
Chinese practices on the United States. Whether or not Chinese currency practices hurt
the United States is a subject of vigorous debate among economists. Even if one is
convinced that the undervalued Chinese currency has been harmful, the United States
must be very clear on the likely costs and benefits before adopting policies to address the
problem. I will contend that neither U.S. actions nor any ensuing Chinese reforms are
likely to improve U.S. unemployment significantly. It is not clear that the benefits of
trying to force an appreciation of the Chinese currency would outweigh the potential
harm to long-term U.S. interests.

The cost to policy errors could be very large. A number of the proposals that have
been put forward by prominent commentators could do lasting damage to the
international economic system while failing to alter Chinese policies. To reach this
conelusion, I will offer some thoughts on the factors driving Chinese decision-making
and on the courses of action China might plausibly follow in response to U.S. pressure.

This is not to argue that the United States is impotent. There are a number of
potentially fruitful paths the country might follow. These all require patient diplomacy,
however, and none guarantees results. This sort of patience is exceedingly difficult in a
time of economic distress.

1. Chinese practices and their global repercussions

China has held its currency roughly fixed against the U.S. dollar for most of the last
13 years. From October 1997 to July 2005, the official exchange rate was 8.28 RMB to
the dollar.' The currency appreciated to 6.83 RMB to the dollar between the summer of
2005 and late 2008, an appreciation of roughly 20 percent. Since then, the RMB has held
steady against the dollar.

It is worth noting that in the late 1990s, China held its rate fixed in the face of the
Asian financial crisis and pressures to depreciate. Nor is there anything objectionable
about a fixed exchange rate per se. Until the breakdown of the Bretton Woods exchange
regime in the 1970s, most of the globe operated under a system of fixed exchange rates.
This was seen as one means of promoting stability and predictability in an economy.

In recent years, however, the undervaluation of China’s currency has become
apparent. This undervaluation has occurred as China has assumed a steadily more
important role in the global economy. The clearest indicator of a misaligned renminbi is
the dramatic accumulation of China’s foreign exchange reserves. With a closed capital

' Goldstein, Morris, and Nicholas Lardy, “China’s Exchange Rate Policy: An Overview of Some
Key Issues,” Peterson Institute for International Economics, October 19, 2007,
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account and an exchange rate that makes Chinese exports appear cheap and imports
expensive, there is an excess demand for Chinese currency. To maintain the value of the
renminbi, the Chinese government essentially accumulates this excess demand in the
form of foreign exchange reserves. Chinese reserves were estimated at $286 billion at the
end of 2002. In early 2010, they are estimated at $2.4 trillion. They are forecast to exceed
$3 trillion by the end of next ycar,3

Just as there are benign explanations for fixed exchange rates, there are benign
explanations for the accumulation of foreign exchange reserves. In the Asian financial
troubles of the 1990s, the climax of the crises came when China’s neighbors exhausted
their foreign exchange reserves and were left to turn to the International Monetary Fund
(IMF) for assistance. Many Asian nations learned the lesson that substantial reserves
were a form of insurance against such humiliation and China is hardly alone in having
accumulated a significant stockpile. But China’s reserves far exceed the levels that are
needed for such precautions.

The conclusion that China’s currency is significantly undervalued has been reached
by a wide range of analysts. The Peterson Institute has estimated that the renminbi is 20
to 40 percent undervalued.” In its latest update on the Chinese economy, the World Bank
recommended that China appreciate its currency to head off inflation.! The new
European Union trade commissioner, Karel De Gucht, last week stated his view that the
renminbi was underpriced.” Perhaps most telling from a policy standpoint were the
comments of Dominique Strauss-Kahn, the Managing Director of the IMF. He said last
week, “The opinion of the IMF... is still that the renmimbi is very much undervalued.”®

Because of the tight integration between China and other Asian trading nations, it
has been difficult for China’s neighbors to appreciate their currencies while the renminbi
has remained fixed. Thus, the global impact of China’s practices extends beyond China’s
rapidly-growing but limited economic heft. When there are important imbalances in the
global economy, exchange rates are a key mechanism by which adjustment would take
place. The world is at a point where much of it is trying desperately to stimulate growth
while China is concerned with the effects of overheating. In an ideal world, an
appreciation of the Chinese currency would relieve pressures on China while increasing
the net demand for goods from the rest of the world.

2. This poses serious problems for China

In the world of international relations, the most pernicious transgressions are those
which help the transgressor and hurt others. In such cases, there is no reason to expect the
behavior will change without some intervention. This is not the case with China’s
currency practices.

* World Bank, China Quarterly Update, March 2010.

7 See discussion by Peterson Institute Director C. Fred Bergsten, March 12, 2010.
http://'www.epi.org/resources/event_ 20100312/

* World Bank, China Quarterly Update, March 2010,

¥ Chaffin, Joshua and Alan Beattie, “EU’s De Gucht airs concern on U.S. trade stance,” Financial
Times, March 18, 2010.

® Wall Street Journal, “IMF Strauss-Kahn: China's Currency Is Undervalued,” March 17, 2010.
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China’s undervalued exchange rate poses serious difficulties for controlling Chinese
money supply and, in turn, inflation. The exchange rate is not the only driver of inflation;
China’s recent stimulus was important as well. But the exchange rate makes monetary
control more difficult and imports more expensive. Appreciation of the renminbi would
directly cut into import costs, which is particularly important for an economy that
assembles foreign inputs and is heavily dependent on getting natural resources from
abroad.

This threat is taken seriously in China. The leadership has a longstanding fear of
inflation because of the public unrest it can cause. Some analysts have described a burst
of inflation as one contributing cause of the Tiananmen unrest in 1989.”

The distinguished Japanese economist Takatoshi Ito has recently argued that
Chinese policy is cultivating a real estate bubble to compare with that of Japan before its
bust in the 1990s. He writes:

“The [Chinese] central bank is... hesitating to take up the best policy -
interest rate hikes and appreciation of the Chinese renminbi. The property
bubble is a clear sign of overheating. China's reported inflation rate does
not show rampant inflation, but that was also the case in Japan in the
1980s. If the renminbi is appreciated, any overheating of China's export
sectors will be slowed, while standards of living will improve with higher
purchasing power.”*

More fundamentally, the accumulation of foreign exchange reserves that
accompanies China’s currency undervaluation has meant that China has been extending
large volumes of loans to the rest of the world. Given that China is a relatively poor
country that is rapidly getting richer, such lending makes little economic sense. For
comparison, China’s income per person is between $3,000 and $6,000. The comparable
figure for the United States is over $45,000.

One common misperception is that China at least has the benefit of its $2.4 trillion
hoard, which it ought to be able to use to address its problems. This sum is often
misinterpreted as a measure of the success of China’s policy. In fact, this collection of
1.0.U’s from abroad is not a ready account to pay for China’s substantial needs. If China
were to attempt to spend the foreign exchange on domestic needs, it would first need to
convert it into renminbi. That would serve to appreciate the currency. So long as China
maintains its currency peg, it cannot use the money at home.

What may be worse, from a Chinese perspective, is that China faces the prospect of
significant capital losses on its foreign exchange holdings. Either an increase in global
interest rates or an appreciation of the renminbi would cut into the RMB value of China’s
foreign exchange holdings. As the reserves grow, so do the potential losses.

" See, for example, Keidel, Albert, “China’s Looming Crisis — Inflation Returns,” Carnegic
Endowment for International Piece, Policy Brief No. 54, September 2007,

¥ Ito, Takahashi, “China’s property bubble is worse than it looks,” Financial Times, March 17,
2010.

? World Bank, World Development Indicators Database, September 2009. The broad range of
estimates for Chinese income reflects different methods of accounting for exchange rates.
Indirectly, this is another measure of currency misalignment.
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Chinese officials are aware of the dangers of inflation, of the unmet domestic needs,
and of the potential for capital losses. The counterbalancing fear is that appreciation
could lead to significant unemployment at a time when global demand for Chinese
exports fell. Chinese central bank governor Zhou Xiaochuan said this month that China’s
currency peg is a temporary response to the §lobal financial crisis and that China will
eventually move away from it. Just not yet.'

3. Does an undervalued RMB hurt the United States?

In normal times, there are strong arguments that China’s exchange rate policies do
not hurt the United States. The flip side of China’s currency undervaluation is excess
lending to the rest of the world. In general, if a country is borrowing, it benefit when
another country offers low-interest loans. It can certainly be argued that the United States
misused the funds it borrowed, but that is not the fault of the lender.

If the United States is to borrow from the rest of the world, it must run a capital
account surplus (sending bonds and other financial instruments abroad, on net) and a
current account deficit (roughly equivalent to the trade deficit). There are good reasons to
think that horrnwing and macroeconomic factors drive the trade deficit rather than the
other way around. !

While the current account surplus of China and deficit of the United States are
economically significant, the bilateral trade deficit the U.S. runs with China is not. Even
if China and the United States each had balanced current accounts, there is no reason to
think there would be bilateral balance in a world of many countries. If a country with
balanced overall trade imports from one country and exports to another, it will run
bilateral surpluses and deficits.

To illustrate how misleading bilateral measures of trade can be, consider China’s
share of U.S. imports. In 1997, China accounted for 7.2 percent of U.S. imports. By 2009,
this share had more than doubled to 19.0 percent. Yet over that same time period, the
share of U.S. imports coming from Asia — including China — fell from 38.4 percent to
37.6 percent.'” This reflects the extent to which China globalized by linking itselfto a
vibrant Asian production network. Goods that were labeled as Chinese often had very
limited Chinese value added; they were simply completed there. If those goods had
previously been completed in a country like Malaysia, the switch would alter the share of
U.S. goods coming from China while leaving Asia’s share untouched.

This is a cautionary tale not only about interpreting trade deficit statistics. It also
has two important policy implications. First, policies that target only China’s trade could
prompt a straightforward reordering of trade patterns within Asia that would have little
net effect. Second, to the extent that Chinese value added is limited and it imports
partially finished products and supplies, an appreciation of China’s currency would cut
the cost of these imported supplies. That could temper the effect of more expensive final
goods.

If we return our attention to worldwide current account deficits, these should not be
equated with unemployment and poor economic performance. If we go back to the years

" Wall Street Jowrnal, “Zhou Signals Yuan Policy Shift,” March 8, 2010.

' Levy, Phil, “Do trade deficits call for a sledgehammer?” Foreign Policy, April 15, 2009,
http://shadow.foreignpolicy.com/posts/2009/04/15/do_trade _deficits call for a_sledgehammer
" Author’s calculations from U.S. International Trade Commission Tariffs and Trade database.
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before the financial crisis, from 2004-2006, the United States, the United Kingdom and
Australia all ran current account deficits of 2 to 6 percent of GDP. Their unemployment
rates ranged from 4.5 to 5.5. Meanwhile Germany ran current account surpluses from 4.6
to 6 percent of GDP and suffered unemployment rates around 10 percent. 3 Looking at
just U.S. data, the U.S. current account deficit shrank from 5.2 percent of GDP in 2007 to
2.9 percent in 2009, while the unemployment rate rose from 4.6 percent to 9.3 percent."!

This is all anecdotal, but it illustrates that trade deficits are compatible with low
unemployment, while surpluses are compatible with high unemployment.

As the unemployment number well illustrates, there has certainly been hardship felt
by the U.S. workforce. There has been a steady decline in manufacturing employment,
wage stagnation, and wage inequality. The decline in manufacturing employment dates
back 10 1979." 1t appears to have had more to do with an increase in manufacturing
sector productivity, which allowed manufacturing production to continue or grow with
fewer and fewer workers. Economic studies have shown that the primary drivers of
inequality and wage stagnation are differing returns to education and the changes
wrought by new technology.'® Trade affects both wages and prices, of course, and one
careful study of the impact of trade with China found that it had significantly reduced
u.s. inequality,”

It can be difficult to make blanket statements about whether one nation’s economic
policies help or hurt another nation. Whereas Chinese distortions may hurt one U.S. firm
and its workers, they may help another U.S. firm as well as American consumers. Even
more frequently, changes in wages and employment that are attributed to trade may in
fact be due to technological change, education, domestic competition, and the functioning
of labor markets. On balance, there is little reason to think that in normal times, with the
United States already borrowing money on world markets, Chinese exchange rate
misalignment had a significant negative impact.'

% IMF World Economic Outlook Database, October 2009,

" Current account statistics caleulated from Bureau of Economic Analysis data,
http://bea.gov/index.htm, unemployment data are annual averages from the Bureau of Labor
Statistics, http://www.bls.gov/cps/prev_yrs.htm.

15 Gee Levy, Philip 1., “Doing a Job on NAFTA,” March 6, 2008.
http://'www.american.com/archive/2008/march-02-08/doing-a-job-on-nafta. While employment
declined, U.S. manufacturing output quantity grew by more than 50 percent from 1987 to 2007,
http://www.bea.gov/industry/gpotables/spo_action.cfim.

1* See Robert Z. Lawrence, Blue-Collar Blues: Is Trade to Blame for Rising U.S. Income
Inequality?, Peterson Institute, January 2008; and Claudia Goldin and Lawrence F. Katz, The
Race Between Education and Technology, Harvard, 2008.

' See Broda, Christian, “China and Wal-Mart: Champions of equality,” Vox, July 3, 2008.
htp://www.voxeu.org/index.php?q=node/1353.

