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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

SEPTEMBER 22, 2005

The Honorable TED STEVENS,

President Pro Tempore of the U.S. Senate, Washington, D.C. 20510
The Honorable J. DENNIS HASTERT,

Speaker of the House of Representatives, Washington, D.C. 20515

DEAR SENATOR STEVENS AND SPEAKER HASTERT:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the record of our hearing in
New York City at the Council on Foreign Relations on May 19 and
20, 2005. The hearing on “China and the Future of Globalization”
gave the Commission insights into China’s role in global economic
developments and how these “globalization” trends affect the Amer-
ican economy. A copy of the hearing record is also available on the
Commission’s website at www.uscc.gov.

U.S.-China economic relations have become central to the devel-
opment of global economic trends. As trade and investment be-
tween the two nations has expanded in importance and scope, the
impact of this relationship on the U.S. economy—and the global
economy—has grown to enormous proportions. In its 2004 Report
to Congress, the Commission noted that “the U.S.-China economic
relationship is of such large dimensions that the future trends of
globalization will be influenced to a substantial degree by how the
United States manages its economic relations with China” and that
“[ilt is reasonable to believe that U.S.-China economic relations will
help shape the rules of the road for broader global trade relations.”

Understanding the assumptions and governing theories and mod-
els underlying globalization is essential because they shape the
way policymakers view the trends and implications of global eco-
nomic developments. These theories and models are deeply rooted
and have driven U.S. economic policies for decades. For this reason
the Commission felt it important to take stock of the underlying
theories and models of globalization and China’s role in these de-
velopments.

The New York hearing featured testimony from prominent econo-
mists, academicians, and business leaders. The topics discussed in-
cluded the economic underpinnings of globalization, the impacts of
globalization on national economies, China’s role in the develop-
ment of globalization, the interrelationship between globalization
and the U.S. trade deficit, corporate globalization strategies, the
rise of mass retailers and their influence on production location de-
?]isions, and the role of tax policy in driving trade and investment

OWSs.

Among the key observations made by participants during this

session were the following:
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While many U.S. firms have addressed their global competi-
tiveness challenges through outsourcing and “off-shoring,”?
these individual corporate decisions do not address, and in
some cases may conflict with, efforts to maintain productive ca-
pacities in industries important to U.S. economic leadership
and viability. This distinction between private and national in-
terests is particularly pertinent with regard to the U.S. eco-
nomic relationship with China.

In today’s global economy, factors of production, including cap-
ital and technology, flow freely across national borders, raising
questions about the continuing usefulness of the traditional
theory of comparative advantage, which assumes non-mobile
factors of production, for understanding patterns of trade and
production.

In assessing the relevance of comparative advantage analysis
to U.S.-China economic relations, it is important to recognize
that a significant aspect of China’s competitive advantage
stems from a system where workers are often denied funda-
mental workers rights. Addressing this requires the inclusion
of strong workers rights provisions in trade agreements.

The opening of the Chinese, Indian, and former Soviet bloc
economies has led to more than a doubling of the global work
force and likely will put downward pressure on U.S. wages, at
increasingly higher levels of the wage scale, for decades.

China and other East Asian economies are pursuing export-led,
mercantilist growth strategies that undermine the foundations
of an open and balanced international trading system.

While there is not a complete consensus regarding all the un-
derlying causes of the U.S. trade deficit, the current trends are
unsustainable and demand immediate attention, including ad-
dressing U.S. federal budget deficits and misaligned exchange
rates.

The rise of “big box” mass retailers has led to a shift of market
power from manufacturers to retailers with profound implica-
tions for the organization of production. China has become the
key source from which such retailers obtain manufactured con-
sumer products and this has been a key driver of China’s eco-
nomic growth.

The current structure of the U.S. international tax system is
both inefficiently complex and generally favorable to offshore,
as opposed to domestic, investment.

U.S. Economic Competitiveness

Ambassador Richard Haass, President of the Council on Foreign
Relations, opened the hearing with perceptive observations on U.S.
economic competitiveness. He noted that the arrows are pointing in
the wrong direction with regard to long-term trends in U.S. com-
petitiveness and that competitiveness is not something that can be
established “overnight,” but instead must be developed and nur-
tured over the long-term.

1“Off-shoring” encompasses both the outsourcing of work by a U.S. firm to a foreign firm pro-
ducing abroad and a U.S. firm’s relocation of production to a facility it owns and operates over-
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Dr. Ralph Gomory, President of the Alfred P. Sloan Foundation,
highlighted the differing competitiveness challenges faced by indi-
vidual companies and the nation as a whole. He told the Commis-
sion that “[t]here is and can be fundamental conflict between the
goals of the company and the goals of the country” since U.S. com-
panies are required to make profits rather than consider the na-
tional effect of their decisions about where to produce goods or
services. This distinction between “national” and “private” competi-
tiveness raises profound public policy questions concerning the dis-
tinction between public and private interests. These questions are
especially germane to our economic and security relationship with
China, where the market may promote private actions that are at
odds with the national interest.

Such concerns were also voiced by Mr. Ron Blackwell, Chief
Economist of the AFL-CIO. Mr. Blackwell maintained that our na-
tion faces its most serious competitive challenge in modern history.
Like Ambassador Haass, he noted that the issue is not receiving
adequate public debate and policy attention. With regard to the
conflict between “national” and “private” competitiveness, Mr.
Blackwell noted that many companies have solved or are attempt-
ing to solve their private competitiveness challenges through off-
shoring. But this leaves unresolved the national competitiveness
problem regarding how the United States will pay its way in the
global economy in the future and continue to create a broad base
of well-paying jobs for American workers.

The United States’ lack of attention to strategic competitiveness
concerns was concretely brought home to the Commission by testi-
mony from Mr. William Jones, Chairman of the Cummins-Allison
Corporation. Cummins-Allison is a producer of specialty currency
printing and verification equipment. Whereas other countries view
protection of their currencies as a national and economic security
concern warranting a domestic production champion, the United
States has no such policy. The result has been the creation of an
uneven playing field in which foreign competitors are significantly
advantaged by the support of their governments. This has contrib-
uted to the decimation of the U.S. security printing industry.
Cummins-Allison is the last remaining U.S. firm in this industry,
and it is restricted to competing in niche markets owing to a lack
of government support that would yield the economies of scale
needed to support a full product base.

International Trade and Comparative Advantage

Support for international trade is traditionally justified by the
theory of comparative advantage. That theory was developed by
David Ricardo during the 19th Century based on the assumption
that factors of production, including capital and technology, are im-
mobile. In today’s world, capital and technology flow freely across
borders, raising questions about how useful comparative advantage
theory is for understanding current patterns of trade and produc-
tion.

The Commission heard from Dr. Gomory that, in the modern
world, comparative advantage is not often fixed by nature. Instead,
it can be changed rapidly by private sector actions and government
policy. This directly connects with the issue of economic competi-



tiveness policy. In the 19th Century, when Ricardo developed his
theory, natural and enduring factors meant that it was unlikely
that production of either Portuguese wool or English wine would
suddenly become more efficient. This is no longer the case for mod-
ern industries, and countries can more easily enter new business
areas. According to Dr. Gomory, the important policy implication is
that a country’s gains from trade can be significantly reduced if a
trading partner increases its productivity, a finding that is directly
relevant to U.S.-China relations.

In written testimony submitted to the Commission, Dr. Paul
Craig Roberts of the Institute for Political Economy emphasized
that in a world of mobile factors of production, specialization ac-
cording to comparative advantage no longer will prevail as capital
flows to locations of absolute advantage. A significant implication
is that “international mobility of capital and technology and the ad-
vent of production functions that operate the same regardless of lo-
cation mean first world labor will be displaced in tradable goods
and services until there is a global equalization of wages and living
standards.” This will result in tremendous downward pressure on
the wages of U.S. workers.

Similarly, Dr. William Wolman, former Chief Economist for Busi-
ness Week, told the Commission that mobility of capital and the re-
sulting increase in global competition facing the U.S. workforce is
leading to the “law of one price.” He argues that, adjusting for
transportation costs, products eventually will sell for the same
price whether in Bangalore, India or Bangor, Maine. If costs of pro-
duction are lowered in India, capital will flow there to increase the
rate of return on that capital.

In contrast to the questions raised above about the comparative
advantage model, Dr. Arvind Panagariya of Columbia University
defended the current relevance of the model. While acknowledging
that U.S. income declines may result from Chinese gains in produc-
tivity, he argued that the decline in U.S. incomes would be greater
if the United States were to close its borders completely to trade
and that comparative advantage theory postulates that the United
States is better off trading rather than not trading with China in
the presence as well as the absence of labor mobility.

In assessing the relevance of comparative advantage analysis to
U.S.-China economic relations, it also is important to recognize
that a significant aspect of China’s competitive advantages stem
from a system where workers often are denied basic human and
labor rights. Mr. Blackwell told the Commission that “workers in
China are systematically denied their fundamental human rights—
the right to freedom of opinion and speech, the right of mobility
within the country, freedom of association, but especially the free-
dom to form unions and bargain collectively.” He suggested that
the denial of fundamental worker rights is a key component of the
Chinese government’s competitiveness strategy. Addressing this,
according to Mr. Blackwell, requires the inclusion of strong worker
rights provisions in trade agreements in the same manner as such
aglii}ements include strong protections for intellectual property
rights.

This analysis points to a vital need for U.S. policy to maintain
the nation’s competitiveness through investment in education, in-
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frastructure, training, and knowledge production. It also requires
that protections for fundamental worker rights be a priority in fu-
ture trade agreements. If the United States stays ahead of the com-
petition in these vital respects, it can secure gains from trade; if
it falls behind it will experience reduced gains or potentially losses
from trade.

Doubling of the Global Work Force

Professor Richard Freeman of Harvard University addressed the
implications of the doubling of the global work force that has oc-
curred with the opening of the Chinese, Indian, and former Soviet
bloc economies. The net result has been a massive increase in glob-
al labor supply that he argues, similar to Dr. Roberts, will put
downward pressure on U.S. wages.

Professor Freeman predicted that absorbing this increase in
labor supply could exert downward pressure on wages for the next
thirty to forty years. Wages need not necessarily go down in this
period owing to productivity advances, but if they rise they will not
rise as fast as would have been the case if these developing econo-
mies had not joined the global economy.

Downward wage pressures have been felt at the bottom of the
wage distribution for some time. However, the United States now
should expect those pressures to move up the wage distribution as
skill and educational levels increase in China, India, and the
former Soviet bloc countries. Globalization and the ability to trade
previously un-tradable, knowledge-based services over the Internet
promise to further increase these pressures.

Professor Freeman testified that reducing these adverse pres-
sures calls for major public investments in education, science, and
technology. The United States has a comparative advantage in
knowledge creation, and it is critical that the nation invest wisely
to maintain that comparative advantage. Further, in this new
hyper-competitive environment the United States must remove
self-imposed cost disadvantages such as the way we provide
healthcare. We place a large portion of the expense for health care
for workers and their families on our companies, which is espe-
cially injurious to the global competitiveness of U.S. manufacturing
firms.

Export-Led Growth Strategies

The Commission heard testimony from Professor Robert Blecker
of American University and Mr. Clyde Prestowitz, President of the
Economic Strategy Institute, about China’s economic development
model. Whereas the United States has emphasized an economic
model that gives primacy to consumers, China and other East
Asian economies have adopted a model that emphasizes strategic
accumulation of productive capacity. An important part of this
strategy is “export-led growth” which constitutes a modern form of
mercantilism.

Export-led growth is an economic strategy in which a country
seeks to promote its industrial growth through a variety of policy
devices that promote exports while strategically restricting imports
to items needed for domestic growth and export production (such
as technology and raw materials). These policy devices include
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wage repression, industrial subsidies, government procurement
policies, closed distribution systems, performance requirements on
foreign investors, and an undervalued exchange rate. All these poli-
cies are evident in China, and they also are evident in other East
Asian economies.

It is important for U.S. policy to recognize that such export-led
mercantilist practices are fundamentally contrary to the spirit of
an open and balanced international trading system. Such practices
create imbalanced trade and frustrate the principles upon which
the post-World War II open trading system is based. Longer-term,
export-led mercantilism represents a strategic danger by gener-
ating artificial de-industrialization in those countries that play by
the rules of our trading system.

Professor Oded Shenkar of Ohio State University cautioned the
Commission about assumptions that China intends eventually to
conform to the economic or political model of a democratic liberal
country. Instead, China has a history of playing by its own rules,
and of borrowing ideas and practices from outside and giving them
Chinese characteristics. Export-led mercantilism is fully consistent
with this history, and it is a dubious assumption that China aims
to adopt the fundamentals of the democratic, liberal, multilateral,
international economic order.

The Trade Deficit

The U.S. trade deficit with China has figured prominently in the
elevation of concerns about the U.S.-China economic relationship,
and is a major component of the massive and rapidly expanding
U.S. global trade deficit. The Commission heard varied testimony
on the causes of the deficit. While all witnesses agreed that the def-
icit is a significant problem that needs policy attention, they dis-
agreed on the underlying causes of the deficit.

Dr. Catherine Mann of the Institute for International Economics
echoed earlier comments about China’s export-led growth, and
characterized the U.S.-China trade relationship as one of co-de-
pendence under which the United States gets cheap consumer
goods and China gets jobs. She argued that this pattern is
unsustainable and that both countries stand to be injured, leading
to the need for urgent policy action. With regard to cause, Dr.
Mann characterized the U.S. problem in terms of excessive con-
sumption and inadequate saving, due in part to U.S. federal budget
deficits driven in recent years by personal income tax cuts.

This diagnosis was partially challenged by Dr. Dean Baker of the
Center for Economic Policy and Research, who argued that al-
though the United States had a low savings rate, the real cause of
the trade deficit was the over-valued dollar, which is a particular
problem with regard to the Chinese and other East Asian cur-
rencies. In Dr. Baker’s view, near-term action to correct exchange
rate misalignments is badly needed.

Ambassador Richard McCormack of the Center for Strategic and
International Studies expressed his concerns about the long-term
implications of the U.S. current account and trade deficits. He ex-
plained that “America has an absolute requirement, over time, to
buy less from abroad, sell more overseas, or some combination of
the two. More and more of the fruits of our work and productivity
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will otherwise go to our foreign creditors in interest payments and
other financial transfers. This ultimately could impact living stand-
ards here, depending on the ultimate size of our accumulating ex-
ternal debts.”

Role of “Big Box” Mass Retailers

Professor Gary Hamilton of the University of Washington pro-
vided testimony on the role of mass retailers in globalization and
China’s economic development. Over the last fifty years there has
been a revolution in American retailing, the first stage of which
was a shift from shopping on Main Street to shopping in malls. The
second stage has involved “big box” discount retailers such as Wal-
Mart and Home Depot displacing traditional general merchandise
department stores such as Sears and J.C. Penney. This shift has
had tectonic consequences for the organization of production and
the nature of economic competition.

Professor Hamilton detailed how the emergence of big box dis-
count retailers has led to an enormous increase in concentration in
the retailing sector. With this increase in concentration there has
been a shift of market power away from manufacturers to the re-
tailers. Not only have these retailers acquired increased buying
power relative to manufacturers, they also have driven a reorga-
nization of the structure of manufacturing production. In par-
ticular, these retailers have become global buyers, scouring the
globe for the lowest cost producers. The big box discount retailers
thereby have served as a vehicle for putting countries—and work-
ers in those countries—in competition with each other. In effect,
big box retailers can be viewed as a critical mechanism of global
labor arbitrage, one that may be even more important than the
production decisions of multi-national corporations.

In addition to changing the nature of international competition,
the rise of mass retailers also has enormous implications for the
trade deficit. This is because they provide a ready-made distribu-
tion network for selling imported products on a national basis. In
effect, they are the pipeline via which items move from the fac-
tories of China to the homes of Middle America. Professor Ham-
ilton concludes that “the single most important driver of China’s
growth is that China has become the world’s chief site for sourcing
manufactured consumer products” and that “[t]he most important
firms that source goods from China are the large retailers and
brand-name merchandisers, which are mainly located in the United
States.”

These developments raise significant public policy concerns. Yet,
there has been a general lack of awareness of and attention paid
to the implications of this retail revolution.

International Tax Policies

The Commission heard testimony from prominent tax policy ex-
perts and practitioners concerning how U.S. tax policies, particu-
larly those dealing with taxation of income earned by overseas sub-
sidiaries of U.S. firms, affect trade and investment flows. The pan-
elists discussed the principal elements of current U.S. tax law that
apply to overseas investment by U.S. firms and offered proposals
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for reforming current laws to better encourage domestic investment
and production.

While the panelists offered different ideas for potential reforms,
they were in agreement that the current structure of the U.S.
international tax system is both inefficiently complex and favorable
to offshore, as opposed to domestic, investment. They also empha-
sized that while China is growing in importance as a location for
U.S. investment, it is necessary to look at U.S. tax policy toward
international investment in general, not just its application to
China, and to consider needed reforms on a broader scale rather
than as a bilateral matter.

Deferral. Under current U.S. tax rules, when a U.S. firm con-
ducts its foreign business through a foreign-chartered subsidiary
corporation, the overseas earnings of the subsidiary are not subject
to U.S. tax unless and until this income is repatriated to the U.S.
parent corporation (though the subsidiary remains liable for tax in
the local jurisdiction). There are exceptions for certain types of
“tainted” income, such as passive investment income, which re-
mains subject to U.S. taxation. The deferral rules were designed in
part to keep U.S. firms competitive in their overseas operations
with foreign firms that enjoy preferential tax treatment. Although
the enactment of tainted income exceptions have limited the scope
of deferral somewhat, the experts who testified before the Commis-
sion believe that by providing an exclusion from U.S. taxation the
deferral rules result in more favorable tax treatment for offshore
investment than for domestic investment and encourage U.S. firms
to keep their foreign subsidiaries’ earnings overseas rather than in-
vesting them in the United States.

Professor H. David Rosenbloom of New York University ex-
plained that the current rules fail to take into account the differing
tax systems of countries that are recipients of U.S. investment. He
argued that our tax policies should differentiate between countries
with tax systems similar to that of the United States where invest-
ment is usually aimed at conducting active business operations and
countries that attract investment as tax havens. He suggested that
complete exemption from U.S. taxation could be allowed for the
former, while full taxation might be the general rule for the latter.
Countries such as China, that attract investment for active busi-
ness but that also employ tax holidays and special tax regimes to
attract such investment, could be addressed on an individual basis
through the bilateral tax treaty process. He noted that other coun-
tries make such differentiations in their tax law and therefore it
is feasible.

U.S. Corporate Tax Structure. Dr. Gary Hufbauer of the Institute
for International Economics told the Commission that the U.S. cor-
porate tax structure was more of a hindrance to U.S. domestic in-
vestment than the international tax rules. He explained that over
the past two decades, the United States has become increasingly
less “tax friendly” as other countries have significantly reduced
their effective corporate tax rates. This has included both tradi-
tional low-tax and tax haven countries, and major industrial com-
petitors such as France, the United Kingdom, China, Taiwan, Mex-
ico, and Brazil.



A related concern is the World Trade Organization’s (WTO’s) dis-
parate treatment of direct and indirect taxes. Pursuant to WTO
rules, the United States is not permitted to levy its corporate in-
come tax—a direct tax—on imports nor waive its corporate tax on
exports. At the same time, WTO rules allow countries that have a
value added tax (VAT) system—an indirect tax—to exempt this tax
on exports while imposing it on imports. Dr. Hufbauer argued that
this distinction in treatment between direct and indirect tax is not
justified.

For these reasons, Dr. Hufbauer advocates replacing the current
U.S. corporate income tax with a Corporate Activity Tax (CAT), a
variant of the subtraction-method VAT, levied on the domestic
sales of corporations. He argues that such a system would be more
efficient and broader-based than the current U.S. corporate tax sys-
tem, and as an indirect tax could be imposed on imports and ex-
empted on exports, thereby removing a key disparity favoring off-
shore investment. Notably, EU nations, China, and most other in-
dustrial nations use a VAT system.

Sourcing Rules. One of the fundamental components of U.S.
international tax rules is the determination of whether income is
U.S. or foreign-sourced. Income derived by foreign business entities
is generally taxed only if sourced in the United States, whereas
U.S. firms receive credits for foreign taxes paid only to the extent
of the U.S. tax liability on their foreign-source income. Mr. David
Tillinghast of Baker & McKenzie explained that these rules were
developed at a time when the U.S. economy and the economies of
its major trading partners principally involved tangible property,
and these rules are not readily workable with regard to global busi-
ness operations and intangible property. For example, he noted the
complexities of determining the source of income earned from Ili-
censing software or from services provided over the Internet.

Bilateral Tax Treaties. The United States has entered into bilat-
eral income tax treaties with a number of countries, including
China. One aim of these treaties is to avoid double taxation given
differing national tax laws. In its treaties with developing countries
like China, the United States generally has given these countries
the right to tax royalty income earned by U.S. firms that is exempt
from tax under the terms of its treaties with developed countries.
This has led China and others to take an expansive view of royalty
income, encompassing certain types of income that developed coun-
tries generally classify as “business profits” exempt from source-
based taxation. Mr. Tillinghast argues that the tax treaty with
China, which came into force in 1986, is ripe for renegotiation to
deal with this and other concerns given the significant changes
that have taken place in China over the past twenty years.

Going Forward

The Commission believes that current developments in U.S.-
China trade and investment warrant a revisiting of the assump-
tions and models of globalization in order to more appropriately
fashion economic and trade policies to address U.S. challenges in
the global economy. Moreover, the Commission believes that a re-
view of U.S. international tax policies should be an important com-
ponent of a broader policy review in this area. Going forward, the
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Commission plans to deepen its examination of these matters,
which are central to informing our analysis as we continue to as-
sess specific areas of U.S.-China economic relations and the impli-
cations for the U.S. economy and economic security.

@2% S i O

C. Richard D’Amato Roger W. Robinson, Jr.
Chairman Vice Chairman

Sincerely,
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CHINA AND THE FUTURE OF GLOBALIZATION

THURSDAY, MAY 19, 2005

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION,
Washington, D.C.

The Commission met the Council on Foreign Relations, 58 East
68th Street, New York, N.Y. at 8:30 a.m., Chairman C. Richard
D’Amato and Vice Chairman Roger W. Robinson, Jr. (Hearing Co-
chairs), presiding.

OPENING REMARKS OF CHAIRMAN C. RICHARD D’AMATO

Chairman D’AMATO. The Commission will come to order. I am
pleased to open the U.S.-China Economic and Security Review
Commission’s two-day hearing in New York City at the Council on
Foreign Relations on a topic of great scope and importance: China
and the Future of Globalization.

I welcome Richard Haass, President of the Council, and on behalf
of the Commission, let me thank you for your hospitality and allow-
ing us the rooms and courtesies of the Council for this hearing.

Richard Haass has been President of the Council almost two
years now, a former Director of Policy and Planning at the State
Department, and Director of Foreign Policy Studies at the Brook-
ings Institution.

He is the author or editor of ten books on American foreign pol-
icy. His next book is called “The Opportunity.” He may want to do
some revisions to it based on the hearing today. I don’t know.
Maybe it’s too late. It will be available shortly.

Richard Haass was confirmed by the U.S. Senate to hold the
rank of Ambassador and has served as U.S. Coordinator for Policy
Toward the Future of Afghanistan, and was the lead U.S. Govern-
ment official in support of the Northern Ireland peace process. For
his efforts, he received the State Department’s Distinguished
Honor Award.

In his past life, he was on the National Security Council in 1991
and began his political and diplomatic life as a legislative aide in
the United States Senate where I am sure he learned his political
and diplomatic skills. He also is a Rhodes scholar and has degrees
from Oberlin College and Oxford University. We thank you very
much for your hospitality, Mr. Haass.

[The statement follows:]

Prepared Statement of Chairman C. Richard D’Amato

I am pleased to open our two-day hearing in New York City at the Council on
Foreign Relations on a topic of great scope and importance.

It is particularly fitting that we examine the nature and implications of global
economic integration—what has come to be known as “globalization”—at this impor-
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tant institution for American foreign policy, and in this city at the center of Amer-
ica’s global economy. After all, the Commission was established to look at how our
economic and strategic goals intersect in the context of China. We are indebted to
Ambassador Haass and the Council for their hospitality and assistance in convening
this event. I would also like to recognize the exceptional efforts of my colleague,
Commissioner Patrick Mulloy, in helping to develop the agenda for this hearing.

In its 2004 Report to Congress, the Commission set the framework for our hearing
by drawing a link between the development of U.S.-China economic relations and
the development of globalization writ large. The Commission stated in the report:

[T]he U.S.-China economic relationship is of such large dimensions that the
future trends of globalization will be influenced to a substantial degree by
how the United States manages its economic relations with China. It is rea-
sonable to believe that U.S.-China economic relations will help shape the
rules of the road for broader global trade relations. If current failings are
remedied and the relationship is developed so as to provide broad-based ben-
efits for both sides, globalization will likely be affected in a positive manner
on a worldwide scale. If not, the opposite will likely be true.

This Commission has been detailing for the Congress on an ongoing basis the in-
creasing breadth of U.S.-China economic relations. The level of trade and financial
flows between the two countries has reached massive proportions. Two-way trade
exceeded $230 billion in 2004, including a U.S. trade deficit of $162 billion. Yet
China remains a developing, non-market economy. It is a truly unprecedented eco-
nomic relationship between two economies at vastly different ends of the develop-
ment spectrum. The Commission believes that understanding and addressing the
costs and benefits of this relationship are vital to long-term U.S. economic health
and to broader global trade relations.

Globalization is dealt with in formal economics under theories of trade, invest-
ment, and comparative advantage. We intend to explore the theoretical underpin-
nings of globalization with our distinguished panelists and assess how they comport
with today’s economic realities. A key question is whether traditional theories need
to be modified or recast in the face of a dramatically changing world. For example,
do traditional theories of comparative advantage still hold true where the factors of
production—both labor and capital—are highly mobile?

Moreover, we will examine how the U.S. economy is faring in a global environ-
ment. Surely there will be specific winners and losers from globalization in the
American economy, but we hope to understand what structural changes have taken
place that will alter U.S. economic fundamentals in the future. For example, to what
extent are U.S. retailers driving decisionmaking as opposed to U.S. manufacturers?
What are the implications for the arrangements hammered out between labor and
management in this country over decades of negotiations?