" Nobel Prize-winning economist Gary Becker has written: “On the whole, | believe that most
Americans benefit rather than are hurt by China's long standing policy of keeping the renminbi at

an artificially low exchange value...The main beneficiaries of this policy are the poor and lower
middle class Americans and those elsewhere who buy Chinese made goods at remarkably cheap
prices...I believe the benefits to American consumers far outweigh any loses in jobs, particularly
as the US economy continues its recovery, and unemployment rates come back to more normal
levels...” Becker, Gary, "Should China Allow its Currency to Appreciate?” November 23, 2009,
http://www.becker-posner-blog.com/2009/1 1/should_china_al.html
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What about abnormal times?

I distinguish between normal and abnormal times because the distinction is central
to recent arguments made by leading international economists Paul Krugman and Fred
Bergsten. Krugman has been most explicit in his arguments that the United States is in a
liquidity trap. Whereas a conventional argument might say that the Federal Reserve will
adjust interest rates to achieve full employment, in a liquidity trap situation, interest rates
are stuck at zero and the Fed is unable to do this. Krugman writes:

Right now we're in a liquidity trap, which... means that we have an
incipient excess supply of savings even at a zero interest rate. ...In this
situation, America has too large a supply of desired savings. If the Chinese
spend more and save less, that’s a good thing from our point of view. To
put it another way, we're facing a global paradox of thrift, and everyone
wishes everyone else would save less. 19

In this scenario, Krugman and Bergsten argue that a full revaluation of China’s
currency (perhaps by 25 to 40 percent) could boost demand for the rest of the world’s
exports, cut the U.S. trade deficit, and expand U.S. employment.”® Even if China’s
policies do not hurt in normal times when we are eager for cheap loans, the argument
goes, they are hurting now.

Krugman plays out the scenario that Bergsten described orally:

First, the United States declares that China is a currency manipulator,
and demands that China stop its massive intervention. If China refuses, the
United States imposes a countervailing duty on Chinese exports, say 25
percent. The EU quickly follows suit, arguing that if it doesn’t, China’s
surplus will be diverted to Europe. I don’t know what Japan does ...

[Flor those who counsel patience, arguing that China can eventually be
brought around: the acute damage from China’s currency policy is
happening now, while the world is still in a liquidity trap. Getting China to
rethink that policy years from now, when (one can hope) advanced
econqr]nies have returned to more or less full employment, is worth very
little.

There are several separate parts to this argument. First, there is the argument that
we are in a liquidity trap (stuck at zero interest rates with ineffective monetary policy).
Second, there is the contention that Chinese appreciation would result in a rapid increase

id Krugman, Paul, “China and the liquidity trap,” The Conscience of a Liberal, New York Times,
May 15, 2009, http://krugman.blogs.nvtimes.com/2009/05/15/china-and-the-liquidity-trap/

* Dickson, David M., “China’s yuan value hits U.S. economy, two experts say,” Washington
Times, March 15, 2010,

2! Krugman, Paul, “Capital Export, Elasticity Pessimism, and the Renminbi (Wonkish),” The
Conscience of a Liberal, New York Times, March 16, 2010,
http://krugman.blogs.nytimes.com/2010/03/16/capital-export-elasticity-pessimism-and-the-
renminbi-wonkish/
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in demand for U.S. products. Finally, there is the issue of how long the liquidity trap
window will last, after which, as Krugman notes, the change would be worth very little.

Is the United States in a liquidity trap? This is not a universally accepted point. 22
After all, while short-term interest rates are near zero, the U.S. ten-year bond is trading at
roughly a 3.7 percent interest rate. Paul Krugman has argued that this simply reflects
expectations that we will emerge from a liquidity trap in the future. As an example, a 3.7
percent ten-year bond could reflect the expectation that interest rates are zero for two
years, then 4.6 percent for the next eight. If that were so, and the rest of Krugman’s
argument applied, then there would be a two-year window in which we would care about
additional Chinese demand, followed by a much longer period in which we would return
to welcoming other countries willing to lend us money and hold down our interest rates.”

Next, we can consider the effects on China of a 25 to 40 percent sudden currency
revaluation. Large swathes of Chinese low-margin producers would fail and the weak
Chinese financial system would be ill-equipped to reallocate the economy’s resources
quickly. Beijing University Professor Michael Pettis describes the likely consequences of
a rapid appreciation:

*... China cannot adjust too quickly. If Beijing removes the implicit
subsidies, including those caused by the undervalued exchange rate, too
rapidly, that could force large-scale bankruptcies as Chinese manufacturers
found themselves unable to compete globally or at home. If these
bankrupteies forced up unemployment, then ... household income would
... decline as unemployment soared. In that case Chinese manufacturers
would find themselves becoming uncompetitive in international markets
Jjust as domestic markets are collapsing.

The conclusion? A rebalancing is necessary for China, as nearly
everyone in the leadership knows. This will involve, among other things, a
significant revaluing of the currency. But rebalancing cannot happen too
quickly without risking throwing the economy into a tailspin. That cannot
and should not be a part of the US or Chinese policy objective. By the way
if China is forced to revalue the currency too quickly, it will have to enact
countervailing policies — lower interest rates, suppress wages, increase
credit and subsidies — to protect the economy from falling apart, and these
will exacerbate other imbalances that may be even worse than the currency
misalignment.™

* See, for example, Reynolds, Alan, “Krugman’s Liquidity Claptrap,” Forbes, June 19, 2009,
http://www.forbes.com/2009/06/1 8/paul-krugman-new-york-times-liquidity-romer-opinions-
contributors-alan-reyvnolds.himl

* On a technical note, it can be argued that the higher rate for longer bonds poses a more
fundamental problem to the liquidity trap argument. The premise of that argument is that
monetary policy is ineffective. While standard monetary policy works by manipulating short term
interest rates, it is also possible to affect the money supply by “quantitative easing” — the
purchase of non-traditional bonds. If the Fed can expand the money supply and drive down
interest rates by buying other bonds, then monetary policy is still working. The U.S. Federal
Reserve has been doing just that during the crisis.

* Pettis, Michael, “How will an RMB revaluation affect China, the US, and the world?”, China
Financial Markets, March 17, 2010, http://mpettis.com/2010/03/how-will-an-rmb-revaluation-
affect-china-the-us-and-the-world/
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Thus, if China were to try to revalue too quickly, the ensuing turmoil could prevent
China from significantly boosting world demand. If China were to try to revalue slowly,
then the policy would not have the near term impact that Krugman and Bergsten describe.

As a final set of caveats to the argument that China’s failure to act is hurting the
United States in these abnormal times, we note that any increase in net Chinese global
demand that might result from a policy shift would not necessarily translate into a quick
boost in U.S. production. In many cases, the United States is not producing the goods it
imports from China. If the price of those goods were to rise, it could shift demand to
other countries that had more similar production, such as those in the developing world.

4. What would we like China to do?

Before considering specific policies the United States might pursue to effect change
in China, it is worth considering which Chinese policy would be best for U.S. interests.

One possibility is that China could resume the pace of appreciation that it employed
from 2005 to 2008. At that time, China was appreciating at an average rate of roughly 6
percent per year. If China experiences higher inflation than the United States, the
effective rate of appreciation could be somewhat faster. This policy would be unlikely to
have a dramatic impact on the United States in the short term. To the extent history is a
guide, China’s earlier appreciation was accompanied by continued current account
surpluses and foreign exchange reserve accumulation.

As a matter of economic policy, there is a significant downside for a country that
attempts steady, predictable currency appreciation: It provides investors with a one-way
bet. With a predictable 6 percent annual appreciation, any investor who could convert
dollars into renminbi would achieve an additional 6 percent return beyond any interest
rate differential. This creates great pressures for ‘hot money’ flows into China and
complicates the task of tamping down Chinese inflation.

Such considerations have helped prompt calls for a rapid, *one-off” appreciation.
But such a rapid appreciation threatens economic turmoil, as described earlier. There is
no easy solution to this dilemma. China should have appreciated its currency some time
back when the necessary adjustment was more manageable. This highlights the pressure
for China to act on currency sooner rather than later. The delay to date has made China’s
choice more difficult. Any further delay exacerbates the problem.

A third possibility is that China could avoid the question of how quickly to
appreciate by leaving it up to market forces. It could open its capital account and let the
renminbi trade freely against other major currencies. While such an approach has a
certain appeal to an advocate of market forces, it is worth noting at least two potential
downsides. First, this could just add uncertainty to the problems of economic shock
described above. Second, it is not obvious that China’s currency would appreciate. China
is full of avid savers who have been compelled to choose between limited investment
choices offering low interest rates. If they were free to put their money anywhere in the
world, there could be a large outflow of renminbi into other currencies that would cause it
to depreciate.

The current and past U.S. administrations have wisely advocated for a market-
determined exchange rate, but that term suggests a longer-term goal and is different from
a call for a freely floating rate.
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These are not the only options, of course. One could imagine policies that were less
ambitious, more ambitious, or that lay somewhere in between. In fact, this poses a
difficult problem for U.S. policy: there is not a bright line between acceptable and
unacceptable Chinese behavior. Krugman, Bergsten and others have rightly argued that
the extent of Chinese reserve accumulation is extraordinary and beyond the pale. But as
soon as the United States puts itself in the position of issuing ultimata, it will need to be
able to distinguish between sufficient and insufficient Chinese responses. Would a |
percent annual rate of RMB appreciation be acceptable? What about a 5 percent rate? s
the acceptability of China’s behavior determined by the level of the exchange rate, the
pace at which it appreciates, or the extent of Chinese intervention? There are no clear
economic answers to these questions,

While China’s accumulation of reserves may represent an unprecedented extreme, a
multilateral rules-based system requires transparent criteria on behavior. Without such a
principled basis for action, a U.S. response will appear arbitrary and may encourage
countries to pursue their advantage however they can. In the absence of clear economic
answers, the only credible approach would be to work with like-minded major countries
to clarify international rules.

In sum, the United States government should be wary of demanding action if it is
not clear what action it wants. The most likely possibilities are fraught with problems and
none seems likely to deliver major benefits for the United States. Without firm technical
grounds for distinguishing between acceptable and unacceptable behavior, the most
defensible basis for U.S. demands of China would come from agreement among leading
nations.

5. What determines Chinese response — sources of legitimacy

The preceding discussion considered what policies the United States should hope
China adopts. In assessing the desirability of different courses of U.S. action, it is also
useful to think about the determinants of Chinese behavior and consider the forces
driving any Chinese response. It should be emphasized that this is not an argument for
putting Chinese interests above U.S. interests. Rather, it is a basic rule of strategy to base
actions upon a counterpart’s likely response.

As the basis for this analysis, we can presume that the Chinese Communist Party is
interested in its survival. Although the CCP is not accountable in elections, it does behave
as if Chinese public opinion matters. It is commonplace among analysts of Chinese
politics to emphasize two sources of legitimacy for the current regime: economic
performance and nationalism.”® Some of the obstacles to maintaining economic
performance have already been discussed. The Chinese government must steer a ditficult
course between inflation and unemployment. Its misguided currency policies have made
this increasingly difficult.

The constraints of nationalist sentiment within China are no less real. The Chinese
government has occasionally stoked and occasionally been scared by outbursts of anti-

* See, e.g., Shirk, Susan, Fragile Superpower: How China's Internal Politics Could Derail Its
Peaceful Rise, Oxford, 2007.
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Japanese nationalist sentiment.”® Historical grievances have generally been behind such
movements. These grievances may be specific, as with China’s war with Japan, or they
may relate more generally to the “century of humiliation” dating back to the opium wars
of the mid-19™ century — an earlier attempt to open China to trade.

The practical implication of Chinese nationalism in this context is that there is a
sensitivity to slights on the international stage. While restrictions on the freedom of
inquiry in China make it very difficult to make an objective assessment of public opinion,
there is evidence that nationalist sentiment is not entirely under government control.
Government officials thus may feel constrained in their actions and may play to this
sentiment.

In reporting this month from Beijing, a New York Times reporter described the
dynamic:

After decades of comparatively quiet diplomacy, China has taken
increasingly muscular stances in the past year on relations with the United
States and on global economic and environmental matters. Many analysts
say the shift is due not only to China’s sudden arrival as a global economic
power after the financial crisis, but also to domestic political issues.

The ruling Communist Party will select successors to President Hu
Jintao and Prime Minister Wen Jiabao in 2012. In the jockeying to choose
new leaders, some analysts say, there is scant incentive to take positions
that rivals could criticize as weak.”’

In the context of Chinese currency appreciation, Chinese leaders would likely
consider not only the economic implications, but the domestic political repercussions of
acquiescing to foreign threats or demands. From the leadership’s perspective, the worst
possible outcome would be a policy concession that combined economic turmoil with a
loss of face from crumbling in the face of Western pressure.

6. Options for Action

What, then, are the options for U.S. policy? To date, the past two administrations
have pursued a strategy of quiet diplomacy with mixed success. As noted earlier, China
did appreciate its currency by 20 percent from 2005-2008. Outside of that period,
however, the RMB has remained fixed against the dollar. China has described the current
peg as a temporary measure, but has not given a clear indication of a timetable for
change.

Alternative approaches can be divided into unilateral and multilateral tacks. I base
this classification not on the adjudicating authority in the case of a complaint, but on
whether the United States is alone in pressing a case or whether it is joined by others,

*® Chellaney, Brahma, “Japan-China: Nationalism on the Rise,” International Herald Tribune,
August 15, 2006. The recent conflict with Japan followed a Japanese prime minister’s visit to a
shrine for Japanese war dead.