We will further examine the causes and consequences of the U.S. trade deficit,
one of the most controversial and significant outgrowths of globalization for the U.S.
economy. Some economists contend that the deficit is driven by global economic
trends, while others view it primarily as the result of U.S. consumption and savings
trends. It is vital to understand the true dynamics at work in order to fashion an
appropriate national policy response.

Lastly, the Commission believes it is essential to understand the role that U.S.
tax policies play in influencing U.S. firms’ global business strategies. U.S. rules for
taxing or exempting from tax the income of U.S. firms’ foreign subsidiaries have
been criticized by many tax analysts and practitioners for providing undue incen-
tives for U.S. firms to relocate abroad. We need to understand whether the current
U.S. tax regime strikes the right balance between maintaining the competitiveness
of U.S. firms doing business abroad and removing unnecessary incentives for U.S.
firms to move capital and production offshore.

In the context of this hearing, it is fair to ask if globalization, per se, is being
used as a convenient marquee to justify corporate or governmental behavior that is
in fact intended as simply self-serving, or to circumvent labor, environmental, or
other standards erected in the most developed economies. If globalization is to be
used as a “one size fits all” justification for such behavior, then it is being stripped
as a concept of any lasting content.

We fully recognize that even a two-day hearing can only begin to scratch the sur-
face of these far-reaching questions. But these are questions that must be examined
and understood with the goal of reaching a national consensus on how best to meet
the challenges and opportunities of globalization.
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INTRODUCTORY REMARKS

STATEMENT OF AMBASSADOR RICHARD N. HAASS
PRESIDENT, COUNCIL ON FOREIGN RELATIONS
NEW YORK, NEW YORK

Ambassador HAASS. Thank you, Mr. Chairman, and let me just
first of all welcome you all to the Council. And thank you for what
you’re doing, not just today, but more generally. I'll be honest, I
didn’t realize just how much of a commitment you’ve all made in
time and effort, and I respect it and I thank you for it.

When I read the law that created you, you've clearly got an im-
portant charge: to assess the national security implications of the
U.S.-China economic relationship and to make policy recommenda-
tions to the Congress. All this is close to what we do here at the
Council; in two ways it resonates.

First of all, it seems to me you have got to come up with a blend
of analysis and prescription. Essentially people are looking for
what you think and what you recommend.

Secondly, you're looking at the relationship between, on the one
hand, the security aspects of economic interactions, and, secondly,
the economic implications of security interactions. And again, this
is something that we are struggling with at the Council. Indeed, we
have an entire center devoted to geo-economics, and what you are
doing fits very squarely in what I think is an often under explored
area of work, in part because so many experts are stovepiped. They
are either area specialists or they’re economists or they’re political
scientists and the sort of work that you're trying to do, this kind
of integrative work, is both as necessary as it is rare.

So again I applaud what you’re up to here. I looked at your
schedule. You've got an extraordinary program for the next day
and a half, an ambitious one. I’d almost call it a Chinese banquet
of talent. It has got that good combination of breadth and depth,
and my only personal regret is I'm hopping on a plane in about an
hour to Los Angeles so I won’t be here. But then since so much of
what you do is publicly available, I will avail myself of it.

Let me just say a few things, since you were generous enough
to offer me the opportunity, about globalization, about U.S.-China
economic ties, and about the relationship more generally.

First, about globalization. It clearly forms part of the context for
U.S.-China ties. It is not the entire context. Clearly, the post-9/11
world also formed part of that context. Everyone has got his or her
own definition of globalization. Since I'm the President of the Coun-
cil on Foreign Relations, and we are meeting here today, you get
to hear mine. Globalization represents the increasing volume, ve-
locity and importance of flows within and across borders of people,
ideas, greenhouse gases, oil and gas, drugs, manufactured goods,
dollars, euros, TV and radio signals, germs, e-mails, weapons and
just about everything else.

And what is interesting to me about globalization is not simply
what it is, but the fact that you can attach either a positive or neg-
ative sign to it. It is both and it is simultaneous. 9/11 in some ways
was a perfect manifestation of it. One of the wonderful parts of
globalization is the ability to travel. One of the awful aspects of
globalization is that people hijacked airplanes and crashed them
into buildings.
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One way to think about the U.S.-China relationship is that we
have the mutual challenge—I would call it a mutual opportunity
given my new book—to help structure and regulate globalization.
To put it more simply, we can try to stop or slow those aspects or
those flows that constitute globalization that are clearly dangerous
and destructive: terrorism, terrorist financing, technology related to
weapons of mass destruction, drugs, greenhouse gases, what have
you. Side-by-side we can promote or support those flows that are
the positive side of globalization, such as goods, services, invest-
ment, energy, students, and tourism.

In order to do this, though, in order to get the United States and
China to cooperate on managing or structuring globalization, there
are many requirements, but let me simply focus on two.

One is that the United States and China and the leadership of
the two countries figure out a way to structure what ought to be
an area of cooperation and of mutual interest, namely their eco-
nomic relationship, so that it is, in fact, judged to be positive by
both sides.

From my point of view, this does not require that there be a bal-
ance of trade. But it does require on China’s part that it abide by
the WTO rules, that it respect copyrights and patents, that it offer
market access, and that it doesn’t maintain its currency at artifi-
cial levels that distort trade.

From the U.S. side, though, we must also act consistent with the
WTO and that means not adopting unilateral or extra-WTO rem-
edies in the trade area.

A second requirement for the United States and China to be able
to cooperate to manage globalization is that the political/military
issues that constitute our agenda not overwhelm the relationship.

Let me just mention two very briefly. One is Taiwan. You've all
spent time working on this issue. If there is any single issue that
has the potential to disrupt the potentially positive trajectory of
U.S.-China relations, it’s Taiwan.

And it’s obviously important that the mainland not in any way
be tempted to use force to unify China. The United States for its
part needs to stand by the one China policy. It needs to stand by
the Three Communiqués, but simultaneously, it needs to stand by
its commitments to Taiwan and observe both the letter and the
spirit of the Taiwan Relations Act. It’s a delicate balancing act, but
that said, it’s a delicate balancing act that has worked for more
than three decades, and there is no reason it can’t work for as long
asdit takes. It is clearly in the interest of the United States that
it does.

As for North Korea, I would suggest that what is needed is a
package that spells out what is required of North Korea in the nu-
clear area, the benefits that would accrue to it if it met those re-
quirements, and the penalties that will flow to it if it fails to meet
those requirements.

If this is to happen, I believe the United States must put forward
more in the way of incentives and these incentives must be pack-
aged in a way that are sequenced in a realistic fashion.

But China also must do more, and in particular China needs to
articulate or demonstrate its willingness to support meaningful
sanctions against North Korea if it fails to live up to specified re-
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quirements in the realm of weapons of mass destruction. I would
simply say that it is hard to exaggerate what is at stake for the
region, because an overtly nuclear North Korea would have all
sorts of consequences for the nuclear programs of others and for
the relationships of major countries in northeast Asia, which as it
happens is a part of the world that is institution poor, unlike Eu-
rope, for example, which you might describe as institution rich.

But also it is hard to exaggerate the stakes for the world because
a North Korea that has all sorts of nuclear material and nuclear
weapons could be tempted to put them on the market, since it has
put so much else on the market. Again, another form of
globalization. It is also hard to exaggerate the consequences be-
cause of the tipping point effect, that an overtly nuclear North
Korea could have consequences for the region, which could, in turn,
could have consequences for other parts of the world.

There are other things that will affect the ability of the U.S. and
China to cooperate in a global world including China’s own political
evolution. I don’t want to take any more of your time, so let me
just say that when I look at this relationship, it is important we
get it right. Let me just end up with what I think that is.

More than any other bilateral relationship in the world, this rela-
tionship is going to determine the character of the 21st century. I
actually believe it will go a long ways toward defining this era of
international relations. It’s interesting; we still call this the post-
Cold War era, and it’s now 15 years since the wall came down. We
call it the post-Cold War era because we haven’t figured out what
to call it, and the reason we haven’t figured out what to call it is
because the character of the age is still unclear.

What I began with is true, you've got positives and negatives si-
multaneously at play, and neither has gained the upper hand.
Again, I believe it is U.S.-Chinese relations that will help deter-
mine what the ultimate balance at this stage is.

Just to give you an idea, this could turn out to be a remarkable
era of U.S.-Chinese cooperation, part of a larger pattern of great
power cooperation, which would set a context for unprecedented
stability and peace and prosperity and even human freedom. This
is one end of the spectrum.

At the other end of the spectrum, you could have a total break-
down in not just U.S.-Chinese relations, but in part because of it,
in relations among other major powers and even medium powers.
This could turn out to be at worst a kind of modern Dark Ages in
which the malign or dark side of globalization becomes the norm,
in which failed states multiply, terrorists run rampant, weapons of
mass destruction proliferate, and in which there is simply very lit-
tle global cooperation out there to deal with things like global cli-
mate change to infectious disease.

So this could turn out to be a truly awful era of history. In be-
tween these two worlds is the possibility that what we are living
in today could one day become known as the inter-Cold War period,
and if U.S.-Chinese relations turn out wrong, I predict that histo-
rians will call this the inter-Cold War period, one existing between
a U.S.-Soviet Cold War and a U.S.-Chinese Cold War.

The danger in that is twofold. It is not simply the risk that a
U.S.-Chinese Cold War would bring inherently. It is also the dis-
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traction of resources. There would be an enormous opportunity cost
if the United States and China were to find themselves in a Cold
War relationship, because by definition they would be focusing on
one another rather than on the challenges of globalization.

What does this mean for us? The goal for U.S. foreign policy
should not be to try to work to prevent China’s rise, as if we could.
Rather, the goal of U.S. foreign policy should be to try to shape
China’s behavior. To put it another way, we shouldn’t regret or fear
China’s strength; rather, we should try to work with it to see that
the strength is used in constructive ways or, to put it bluntly, to
persuade the Chinese that it is in their interests to work with us
to help tame globalization.

And this means integrating China in the world so that it benefits
from economic ties to a degree that it will be reluctant to upset
them, and so that it helps us manage the challenges of a global
world that have the potential to overwhelm us both.

What this suggests to me is that economic ties can be a founda-
tion for the U.S.-Chinese relationship more broadly or economic
ties can be a source of friction that will help frustrate the overall
relationship.

The jury is out, and as a result, the importance of your work is
clear. So again let me thank you for the opportunity to meet with
you today and more broadly thank you again for all the hours
you’re putting into this.

Introductory Remarks: Discussion, Questions and Answers

Chairman D’AMATO. Mr. President, thank you very much for
those observations. I hope you will have a few moments to respond
to some observations or questions from the panel.

Just two comments. The fact of the existence of this Commission
is recognition that Congress understands this bilateral relationship
is without a doubt our most important. This is the only permanent
commission established by the Congress in the current era to look
at a bilateral relationship. That in itself is recognition of the impor-
tance of this relationship.

The second thing is in connecting and creating the Commission,
the Congress did what you mentioned for the first time, which
you're doing here as well, and that’s trying to connect the dots be-
tween economic, military and political realities.

Prior to the creation of this Commission, there was indeed, as
you mentioned, a tendency to stovepipe the relationship. There are
people who were experts on human rights, didn’t know a thing
about politics, economics and military, the same thing. There was
no attempt to look at this in a holistic way to understand what the
long-term trends would be for all of these national security and eco-
nomic issues for us.

Commissioner Dreyer.

Commissioner TEUFEL DREYER. I guess I am one of the stove-
piped people. I concentrate on China and that’s one of the reasons
this Commission has been so valuable to me, since I learn new
things that are outside my specialty. I was interested in your com-
ment that if China and the United States have a hostile relation-
ships and we need to help China see the world the way we do, it
seems to me from reading Chinese publications, that China already
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regards us as the major enemy, and that they have ever since 1989
when the Soviet Union began to disintegrate.

Now, admittedly, I spend a lot of my time reading Chinese mili-
tary publications, but the tenor of these and also other Chinese
newspapers, which are written by Chinese for a Chinese audience,
is that they don’t want democracy; they see us thrusting them for-
ward into a world they are not sure they want to participate in,
and it seems to me that the hostile relationship has been there for
a long time.

I was stupefied when Strobe Talbott said if we treat China like
an enemy, it will surely become one. I wondered if he ever read any
Chinese newspapers. Do you see this from your broader perspective
in a different way?

Ambassador HAaass. I don’t see that China sees us as an enemy
nor do I believe it’s inevitable that we will become enemies, which
is not to say there are not voices in China that clearly see us as
an enemy. There are enough voices there that one can find that as
well as other things, whether it is in the academic writings or in
government writings.

Just as the Chinese can cherrypick our writings and statements
and find, say, expressions of what you might call realism, which
talk about the inevitability of a U.S.-China Cold War, they can find
other statements. I think it is even more mixed on their end.

Second of all, the one thing that does concern me more than any-
thing else on the Chinese side is not so much where they are now,
but where they could be given the rise of nationalism in China. The
one thing that it’s hard to find in China these days is a real Com-
munist. And in this political/intellectual vacuum, I am concerned
about the rise of nationalism.

On the more positive side, I do believe that China’s leaders have
20/20 vision about one thing: they know that China is not yet a
great power. They know that China needs a generation or longer
focus on their economic evolution. If that happens, and I believe it’s
likely to, two things are likely to happen as well.

One is China will find itself ever more integrated in the world
economically, which provides something of a bulwark against what
you might call breakout, what Henry Kissinger wrote about in an-
other setting of Germany becoming a revolutionary country.

Secondly, I believe as China continues to evolve economically, it
will have to address its politics. You can only have so large of a
gap between where a country is economically and where it is politi-
cally. China right now has a gap where it’s far more open economi-
cally, as you know, than it is politically, even though it has politi-
cally evolved over the last, say, 15, 20 years. But I believe as it
continues to become more integrated economically, the nature of
political life in China will have to evolve also, or there will simply
be too big of a gap between the two, and either China would have
to bring up the political side or slow down the economic side. I do
not believe they are prepared to slow down the economic side be-
cause they fear the domestic political consequences of that.

So I believe China will continue to evolve, which is another rea-
son that I do not believe that a U.S.-China Cold War is inevitable.
I’'d go so far to say one of the principal diplomatic or strategic chal-
lenges to the United States is trying to avoid a Cold War, although
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not at any price, because obviously, if China wants one or acts in
ways that it is unavoidable, so be it.

But we should not want one and that means to me trying to
again enlist China in efforts, whether it is to deal with North Ko-
rea’s proliferation or trying to come up with new regional struc-
tures for northeast Asia, that shape Chinese behavior or get them
to live up to WTO rules. In each area of international relations we
should look for ways to integrate China in the emerging arrange-
ments of this era.

If we do that, then I think we have a decent chance of having
China, an ever-stronger China, also emerge as a responsible coun-
try. That at least ought to be the goal of American strategy.

Commissioner TEUFEL DREYER. Thank you.

Chairman D’AmMATO. Thank you. I think Vice Chairman Robinson
has a comment.

Vice Chairman ROBINSON. In that connection, as the Chairman
was describing our mandate from the Congress, we're looking at
the China relationship with an economic emphasis but through a
decidedly security-minded lens. We're not necessarily part of the
cheerleading crowd about all that’s going well with the relation-
ship. There are, of course, a number of positive indicators, but we
are focused on what the downside risks to the relationship may be
and inform the Congress accordingly.

As you may have noted in our 2004 report, which was unanimous
on the part of the Commission, we saw that the preponderance of
trends, both economic and security in the bilateral relationship,
were negative. That is to say we weren’t hopeless at all about
thesituation with China. We simply said urgent course corrections
in a number of areas are going to be required to get to the kind
of positive evolution of the relationship that you're referring to, and
I think that we all want.

At the same time, I think one of many value-added aspects of the
Commission’s work is that of a kind of early warning mechanism.
Now, the Chinese don’t view it that way. We're not the most pop-
ular Commission from their perspective and they’re not embracing
us trying to shape our views.

China is very sensitive about the kind of constructive critique
that we offer. Nevertheless, I think that if wiser heads prevail
there, they would understand that developing this kind of metric
to measure the relationship on an annual basis in a number of dif-
ferent areas, particularly the early warning character of what we'’re
about, is actually a big net positive for the Chinese. I mean we're
actually trying to ensure that these problematic issues don’t con-
tinue to fester and turn into mini or full-blown crises.

I would underscore again the downside risks of Chinese nation-
alism, which I think is moving in a potentially perilous direction
for them and us. Moreover, the way it’s being pursued is counter-
productive of late anyway. Our Japanese friends can attest to this.
But it’s also, of course, the emotion that is associated with Cross-
Strait relations. And the Chinese are going to have difficulty con-
taining themselves despite the fact that there would be debilitating
repercussions of any Cross-Strait conflict.

So I'm basically agreeing with your perspective on this. I just
wanted to offer the view that although we may not be popular in
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China, I think that the Commission is performing a valuable serv-
ice to the bilateral relationship.

Chairman D’AMATO. Thank you, Vice Chairman Robinson. Com-
missioner Mulloy has a question.

Commissioner MULLOY. Mr. Ambassador, thank you for hosting
us today and also for your service to our country in many different
positions through the years.

Ambassador HAaass. Thank you.

Commissioner MULLOY. I agree with your point that economics
can be a positive part of this relationship. I always tell my Chinese
friends, if we don’t get the economics right, we will poison the polit-
ical relationship. I was also pleased in our earlier conversation
tolday that you are talking about competitiveness here at the Coun-
cil.

Earlier I spoke with Dr. Gomory who will testify later today. In
our first report, I put in my additional views that I felt for too long,
the United States has turned over its China policy to the business
community, and that the elected representatives of the people have
to play a larger role in this, or else it won’t be sustained. So my
strong view is there are things that we have to get our Chinese
friends to do right, but there are also things that the United States
has to do. I don’t think we've fully comprehended what it means
to be thrown into a globalized economy.

And this is a very important thing for our country and our polit-
ical leaders to help our people understand. In our last report, we
planted the seed that the United States should be thinking about
a national competitiveness strategy and have an open debate on
this. I welcome that the Council on Foreign Relations is going to
be getting into this area.

Thank you.

Chairman D’AmAaTO. Thank you.

Ambassador HAASS. Well, thank you for that. At the risk of being
shameless, there are two reasons that I think there is a tremen-
dous opportunity for the United States and the world right now.
One is that for the most part, what it is we seek to do in the world
is not against the interest of others.

Our is not a narrowly pro-American agenda when it comes to
what the United States is trying to do in resisting terror and stop-
ping proliferation and trying to stop genocide or promote trade.
These ought to be things that others can sign on to.

But the other reason that I believe there is an opportunity is
that the United States is strong, and that it is not obviously in the
interest of others or in their reach to successfully challenge the
United States. And one of the things that worries me and one of
the reasons that I think this opportunity is not necessarily a per-
manent one are some of the trends with U.S. strength. I worry
about the consequences of a fiscal and a current account deficit of
the scale we have. I worry about our energy dependence and I
worry about our competitive position.

Ambassador Haass. Competitiveness involves any number of
things, from the nature of education to the number of students
we're turning out in certain areas that are central to maintaining
a competitive position in areas of information technology, say, to
homeland security policies which have the unintended consequence
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of reducing the ability of all sorts of talented people to get into the
United States or stay here, to questions of trade where we lose con-
trol of intellectual material.

When it comes to the long-term trend in U.S. competitiveness,
the arrows are pointing in the wrong direction, and sooner or later
that has to have geopolitical consequences.

Commissioner MULLOY. Absolutely.

Ambassador HAASS. You can’t separate it. To come back to stove-
pipes, the idea that all these things happen and it doesn’t manifest
itself geopolitically, shall we say is suspect. History suggests it will
be otherwise, and it is the reason that we are going launch a major
effort here at the Council on Foreign Relations to try to not simply
identify but to be prescriptive about various aspects of a public pol-
icy in the United States that need to be addressed in order to shore
up our competitive position. If we fail in this, I do not believe we
will have in place the prerequisites of American strength that will
discourage others from embarking on potentially adventurous or
destabilizing paths.

So we have got to change some of our policies. At the risk of
playing tennis here and hitting the compliment back in your court,
what you’re doing needs attention. And it’s worrying to me that in
our public debate, questions of relative competitiveness have not
gotten anything like the attention they need. I'm worried about it,
because by the time it becomes obvious it is too late.

There is a major lag. Competitiveness is not something you can
change overnight. It is generational. There is a lag, and right now
by what it is we’re doing or not doing, we are sowing seeds that
I fear will have adverse consequences.

Commissioner MULLOY. Yes, thank you.

Chairman D’AMATO. Mr. President, you're absolutely singing to
the choir on that matter. As I mentioned to you earlier, the Com-
mission was in Silicon Valley, had a hearing at Stanford University
for two days, April 21-22, on the question of high technology, and
of course the question of American competitiveness came up over
and over and over again. We're going to have a report that we’ll
get to you within about two weeks making some recommendations
on t}}:at matter, and we would be very interested in your comments
on that.

Again, thank you very much for your hospitality. Mr. President,
we don’t want to detain you more. I don’t know how fast you can
get to the airport. You're going to LA today.

Ambassador Haass. We're going to find out.

Chairman D’AmMATO. We thank you very much. This completes
our initial session.

Commissioner TEUFEL DREYER. Thank you.

Ambassador HAASs. Thank you.

Chairman D’AmaTo. We'll take a five-minute break.

[Whereupon, a short break was taken.]

Chairman D’AMATO. I'm pleased to open our two-day hearing at
the Council on a topic of great scope and importance.

It is particularly fitting that we examine the nature and implica-
tions of global economic integration—what has become known as
“globalization”—at this important institution for American foreign
policy and in a city at the center of America’s global economy.
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After all, the Commission was established to look at how our eco-
nomic and strategic goals intersect in the context of China. We are
indebted to Ambassador Haass and the Council for its hospitality
and assistance in convening this event. At this point, I'd also like
to recognize the exceptional efforts of my colleague, Commissioner
Patrick Mulloy, to my right who worked very hard at developing
the agenda for this hearing.

In its 2004 Report to the Congress, the Commission set the
framework for our hearing by drawing a link between the develop-
ment of U.S.-China economic relations and the development of
globalization writ large. We stated in our report, quote:

“The U.S.-China economic relationship is of such large dimen-
sions that the future trends of globalization will be influenced to
a substantial degree by how the United States manages its eco-
nomic relations with China. It is reasonable to believe that U.S.-
China economic relations will help shape the rules of the road for
broader global trade relations. If current failings are remedied and
the relationship is developed so as to provide broad-based benefits
for both sides, globalization will likely be affected in a positive
manner on a worldwide basis. If not, the opposite will likely be
true.”

The Commission has been detailing for the Congress on an ongo-
ing basis the increasing breadth of U.S.-China economic relations.
The level of trade and financial flows between the two countries
has reached massive proportions. Two-way trade exceeded $230 bil-
lion in 2004, which included a U.S. deficit of $162 billion.

Yet China remains clearly a developing non-market economy. It
is a truly unprecedented economic relationship between two econo-
mies at vastly different ends of the development spectrum.

The Commission believes that understanding and addressing the
costs and benefits of this relationship are vital to long-term U.S.
economic health and to broader global trade relations.

We will further examine the causes and consequences of the U.S.
trade deficit, one of the most controversial and significant out-
growths of globalization for the U.S. economy. We also intend to ex-
plore the theoretical underpinnings of globalization with our distin-
guished panelists and assess how they comport with today’s eco-
nomic realities in Panel 1.

A key question is whether traditional theories need to be modi-
fied or recast in the face of a dramatically changing world. For ex-
ample, do traditional theories of comparative advantage still hold
true when the factors of production, as has been stated by various
economists—both labor and capital—are highly mobile?

We will further examine how the U.S. economy is faring in a
global environment. Surely, there will be specific winners and los-
ers from globalization of the American economy, but we hope to un-
derstand what structural changes have taken place that will alter
U.S. economic fundamentals in the future. For example, to what
extent are U.S. retailers driving decisionmaking as opposed to U.S.
manufacturers? There has been a sea change in the focus of power
within the economy in the last ten years.

What are the implications for the arrangements hammered out
between labor and management in this country over decades of ne-
gotiations?



12

In the context of this hearing, it is fair to ask if, quote,
globalization’ per se has or is being used as a convenient marquee
to justify corporate or government behavior that is, in fact, in-
tended as simply self-serving or to circumvent labor, environmental
and other standards erected in the most developed societies in the
world?”

If globalization is to be used as a, “one size fits all” justification
for anything goes, then it will be stripped as an operational concept
of any lasting content in the long run.

We fully recognize that even a two-day hearing can only begin
to scratch the surface of these far-reaching questions, but these are
questions that must be examined and understood with the goal of
reaching a national consensus in the United States on how the
United States can best approach the challenges and opportunities
of globalization.

Vice Chairman Robinson.

OPENING REMARKS OF VICE CHAIRMAN ROGER W. ROBINSON, JR.

Vice Chairman ROBINSON. Thank you, Mr. Chairman. I'd like to
first join the Chairman in expressing the Commission’s sincere ap-
preciation to Ambassador Haass and the Council on Foreign Rela-
tions for hosting this important event. I'd also like to join the
Chairman in expressing my thanks to Commissioner Patrick
Mulloy who was indispensable in helping pull together this hearing
for the Commission.

When Congress established the Commission, it laid out several
particular areas of investigation for the Commission to undertake
in assessing how U.S.-China economic relations are affecting our
broader economic and national security interests.

Over the years, we’ve held hearings on many dimensions of U.S.-
China economic relations, ranging from China’s adherence to its
World Trade Organization obligations to Chinese firms’ offerings in
the U.S. capital markets to our series of field hearings across the
country, examining how the bilateral relationship is impacting key
U.S. industry sectors.

In many ways, the topic we’ll be exploring here in New York rep-
resents the next step in our analysis of the economic implications
of our relations with China. We’re interested in gaining a more
comprehensive understanding of the role that U.S.-China economic
relations play in the broader context of what is commonly referred
to as globalization.

As the Chairman explained and as stated in our 2004 Report to
Congress, the Commission believes that the U.S.-China economic
relationship is so large in scope and importance that it may well
be setting precedents for the global economic order.

Globalization did not begin with China, but China’s emergence as
an economic power of such rapidly advancing proportions may well
be changing the assumptions and theories that have to date gov-
erned our thinking about globalization. By all accounts, China has
reaped substantial benefits from its rapidly expanding participation
in the global economy.