T Wines, Michael, “China Blames U.S. for Strained Relations,” New York Times, March 7, 2010.

10
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When the United States acts alone, it is most likely to trigger a negative political response
from the Chinese government.

Unilateral

Currency manipulation label. The Treasury will need to determine within a
few weeks whether China has been manipulating its currency. Whatever the
legal considerations behind such a decision, there would be no immediate
policy impact. Applying the pejorative label would make it more difficult
politically for China to change its policies but would apply no additional
economic pressure unless it were coupled with more substantial
accompanying measures.

Countervailable subsidy. Another prominent idea is to treat China’s
currency undervaluation as a countervailable subsidy. While I am in no
position to offer a legal analysis, there are three broad potential problems
with such an approach. First, countervailing duty (CVD) cases are generally
narrow in scope and slow to conclude. This limits the extent to which they
can have a significant economic impact during the current downturn.
Second, it appears doubtful that this approach is consistent with WTO
requirements. Gary Hufbauer, a Peterson Institute scholar and leading
authority on these matters, has argued that countervailable subsidies must
feature a government financial contribution and must be specific rather than
general. Broad exchange rate policies would seem to be general, rather than
specific to an industry, and there is no precedent for considering such
policies as a financial contribution.® Finally, a succession of CVD decisions
would likely annoy China but would not seem to be of sufficient magnitude
to outweigh the concerns mentioned earlier.

WTO case. A third idea would be to press a case against China under WTO
Article XV. That article says, in part: “Contracting parties shall not, by
exchange action, frustrate the intent of the provisions of this
Agreement...".”” If a WTO dispute settlement panel were to rule in favor of
the United States in an Article XV complaint, the United States could be
authorized to raise tariff barriers against China if the Chinese refused to
change their practices. There are two major problems with this approach.
First, WTO dispute settlement cases can take years; thus, this would be
unlikely to get results in the near term. Second, there are no precedents for
interpreting Article XV nor is there any negotiating language or guidance
that would help a dispute settlement panel distinguish between acceptable
and unacceptable behavior. Nor is there much expertise within the WTO to
render judgment on acceptable macroeconomic practices; Article XV
generally suggests the WTO turn to the IMF on such matters. Thus, a panel

* “Gerard Optimistic WTO Will Uphold Currency Initiation on China,” Inside U.S.-China Trade,
March 17, 2010. It has been proposed that currency manipulation be considered a de jure “export
subsidy,” which would not require specificity. However, such prohibited export subsidies, under
WTO rules, must be “contingent... upon export performance,” whereas the Chinese exchange
rate is available to everyone trading on the current account.

* General Agreement on Tariffs and Trade, Article XV: Exchange Arrangements, Para. 4.
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would either decide against the United States, or it would have to engage in
creative elaboration of vague principles. Despite the fact that the U.S.
government has long inveighed against such overreach by panels, this
strategy would reguire it.

Unilateral tariff. The boldest unilateral action would be the sort of across-
the-board tariff recently advocated by Krugman and Bergsten. Compared to
the other actions, this would impose the most immediate economic pain on
China, but it would also maximize the likelihood of a strong nationalist
backlash from China that would preclude Chinese compliance with U.S.
demands. By blatantly violating U.S. commitments under the WTO, a
unilateral tariff would do lasting damage to the rules-based multilateral
economic system. The United States would be setting the precedent that
countries should act whenever they object to trading partner’s practices,
without regard to agreements and rules. This could be disastrous for a U.S.
economy that is integrated into the world economy and that aspires to grow
by doubling exports in the next five years. Nor should one expect that the
breakdown in cooperation and relations would be limited to the narrow
confines of trade relations and currency.

Advocates of this approach have set aside these long-term consequences and
argued that a high tariff could achieve U.S. short-term goals whether or not
China complies. This is highly dubious. Such a bilateral measure could be
readily circumvented by a reordering of world trade flows, effectively
reversing the shift in trade patterns that accompanied China’s recent rise.
For many of the low-cost goods that China produces, its chief competitors
are not U.S. firms but other developing nations. Even if the United States
were to enter lines of business from which China had been excluded, such
adjustment takes time. Thus, there are few likely short-term benefits to
offset the staggering long-term costs.

Multilateral approaches

Each unilateral approach is marred by the inescapable bilateral tension that would
accompany it and by the difficulty of setting global rules without a broader consensus,
particularly in the absence of clear technical answers. Multilateral approaches avoid both
these difficulties. In their stead, they present the difficulty of coordinated action, which
can be slow and unwieldy.

Currency agreement under the WTO. The economists Aaditya Mattoo and
Arvind Subramanian have argued for new and clearer currency behavior
rules under the WTO.* The appeals of WTO jurisdiction are the obvious
link to trade and the potential for more effective enforcement through trade
retaliation. Mattoo and Subramanian acknowledge the limited competence
of the WTO secretariat in such matters, but argue that it could work in close
collaboration with the IMF. There are serious obstacles to adopting such

 Mattoo, Aaditya and Arvind Subramanian, *"Currency Undervaluation and Sovereign Wealth
Funds: A New Role for the World Trade Organization,” Peterson Institute Working Paper WP
08-2, January 2008.
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WTO rule changes in the near future, however. The most obvious vehicle
for adopting such changes, the Doha Development Agenda, is stalled. The
Obama administration does not even have trade negotiating authority to
assure trading partners that it could meet its trade promises. Further, whether
the change was proposed as part of the Doha talks or separately, it would
need to win consensus support by WTO members, including China.

e Firmer action by the IMF. As noted earlier, the Managing Director of the
IMF has stated the Fund’s view that the renminbi is undervalued. This is
clearly a topic on which the IMF has great expertise and its Articles of
Agreement assign it a role in engaging with member countries to right such
wrongs. The difficulty is that the IMF’s power to compel action on the part
of a member is generally limited to attaching conditions to loans. This has
effect only when a country is seeking to borrow and has no relevance when
a country like China engages in excessive lending. Setting aside
enforcement problems, the IMF would be the appropriate institution under
which to establish new norms for international financial behavior, if
agreement on those norms could be reached.

¢ Explicit norms set by like-minded countries. If agreement on new norms
could not be reached under the auspices of the IMF, an alternative would be
to push for an agreement on principles through a grouping such as the G7.%'
That group and its heads-of-state successor the G8 (including Russia) have
fallen to the wayside as international economic diplomacy has turned to
more inclusive fora, particularly the G20. While the G20 offers enhanced
legitimacy by including countries like Brazil, China, and India, it necessarily
makes consensus more difficult to achieve. The return to a smaller grouping
could facilitate consensus and action.

None of the multilateral approaches offer a quick or easy course of action. They do,
however, offer the possibility of a carefully-developed set of rules for international
financial behavior that could govern the international economy for years to come.
Further, by avoiding the antagonisms of bilateral conflict, a multilateral approach could
make it politically easier for China to accede to the new rules.

7. Conclusion

In the midst of a severe economic downturn and high unemployment, it is difficult
to focus on the long-term repercussions of U.S, actions, but for the issue at hand it is
essential. It has been a long-standing goal of the United States for China to join
international institutions, to follow their rules, and to help share responsibility for
ensuring that the global economic system works well, In its currency practices, China has
not been meeting that responsibility.

The United States, in its response, faces a choice of whether to strengthen
multilateral institutions or to risk tearing them apart. The latter option could destroy a
system that administrations dating back to Franklin Roosevelt have worked to build, a
system on which future U.S. prosperity will depend.

! The United States, the United Kingdom, Canada, France, Germany, Italy, and Japan.
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Nor is this really a choice between short-term benefits and long-term costs. As [
have described, it is hard to discern a feasible action that China might take that would
significantly improve U.S. employment and output in the short run. It is even harder to
imagine a scenario in which China would adopt such a policy under the threat of U.S.
punishment.

A first precept in crafting a response should be to do no harm to U.S. interests.
Many of the policies currently under discussion would, in fact, be harmful. Other policies
that stand a reasonable chance of doing good are likely to take a frustrating amount of
time. We would be wise to show patience and pursue an approach that relies upon
multilateral diplomacy.

I commend the committee for its attention to this important issue and I very much
appreciate the opportunity to share these views.

Chairman LEVIN. Thank you to each of you for very stimulating
testimony. I had my crack at the beginning and we have an hour,
perhaps an hour and a half. Let me go right to Mr. Rangel and
then Mr. Herger, and we will go down the line.
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Mr. Rangel.

Mr. RANGEL. Thank you, Mr. Chairman. Let me thank this
panel. At the end of my short questions, I will be asking you what
do you suggest that the Congress of the United States do.

There is no one here that doubts China is a manipulator. There
is one here that doubts it has had an economic impact on the
United States of America.

Is there anyone here who truly believes that the United States
and the Secretary of Treasury is prepared on April 15 to declare
China a manipulator? Do you think they will be doing it? Do you
believe that the United States really has provided the leadership
to encourage other countries to join in this multinational effort?

Lastly, and I want Dr. Bergsten to respond, I get the impression
that we are playing good cop and bad cop. Our constituents, our
business people, get frustrated. They come to us. We have to put
some control over China’s manipulation of currency. We get ex-
cited. We want to respond and we do, and then Treasury goes to
China and we could write the press release before they leave.
China is making an effort, we have to do this in a multinational
way, they are very sensitive to American needs.

At the same time, nothing really happens. My biggest concern is
we cannot explain to the unemployed people of America why their
dreams are shattered. We cannot explain how they lost their
homes, their savings, tuition for their kids. It is tragic.

It is not an economist or historian problem. It is really a threat
to the national security and the hopes and dreams of Americans to
be working.

My question, as I said earlier, Dr. Bergsten, and I direct it to you
because we can get a handle on you—if you are right, we will
thank you, and if you are wrong, we know where to find you. You
have been with us over all these years.

What would be your direction to the Congress without causing a
big conflict with our State Department or Treasury in terms of
what we should be doing? What is our obligation in terms of send-
ing a message to the People’s Republic of China?

Mr. BERGSTEN. My answer to your first premise is that the ad-
ministration has not followed the law of the land, and you and the
Congress have not really held their feet to the fire either.

Under the Trade Act of 1988, the Treasury is supposed to label
a manipulator, but the Congress is supposed to monitor them very
closely. You are given the authority, and I would say the responsi-
bility, to bring the Secretary of Treasury before you if he does not
do what you think he should, hold his feet to the fire, ask him why
he has not carried out the law of the land, and put substantial
pressure on him to do so.

I actually think there is a reasonable chance this time that the
Treasury will designate China as a manipulator.

The economic situation has changed. The U.S. is still facing high
unemployment, but we are now sufficiently out of the crisis that an
effort with the Chinese would not be viewed as wrecking the world
economy or even the markets. I think people understand and actu-
ally expect the United States to pursue such an initiative.
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The fact that the Treasury has never been willing to designate
China has in my view totally undermined its ability to engineer a
multilateral strategy.

I think you are quite right, Mr. Rangel and Chairman Levin as
well, to be cautious for the reasons Niall Ferguson said. You do not
want to launch a trade war, but as I said, it is the Chinese who
are being protectionist here. If we can fashion a sensible strategy,
it would be anti-protectionist.

Between now and April 15, I hope you will strongly urge the
Treasury to designate the Chinese and the other four Asian coun-
tries I mentioned but also simultaneously, and based on the prom-
ise they are going to do that, go to their allies, the Europeans,
some of the other emerging markets, and many developing coun-
tries. We have all made the point that as badly as the U.S. is hurt
by Chinese misalignment, other countries are hurt worse.

This is a set up for a multilateral alignment. I mentioned the
earlier cases, 1971 and 1985. Then it was the U.S. versus the
world. The U.S. had a big deficit. The rest had a surplus. We want-
ed everybody else to revalue.

Now, it is different. It should be the world against China. We
should be able to mobilize a coalition of not just the willing but of
almost everybody to join in the IMF and in the WTO to bring mul-
tilateral pressure to bear, and if that happens, the Chinese cannot
ignore or resist it.

If it becomes multilateral as it should and can be, I believe that
changes the whole game. I do not believe we can launch that multi-
lateral initiative unless we are willing to follow the law of the land,
call a spade a spade, stand up ourselves, and then on that basis,
go to the potential allies and mobilize the multilateral approach.

Chairman LEVIN. That is a good place for a period.

Mr. RANGEL. Thank you.

Chairman LEVIN. The latest information is we may vote as early
as 11:45. Let me go down the list. Sometimes we go to the Sub-
committee chairs. Sometimes we just go down seniority. I think we
will reach both.

Mr. Brady, I think you have agreed to go after Mr. Herger, and
Mr. Tanner, I think we will get to you. Is it all right if you wait
your turn or do you want to go now?

Mr. TANNER. That is fine.

Chairman LEVIN. Next, Mr. Herger. Let’s try to do it in three
minutes. That way, almost all of us will have a chance. Then we
are going to have a number of votes. If you could try, Mr. Herger,
in three minutes. That means the four of you, if asked, will have
to answer briefly.

Mr. Herger.

Mr. HERGER. Thank you, Mr. Chairman.

Dr. Levy, there are a number of questions about whether an ap-
preciation of the RMB would reduce U.S. trade deficits with China.
During the Bush Administration, China allowed the RMB to appre-
ciate by about 20 percent; is that correct?

Mr. LEVY. Yes, sir.

Mr. HERGER. Yet, China’s bilateral trade deficit during that
time increased from about $202 billion in 2005 to about $266 bil-
lion in 2008. Given this record, what do you think are the other
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factors that are impacting this trade imbalance and do you believe
the exchange rate issue is the most pressing commercial issue be-
tween the United States and China?

Mr. LEVY. Thank you for the question. I think you are entirely
correct to suggest there are a number of factors that affect bilateral
deficits. It is one reason economists frequently shy away from
them, although obviously they are at the center of a lot of the polit-
ical debate.

What we have seen in trade flows with Asia is that while China’s
share of U.S. imports has skyrocketed, the share of Asian coun-
tries, including China, in U.S. imports has held fairly constant over
an extended period of time.

It encompasses not only the overall trade balances, which are
what economists prefer to focus on, but also the shifting of trade
flows within. This has the implication that we cannot be guaran-
teed that a change in the exchange rate would necessarily lead to
an improvement in the bilateral balance, and as you suggest, that
is not what we have seen in recent experience.

On the other question that you posed, is this the most important
factor, I would argue it is not. As I believe Chairman Levin said,
there are a whole range of Chinese practices that go into stifling
consumption and determine the overall outcome of Chinese policy.

I think it would be strongly in the U.S. interest to focus on, for
example, Chinese financial practices with directed credit, which
can directly disadvantage U.S. competing firms.

I think some of these are less sensitive issues where we might
have greater results.

Mr. HERGER. We have a number of issues here. It is not just
this is placing all our apples into one basket here on this RMB.
There are big associated problems that we have with China that
we would be well to place our emphasis on as well, not just RMB.

Mr. LEVY. Absolutely. Fixing the one problem does not nec-
essarily fix the situation.

Mr. HERGER. Thank you, Mr. Chairman.

Chairman LEVIN. Mr. McDermott.

Mr. MCDERMOTT. Thank you, Mr. Chairman.

I represent the city that is the closest to China. It was the city
where the first ship came in with goods after the 1977 changes.
giople are deeply involved in my area on this whole question of

ina.

I am a doctor and I believe in above all things, do no harm. The
question that is going to come at me in a community meeting is
going to be if we force the Chinese to revalue the renminbi, what
happens to us and what happens to them. We know there is a real
estate bubble in China. We know there is a lot going on over there.
We know our own problems.

Tell me how I answer my constituents in non-economic terms or
economic garble.

Mr. PRESTOWITZ. 1 think that is fairly straightforward. Right
now, several people have used the term that we do not want to
“launch a trade war.” We are in a trade war in a sense, as Mr.
Bergsten pointed out.

China has taken strongly protectionist measures. Those are dis-
torting trade and distorting the global economy and causing dam-
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age to our economy, to your constituents, they are reducing wages,
they are reducing jobs here and in many other countries.

In a way, as I said, we are kind of in a trade war, and I agree
with Dr. Levy, just changing the value of the RMB is not going to
solve all these problems. It may not be a sufficient condition but
it is a necessary condition to achieve the kind of shift that we
want, and if it happens, it will have the tendency to create more
jobs and higher wages for your constituents.

Mr. BERGSTEN. Two points to answer your constituents. One,
if they revalue, it is going to improve the U.S. competitive position
and we are going to sell more goods through the Port of Seattle to
China. That is straightforward and clear.

Two, if they let the currency strengthen in value, it will help
hold down inflation pressures in China. That is one of the main
reasons they should do it now; they are worried about rising infla-
tion. They are taking domestic steps against it. A rise in the value
of their currency would help very much in that direction, and it
would help head off property bubbles.

It is win/win. I agree with what several people said. Revaluation
of their currency is very much in China’s own interest, particularly
right now. They are leading the world recovery and are worried
about inflation coming back. They can have a much more sustained
expansion if they include currency appreciation as part of an over-
all re-balancing of their strategy.

Mr. MCDERMOTT. If it is in their best interest, why have they
not done it?

Mr. FERGUSON. If I could answer that question, I think “do no
harm” is a very good maxim, and I think we are perhaps in danger
of underestimating the down side risks here off a Chinese revalu-
ation.

Their economy already has bubble like characteristics, and they
are walking a very fine line between cooling it down and causing
a major crisis in their own financial system.

We must be very careful that we do not have to say to your con-
stituents oh, we thought it would help U.S. unemployment but we
kind of overlooked the possibility that it would tip China into a se-
rious slow down or you might find yourself having to say to them
we thought it would really help but we kind of overlooked the fact
that the Chinese would stop buying a billion dollars of U.S. de-
nominated securities every day and our long term interest rates
went up and so did your mortgage rates.

We kind of thought it would help if the dollar weakened slightly,
but we did not realize it would weaken by so much and bring back
the specter of stagflation.

There are a lot of things that can go wrong in a global economy
as complex as the one we have today.

Back in the 1970s, which Fred Bergsten was talking about ear-
lier, it was possible for the United States to say to the rest of the
world, as John Connolly famously did, our currency, your problem.

Right now, the Chinese are in a position to say that to us. That
is kind of what they are saying. The reason they are not simply
doing what we would like them to do is they have good reason to
be cautious about what could go wrong in their economy.
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If something goes wrong in China right now, it is very bad news
not only for the U.S. but for the whole world because China is now
the engine of growth.

Mr. MCDERMOTT. Thank you.

Chairman LEVIN. Mr. Brady.

Mr. BRADY. Thank you very much. Mr. Chairman, I would like
to ask unanimous consent to submit a statement for the record.

Chairman LEVIN. Without objection.

[The prepared statement for Mr. Brady follows:]

COMMITTEE ON WAYS & MEANS
FULL COMMITTEE HEARING ON CHINA CURRENCY

STATEMENT OF CONGRESSMAN KEVIN BRADY
Ranking Member, Ways and Means Trade Subcommittee

March 24, 2010

The topic of discussion today has long been an issue that causes blood
pressure to rise among many Members of Congress. We are all concerned
that China, a major trading partner, is leveraging an unfair advantage over
American businesses through use of an artificially low currency. To be
blunt, no one likes an unfair playing field, especially when it’s tilted against
American families. For that reason, Mr. Chairman, | commend you for
holding this hearing to examine whether such practices harm American
competitiveness and to look at the most appropriate response to such acts.

The global economic downturn has hurt workers all over the world. It is
important to recognize that international trade will be a vital tool for
attaining a sustainable economic recovery and for creating jobs everywhere.
Our experience at home confirms the benefits to our workers when we
expand our exports.

I firmly believe that our trading partners need to play by the rules. 1 also
firmly believe that if we expect this of our trading partners, the United States
has a duty to lead responsibly and uphold our WTO obligations. Therefore,
I am very concerned about some proposals to unilaterally impose new duties
on imports from China, either outright or through questionable expansion of
our trade remedy laws. These duties could well run afoul of our WTO
obligations, which could expose our exporters and our workers to retaliation.
In addition, they could raise prices here and cause inflation, so we must
consider the broader impact on our economy and the worldwide economy.

Mr. Chairman, I look forward to working with you and the rest of my
colleagues on a bipartisan basis as we continue our work on this important
issue.

Mr. BRADY. Thank you for holding this hearing, very important.
I think it is critical that on this issue America and Congress espe-
cially wield a scalpel, not a sledge hammer, in addressing it, to
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make sure the repercussions do not damage our consumers or our
businesses.

I do think along with this issue there are other issues, such as
intellectual property rights, the directed credit and the government
procurement that are also concerns in this re-balance of trade.

I am skeptical that levying a 25 percent tax on American con-
sumers, raising prices, limiting their choices, will be either fair or
effective in reducing our trade deficit with China, because China
imports so many of its components and inputs, assembles and
sends out, appreciating the RMB simply reduces the cost of their
inputs, I think it offsets the impact on that final product.

Also, I wish I knew more about the products that the U.S. And
China exchange with each other. I do not think there is a direct
match up, to try to achieve a 25 percent reduction that Dr.
Bergsten talked about, I would be interested from any of the panel-
ists about how we match up in those products and services, so we
can see where we would gain from that. I am very interested in
that.

Dr. Levy, on the issue of a new tax, a new duty on imports from
China, there is debate about how effective that would be at the
WTO level. If we impose a new duty that does violate our WTO
commitments, does that help or hurt our ability long or short term
to get China to live up to its commitments?

Mr. LEVY. Thank you. I think it would seriously hurt our ability
to get China to live up to its commitments. China has to date been
fairly responsive to the findings of WTO dispute settlement panels,
and if we were to demonstrate that one should simply not do that
when one feels one has stronger concerns, we would be very un-
likely to see more compliance.

Mr. BRADY. Thank you, Dr. Levy. Dr. Bergsten, I am a big fan
of yours, continue to be, not sure about the 25 percent duty.

You make the point there are a couple of options on the multi-
national, but which one do you think stands the greatest chance of
success?

Mr. BERGSTEN. Just to be clear, I did not propose a 25 percent
duty. I was trying to get a currency realignment of 25 percent.

Mr. BRADY. Okay. Thank you. We are in good shape. Thank
you.

Mr. BERGSTEN. Just to be clear.

Chairman LEVIN. Which do you prefer?

Mr. BERGSTEN. We don’t have to choose. We go to the IMF and
to the WTO simultaneously. The point Phil Levy just made is cor-
rect. We want to go through the WTO rules, as you said. There is
a clear provision, Article 15 of the WTO, that proscribes the kind
of practices that China is now carrying out.

Would it be effective to take a case? Would we win the case? It
has never been tried. We don’t know. I am not optimistic we would
win the case in a legal sense. But using it to multilateralize the
issue and publicize, name, and shame the Chinese for causing the
problem ought to be part of our strategy.

Mr. BRADY. Great. Thank you.

Chairman LEVIN. Mr. Lewis.
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Mr. LEWIS. Thank you, Mr. Chairman. Thank you, Mr. Chair-
man, for holding this hearing. Thank you for being members of this
panel.

When we travel to the rest of the world, we hear people referring
to China as using checkbook diplomacy. Dr. Ferguson and I think
one or the other of you used a saying “you should call a spade a
spade.” How can we—and what can we do to send China the
strongest possible message?

Mr. FERGUSON. Can I suggest that not only should China be
branded a currency manipulator, but the United States should seek
the G20 to consider the issue of currency alignments. I am not con-
vinced the IMF or the WTO routes will deliver.

But in the G20, there are many other countries represented that
are losing out from China’s policy. The more unilateral U.S. action
is, the less effective it will be. If the U.S. acts in concert with other
countries, including other emerging markets, who, as I have said,
would be the principal beneficiaries of renminbi revaluation, then
I think we stand a much better chance of success.

Chairman LEVIN. Dr. Ferguson, do you think Japan is sharing
lessons learned with China?

Mr. FERGUSON. Well, the Japanese experience is one that the
Chinese are very anxious to avoid. One of the arguments of the
book that I mentioned, “Currency Wars,” is that the United States
used currency policy to push Japan into recession and prevent Ja-
pan’s bid for economic parity.

The Chinese have learnt the lesson that if they are not careful,
they will be put in that position, too, where currency appreciation
will ultimately shift their economy into the situation that Japan’s
was in in the 1990s, that is, to have a lost decade or now two dec-
ades.

I think that is one reason the Chinese are so reluctant to be seen
to move. We had leverage over the West Germans and we had le-
verage over the Japanese that we don’t have over the Chinese.
After all, we had troops on the former losers of World War II'’s soil.
This is not the situation with respect to China, and the Chinese
look at the Japanese experience as one that they would very much
like to avoid.

Mr. LEWIS. Thank you, Mr. Chairman.

Chairman LEVIN. Mr. Ryan.

Mr. RYAN. Thank you, Chairman.

Two questions. Dr. Ferguson, this is the first time I have met
you. I have been reading your stuff lately. Walk us through—this
is slightly off-topic, but walk us through the debt trajectory we are
on, what that means for our currency, and how that is going to im-
pact just the future sustainability of our system in one and a half
minutes, if you could. And then I want to ask Fred a question.

Mr. FERGUSON. Well, there are two trajectories that the Con-
gressional Budget Office says we could follow, one in which current
law stays as it is and the debt to GDP ratio rises towards 300 per-
cent of GDP, and one in which you ladies and gentlemen behave
in the way that you traditionally do, in which case the debt GDP
ratio rises above 700 percent. Now, that is not going to happen be-
cause that is an impossible number.
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The United States is in a fiscally unsustainable position. Justi-
fying this on the basis of Keynesianism is a fraud on the public be-
cause it conceals the fact that there is a structural crisis of public
finance. This is of crucial importance to our discussion here be-
cause the Chinese have acted as a support for U.S. bond prices for
some years now through their interventions.

The big question which we have to ask ourselves is: Are they
going to stop doing that? And would they be willing to take a hit
on their large holdings of U.S. dollar-denominated bonds in order
to teach us a geopolitical lesson?

I believe this regime in Beijing is well capable of doing that when
it feels the time is right. So I think, Congressman, you are very
right to raise this issue. It is our fiscal improvidence that makes
us vulnerable geopolitically as well as economically, and we would
be much better advised to address the unsustainable fiscal position
than to worry about the renminbi/dollar exchange rate.