Few could realistically have predicted two decades ago that Chi-
na’s economic integration into the world trading system would lead
to the scale of developments that we’re witnessing today. It’s there-

(133
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fore useful to ask: Does the China factor change the dynamic of the
global economy? Has China’s emergence changed the paradigm of
globalization compared to the earlier development of, say, Latin
America and other Asian countries, or are the trends with China
of a piece with the same progression?

We’re fortunate to have with us over the next two days a number
of prominent economists, academicians, business leaders, and tax
practitioners to explore these important issues. We’'ll be examining
the economic theories underpinning globalization, the impact of
globalization on the U.S. economy, the interrelationship between
globalization and the U.S. trade deficit and strategies that corpora-
tions employ to compete in the global economy, and finally the role
of tax policy in driving trade and investment flows.

We hope to see this event or use it to stimulate a debate on what
is, in fact, driving global economic flows, the impact of such flows
on the U.S. economy, and the role that the U.S.-China trade and
investment relationship is playing in creating the international
framework for globalization that we’re seeing unfold today. These
proceedings likely will raise more questions than provide answers,
but asking the right questions, as most of us know, is an essential
first step in seeking prescriptions aimed at maintaining our na-
tion’s long-term economic and national security well-being.

With that, I'd like to turn the proceedings back over to our
Chairman Dick D’Amato. Thank you.

[The statement follows:]

Prepared Statement of Vice Chairman Roger W. Robinson, Jr.

I would like to join the Chairman in expressing the Commission’s sincere appre-
ciation to Ambassador Haass and the Council on Foreign Relations for hosting this
important event. I would also like at the outset to express my thanks to Commis-
sioner Patrick Mulloy who was indispensable in helping pull together this important
hearing for the Commission.

When Congress established the Commission, it laid out several particular areas
of investigation for the Commission to undertake in assessing how U.S.-China eco-
nomic relations are affecting our broader economic and national security interests.
Over the years, we have held hearings on many dimensions of U.S.-China economic
relations, ranging from China’s adherence to its World Trade Organization (WTO)
obligations to Chinese firms’ offerings in the U.S. capital markets to our series of
field hearings across the country examining how the bi-lateral relationship is im-
pacting key U.S. industry sectors.

In many ways, the topic we will be exploring here in New York represents the
next step in our analysis of the economic implications of our relations with China.
We are interested in gaining a more comprehensive understanding of the role that
U.S.-China economic relations play in the broader context of what is commonly re-
ferred to as “globalization.” As the Chairman explained, and as stated in our 2004
Report to Congress, the Commission believes that the U.S.-China economic relation-
ship is so large in scope and importance that it may well be setting precedents for
the global economic order. Globalization did not begin with China, but China’s emer-
gence as an economic power of such rapidly advancing proportions may well be
changing the assumptions and theories that have to date governed our thinking
about globalization.

By all accounts, China has reaped substantial benefits from its rapidly expanding
participation in the global economy. Few could realistically have predicted two dec-
ades ago that China’s economic integration into the world trading system would lead
to the scale of developments we are witnessing today. It is therefore useful to ask:
Does the China factor change the dynamic of the global economy? Has China’s emer-
gence changed the paradigm of globalization compared to the earlier development
of Latin America and other Asian countries, or are the trends with China of a piece
with the same progression?

We are fortunate to have with us over the next two days a number of prominent
economists, academicians, business leaders, and tax practitioners to explore these
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important issues. We will be examining the economic theories underlying globaliza-
tion, the impact of globalization on the U.S. economy, the interrelationship between
globalization and the U.S. trade deficit, the strategies that corporations employ to
compete in the global economy, and the role of tax policy in driving trade and in-
vestment flows.

We hope to use this event to stimulate a debate on what is driving global eco-
nomic flows, the impact of such flows on the U.S. economy, and the role of U.S.-
China trade and investment relations in creating the international framework for
globalization. These proceedings likely will raise more questions than provide an-
swers, but asking the right questions is an essential first step in seeking prescrip-
tions aimed at maintaining our nation’s long-term economic well being.

PANEL I: THE ECONOMIC UNDERPINNINGS OF GLOBALIZATION

Chairman D’AMATO. Thank you, Vice Chairman Robinson.

Our first panel will discuss the underlying economic theories and
assumptions of globalization. Chief among these, of course, is the
theory of comparative advantage, which lays out how nations ben-
efit from trade.

Our panelists will discuss whether the increasing mobility of cap-
ital, labor and information in today’s global economy comports with
the traditional theories of trade. It will also consider whether the
rapid integration of China, India, and the former Soviet states and
other developing countries and economies into the global trading
system has changed even temporarily how trade models translate
into real-world economics.

We are pleased to be joined by Dr. Arvind Panagariya, who is
Jagdish Bhagwati Professor of Indian Political Economy at Colum-
bia University School of International and Public Affairs and a spe-
cialist in theory and policy of international trade and economic de-
velopment, just recently from the University of Maryland, I believe.

On his left, Dr. Ralph Gomory, who has been President of the Al-
fred P. Sloan Foundation since 1989 and has also served in many
capacities in academic, industrial, and governmental organizations,
and co-authored the book, “Global Trade and Conflicting National
Interests.”

To his left, Professor Richard Freeman, Herbert Ascherman
Chair in Economics at Harvard University, Director of the Labor
Studies Program at the National Bureau of Economic Research.

We will also include in the record for this panel a statement,
which was distributed to the panel by Dr. Paul Craig Roberts of
the Hoover Institution and the Institute of Political Economy. He
was planning to be on this panel, but for personal reasons had to
withdraw at the last minute, but his testimony was developed.

The way we’ll proceed is if each one of you would provide us with
your oral remarks in seven to ten minutes, and then we will pro-
ceed after the three of you finish. Then we will proceed to questions
and answers and we have a good session until 11:00 o’clock.

Dr. Panagariya.

STATEMENT OF ARVIND PANAGARIYA
PROFESSOR OF ECONOMICS AND
JAGDISH BHAGWATI PROFESSOR OF INDIAN POLITICAL ECONOMY
SCHOOL OF INTERNATIONAL AND PUBLIC AFFAIRS
COLUMBIA UNIVERSITY, NEW YORK, NEW YORK

Dr. PANAGARIYA. Thank you, Mr. Chairman, Vice Chairman and
the Commissioners. I greatly appreciate this opportunity to testify
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before you. It’s terrific for an academic to be able to bring his ideas
to the policy domain.

Since time is limited, I'll talk fast and also get to the point right
away.

Commissioner TEUFEL DREYER. Very New York.

Dr. PANAGARIYA. The principle of comparative advantage as ex-
pounded by Ricardo almost 200 years ago has been under constant
onslaught since it was first enunciated, and it has survived the
test, eﬁld I have no doubt that it will survive the current onslaught
as well.

What I would do is take three or four of the arguments that have
been out there in the policy domain in the recent times, let’s say
about last decade or so, which kind of question the essential idea
that trade is beneficial, and argue that none of these really actually
survive to close examination.

The one that has been at the forefront very recently is the argu-
ment that the conventional case for free trade somehow doesn’t
apply to outsourcing. Now, I personally think that on this Gregory
Mankiw was quite correct in asserting that outsourcing is really
another form of trade. Innovations that lower transport costs turn
some goods that were previously non-traded into traded ones, and
innovations that likewise allow massive data to be transported
internationally at low costs turn some of services that were pre-
viously non-traded at arm’s length into traded ones.

Just as the opening to trade of non-traded goods generates the
gains from trade, opening to trade of non-traded services brings
gains as well. This is formally shown using three different models
in a paper I did very recently in the Journal of Economic Perspec-
tive with Jagdish Bhagwati and T.N. Srinivasan.

In the discussion, we have heard only about outsourcing, but of
course, there is also in-sourcing from the United States, and as
these data begin to be transmitted on a massive scale at near zero
cost, we also actually have in-sourcing happening from the United
States of such services as the medical, legal, architectural, design-
ing and educational services, and precisely in the way that
outsourcing brings gains, because we are able to buy services at
prices lower than our own cost of production. Likewise, in-sourcing
allows us to sell them at prices higher than our production costs.
On both ends, benefits do accrue.

Now, there is a caveat that has been out there, not just here, but
within the context of theory of comparative advantage, and always
stems from the terms of trade shifting. I discuss this at great
length in my written testimony. I'll not discuss that in detail here,
but simply note that this has been known to trade economists for
at least half century, and the bottom line trade economists really
dra(\{v is that this is not a reason to actually move away from free
trade.

That actually gets illustrated in the next kind of argument that
has appeared which I'll dissect right now, which is that the produc-
tivity gains abroad, say in China, in goods and services exported
by us, the United States, undermine the case for free trade.

Now, this is the kind of argument that is attributed, I think, in
a way wrongly to Paul Samuelson. His recent article in the Journal
of Economic Perspectives argues that if our trading partners be-
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come good at producing the goods that we export to them. That is
going to reduce their demand for our goods and therefore lower the
prices of our goods that we export. So there is this decline in our
terms of trade that leads to losses.

Now, theoretically this is a correct argument. It was made by
Harry Johnson actually in the 1950s when Europe and Japan were
rising very rapidly and fears were expressed that their rise was
going to somehow minimize or reduce the real incomes of the
United States.

Now, as Avinash Dixit and Gene Grossman, both from Princeton
University, have argued actually in the context of the Samuelson
article, this really provides no case in terms of policy for turning
away from free trade. It is true that our gains from trade are re-
duced if the Chinese get better at producing the aircraft that we
export to them. It nevertheless leaves gains from trade being posi-
tive, and there is no reason for us to walk away from those gains
just because the gains are now today smaller than they were yes-
terday.

So, again, there is a terms of trade issue. We can bring it in
there, but the broad idea that trade remains beneficial in spite of
the Chinese becoming good at the goods that we export to them or
to the rest of the world remains intact.

The third argument against free trade is the more puzzling one,
which says that the free flow of many factors internationally ren-
ders the principle of comparative advantage and the associated
gains from trade invalid.

Now, this is stated very forcefully in a New York Times op-ed by
Senator Schumer and Paul Craig Roberts, which has circulated
widely. I should quote them to give you a sense of how this argued.

This is a quote from Schumer and Roberts:

“However, when Ricardo said that free trade would produce
shared gains for all nations, he assumed that resources used to
produce goods—what he called the ‘factors of production’—would
not be easily moved over international borders. Comparative ad-
vantage is undermined if the factors of production can relocate to
wherever they are most productive: in today’s case, to a relatively
few countries with abundant cheap labor. In this situation, they
are no longer shared gains—some countries win and others
lose.”

Now, that, of course, if it were true would indeed be a very seri-
ous indictment of Ricardo’s principle. But I must say I find this ar-
gument very puzzling. Factor mobility had been present surely in
the time of David Ricardo, and it became really pervasive during
what I call “first globalization” that extended from 1870s to the
First World War, and again during the current second globalization
that began following the Second World War.

It is implausible to me that Ricardo failed to notice international
factor mobility around him. It is even more implausible that trade
economists since Ricardo have uniformly ignored the implications
of factor mobility and gone about business as usual, teaching the
principle of comparative advantage and the gains from trade, its
contradiction by the fact of widespread international factor mobility
notwithstanding.
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More likely, if Ricardo did not model international factor mobility
in his celebrated England-Portugal example of gains from trade,
the answer is to be found in the presumption that like all great
theorists, he was constructing the simplest example to demonstrate
the gains from specialization under trade to all parties involved
and to demolish the mercantilist case for protection.

In the same way, while trade economists since Ricardo have for-
mally analyzed the implications of factor mobility in a variety of
contexts including the gains from trade, they continue to use the
simple England-Portugal example because it continues to be the
most powerful tool of demolishing the fallacies arising out of the
faulty thinking about international trade.

I address that issue more formally, more explicitly in the appen-
dix to my testimony where I actually go through various examples
demonstrating that no matter where you start, allowing factor mo-
bility is not going to cause the gains from trade to disappear.

Certainly, nobody is going to lose from trade. The worst that can
happen is that even in the presence of factor mobility, one of the
sides has no positive gains, but that’s the borderline case, and it
certainly would not turn into a loss from trade for any of the par-
ties.

Now, quite apart from this theoretical analysis, I think the em-
pirical relevance of the assertion by Schumer and Roberts that all
factors today want to move to the location with cheap labor must
also be questioned.

In fact, my colleagues at Columbia University, Donald Davis and
David Weinstein, have written a paper where they argue exactly
the opposite, and I'll quote them here. They say that “The U.S. is
the destination for a broad range of net factor inflows: unskilled
labor, skilled labor and capital.”

So it is not as though factors are flowing all to China or to India
where labor is cheap. It’s quite the contrary. In fact, that is the evi-
dence that Donald Davis and David Weinstein marshal, that look-
ing on a net basis, if you look at it, skilled labor, unskilled labor,
as well as capital actually is flowing into the United States.

There is also the issue of economies of scale. In the Ricardian
context, that is brought out in Dr. Gomory’s testimony. Let me just
point out that 25 years ago I wrote my Ph.D. thesis precisely on
that subject—economies of scale, and the patterns of specialization
and the gains from trade. So it is not that the trade economists
have not looked at that. In fact, I have here something that I won’t
read, but is something that was written by Bertil Ohlin, who got
the Nobel Prize in trade. In his very early thesis back in 1923 or
1922, he wrote a whole chapter on economies of scale, where he
said that if factors move internationally, factor prices will equalize,
ﬂng? does that mean that there are no gains from trade to be

ad?