Mr. RYAN. That is

Mr. PRESTOWITZ. Could I just add, though, that I agree with
what Dr. Ferguson says. But there is this point that in the global
economy, there is one major consumer of last resort. That is us. So
if we are going to get our fiscal house under control and increase
our savings and become a more fiscally stable economy, we need
China and some of the other

Mr. RYAN. Right. I want to get Fred a question.

Mr. PRESTOWITZ [continuing]. Economies to play the game
with us.

Mr. RYAN. Fred, okay, your projections on jobs from revalu-
ation—I am curious. So are you basically saying that a one-dollar
drop in our current account deficit necessarily translates into a
one-dollar increase in our exports, and then you translate the ex-
port to jobs?

How is that a one-for-one replacement? I am not sure how that
number adds up, necessarily the linkage between if the current ac-
count deficit goes down by a buck, it is going to necessarily trans-
late into a dollar increase in exports.

Mr. BERGSTEN. Technically it is an increase in net exports.
And some of it would be on the import side, although for various
technical reasons, most of the gain from currency realignments ac-
tually does come on the export side.

But since we think there is a roughly equivalent number of jobs
per billion dollars on the import-substituting side as on the export-
ing side, it works out about the same in terms of your job calcula-
tions.

The number that the government is now using—the Secretary of
Commerce has put it out; the President has used it—is quite con-
servative, I think, about 6,000 jobs per billion dollars of exports.
That is an average across the whole economy, but I think it is a
fair one to use.

Mr. RYAN. All right. Thanks.

Mr. RANGEL. [Presiding.] The gentleman from Georgia, Mr.
Tanner, is recognized for five minutes. Tennessee.

Mr. TANNER. Some people think it is all the same.

Mr. RANGEL. How soon we forget.
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Mr. TANNER. Thank you. I will be humanely brief, Mr. Chair-
man, because you covered a couple of the questions that I had.

To the panel: Thank you very much. Very enlightening and very
informative. There was an article in the Wall Street Journal this
morning about China expecting their first trade deficit in six years
or so. Would you give us your interpretation of how that will affect
the current issue under discussion here? Thank you.

Mr. FERGUSON. If I might go first.

First, this will give the Chinese a political advantage in their ne-
gotiations with us, and they will point to this as evidence that
there is no need for significant revaluation.

Secondly, I think they will probably introduce some minimal re-
valuation just to fob us off.

The third point, which is really important, is that it tells us how
China operates as an engine of growth in the wake of its very suc-
cessful stimulus program. Yes, China has been growing very rap-
idly indeed despite the near-Great Depression in the western
world.

But it is very interesting to look at who have been the bene-
ficiaries of China’s increased imports because this is not a story of
reduced exports; China’s exports are at an all-time high. It is a
story of massively increased imports.

Unfortunately, it is not the United States that has been increas-
ing its exports to China. It has been other Asian countries that
have been the main beneficiaries—which, incidentally, gives China
some real geopolitical leverage in that region. It is now clearly the
engine of growth in Asia Pacific, and we are not.

Mr. BERGSTEN. The simple answer is the number is an aber-
rant. It is because there were holidays in China during the Feb-
ruary period due to Chinese New Year and such. There were a lot
of days when work was not being done, moreso than in previous
years because of the irregularities of the calendar. So I don’t think
it is to be taken seriously.

They will use it, as Dr. Ferguson said. But I don’t think we
should be put off by that. I mentioned in my testimony that the
IMF has now done a five-year projection of where Chinese trade is
likely to go. And their projection, certainly not biased against the
Chinese, is that the surplus is likely to again rise from this year
forward and out to 2014; goes back to about 8 percent of the Chi-
nese economy, something like $600 billion; and would, by IMF’s
judgment, exceed the whole global U.S. current account deficit at
that point. So on that metric, the Chinese trade problem is getting
worse, not better.

Mr. PRESTOWITZ. One other point. We focus a lot on the deficit.
But, you know, bilateral deficits are not the whole point of the sub-
ject.

Mr. BERGSTEN. No. I never mentioned bilateral deficits.

Mr. PRESTOWITZ. I am not criticizing you, Fred. But the point
I want to make is that if we had a trade surplus with China, this
would still be a problem. The real issue here is distortion of trade.
Let me give you an example.

Applied Materials recently was in the newspapers: Major Amer-
ican company, leader in production of high technology, high capital-
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intensive semiconductor manufacturing equipment, moving signifi-
cant production to China.

Now, if you look at the thing in terms of comparative advantage,
the kind of products that Applied Materials makes are products in
which the United States has a comparative advantage. Therefore,
you would expect, under normal market conditions, we would ex-
port those.

But Applied Materials is moving that production to China. That
would a problem even if we had a trade surplus with China be-
cause it would be distorting our trade and reducing our competi-
tiveness.

Chairman LEVIN. [Presiding.] Thank you.

Mr. Nunes.

Mr. NUNES. Thank you, Mr. Chairman.

Dr. Ferguson, I am going to give you all of my three minutes, or
what is remaining after I ask my question here. But you men-
tioned, in the early 1930s, steps that the Congress at that time
took to take action on unemployment and joblessness.

Do you see similar policies occurring now by the Congress? And
also, do you see this potential trade war or currency war with
China as contributing more to, you know, increased joblessness as
we move forward? And I apologize, but we are giving you all the
time that I have because I know that is a long—you could go on
for 20 minutes on this. But thank you.

Mr. FERGUSON. I will be more brief than that, Congressman.
I think there is a serious danger that we overlook the parallels that
still exist between our situation and that of the early 1930s. This
is much more like the early 1930s than anything we have lived
through.

And one of the common mistakes I encounter time and again in
the United States and in Europe is that people look back to the
1970s or the 1980s or the 1990s because they simply didn’t experi-
ence the Great Depression.

The Great Depression had two legs to it. There was a moment,
in early 1931, when it looked as if it might be okay. And then there
was another leg down owing to a financial crisis, interestingly, in
Europe, the famous Creditanstalt Bank failure of 1931.

I don’t think we are entirely out of the woods in the sense that
we could have another leg down in our near-depression or Great
Recession. Whether you look at the possibility of retaliatory tariffs,
which are implicit in the bill that is now, I believe, before the Sen-
ate, or whether you look at the more serious problem of currency
wars, there is a danger that uncoordinated policy action, unilateral
moves by countries—not only the United States but also European
countries—could damage international financial confidence just as
it is beginning to recover.

And that is my great concern about this discussion. There is no
question that China is a currency manipulator. But, one, we should
not go around blaming China for all the unemployment that we
have seen increase in the last two or three years. I think that
would be a highly irresponsible and rather insincere way of han-
dling this problem. And two, we must be aware of the law of unin-
tended consequences.
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Talking about a trade war, pushing the Chinese into currency re-
valuation, in this fragile global economy runs the risk, in fact, of
killing off the recovery that we are just beginning to detect and set-
ting off a chain of competitive devaluations.

In the world of fiat money that we entered after 1971, not all
currencies can simultaneously weaken. But the way that I begin to
look at governments around the world talking, they all seem to
want that same thing. And that is a very dangerous situation, in
my view. Thank you.

Mr. NUNES. Thank you.

Mr. BERGSTEN. Could I add just one point? And it is really im-
portant.

Mr. NUNES. I control the time.

Mr. BERGSTEN. I am sorry.

Mr. NUNES. For now. Go ahead.

Mr. BERGSTEN. Well, it is almost a question to Dr. Ferguson.
I couldn’t share more his concern about currency wars and competi-
tive undervaluation. But here is the question: What is the lesson
of the 1930s applied to today?

China is competitively undervaluing. And, as I mentioned, a
number of Asian countries have already emulated them and are
undervaluing as well so they won’t lose competitive position
against China. Other countries, particularly emerging markets, are
tempted to do the same thing, build up big war chests of reserves,
follow neo-mercantilist policies.

So the question is: What is the lesson of the 1930s? Is it better
to let China and the others who are now following the competitive
devaluation policies that we rightly say made things much worse
in the 1930s stand or to take action against it before it spreads
even further, and more and more countries join the parade, and we
look back 30 years later and say China began a competitive devalu-
ation race the same way the Americans did Smoot-Hawley in the
1930s, and it brought back the Great Depression?

Chairman LEVIN. Okay.

Mr. FERGUSON. May I answer, Mr. Chairman, very briefly?

Chairman LEVIN. In 15 seconds.

Mr. FERGUSON. Fifteen seconds? The lesson is that competitive
devaluation can be the prelude to a geopolitical crisis. That is the
real lesson of the 1930s. Get this stuff wrong and you end up with
more than just a trade war on your hands.

Chairman LEVIN. All right. It is good to have some back-and-
forth, but we do have these time limits.

Mr. Becerra, you are next.

Mr. BECERRA. Thank you, Mr. Chairman.

Gentlemen, thank you for your testimony. To be brief, let me just
keep it to one question and preface it with a quick comment.

You always see this happening when someone has been the big
kid on the block for ages. All of a sudden some upstart comes
around. You don’t pay much attention to him. He looks too small.
He seems to keep up with you a little bit here and there, but you
can always somehow outrun him, outdo him, beat him up.

All of a sudden the little kid starts to grow up and starts to catch
up. Sometimes you get a little complacent, and to some degree,
with our years and years of running deficits, years and years of
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having the opportunity to borrow wherever we wanted, years and
years of having our industries feel that they were always number
one, we are still the most innovative place in the world—sometimes
you can’t blame people for closing their eyes, sitting on the couch,
watching TV a little bit too much.

I think what is happening is the rest of the world is catching up.
And China has done a very good job of figuring out how to do this,
and they are a little bit more patient than most. They have been
around ten times longer than we have as a developed society, and
they figure in the last 20, 30 years, they have done a lot.

But that is just a blink of an eye for them. And they are very
patient and willing to wait another 40, 50 years before they over-
take us, if they think that is what it will take. So I think all we
are saying—we are pontificating here. We have got to get up, start
doing some exercise, stretching, and recognizing that the rest of the
world is catching up to us.

But my question is this: Another part of the world that has, I
think, developed a little bit of flab in the midsection is Europe. Eu-
ropeans are very developed, like us. We are the first world portion
of the globe.

Give me your quick comment on how you think the Europeans
are handling China, and how we can work with the Europeans to
make sure that we work off some of that midsection to keep up
with those upstarts that are catching up to us.

Mr. FERGUSON. Well, the

Mr. PRESTOWITZ. The good thing, I think the Europeans are
actually handling China better than we are, particularly if you look
at Germany. Germany has a trade surplus with China. And until
recently, Germany had the biggest—was the biggest trading—ex-
porting country in the world.

And while Europe does have its problems, and clearly the Greek
financial crisis is causing very serious concern about the Euro, and
you have kind of a two-speed Europe with Germany and the north-
ern countries doing not so badly and the southern countries doing
poorly—but with regard to China, actually what is interesting to
me is that Europe, and particularly Germany, with strong currency
and very high wages, have been able to compete with China.

And I think that is something that we should take very seriously
because it does indicate that there are other elements in this puz-
zle besides the currency. And they have to do with wage and price
discipline. They have to do with coordination between government,
labor, and industry.

They have to do with investment incentives, with real strategies
to maintain—for example, in Germany to maintain the engineer-
ing, the medium- and small-sized high-tech engineering companies.
Germany has a real competitiveness strategy, and so do some of
the other European countries. We, I think, could learn from them.

Mr. BECERRA. Thank you. Thank you, Mr. Chairman.

Chairman LEVIN. I think, under our rules, Mr. Davis is next.

Mr. DAVIS OF ILLINOIS. Thank you, Mr. Chairman.

Chairman LEVIN. No, no. I am sorry. Mr. Davis from Kentucky.
I am sorry.

Mr. DAVIS OF KENTUCKY. The other Mr. Davis.

Chairman LEVIN. No. Good try, Danny. I am sorry.
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Mr. DAVIS OF KENTUCKY. I appreciate my colleague’s initia-
tive and creativity. Thank you, Mr. Chairman.

When I look at the interconnectedness of the relationships that
we have developed with China, I am sometimes stunned at the
complexity of the growth, remembering, as an eighth grade stu-
dent, watching President Nixon land in Beijing, and how far we
have come. And those days, or my years in the military, the Mili-
tary Academy.

But coming to a conclusion, as I am entering old age, that some-
times relationships between two great powers can be kind of like
a marriage of an old couple. Rarely does forcefulness by one spouse
or the other tend to produce the desired result. And I have a ques-
tion for Dr. Levy that I would like you to comment on, and just use
the balance of your time on this.

In your opening statement, you mentioned about the quiet diplo-
macy that had been undertaken in the last Administration. And I
think, actually, that was building upon what had happened in the
prior Administration. So it was, in a sense, a bipartisan view of
trying to maintain this integrity of the American economy and bal-
ancing each other’s interests.

We saw a revaluing of the RMB by about 20 percent. I would like
you, just for the context of us here who don’t live in your world,
if you could simply articulate maybe an example or two of other
things that relate to the success of that approach if we were to stop
from an immediate response, and maybe take a ten-year approach
or a generational approach to this relationship.

Mr. LEVY. Well, thank you, Congressman. As you rightly point
out, we did have some movement, and it did come from quiet diplo-
macy. And there is a long tradition in U.S. diplomacy that reaches
across both parties of trying to bring China—not only do this bilat-
erally, but bring China into multilateral institutions and get China
to agree and to take on burdens and responsibilities with the rules.

One of the things that I think I can—helpfully comment upon is
the extent to which—it would be misleading to talk about China as
a country which is sort of enjoying unmitigated success and a care-
free growth and path to world dominance.