And then he said, no, in fact there is another reason why gains
from trade could arise, which is from specialization according to
economies of scale. It will not make sense for everybody to produce
everything. Instead, you want to let countries in that situation spe-
cialize in products by economies or scale, so, you know, some re-
gions would produce one set of products, another region would
produce another set of products, and then they will trade, and
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those gains will arise purely from the economies of scale rather
than differences in factor endowments, which otherwise Bertil
Ohlin had emphasized in the rest of his work.

Finally, if you allow me one more minute, Mr. Chairman, there
is also this argument made that soon all jobs will get outsourced
to China and India. The best example of it is perhaps in a number
of presentations that the Intel Chief Craig Barrett had been giving
where he was talking about 300 million Indians and Chinese com-
ing to take all the jobs at all levels of skills, et cetera.

I think there is a big huge fallacy here if one thinks that all jobs
can get outsourced to outside of the United States. About 70 per-
cent of the jobs, in fact, according to one estimate, simply cannot
move because you require actually the presence of the buyer and
seller in a single place. These are things like retailing, catering,
restaurants and hotels, tourism, personal care, et cetera, and you
can’t really outsource all the jobs in the first place.

Also, the theoretical error is that one is mixing up the absolute
versus the comparative advantage, and that simply is not going to
happen.

Let me just conclude by one example which all of us have heard
about, which has given fuel to this kind of argument, which is the
reading of the X-ray charts in Bangalore, India. This is a report
that floated widely. Now, I must say that here our journalist
friends didn’t do their homework very well.

An MIT professor, Frank Levy, studied this case very carefully.
It turns out that there is one facility in Bangalore where these
charts are read and the doctors who had to read these charts actu-
ally had to be board certified in the United States and they had
to be actually licensed in the state in which these charts origi-
nated.

Frank Levy’s take was that there is really no difference between
those doctors and the doctors here. They were simply living in
slightly nicer places. So to think that the medical high skill jobs
can move out of the United States in that way, I think is not hav-
ing enough confidence in the U.S. economy. I personally think that
as far as the top end is concerned, the U.S. has been the leader
and will remain the leader.

U.S. universities are absolutely well ahead of any universities in
the world and I just don’t see that the universities outside either
in India or China are about to catch up. This is not a reason to
become complacent, but simply to emphasize the fact that leader-
ship we do retain.

I think we can argue about the schooling level and all. I suppose
there are more problems there. We do need reforms. But insofar as
the leadership at the upper skill levels is concerned, I am confident
that the U.S. economy will continue to generate higher level re-
search, will continue to generate high skill jobs, and I see no rea-
son for pessimism.

Thank you very much.

[The statement follows:]
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Prepared Statement of Arvind Panagariya *
Professor of Economics and
Jagdish Bhagwati Professor of Indian Political Economy
School of International and Public Affairs
Columbia University, New York, New York

Defending the Case for Free Trade

Several fallacious arguments against free trade were made in the debate on
outsourcing that raged during the latest Presidential election. In my remarks, I will
consider four of them: (i) the conventional case for free trade does not apply to
outsourcing; (ii) productivity gains abroad in the goods exported by us undermine
the case for free trade; (iii) the free flow of many factors internationally renders the
principle of comparative advantage and the associated gains from trade invalid; and
(iv) soon all jobs will be outsourced to China and India. In my brief remarks, I en-
deavor to demonstrate that these arguments do not stand up to closer scrutiny and
the conventional case for free trade survives them without so much as a scratch.

Fallacy 1: The conventional case for free trade does not apply to outsourcing.

On this, Gregory Mankiw was correct in asserting that outsourcing is another
form of trade. Innovations that lower the transport costs turn some goods that were
previously non-traded into traded ones. Innovations that likewise allow massive
data to be transported internationally at low costs turn some services that were
previously non-traded at arms length into traded ones. Just as the opening to
trade of non-traded goods generates the gains from trade, opening to trade of non-
traded services brings gains. In my joint article with Jagdish Bhagwati and
T.N. Srinivasan (Bhagwati, Panagariya and Srinivasan 2004), I demonstrate this
point formally using three different models commonly used by trade economists.

Note that though only outsourcing has received attention in the press, the innova-
tion that makes outsourcing possible also gives rise to in-sourcing from the United
States. While moving the call centers and back office activities abroad, the tele-
communications revolution has also given rise to the exports of medical, legal, archi-
tectural, designing and educational services by the United States. Like outsourcing,
in-sourcing also generates gains: the former allows us to buy services at prices lower
than our production costs and the latter allows us to sell them at prices higher than
our production costs.

A caveat to this conclusion arises from the possibility of an adverse secondary ef-
fect of outsourcing (or in-sourcing) on the terms of trade in the market for goods
that are already traded. For example, cheaper tech support through outsourcing
may expand the supply of computers by the U.S. firms and, holding the demand for
them constant, lower the prices received abroad for the latter. If the loss due to this
induced decline in the price of the U.S. computers is larger than the initial benefit
from the purchase of cheaper tech support services, a net loss is possible.

Of course, the terms of trade effect can as easily go the other way. The countries
earning export revenues from outsourcing by the United States may increase their
spending on the U.S. goods. For example, they may demand more of the U.S. com-
puters and office furniture. This demand-driven effect would pull the U.S. terms of
trade in the favorable direction.

The terms of trade caveat arises in the case of every innovations or policy change
that alters a country’s demand and supply of traded goods. For example, an innova-
tion by the U.S. firms that lowers their production cost of computers or an efficiency
enhancing policy change by the U.S. Government that lowers its demand for com-
puters would normally result in an increase in the supply of the U.S. computers in
the world markets. Such expansion of exports would lead to a harmful reduction in
the price of the U.S. computers. If this decline in the price is sufficiently large, the
net effect of the innovation or improved government efficiency may be a decline in
the overall U.S. welfare.

While economists have long recognized this possible harmful effect due to the shift
in the terms of trade when any policy change or innovation impacts trade flows, the
appropriate policy response to it is not a withdrawal from trade. For while these
changes may reduce the gains from trade, the latter remain positive. By walking
away from those remaining gains, we would make matters only worse.

*The author is Professor of Economics and Jagdish Bhagwati Professor of Indian Political
Economy at Columbia University. He can be contacted by email at ap2231@Columbia.Edu. This
briefing paper is prepared for the U.S.-China Commission’s hearing on “China and the Future
of Globalization” to be held at the Council on Foreign Affairs offices in New York City,
May 19-20, 2005.
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Fallacy 2: Productivity gains abroad in goods and services exported by us
undermine the case for free trade.

This is the argument (wrongly) attributed to Paul Samuelson (2004) in his recent
article in the Journal of Economic Perspectives. All Samuelson argued was that pro-
ductivity gains abroad in the goods exported by us would lower the prices of our
exports and lower our initial incomes. For example, if the Chinese learn to produce
the aircraft they currently import from us, their demand for our aircraft will decline
and the price we receive for them in the world market would fall. Trade theorists
have, of course, been aware of this possibility since the influential papers by Harry
Johnson (1954, 1955) written at a time when fears were being raised that the
g‘glowth 1and productivity gains in Europe and Japan might impact the United States
adversely.

As Avinash Dixit and Gene Grossman (2004) have pointed out, this possibility
does not offer a reason to deviate from the free-trade policy.! True, the U.S. incomes
decline as a result of the Chinese gain in productivity but its incomes would decline
even more were it to respond by closing its borders to trade. The fundamental mes-
sage of Ricardo’s theory of comparative advantage remains valid: given the new Chi-
nese productivity, the United States is still better off trading than not trading with
China.

Quite apart from the fact that the adverse terms-of-trade effect does not give one
reason to turn to protectionism, the possibility of a loss on this account must itself
be questioned. For example, we must ask if China and India were to turn into an-
other Europe or Japan, will it be bad for the United States? There are at least two
reasons why the answer is not so clear-cut. First, as these countries grow, they will
not just produce more of many goods exported by the United States. They will also
demand more of many goods exported by the United States. Second, as the two
countries become richer, their trade, like the U.S.-Europe and U.S.-Japan trade, will
turn product-differentiation based intra-industry type rather than the factor-endow-
ment-difference based inter-industry type. Such trade is less likely to produce the
terms of trade shift and is more likely to generate benefits resulting from increased
variety.

Fallacy 3: The free flow of many factors internationally renders the principle
of comparative advantage and the associated gains from trade invalid.

Charles Schumer and Paul Craig Roberts (2003) make this argument most force-
fully in an influential op-ed in the New York Times. They argue that in the modern
world with factor mobility, the principle of comparative advantage put forth by
David Ricardo in the early 19th century no longer holds. The resulting trade some-
how turns into a zero-sum activity with some countries gaining at the expense of
the others. To quote them, “However, when Ricardo said that free trade would
produce shared gains for all nations, he assumed that resources used to produce
goods—what he called the ‘factors of production’—would not be easily moved over
international borders. Comparative advantage is undermined if the factors of pro-
duction can relocate to wherever they are most productive: in today’s case, to a rel-
atively few countries with abundant cheap labor. In this situation, there are no
longer shared gains—some countries win and others lose.”

I must say that this is a very puzzling argument. Factor mobility had surely ex-
isted in the time of David Ricardo. And it became pervasive during the First
Globalization extending from 1870 to the First World War and again during the cur-
rent Second Globalization that began following the Second World War. It is implau-
sible that Ricardo failed to notice international factor mobility around him. It is
even more implausible that trade economists since Ricardo have uniformly ignored
the implications of factor mobility and gone about business as usual teaching the
principle of comparative advantage and the gains from trade, its contradiction by
the fact of widespread international factor mobility notwithstanding.

More likely, if Ricardo did not model international factor mobility in his cele-
brated England-Portugal example of gains from trade, the answer is to be found in
the presumption that like all great theorists, he was constructing the simplest ex-
ample to demonstrate the gains from specialization under trade to all parties in-
volved and to demolish the mercantilist case for protection. In the same vein, while
trade economists since Ricardo have formally analyzed the implications of factor mo-
bility in a variety of contexts including the gains from trade, they continue to use
the simple England-Portugal example because it continues to be the most powerful
tool of demolishing the fallacies arising out of faulty thinking about international
trade.

1Also see Panagariya (2004) in this context.
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But to answer the Schumer-Roberts criticism explicitly, in Bhagwati, Panagariya
and Srinivasan (June 30, 2004), we explain systematically how the Ricardian exam-
ple extends to the case when labor is allowed to move internationally. I reproduce
that extension in the appendix to this paper. Here let me just note that the free-
trade equilibrium is always at least as good as the “no-trade” equilibrium for all
parties involved in the presence as well as absence of labor mobility. This conclusion
also remains valid when we allow for more than one factor as, for example, in the
Hecksher-Ohlin model.

Quite apart from this theoretical analysis, the empirical relevance of the assertion
by Schumer and Roberts that all factors today want to move to the location with
cheap labor must itself be questioned. In a recent paper, my colleagues Donald
Davis and David Weinstein (2002) have offered evidence that is just the opposite
of this assertion. According to them, “The U.S. is the destination for a broad range
of net factor inflows: unskilled labor, skilled labor, and capital.” While I disagree
with the manner in which they model migration, they do bring into question the
notion that all factors are flowing towards the country with cheap labor today.
Moreover, the evidence on gross, as opposed to net, investment flows demonstrates
the presence of large volumes of cross investments among the developed countries.
The operations of multinationals are concentrated far more within the developed
rather than between developed and developing countries.

Fallacy 4: Soon all jobs will be outsourced to China and India.

This is not an argument directly about the gains from trade but it relates to the
principle of comparative advantage in a fundamental way. If the contention here is
that all or most service jobs will be outsourced to India and China, the statement
involves both empirical and theoretical errors. The empirical error is that not all
service jobs can be outsourced. About 70 percent of the jobs in the United States
are in service industries such as retailing, catering, restaurants and hotels, tourism
and personal care that require the consumer and producer to be present in the same
place and, therefore, cannot be outsourced (Agrawal and Farrell, 2003). The theo-
retical error is that the possibility that all jobs, in both manufactures and services,
will go to China and India, whether through outsourcing or other trade, because of
low labor costs, comes perilously close to confusing absolute and comparative advan-
tage.

One way to see why all jobs cannot shift abroad even if it were physically possible
is that we cannot get the Chinese and Indians to work for free for the United States.
If we are going to buy their services, we must pay them in some form. The obvious
form of payment would be exports and, in that case, the more we import, the more
we will have to export. The only alternatives to exports would be that China and
India either accept IOUs from the United States in perpetuity or accept IOUs for
now and cash them at some time in the future. In the former case, the United
States cannot possibly lose since it gets to maintain its high living standard in per-
petuity at the expense of China and India. In the latter case, we still continue to
reap the gains from trade with trade having the additional inter-temporal dimen-
sion.
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Appendix: Factor Mobility and Comparative Advantage

It is also readily shown that the gains from trade do not depend on the absence
of factor mobility. We can demonstrate this in the Ricardian model cited by Charles
Schumer and Paul Craig Roberts. Thus, consider Table 1, which offers three pos-
sible examples assuming the familiar Ricardian structure of two goods (X and Y),
two countries (A and B) and one factor of production (labor).

Table 1: Comparative Advantage and Factor Mobility

Output Per Person Year
Country Example 1 Example 2 Example 3
X Y X Y X Y
A 8 4 4 2 4 2
B 2 2 2 4 2 1

In Example 1, A has an absolute advantage in both goods but comparative advan-
tage in X. Denoting by FT and NT the level of welfare under free trade and no trade
(autarky), respectively, we know from the conventional Ricardian theory that FT >
NT for each country with strict inequality applying to at least one country.2 In the
trading equilibrium, real wages are higher in A so that allowing labor to move inter-
nationally results in the workers migrating from B to A. If only a part of B’s labor
force is allowed to migrate, the inequality FT > NT still holds for the nationals of
both countries at the post-migration labor endowments.3 If all labor in B moves to
A, the gains-from-trade issue is of course rendered irrelevant.

In Example 2, A has an absolute advantage in X and B in Y. Consequently, A
also has a comparative advantage in X and B in Y so that FT > NT continues to
apply. In this case, it is possible for trade to equalize real wages, eliminating the
incentive to migrate. If the real wages remain different, however, labor mobility will
still be partial and the gains from trade will characterize the trade equilibrium
under international factor mobility.

In Example 3, A has an absolute advantage in both goods but comparative advan-
tage in none. With the opportunity costs being the same in A and B, there is no
scope for trade so that opening to trade is neither beneficial nor harmful: we then
have FT = NT. The real wages being higher in A than B, however, labor in B has
an incentive to migrate to A. If such migration is permitted, it benefits migrants
without hurting the workers in A. But we continue to have FT = NT at the post-
migration labor endowments.

The outcomes are not dramatically different in the Heckscher-Ohlin model, which
in its conventional version assumes identical technologies across countries and al-
lows for two factors whose relative endowments differ across the two trading na-
tions. As long as the countries do not specialize completely in production, free trade
in commodities (free movement of factors) with no movement of factors (commod-
ities), by equalizing commodity (factor) prices, equalizes factor (commodity) prices,
thus eliminating the incentive, that exist in autarky, for movements of factors (trade
commodities).# By the same token any restrictions on commodity trade (factor move-

2The strict equality holds for one country if it is so large that the relative free-trade price
settles at its autarky price, which equals its opportunity cost ratio. As long as the free-trade
price lies strictly between the opportunity cost ratios of the two countries, we have FT > NT
for each country.

3 A different comparison can be done between the welfare levels enjoyed by a country at the
free-trade equilibriums with and without labor mobility. If the country is small in the goods
market so that the terms of trade effects of labor mobility are ruled out, opening to the latter
cannot harm the national welfare. If the country is large, however, the ranking between free-
trade equilibrium with and without factor mobility compares two sub-optimal equilibriums and
can go either way. Our discussion below sheds more light on this question.

4This is the celebrated Factor Price Equalization theorem of Paul Samuelson.
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ments), by preventing equalization of factor (commodity) prices, could prevent factor
(commodity) price equalization, thus leaving positive incentive for factor (com-
modity) movement as under autarky.

If we allow for complete specialization by one country or for differences in tech-
nologies across countries, free trade fails to equalize factor prices. In this case, fac-
tors do have an incentive to move internationally even under free trade in goods.
But such movement does not eliminate the benefits of trade. With resources having
moved to new locations, the trade equilibrium will still be characterized by a supe-
rior outcome for the nationals of each country than under autarky, so that FT > NT.

Chairman D’AmATO. Thank you, Dr. Panagariya. Let’s go right
on to Dr. Gomory. Go ahead; you may proceed.

STATEMENT OF RALPH E. GOMORY
PRESIDENT, ALFRED P. SLOAN FOUNDATION, NEW YORK, NEW YORK

Dr. GOMORY. I'm very pleased to have the opportunity to testify
to this distinguished group, a group charged to address one of the
most important issues of our time. So I'm very pleased to be here.

So let me start by saying that in the almost two centuries that
have elapsed since David Ricardo developed his influential theories
of international trade, technological progress has transformed that
world of international trade. Technological progress has lowered
and in some cases almost erased the effects of geographic distance,
and this effect was first felt in manufacturing with the arrival of
cheap seaborne goods in container ships, and today the effect of
fiber-optic cables is to make the sending of bits around the world
almost instantaneous and remarkably cheap. As our previous
speaker pointed out, this has opened up totally new possibilities in
competition in a wide range of services of which call centers are
only one example.

Many of the services that now can be provided from overseas
were until very recently regarded as inherently domestic goods.
This new situation contrasts profoundly with the world that Ri-
cardo knew. In Ricardo’s world, production capabilities changed
very slowly and were often determined by natural advantages. In
the classical example still often taught to students, we describe a
world where England is relatively good at wool, Portugal relatively
good at wine, and they enter into a mutually beneficial trade with
each other, with England specializing in wool and Portugal in wine.

In Ricardo’s world, we did not have to consider that England
would successfully enter grape production and then what would
happen to Portugal because that simply was not going to happen.
In the classical model, the economic outcomes for trading countries
tend to be unique free market forces including free international
competition, comparative advantage and the rest determine what
goods are made where, and from this unique outcome also flows a
fixed and theoretically predictable degree of prosperity for each
country.

A country that ends up producing little of value will have little
to consume at home and little to trade abroad and will have a low
standard of living. It is one of the most remarkable results of eco-
nomic theory that this unique outcome tends to be the best for con-
sumer welfare and productive efficiency in each of the countries in-
volved. In particular, it is always better than no trade at all.

But today, industrial advantage is more likely to be acquired
than to be a gift of nature. Semiconductor plants or athletic shoe
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assembly plants or help desks can be located almost anywhere
independent of climate and consequently the outcomes of free trade
are not predetermined. Many free trade outcomes become possible.

We should keep in mind, and in this I completely agree with our
previous speaker, that all of these free trade outcomes are better
than no trade, but they vary significantly from each other in their
effect on the countries involved.

The actual result we experience depends on which of these many
possible capabilities are actually developed. Any plant built abroad
or for that matter more people getting better education in the U.S.
results in a new and different free trade outcome. Therefore, in to-
day’s world, we're faced with a question that was far less signifi-
cant in Ricardo’s day: when are changes in capabilities abroad good
and when are they bad for the home country?

With changes in capability happening all around us and in par-
ticular with the rise of Asia are these changes good or bad for the
United States? What I'm trying to say is all these free trade out-
comes, and as our previous speaker has pointed out, are better
than cutting off all trade. We are in total agreement. That isn’t,
however, the issue that we face.

We're sitting here today and should be asking whether changes
to a free trade outcome are good or bad? We should not be com-
paring it always with no trade. That, in my opinion, is a mis-
leading comparison and that is a comparison that is often made.

What Will Baumol and I have done is to take the ordinary clas-
sical Ricardo model, long used by economists, and using new meth-
ods analyze the question of when is progress abroad good and when
is it bad for the home country? All of this in a free trade environ-
ment. All the outcomes that we consider are free trade outcomes.
All the outcomes that we consider satisfy comparative advantage
because every economic equilibrium does.

Many believe, and this includes many but not all economists,
that improved productivity abroad is automatically beneficial to the
U.S. as a whole, setting aside the local effects of job displacement,
damaged communities and so forth.

In fact, the argument over offshoring often takes the form of dis-
cussing the local pain versus the general gain. However, our work
shows clearly that there are many situations where there is no gen-
eral gain, only further general loss, to add to the local gain. And
again, we are not comparing with no trade. We are comparing
changing free trade outcomes, and it’s possible for productivity
abroad to change the current free trade outcome to a different one,
and that change can be harmful to the country as a whole.

Economists incidentally have known this for a long time, but it
is something to which Will and I have been able to contribute a
great deal of new information.

If we are aware that many free trade outcomes are possible and
some are better than others, and given where a country is at a
given moment, how can we tell whether further productivity im-
provements abroad and further loss of industries is good or bad for
that country, and the general result that we have is along the fol-
lowing lines:

If the wage differential between two trading countries is suffi-
ciently large, the loss of industries to the low-wage underdeveloped
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country may well benefit both countries at the national level.
That’s disregarding all the local problems.

However, as the underdeveloped country develops and starts to
look more like the developed one, the balance turns around, and
further loss of industries—that’s changing again to a new free
trade equilibrium—becomes harmful to the overall welfare of the
more developed nation.

Our best guess is that with China and India, we are approaching
that turning point, and we will be there in a few years if we’re not
there now.

What can be done to strengthen the U.S. in this situation? There
is a long list of possibilities, many that have been used by other
countries and by many U.S. states.

One approach used by foreign countries and U.S. states is to
offer special incentives for firms to locate within their borders.
These can be special tax treatments, access to markets, or a host
of very other special provisions, which perhaps later in the time I
can talk about.

The U.S. Federal Government has a long precedent of spending
to encourage basic research and higher education, and this has
helped our country to be in the start of new industries. It has
helped less to retain them when they are bigger and more mature
and to innovate in mass production and large-scale provision of
services, but that, too, is important. It is important to retain indus-
tries as well as to be in at the start of industries.

It is important to realize that the problem of motivating compa-
nies is today a significant part of the problem. U.S. companies are
required to make profits if they are to survive. That is what they
are in business for. They are not in business to consider which
country they make their goods in or where they make their services
in any way other than its effect on their profitability.

And yet it is what we as a nation make in goods and services
that we have available either to consume or to trade for the goods
we consume.

Companies need profit. If a company will increase profit by mov-
ing part of its operations overseas, they will do it. And in many
cases, they need to do it just to survive. But if we are at a point
where further losses of producing goods and services is harmful to
the country, that is not part of the company’s calculation.

We are, I think, approaching a situation where there can be con-
flict between the fundamental motivation of companies and of their
home countries, and we need to take this problem of motivation
into account.

It is important for the U.S. to realize that increases in produc-
tivity can be harmful, which is not to say it doesn’t still beat no
trade. If we do that, if we come to that realization and are not
lulled by the idea that somehow in some long-range sense produc-
tivity improvements abroad are always for the general good of the
U.S., we will, if we look, find many things to affect the outcome.

It is, however, a vital first step to come to that realization. And
as has been remarked, I think in the earlier discussion, it takes
time to develop the ability to change these outcomes and so if we
are looking to a situation several years ahead, we should start
thinking now.
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Thank you very much.
[The statement follows:]

Prepared Statement of Ralph E. Gomory
President, Alfred P. Sloan Foundation, New York, New York

Introduction

I am pleased to be able to contribute to the Commission’s work as part of the
panel on “The Underpinnings of Globalization.”

Let me start by observing that much of our understanding about trade and its
effects originated in a world very different from today’s world of emerging
globalization. It is remarkable how much of that thinking developed then is still
valid today. However in view of the almost total transformation of the conditions
of international trade, it is reasonable to expect some changes and additions to that
understanding. I will touch on some of those aspects today reflecting the work that
Professor Baumol and I have done in this area.

One of the things I hope to get across is that the effect of things like offshoring,
one of today’s most important topics, are not easily captured in a single phrase. It
is not true for example that all offshoring is bad, nor is it true that all offshoring
is good. Similarly it is not true that improvements in productivity abroad are always
beneficial to this country. Nor is it true that they always are harmful. Reality is
just one step more complex than that. Although this more realistic picture that I
will paint does not make for simple slogans, it represents a reality that we will have
to face sooner or later.

Changes in International Trade Since the Time of Ricardo

International trade has undergone enormous change in the almost 200 years that
have elapsed since the time of the influential trade theorist David Ricardo. In
Ricardo’s time trade is estimated to have constituted about 1 percent of world GDP.
Since then, despite exploding world output, the volume of trade relative to GDP has
risen by more than thirteen fold.!

It is also clear that the nature of the goods entering into international trade has
changed along with the quantities. Advantages based on natural resources still
exist, but more dominant today are advantages that can be acquired. These can be
the advantages conferred through being established in an industry and gaining
thereby either specialized knowledge or economies of scale or scope. There is also
the possibility, in industries, where knowledge is easily transferred, and where
economies of scale are not significant, of dispersing production around the world to
use cheap labor or other special advantages, and then to exploit the cheapness of
modern transportation or wideband communication to deliver these goods or services
to global markets.

One might conclude from all this that the location of economic activity today no
longer matters. After all companies can repatriate their profits from whatever part
of the globe houses their actual economic activities. However, in almost all cases,
most of the economic benefit stays where the value is added. Most of that value
added, wages, etc, remains local. It still matters to a country to be the site of an
economic activity, whoever may own the company.

The Way It Was

In the classical Ricardo model the economic outcomes for trading countries tend
to be unique. Free market forces, including free international competition, deter-
mine what goods are made where. From this unique outcome also flows a fixed and
theoretically predictable degree of prosperity for each country. A country that ends
up producing little of value will have little to consume at home and little to trade
abroad, and will have a low standard of living.

A well-known and appropriately antique example, taught to generations of eco-
nomics students, illustrates the point. If England and Portugal trade wine and cloth,
Portugal, because of its natural advantages, will end up as producer of wine, and
England with its wooly sheep, as producer of textiles. Matters will never go the
other way around.

As this example illustrates, which country makes what product is generally
uniquely determined in the classical economic model of trade.

It is one of the most remarkable results of economic theory that this unique out-
come, tend to be best for consumer welfare and productive efficiency in each of the
countries involved. In particular it is always better than no trade at all.