In fact, I think the Chinese had many, many concerns, and that
was the subject of a lot of this diplomacy. So it was not simply that
the U.S. was saying, please, please, please appreciate your cur-
rency. It was dealing with questions, for example: If you have ex-
porters who are used to a fixed exchange rate making contracts for
delivery forward, what do you do when you don’t have forward ex-
change markets?

And it was these kind of things that our Treasury has worked
with the Chinese to try and say, we can address those concerns.
We can work together. There are very practical problems that come
that one can address and gradually make progress and work con-
structively.

Mr. DAVIS OF KENTUCKY. Thank you. I yield back, Mr. Chair-
man.

Mr. DAVIS OF KENTUCKY. Mr. Doggett.

Mr. DOGGETT. Thank you, Mr. Chairman. And thanks to each
of you for your testimony.
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Dr. Bergsten, you have outlined a very specific three- or four-step
plan that you think we should take that involves vigorous congres-
sional oversight action with hearings like we are taking today, but
as I understand it, does not involve any legislative action, passing
any new laws by the Congress.

Is it your position that it would be a mistake for Congress to
take any legislative action in this area?

Mr. BERGSTEN. I would prefer to try the approach I have out-
lined first because I think Congress can be a lot more activist, a
lot more aggressive, and a lot more effective holding the adminis-
tration’s feet to the fire than you have.

If that doesn’t work, then you may have to legislate to try to get
that kind of forceful action by the executive branch. It is feckless
that the executive has not carried out the law when the manipula-
tion is so obvious.

Mr. DOGGETT. Thank you. Short answers: Do our other wit-
nesses also agree that now is not the time for congressional legisla-
tive action?

Mr. PRESTOWITZ. Yes. I agree with that. But I would say one
other thing. In addition to labeling China as a currency manipu-
lator and pressuring Treasury to do that, I think also you in the
Congress have special oversight over trade, and you have a special
relationship with the Office of the U.S. Trade Representative.

And as we have pointed out, China is not only in violation of ob-
ligations in the IMF, but also possibly in the WTO as well. And so
it might be worthwhile for the Congress to also have a chat with
the Trade Rep about what action the Trade Rep might take in the
WTO.

Mr. DOGGETT. Dr. Levy, no legislation now?

Mr. LEVY. Yes. I think there is nothing

Mr. DOGGETT. And Dr. Ferguson, I believe that is your position
also?

Mr. FERGUSON. That is correct.

Mr. DOGGETT. Let me ask you: Trying to look at it from the ef-
fects on the Chinese economy which you have commented on, Dr.
Ferguson, particularly, what would be the likely effect within
China of, say, even a 10 or 15 percent revaluation now?

Mr. FERGUSON. I recently heard a presentation by a Chinese
economist on this subject, which imagined a revaluation closer to
25 percent. In that scenario, revaluation without significant
changes to, for example, welfare policy designed to increase Chi-
nese consumption would have a strongly negative effect on the Chi-
nese GDP growth.

And I took this presentation to be a pretty clear signal of what
the regime in Beijing thinks. They regard revaluation alone as a
very dangerous route to go down because it would hit their export
industry so hard.

Mr. DOGGETT. What do you believe will be the effect on the
debt we already have with the Chinese and the debt we are likely
to have in the future?

Mr. FERGUSON. This is extremely hard to be sure about. Some
data suggest that the Chinese have significantly reduced their pur-
chases of U.S. Treasuries already in the sense that direct pur-
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chases are way down. 2009 direct purchases were something like
5 percent of new Treasury issuance.

But they may be making purchases indirectly, and Dr. Bergsten
and have corresponded on that question. It is very hard to know,
in other words, quite how they will respond. But I want to revert
to my earlier point.

They have a lever that they can turn. It would cost them, no
question. But they know that if they can gain some political advan-
tage from turning that lever, it is there. And I don’t think we have
an equivalent lever.

Mr. BERGSTEN. Could I just respond to you

Chairman LEVIN. Let’s go on because we are going to run out
of time. And hopefully others will ask questions that give you a
chance to respond. This is so important.

Mr. Reichert, you are next.

Mr. REICHERT. Thank you, Mr. Chairman.

I want to focus on intellectual property rights real quick. It is
clear that China has tolerated an unacceptably high rate of piracy
across technologies. U.S. copyright industries estimate that 85 to
95 percent of their members’ copyrighted works sold in China were
pirated. Despite repeated promises by the Chinese to step up en-
forcement, this problem persists and the dollar losses keep mount-
ing to nearly 9 billion a year.

If the exchange rate has the effect of lowering these costs, the
costs of products, isn’t it true that, intensified by China’s theft of
intellectual property in making these products at issue, will the ex-
change rate solve—I am sorry—will the exchange rate solve the
competitiveness concerns for America’s most innovative industries?

And the last question: Shouldn’t the Administration press the
Chinese on these issues just as hard as the currency issue?

Mr. PRESTOWITZ. The exchange rate won’t have as big an im-
pact on some of the leading edge industries as it might on more
standard manufacturers or standard service providers. And so you
are quite right.

I think that the protection of intellectual property—and let me
revert to my earlier point. The power of financial incentives—tax
holidays, capital grants, free land, free infrastructure—that is ex-
tremely powerful, particularly in capital-intensive, high-tech indus-
tries. And some U.S. action on those fronts is extremely important.

Again, let me underline my feeling that the U.S. government at
the national level should put together some program to respond to
the very aggressive financial incentives coming from not only
China, but from many other parts of Asia and even Europe as well.

Mr. REICHERT. Thank you. Dr. Ferguson, you have a comment
on that?

Mr. FERGUSON. No. It will have no effect. That is to say, ex-
change rate revaluation will have no effect on the problem of intel-
lectual piracy, which is rampant, I agree. And yes, we should be
pressing just as hard on that issue, where it seems to me China
must be in contravention of international obligations.

Mr. REICHERT. Thank you, Mr. Chairman.

Chairman LEVIN. Thank you.

Mr. Kind.
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Mr. KIND. Thank you, Mr. Chairman, and thank you for holding
this very, very important hearing. I want to thank our witnesses
for your testimony here today.

Listen, I think we can all agree that the U.S./China relationship
going forth in the 21st century is one of the most important for
global economic stability and just for bilateral relations.

And yet I think that if there is a message to the Chinese authori-
ties and the Chinese people here today, it is that we recognize that
the China today is not the China of 15 years ago, or 10, or even
five years ago. And as they ascend as a true economic global power,
and as a member of the WTO, that global power comes with global
responsibility.

And yet the patience is waning on our side. When you get more
reports like the EPI briefing paper that recently came out about
the job loss, given the current Chinese currency situation, and sen-
ators like Senators Graham and Schumer citing this report, this
becomes more and more politically toxic in our country.

And that is why I think the message is we have got to continue
to work with them to figure out how they can assume their true
global responsibilities that they have right now.

Dr. Levy and Dr. Ferguson, let me ask you, and if we have time,
the others can respond. But it is not unprecedented for China to
take some revaluation in their currency. From 2005 to 2008, they
had about a 20 percent increase alone.

What made it possible then, given the conditions then, that make
it hard for them to do something comparable today? Dr. Levy.

Mr. LEVY. I think that they did recognize the difficulties that
came with what was really an unwise currency policy. And I think
there was constructive U.S. diplomacy to help address some of the
concerns that they had. I think it got stopped when they became
frightened, during the financial crisis, of what they faced.

The hope is that those pressures to change are still there. And
they have described this stoppage as a temporary measure. The
idea would be to work with them constructively to move to a more
sensible path, which would be in appreciation.

Mr. KIND. Dr. Ferguson.

Mr. FERGUSON. The key point is the period of appreciation
happened during the boom years, from 2005, when they could allow
a creeping appreciation against a basket of currencies at really
minimal cost to their exporters. Remember, as I tried to point out
in my testimony, they were making much bigger gains in terms of
unit labor costs than the losses that they were suffering through
this appreciation.

The second point, I think, is that—and I think this has been
mentioned before, but let me say it again—it shows you how little
we gained from that kind of appreciation. I mean, the payoffs in
terms of the trade deficit were nonexistent. And that is why I think
we must be careful not to pin too much faith on this particular pol-
icy.

You know, a parallel was drawn earlier by Congressman Davis
to a marriage. This is a kind of marriage, but one of those mar-
riages between one partner who does all the saving and the other
partner who does all the spending.
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And in my experience, those marriages tend to end rather un-
happily. And I think that that is why this one is on the rocks.

Mr. BERGSTEN. Two quick points, if I may. I disagree with
Niall and what some others have said that the U.S. got nothing out
of the earlier Chinese currency appreciation. Our current account
deficit was cut in half between 2007 and 2009.

A lot of it was recession, but part of it was improved competitive
position. The dollar had come down in general and particularly
against China. So we did get something out of it, and we can quan-
tify that.

I agree with Niall they did it in 2005 for a couple of years be-
cause they were enjoying a booming economy. That is why I argued
in my statement now is the time they can resume it. Their econ-
omy is booming, and growth began already in the first half of last
year. They have led the world recovery.

Indeed, they are worried about overheating. They have been
tightening reserve requirements of the banks. They have been cut-
ting back on lending. They are worried about inflation. This is a
natural step in that context. It would fit with their cyclical posi-
tion. And it would be wholly consistent with the timing of their
strategy in 2005.

Chairman LEVIN. All right. Mr. Boustany.

Mr. BOUSTANY. Thank you, Mr. Chairman.

Let me start by saying, Dr. Ferguson, I deeply appreciate your
admonitions that you laid out. But as we go forward, it seems to
me that the broader problem is how do we get China to meet its
WTO obligations, and what is our role in all of this, and how do
we do it without running afoul of our obligations at WTO?

And so as I look at this, I think the problem is bigger and much
more complicated than just the currency issue. You know, in talk-
ing to the business community, we hear a lot about China’s indige-
nous innovation policy, import substitution policy, and rule of law
and IP issues as well.

And of course, we hear the claim from China that they have now
evolved to more of a middleman in all this, and that their export
margins have narrowed down, and it has created more and more
problems for them domestically and socially with regard to poten-
tial unemployment.

So I guess my question is: I know we have all talked about a
combination of bilateral diplomacy as well as multilateral ap-
proaches. One specific question: If we are going to do this, and all
of you have outlined the first step being labeling China as a cur-
rency manipulator—except for you, Dr. Levy—should we perhaps,
instead of taking that step, go broader and look at the other coun-
tries, particularly in Asia, that are also manipulating their cur-
rencies?

I think, Dr. Bergsten, you have mentioned in your paper, your
testimony, your written testimony, Hong Kong, Taiwan, Singapore,
Malaysia. Would that be a more prudential approach for Treasury
rather than just simply labeling China? And I will throw that ques-
tion out for discussion.

Mr. BERGSTEN. As I said, those other countries de facto track
the Chinese currency. And they have also experienced huge in-
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creases in their reserves; they have manipulated. So it would be
perfectly legitimate to name them.

I think it would be much in the U.S. economic interest to name
them and get them to revalue because when you add them up, they
almost double the ante in terms of trade flows and potential payoff.

I think it would also be politically good to group China with some
others and not single out China. You would be singling out what
I would call a de facto China bloc; you wouldn’t call it that, but de
facto you would do it.

I don’t actually think you have to do it because if the RMB rises,
the others will go up along with it in practice. But again, to be hon-
est, to carry out the law of the land and to double the ante from
our standpoint, and maybe to make it a little easier for China by
not singling it, I think it would make sense to name the several
of them.

Mr. BOUSTANY. Would this help China solve or face its prob-
lems? I mean, because, you know, given the evolution of its manu-
facturing to sort of this middleman approach as opposed to what
has gone before because of their input costs coming from these
other Asian countries, would it stimulate some of these other coun-
tries to go to a free float?

Mr. BERGSTEN. Well, it would. It highlights the fact that the
Asian countries do have a problem in their exchange rate relation-
ships with each other. And here I would bring in Japan. They talk
about coordinating their exchange rate and their monetary policies.
They haven’t been able to do it. They still view themselves as com-
petitors more than cooperators.

But they really do in fact need to work out an answer to that
collective goods problem. Korea, for example, let its exchange rate
go up sharply a couple of years ago and looked around and nobody
else was there. They wound up on a limb, uncompetitive, and came
back down.

I have proposed an Asian Plaza Agreement, where the Asians get
together and work out a common move in their own currencies so
as to deal with the global rebalancing problem without beggaring
each other in the way that otherwise could occur.

Mr. BOUSTANY. Dr. Levy

Chairman LEVIN. Okay. No, your time is up. Okay. So others
can—Mr. Boustany.

So let me just—let’s review where we are. We are not quite sure
when the bells will ring. Mr. Neal, you are next under our rules,
then Mr. Pascrell

Mr. CAMP. I have not questioned yet.

Chairman LEVIN. Oh, all right. That is true. I skipped my ques-
tions, but you don’t have to do that. All right. So Mr. Neal and
then Mr. Camp, and then Mr. Pascrell, Mr. Crowley, Mr. Davis of
Illinois, Mr. Etheridge, Ms. Sanchez, and then Ms. Schwartz. Oh,
yes, Mr. Tiberi is here. All right.

Mr. TIBERI. Thank you. Thank you, Mr. Chairman.

Chairman LEVIN. No, no. Wait, wait. You are not—Mr. Neal is
next. I think, because there are many more Democrats, we are
going to take two at a time and—let’s just go. It is going to work
out.
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So next is—where are we? Mr. Neal is next, and Mr. Pascrell.
You are a duo. Okay? Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman.

Chairman LEVIN. Three minutes.

Mr. NEAL. Thank you. Thank you, Mr. Chairman.

I guess what I am curious about is I agree with Dr. Ferguson
that we don’t want to ignite a currency war with the Chinese. But
at the same time, how are the European Union members and Can-
ada responding to China’s position? I mean, the headlines are
dominated, even over the last few days, on an array of issues. But
how are the European Union members and Canada reacting?

Mr. FERGUSON. I can’t speak for Canada, but the European so-
lution is an inadvertent one. When they had a conscious strategy
of trying to engage China, when President Sarkozy took a hard
line, it was a miserable failure.

But they have solved the problem by having their own massive
internal crisis. And the crisis of the Eurozone has the unintended
consequence of weakening the Euro. This is part of the currency
war story.

You know, listen to those crocodile tears falling in Germany
about the dreadful Greeks. In fact, German manufacturers are de-
lighted that the Greeks are screwing up because it is finally weak-
ening the Euro relative to the dollar and other currencies. So that
is really the solution that they have inadvertently come up with.

Mr. NEAL. And the pound?

Mr. FERGUSON. The pound is going to be an even weaker cur-
rency than the Euro. I would expect you will be shopping in Lon-
don with parity to the dollar any time—some time this year.

Mr. NEAL. Let me just throw this out to the panel as well. How
would the Chinese justify their current position?

Mr. PRESTOWITZ. Well, they justify it on the basis that they
are a developing country. They have to create I forget how many
million—20 or 30 million—jobs a year just to absorb the population
moving from the countryside to the cities.

Mr. NEAL. To the urban areas?

Mr. PRESTOWITZ. They have—you know, they are in catch-up
mode. They also argue that they are only—they are the most dy-
namic economy. They are kind of contributing disproportionately to
global growth, partly as a consequence of this policy.

And, you know, they make the same arguments that we have
heard here, that even if they revalued their currency, it wouldn’t
make any difference. They point to our deficits, our low saving
rates, our declining competitiveness, and basically they tell us to
pull up our socks.

And this is very similar to discussion we had in the 1980s with
Japan. You know, we complained in the 1980s that the Japanese
were not fulfilling all their obligations, undervaluing their cur-
rency, and so forth, and they turned around and said, no. The prob-
lem 1s not us. It is you. And so the Chinese do the same thing.

Mr. BERGSTEN. But the Chinese have implicitly admitted that
they have to change their strategy. For six years, President Hu
Jintao and Premier Wen Jiabao have said repeatedly, we agree
with the need to rebalance our economic growth strategy, put less
weight on export expansion and trade surpluses, and put more
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weight on increasing consumer demand and domestic services sec-
tors.

They have adopted it as policy. The move of the exchange rate
for three years back in 2005 was part and parcel of that. Then they
got cold feet in the face of the global crisis and put a halt to it.
But they have essentially adopted a strategy, rhetorically at least,
of changing the composition of their growth, part of which would
essentially be a big change in the exchange rate.

So I think they have accepted it implicitly. They have stopped it
because of the crisis. The head of the central bank said recently
that it was a temporary thing and they would go back to the ex-
change rate movement at some later point. So it is a matter of tim-
ing and how fast they go about it.

One counsel to us would be to be patient and they will get to it.
But the problem is a lot of crockery is broken in the meanwhile.
But I think they have implicitly accepted, in the G20 and, in the
IMF, a need to rebalance their growth strategy, which has to in-
clude an important currency dimension.

Mr. NEAL. Thank you. Thank you, Mr. Chairman.

Chairman LEVIN. Thank you.

Mr. PASCRELL. Mr. Chairman, we need an Administration that
for once will stand up to China. This is a very serious problem
here, not only contributing to the trade deficit with currency ma-
nipulation, but this is an even bigger problem in terms of how our
goods have become less competitive.

And you tell this—you tell this to the computer industry, the
electronic equipment industry in the United States, and parts in-
dustries that they will have to continue to wait and be destroyed
as the textile industry was destroyed in this country, and we think
we are going to solve all these problems diplomatically.

I don’t think that works. 2.4 million American jobs have been
lost or displaced since China joined the WTO in 2001. As a result
of the growing trade deficit with China, and in the state of New
Jersey, we have lost in that period of time 68,800 jobs. That is out-
lined very clearly in the EPI briefing case which was reported,
which was referred to before.

In my district, the 8th Congressional District alone, we lost 6,000
jobs, lost or displaced. Those numbers are significant. And when I
go back—it will be interesting. When I go back to the district, I in-
tend to talk to some business people about this who are very con-
cerned that they cannot get their product into China, and want to
deal with the exports.

I am going to tell them, well, look. We are going to deal with this
diplomatically because we don’t want to perhaps cause a situation
that occurred in the 1930s. And you know what happened then,
wink wink.

This is an absurdity. We also know that China exports five times
as much to the United States as we export to China. We have le-
verage over China to ensure equity in our trade relations.

And my question to you, Mr. Ferguson: What can the U.S. do,
and what measures do you suggest, to protect the nation from any
possible retribution from China?

Mr. FERGUSON. Well, I think the first thing is to be very care-
ful about assuming that all the lost jobs were lost because of Chi-
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nese competition. And it would be an even bigger mistake to as-
sume that they would all magically come back if China’s currency
were revalued. These would be very misleading assumptions.

I think an important issue that has been raised in our discussion
this morning is what the best channel to go through might be. And
we have expressed skepticism about legislative action, retaliatory
tariffs, for good reason. You may dismiss the parallel with the
1930s as somehow irrelevant, but I can assure you any further
blows to global demand dealt by errors of U.S. fiscal, monetary, or
trade policy would harm your constituents even more severely than
they have so far been harmed.

If you had a choice between the IMF and the World Trade Orga-
nization—and this is really an important point that Dr. Bergsten
has raised—the World Trade Organization is the better institution
for two reasons. It is better at dealing with big guys, and it is bet-
ter at dealing with surplus countries.

Mr. PASCRELL. Let him finish the sentence.

Chairman LEVIN. So we will follow the rules. Mr. Roskam is
next. Mr. Tiberi, Mr. Roskam goes first under our procedures, and
then all of the

Mr. PASCRELL. Mr. Chairman.

Chairman LEVIN. Yes.

Mr. PASCRELL. Couldn’t we have at least allowed the gen-
tleman to finish the sentence?

Chairman LEVIN. I think he finished.

Mr. FERGUSON. Just.

Chairman LEVIN. Okay. Finish the sentence. I thought he had.

Mr. FERGUSON. I did finish the sentence. Thank you, Mr.
Chairman.

Chairman LEVIN. Okay. So here we go. Mr. Roskam is next, and
then under our rules Mr. Crowley, Mr. Davis of Illinois, Mr.
Etheridge, Ms. Sanchez, then Mr. Tiberi and Ms. Schwartz. Okay?
We are taking the two of you who came in after we started.

So let’s go. We may have 20 minutes. It is hard to tell. Mr. Crow-
ley—no, Mr. Roskam.

Mr. ROSKAM. Yes.

Chairman LEVIN. I guess, Mr. Roskam, you will go next and
then Mr. Crowley. Excuse me.

Mr. ROSKAM. Thank you, Mr. Chairman. Mr. Chairman, thank
you for this hearing. I have really found it insightful and helpful.

Dr. Ferguson, maybe to finish your point from a minute ago,
could you give your perspective on sort of the WTO, why it is that
that—the subtlety there vis-a-vis the IMF? And could you com-
ment, maybe, on Dr. Bergsten’s approach? Would you—Dr.
Bergsten’s approach, if I understood it correctly, was designate
China as a currency manipulator, and then do sort of a special
envoy approach with the IMF and the WTO. Could you comment
on that?

Mr. FERGUSON. I don’t think there is any harm in going to the
IMF, but I don’t think anything much will come of it. The IMF is
only able to exert leverage over countries that are in deficit and in
crisis, and they are usually smallish countries. And there are plen-
ty of those it has to concern itself with right now.
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The difference is that the WTO is a body quite differently con-
stituted that is able to impose decisions on the biggest countries,
including the United States when it has violated its WTO obliga-
tions. The WTO is the most powerful of all the international eco-
nomic institutions, and that is why it is actually our best channel.

China has gained hugely from WTO membership, as I think was
pointed out by Congressman Pascrell. But that puts it in a position
of vulnerability if we pursue the letter of the law in the WTO. And
that seems to me to be the best course of action to take. Is
there

Mr. BERGSTEN. I agree with that and add one crucial point.
Under the WTO rules, they ask the IMF for a judgment as to
whether a currency is undervalued or overvalued. So technically,
the WTO, given a case by the U.S., will ask the IMF for a finding.

The managing director of the IMF has been going around the
world saying the RMB is substantially undervalued. So I think the
right advice would be provided. But that is the key reason why the
IMF technically has to be involved in the process.

Mr. FERGUSON. Very briefly, it is not just the currency issue
that we should take to the WTO. There are many, many other
issues where you could challenge China’s compliance.

Mr. ROSKAM. Is it a conditioned precedent to move forward to
name them as a manipulator in April?

Mr. BERGSTEN. Neither technically nor legally. The U.S. has
those rights in the WTO or IMF. My point is, and I have heard this
from people all over the world for five years, that if the U.S. is not
willing to call a spade a spade itself, why is it asking them to stand
up and be counted in a coalition of the willing?

Mr. ROSKAM. I understand. Dr. Levy.

Mr. LEVY. Yes, Congressman. If I may, I would just argue—I
would take some issue with Dr. Ferguson. There is a serious down-
side risk to taking a case to the WTO, which is: We do not have
clear language at the WTO delineating exactly which conditions are
acceptable and which are unacceptable.

The U.S. could lose either way. If it loses the case, we will never
hear the end of it from China about how their practices have been
justified. If we win the case, we will have established the precedent
of panel overreach, that we are counting on dispute settlement pan-
els to essentially legislate and come up with rules.

Mr. ROSKAM. Thank you. I yield back.

Chairman LEVIN. Thank you.

Mr. CROWLEY. Thank you, Mr. Chairman.

I am interested in hearing from all of you, I guess—I don’t know
if there is enough time for that—in terms of what your thoughts
are if China—if you can carry through, if China would begin to or
stop the purchasing of Treasury bills, what effect that would have
in terms of our market share, what the reaction would be. I would
like to hear, if you can give that.

Before you answer that, let me just get the other two, both Drs.
Ferguson and Bergsten. I believe you both have stated that you be-
lieve that the U.S. should declare China a currency manipulator.
Is that correct?

Mr. FERGUSON. [Nodded head up and down.]
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Mr. CROWLEY. What do you believe is the worst case scenario
if the United States does not do that, and if we take no further ac-
tion? I don’t believe either one of you is suggesting we take further
action in terms of congressionally. But at the minimum, you believe
the U.S. should declare them manipulators.

Many economists, and we have heard some reports already, have
demonstrated the job loss that has taken place here because of—
as a result of China’s currency manipulation. Do you believe that
that has peaked? Has it leveled off, or do we still—or are we still
poised to possibly lose millions more jobs?

Mr. BERGSTEN. I think the situation will get worse if we did
nothing about it. If China maintains the exchange rate where it is
now, but if the IMF forecast is right, its surplus rises again, and
in absolute terms gets to about double where it is now, that simply
means a bigger deficit for us and more job loss for us.

So the worst case, in my analysis, 1s if we do not label China.
We still have no credibility in trying to line up a multilateral coali-
tion to take the preferred measures.

Mr. CROWLEY. Dr. Ferguson.

Mr. FERGUSON. Well, I think if we don’t label China a currency
manipulator, we will look like the wimps of the western world. So
it is our credibility that will really be the biggest problem. And I
think that is the most powerful argument.

Your first question is a really important one. I was at a con-
ference in London last week at which a leading Chinese economist
said the following: “My recommendation is that China should buy
no more U.S. Treasuries, but should not sell them all at once.” And
when he said those words, there was a stunned silence in the room.

That seems to me to indicate that there is a fundamental policy
change underway, and it will put the pressure on the Federal Re-
serve to start buying Treasuries if China stops because otherwise
there will be a significant runup, maybe of 200 basis points, in 10-
year yields. And that would really be devastating for the U.S. econ-
omy at this time of depressed demand and very high levels of debt.

Mr. BERGSTEN. I strongly disagree with that, with all due re-
spect. First of all, if they stopped buying Treasuries, like the guy
said, we could declare victory. That is what we want. We want
them to let the exchange rate of the renminbi go up. The way they
keep it from going up is to buy dollars, to buy Treasuries.

Now, what would be the effect on our monetary policy and our
macro economy? First of all, since our deficit would come down, we
wouldn’t need to borrow as much foreign money. We would still
have a budget deficit. Maybe it will put some healthy pressure on
us to reduce our budget deficit.

But in the meanwhile, other people would have to buy those
Treasuries. The Fed itself would, at the end of the day, buy Treas-
uries, as it does now, under its zero interest rate and quantitative
easing policies.

Krugman has argued strongly that more of that could be done
without much effect on interest rates. I don’t think it would go up
200 basis points, but it would go up some. We have done analysis
on it ourselves. We think maybe 50 basis points. There would be
some effect on interest rates. There is no free lunch in getting
these imbalances down, that is for sure.
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Chairman LEVIN. Mr. Davis of Illinois.

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Chairman.

You know, I was just thinking that in the community where I
live, out on the streets there is a saying that if you see a sucker,
bump his head. And I guess if you translate that, it would probably
mean if you see opportunity, exploit it or make use of it.

My question really is: How much or what kind of impact do we
see revaluation of China’s currency helping to make up for the dif-
ferential in labor and production costs which are enticing American
companies and international corporations to flock to China in pur-
suit especially of consumer items?

And how does the differential in consumption in China versus
gorfl_sur})lption of these goods in the United States impact our trade

eficit?

Mr. BERGSTEN. Well, it would help a lot on both counts. On the
latter, remember, if they revalue the exchange rate, it makes im-
ports a lot cheaper. Therefore, they will import more from us and
everybody else. That is good for consumers in China. So if they
really want to shift the economy more toward consumption, a big
revaluation of the exchange rate is very helpful.

In terms of relative labor costs, it also helps. It is not going to
solve the whole problem; their labor costs will still be much lower
than ours. But remember, their productivity is much lower than
ours, too, and what counts is the relationship between the two.

If the RMB were to go up by my full 40 percent, that is like re-
ducing the gap between productivity differentials by about 40 per-
cent. It wouldn’t solve the whole problem, but it would help a lot
in terms of U.S. competitiveness both in the Chinese market and
domestically against products coming from China.

Mr. DAVIS OF ILLINOIS. Anyone else?

Mr. PRESTOWITZ. Well, that is—I agree essentially with what
Fred said. But I would add this point. That is that much of what
we sell—much of the dynamic you are talking about, the movement
of U.S. productive factories and investment abroad, is not so much
in response—it is partly in response to the currency. But it is also
very much, as I said earlier, in response to these very aggressive
investment incentives.

And I think that is another issue that has to be addressed in this
context. And I think it is something that can be done in the WTO,
as Mr. Ferguson suggested.

Mr. FERGUSON. A very brief remark on this. We would have to
keep pressing them because they keep making productivity gains.
And we must realize it is a very important point. This isn’t a one-
time quick fix.

Even if there was a 40 percent revaluation, it wouldn’t be long
before we would find ourselves once again under pressure because
the real gains are coming in the unit labor costs, not from the cur-
rency manipulation.

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Chairman.

Chairman LEVIN. Under our rules, Mr. Camp wants to inquire.

Mr. CAMP. Thank you very much, Mr. Chairman.

We hear a lot about China’s foreign currency reserves. And Dr.
Levy, could you help the committee understand the ramifications
of holding those reserves? And certainly, you know, the impact on
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financial markets, for example, and some have argued they may
have been the cause of the financial crisis, does this push down
U.S. interest rates?

Can they use them to subsidize manufacturing? And are there
any other countries that, over time, have had either large foreign
currency reserves or large trade surpluses, and what was the im-
pact?

So if you could just enlighten the committee in that area, I would
appreciate it.

Mr. LEVY. Yes. I would be happy to. There is a lot of material
there.

I would say I do not believe that China’s accumulation of foreign
currency reserves were a principal cause of the financial crisis.

It does have the effect of increasing the pool of savings in the
world, and that does have the effect of driving down interest rates.

But I think for the U.S. as a major borrowing nation, in general
seeing lower interest rates is a good thing. If we misuse the funds,
that is not really China’s fault.

I think there are common misperceptions that the accumulation
of reserves is some war chest for China to do whatever they please
to, as you suggested, subsidize domestic manufacturers, is one com-
mon. In fact, it is a very limited pile of funds, and I would argue
that it is in no sense a measure of Chinese success, that it is a
growing problem for the Chinese.

Were they to try to use these funds domestically, the first step
would be that they would have to convert—whether it is dollars,
Euros, yen—they would have to convert them into their currency,
and that would bid up their currency.

What they are faced with is as soon as that happens, they face
a very serious capital loss. They can have a capital loss both be-
cause of the change in the currency and if interest rates were to
rise. So it is actually a major point of vulnerability for China.

Were there other points that missed?

Mr. CAMP. No. I mean, that was generally it. I have a few sec-
onds left. Is there anybody else who would care to comment?

Mr. BERGSTEN. I think the Chinese fully understand that they
are going to take big capital losses on their dollar holdings. They
have viewed this all along as an export subsidy, which leads to a
job subsidy. And they know that at some point, they are going to
have to pay the price.

It is actually ironic and almost humorous. The Chinese complain
about the international value of the dollar and the international
role of the dollar. But every day, as I testified, they are buying an-
other $1 billion worth of dollars to keep their currency from rising.
They are the ones who are propelling the dollar to an ever greater
international role, all the while complaining about it.

So I don’t have too much sympathy for them. I think the
thoughtful people there know that they are going to take a loss.
They don’t have to mark it to market, incidentally. It doesn’t go
into their budget. It doesn’t go into any accounting. They will never
have to pay any piper for it. But they know that as part of their
development strategy, it is a price that they judge to be worth pay-
ing.
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Mr. CAMP. All right. Thank you. I see my time is expired. Thank
you, Mr. Chairman.

Chairman LEVIN. Thank you, Mr. Camp.

Mr. Etheridge and then Ms. Sanchez.

Mr. ETHERIDGE. Thank you, Mr. Chairman. Thank you for this
hearing.

Let me follow that a bit because if you look at it internationally
and look at some numbers—I am looking on this chart—if you go
back to 2000 on the foreign currency exchange reserves that China
has accumulated, and with the amount of trade deficits they have
accumulated at the same time, it is about a fivefold increase, you
know, progressively. It keeps going.

My question is this, though: Because as you look at the loss of
jobs in this country in that same period and you look at how the
products we manufacture have gone, and it is also having an im-
pact, starting to have an impact, on our agricultural exports that
we now still have a balance of payments in, my big question to you,
in a state like mine in North Carolina, where we produce pork and
poultry and a host of manufacturing textiles and technologies, give
me some understanding of where we are headed with all this stuff.

We have talked about it in the broader sense. But through the
international or the large corporate entities, you know, they are
moving stuff at that level. I want to know what happens on Main
Street for the guy and gal who is out there working every day who
is trying to make a living and don’t understand all this stuff.

Mr. BERGSTEN. Well, I did a quick calculation based on the
data your staff aide gave me on North Carolina. And if I under-
stand it right, your population is about 3 percent that of the coun-
try.

Mr. ETHERIDGE. Correct.

Mr. BERGSTEN. So if the averages pan out and my numbers are
right, then eliminating the Chinese currency misalignment would
create somewhere between 18,000 and 30,000 jobs in North Caro-
lina. It actually might be a bit more than that because in agri-
culture and low-productivity industries like textiles, you actually
get more jobs per billion. So you would probably be toward the
upper end of that range.

It would be significant in terms of job creation in a trade-ori-
ented state like North Carolina.

Mr. ETHERIDGE. Mr. Ferguson.

Mr. FERGUSON. More jobs have been lost in the United States
by the bursting of the real estate bubble and the loss of jobs in
housing and construction than have been lost to competition with
China in the last three years, far more.

And we must beware of what would be a Pyrrhic victory, in Dr.
Bergsten’s terms. If we got a currency revaluation at the price of
higher interest rates, then it would be very bad news indeed for the
people in the housing and construction sectors so badly affected
and so very far from a sustainable recovery right now.

Mr. ETHERIDGE. So it is not a very simple answer?

Mr. PRESTOWITZ. But, listen. The course that we are on at the
moment, if the Chinese don’t revalue and we stay on the track we
are on, is unsustainable. And it results in continued erosion of U.S.
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competitiveness and U.S. standard of living, and it is just not a
sustainable course.

Mr. ETHERIDGE. Thank you, Mr. Chairman.

Chairman LEVIN. Ms. Sanchez, you have the last crack, I think.
Thank you for your patience.

Ms. SANCHEZ. Thank you, Mr. Chairman. And I want to thank
the witnesses for their patience.

All of you seem to agree that China is artificially holding down
the value of its currency in order to boost its exports and make im-
ports more expensive there. And it is clear that the use of the fa-
vorable exchange rate policy hurts American farms and American
workers.

And estimates that are about 1.5 million jobs are lost due to the
currency manipulation. And in fact, in the state of California, we
have lost the greatest number of jobs due to unfair Chinese trade
policies, and sadly, my district ranks No. 32 of all 435 congres-
sional districts in job loss due to unfair Chinese trade.

And so, Mr. Chairman, I would ask unanimous consent to be able
to submit the EPI briefing paper, “Unfair China Trade Costs Local
Jobs,” for the record, if I may. Mr. Chairman?

Chairman LEVIN. Without objection.

[This information follows:]
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UNFAIR CHINA TRADE
COSTS LOCAL JOBS

2.4 Million Jobs Lost, Thousands Displaced
in Every U.S. Congressional District

BY ROBERT E. 5COTT

ince China entered The World Trade Organization (WTO) in 2001, the extraordinary growth of U.S, trade with

China has had a dramatic effect on U.5. workers and the domestic economy. The United States is piling up

foreign debr, losing export capacity, and the growing trade deficit has been a prime contributor to the crisis in

U.S. manufacturing employment. Berween 2001 and 2008, 2.4 million jobs were lost or displaced, including 91,400 in

2008 alone, despite a dramatic decline in toral and bilateral U.S.-China trade deficits that began in the second half of

that year. Growing trade deficits have cost jobs in every Congressional district, including the District of Columbia and
Puerto Rico (this study reports these district-level data for the first time).

The computers, clectronic equipment, and parts industries experienced the largest growth in trade deficits with

China, leading with 627,700 (26%) of all jobs displaced between 2001 and 2008, As a result, the hardest hit Congressional

districts were located in California and Texas, where remaining jobs in those industries are concentrated, and in North

Carolina, which was hard hit by job displacement in a variety of manufacturing industries.
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40% of U.S. non-oil imports from less-developed countries
in 2008.

Silicon Valley in California, including the 15th (Santa

EPI BRIEFING PAPER #258

This study finds the following:

The 2.4 million jobs lost/workers displaced narion-
wide since 2001 are distributed among all 50 states,
the District of Columbia, and Puerta Rico, with the
biggest losers, in numeric terms: California (370,000
jobs), Texas (193,700), New York (140,500), lllinois
(105,500, Florida (101,600}, Pennsylvania (95,700),
North Carolina (95,100), Ohio (91,800), Georgia
(78,100), and Massachusetes (72,800).

The hardest-hit states, as a share of total state
employment, are New Hampshire (16,300, 2.35%),
North Carolina (95,100, 2.30%), Massachusetts
(72,800, 2.25%), California (370,000, 2.23%),
Oregon (38,600, 2.19%), Minnesora (58,800,
2.17%), Rhode Island (10,600, 2.01%), Alabama
(39,300, 1.97%), Idaho (13,500, 1.97%), and South
Carolina (38,400, 1.97%).

Rapidly growing imports of computer and electronic
parts (including computers, parts, semiconductors,
and audio-video equipment) accounted for more than
40% of the $186 billion increase in the U.S. trade
deficit with China between 2001 and 2008. The $73
billion deficit in advanced technology produces with
China in 2008 was responsible for 27% of the toral
U.S.-China trade deficit. The growth of this deficit
contributed to the elimination of 627,700 U.S. jobs
in computer and electronic products in this period.
Other hard-hit industrial sectors include apparel and
accessories (150,200 jobs), miscellaneous manufac-
tured goods (136,900), and fabricared meral products
(108,700); several service sectors were also hard hit by
indirect job losses, including administrative support
services (153,300) and professional, scientific, and
technical services (139,000).

The hardest-hit Congressional districts had large
numbers of workers displaced by manufacturing
trade, especially in compurter and electronic parcs,
apparel, and durable goods manufacruring, The three

hardest hit Congressional districts were all located in

« MARCH 23, 2010

Clara county, 26,900 jobs, 8.3% of all jobs in the
district), the 14th (Palo Alto and nearby cities, 20,300
jobs, 6.3%), and the 16th (San Jose and other parts of
Santa Clara county, 18,200 jobs, 6.0%).

The hardest hit Congressional districes were concen-
trated in states thar were heavily exposed to growing
China trade deficits in computer and electronic
products and other industries such as furniture,
textiles, and apparel. OFf the top 20 hardest hic dis-
tricts (see Table 3, below), cight were in California
(in rank order, the 15th, 14th, 16¢h, 13th, 31st, 34th,
50th, and 47th), four were in North Carolina (10ch,
Gth, 4th and 5th), three were in Texas (31st, 10th
and 3rd), two were in Massachuserts (5th and 3rd),
and one each in Oregon (1st), Georgia (9th), and
Alabama (5th). Each of these districts lost more than
8,600 jobs (2.8% of total jobs in the district).

Currency manipulation

A major cause of the rapidly growing U.S. trade deficic with
China is currency manipulation. Unlike other currencies,
the Chinese yuan does not fluctuare freely againse the
dollar. While the value of its currency should have increased
as China exported more and more goods, it has instead
remained artificially low, and China has aggressively
acquired dollars to further depress the value of its own
currency. China has vightly pegged its currency to the ULS.
dollar ar a rate that encourages a large bilareral surplus with
the United States. China had to purchase $453 billion in
U.S. treasury bills and other securities berween December
2008 and December 2009, alone, to maint