1“Global Trade and Conflicting National Interests,” Ralph E. Gomory and William J. Baumol.
MIT Press, 2000.
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But today’s world of industry contrasts sharply with the wine-wool example that
is so typical of the past. In the world of the classical trade model, with its emphasis
on natural advantage derived from climate or natural resources, it was difficult, for
example, for England to become a substantial presence in wine production. How-
ever, in the modern world it is possible for many countries to learn the skills in-
volved in making a product, and then to practice those skills until they approach
the capability of the world’s productivity leaders.

Where We Are Today

The modern world is characterized by substantial and rapid technological and in-
dustrial change. Success in industry today is more likely to be acquired than nat-
ural. It is more likely to come from manufacturing skill or service know-how, low
wages, or technical knowledge, or a workable combination of these, than from any
gift of climate or of nature. The ability to produce and market some good or service
depends less on the presence or absence of mineral deposits and more on a superi-
ority of learned abilities or, more accurately, on a level of learned abilities that, cou-
pled with its wage level, makes a country a competitor in a particular industry.
Then cheap goods transport in the form of container ships, or cheap bit transport
in the form of fiber optic cables, makes those goods or services available anywhere
in the world. Indeed the technical improvements in bit transport by themselves have
ushered in the most striking examples of offshoring: those where the service now
being provided from abroad is one that was previously provided only domestically
because of prohibitive transport costs.

While superiority based on natural advantage provides stability in the industries
where such advantages exist, industries whose method of operation can be learned
and that do not require huge entry costs are subject to rapid changes in their com-
petitive positions as new countries acquire the know-how or as technology makes
far off countries near neighbors.

We have seen this in Asia. While there has been success in high-tech industries,
and Japan, in particular, has entered industries such as autos and semiconductors
that are high-tech and have a high cost of entry, much of the Asian success has
been based on much more mundane products. Clothing and athletic shoes are not
hard to make. Television sets and many other electronic consumer products are not
hard to assemble. And knowledge of assembly operations, for example, can be ac-
quired. Call centers in do not call for skills that are hard to acquire provided the
language skills are there. Often, multinationals, seeking low cost production sites,
will create a plant and also train the workers. Once this know-how has been ac-
quired, plants in many Asian countries become competitive because of their gen-
erally low labor costs.

You cannot create natural advantages. Climate will be what it will be. But in
today’s world you can create industrial advantages.

Countries today can change their circumstances and can acquire (or lose) indus-
tries through rapid change of their capabilities in industries or the rapid change in
the capabilities of others, or through the rapid change in technologies that effec-
tively bring countries closer together. Every such change leads to a new outcome
in international trade. The possibility of such changes and such new outcomes
means in a changing world the free trade outcome is constantly changing. It is no
longer either fixed or slow changing as it was in the time of Ricardo. Any plant
abroad, or for that matter more people getting better education in the U.S., or lower
international rates for data transfer, results in a new free trade outcome.

Why Outcomes Matter and the Pattern of Outcomes

Why should we care about the existence of this very large number of possible free
trade outcomes? We care because among these many outcomes, all of which are
better than no trade at all, may have very different effects on the welfare of the
different trading countries. There will be outcomes that are good for one trading
country and bad for the other, and vice versa, some that are good for both, some
that are bad and some indifferent.

In fact, though there is not time to discuss this in any depth today, these numer-
ous possible outcomes are not random. They distribute themselves into a surpris-
ingly simple and orderly pattern that makes visible their advantages and disadvan-
tages to the countries involved. This pattern is spelled out in the book “Global Trade
and Conflicting National Interests” by Professor Baumol and myself.

In its simplest form the pattern we see is this: if the wage differential between
two trading countries is sufficiently large, the loss of industries from the higher
wage developed country to the low wage underdeveloped country may well benefit
both countries at the national level. However as the underdeveloped country devel-
ops and starts to look more like the developed one, we reach a turning point: further
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loss of industries, becoming harmful to the overall welfare of the more developed
nation, although it continues to benefit the developing one.

What We Know and What We Don’t Know

While we can make this qualitative picture quite convincing, the location of that
turning point depends on a host of factors including country size, the nature of the
industries involved, and the fate of the displaced workers in the industries involved.
Both present day theory and the availability of actual information leave us far from
certain of the outcome in actual real world situations.

In the cases of India and China, which are rapidly evolving countries having vast
underdeveloped areas and poorly educated populations as well as significant and
growing sectors that are industrialized and productive, our best guess, based on
very simple models is that they are approaching that turning point.

Multiple Outcomes—Increasing Productivity Abroad

The importance of multiple outcomes becomes most visible when we face changes
at home that are the result of improvements in the productive efficiency and prod-
uct quality of foreign industries. In these situations business and labor often hold
opposing and emotional views as to what if anything should be done, and the views
of the political parties or even successive Administrations often diverge. Often the
discussion becomes far more than an abstract discussion about the effect of in-
creased productivity abroad on the nation as a whole. With jobs and the fate of par-
ticular industries at stake, the concrete instances in which an industry is threat-
ened by increasingly productive foreign competition become the focus of lobbying
and intense political pressure.

Does an increase in the industrial abilities of a trading partner drive down our
wages and impoverish our workers? Is it true that our consumers benefit when
products that were once made at home become available more cheaply or in better
quality from abroad? How do these conflicting consequences balance out? What is
the net effect on our country’s overall prosperity? These are obviously very real and
very important issues. But we need to realize that our real ability to judge these
outcomes is limited and that there is no simple overall rule that says a priori that
these events are either beneficial or harmful when these effects all occur at once.

The Three Aspects of Each Outcome

We should also bear in mind that there are at least three different aspects of any
of these economic outcomes. First there is the local aspect, if jobs in some industry
move overseas what happens to the people who had those jobs? This is the aspect
that is most concentrated, most visible, and most easily understood in human terms.
The second aspect is the effect on the country as a whole. This may be in the form
of cheaper goods, or, as the terms of trade change, more expensive goods. It can be
a large effect, but it is diffuse and tends to be spread across the whole population.
Finally there is the effect not on the national economy, but on the total world econ-
omy. It is here that one would take into account in the case of offshoring, not only
the effect on the U.S. economy but its effect on India or China as well.

Different outcomes can score differently on these different outcomes. You can have
an outcome that is bad locally and good for the nation. You can have outcomes from
productivity improvements abroad that are bad locally and bad for the nation as a
whole. You can have an outcome that is good for one nation and bad for the other
at a national level. And so forth.

Economic models such as the standard Ricardo model tend to shed light on the
national and international effects, but not on the local effect. The local effect, the
effect on jobs, is too detailed and different in different cases to really appear in
these models. This is one reason why the remarks of economists about long range
or national benefits often clash with visible and local realities.

What Countries Do

Countries do act to get what they consider better free trade outcomes whether
this is driven by the desire to protect existing industries or by a notion of general
national development.

While the governments of some nations have successfully organized, cajoled, and
even forced their home enterprises into entering existent high-tech industries, many
such efforts have not succeeded. Those that have achieved their goals are countries
with a strong tradition of powerful government and an unambiguous history of in-
dustrial policy, plus a skilled and prestigious bureaucracy, able to carry out that pol-
icy. This is not an easy path. Another approach used both by foreign countries and
U.S. states is to offer special incentive to firms to locate within their borders. These
can be special tax treatments, access to markets or a host of other special provi-
sions.
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The U.S. tradition runs a different direction: The U.S. has had no conscious indus-
trial policy, and its government bureaucracy has, with some exceptions, never as-
pired to a close, cooperative relationship with industry outside of the arena of na-
tional defense. Even if it were desirable, which is not clear, a path of very active
g}(l)veénénent guidance of and collaboration with industry is probably unworkable for
the U.S.

The U.S. tends to have more of a history of invention, of being in at the start
of things. Its early role in electric power and telephones, automobile mass produc-
tion, and the development of radio enabled the U.S. to be in on the beginning of
these industries and to grow with them as they matured into major industries. That
approach of being there at the beginning continues today in biotechnology, com-
puters, software, and the Internet.

And although the U.S. has avoided any explicit industrial policy, it has neverthe-
less benefited from its support of higher education and its consistent support of
basic research, an ongoing commitment of government resources that has helped the
U.S. launch some major modern industries and emerge with a commanding position
in them. Recent examples are the biotechnology industry and, very recently, the
vast array of electronic communications of the Internet. The U.S. may not have
skilled and experienced government personnel charged to shape up an industry
against an entrenched competitor, but it does have a long precedent of spending to
encourage basic research and higher education, and this has helped the country to
be in on the start of new industries.

These policies help less when the goal is to retain industries when they become
larger, more mature and more important. Helpful as it is to be in at the birth of
an industry and to grow up with it, continuation of that strong position is not auto-
matic. Semiconductors, steel, and automobiles are all examples of industries in
which the U.S. had a major role from their earliest days. Those positions, at later
dates, were subjected to major challenges.

The theory described in our book indicates that government actions, if successful,
and if justified by the position of the country in the pattern of possible trade out-
comes, can do more than serve the interests of the industry in question. Our anal-
ysis suggests there can be circumstances where the development or preservation of
a particular industry can be in the national interest.

In addition to industry-specific approaches, there are actions that improve general
conditions and thereby can help many industries to succeed. Government outlays on
infrastructure, such as roads, or an advanced educational system, are not aimed at
particular industries, but benefit many. Education today can mean not only edu-
cation during the early years of life but also ongoing education of members of the
workforce. This has become possible because high quality on-line learning is now
available and is compatible with continuing to work and earn.

While automation is often confused with offshoring or outsourcing because of
its impact on jobs, it is in fact beneficial to the country as a whole and should be
encouraged. While automation, like offshoring, can displace workers, its overall
economic effect is totally different. Unlike offshoring, which can be either benefi-
cial or harmful on a national scale, automation, or other capital improvements, add
to the national wealth. The U.S. is a high wage country compared to many others
because we dig trenches with backhoes while in many countries that work is done
with shovels.

Country vs. Company

What is the effect of the activities of a multinational corporation on its home
country? Suppose that one of an advanced nation’s leading companies decides to
build manufacturing capacity in a foreign country. It may do this for any of the rea-
sons just mentioned: that country may offer lower wages with fairly high produc-
tivity, newly-built infrastructure, special governmental concessions to the company,
good intellectual property protection, or access to new markets.

If that new capacity takes the form of a production facility, its establishment may
send both knowledge and capital abroad. If the firm has chosen well and can
produce cheaply and effectively abroad, the products made there may even end up
returning as imports to the firm’s own home country. This overseas investment deci-
sion may prove to be very good for that multinational firm. But there remains the
question, is the decision good for its own country? The answer can in fact go either
way depending on circumstances, but it is not always and automatically benign.
There is and can be fundamental conflict between the goals of the company and the
goals of the country.

It is important to realize that the problem of motivating companies is part of the
problem. U.S. companies are required to make profits, that is what they are in busi-
ness for, they are not in business to consider the national effect of their decisions
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about where to make their goods or services. They are obliged to consider the effect
on profitability. Yet it is what the U.S. as a nation makes in goods and services that
we have available either to consume or to trade for the goods we consume. Compa-
nies need to be profitable. If moving part of its operations overseas will help profit-
ability they will do it; in many cases they will need to do it just to survive. If the
country is at a point where further losses in producing goods and services is harmful
to the country, that is not part of the company’s calculation. We need to take this
problem of motivation into account.

Conclusion

There can be inherent conflict in the interests of nations trading in a free trade
regime. What is good for one is not necessarily good for the other. There can also
be conflicts between the interests of corporations and their home countries.

However there can also be benefits from improvements in productivity abroad and
there can also be benefits to the home country from the foreign activities of their
corporations. It is simply not a simple picture.

We need to understand that there is much we do not understand. Deeper and
more detailed knowledge of actual situations will help us to judge when various ac-
tions are beneficial at the national level, and we should make the effort to develop
this if we are to be realistic rather than slogan-bound about international trade.

However it is important for the U.S. to realize that increases in productivity
abroad can be harmful. If we do that and are not lulled by the idea that somehow
in some long range sense this is all for the general good of the U.S. we will find
many things to affect and improve the outcome. It is however a vital first step to
come to that realization.

Chairman D’AMATO. Thank you very much, Dr. Gomory. We'll
move now to Dr. Freeman. Thank you.

STATEMENT OF RICHARD B. FREEMAN
PROFESSOR, HARVARD UNIVERSITY, CAMBRIDGE, MASSACHUSETTS

Dr. FREEMAN. I've presented this as a little PowerPoint. I'm
going to focus not on the effects on the nation, but on the effects
of the people in the nation, namely the workers, and that really
does reflect this recognition that there may be differences between
the companies that are owned by some of us and the vast majority
of working people inside the country.

I think there is one big fact: everyone should understand what
China and India have done and Russia less so. Basically, the global
workforce, meaning the numbers of people involved in the global
economy, has doubled roughly speaking. There are numbers there
and I compare the 2.93 billion people who currently work in the
global workforce versus the 1.46 if we took out China, India and
the ex-Soviet when they were basically living in protected econo-
mies.

China is the biggest of these. I put the numbers at the bottom
of what they’ve added. So the global economy is incredibly different
than it was, let’s say, in the 1980s when the Washington Con-
sensus was being thought about. This is twice as many workers.

The global capital ratio has not gone up. These are estimates
that I made. They’re from the Penn World Tables. The Penn World
Tables keeps telling us that they are going to provide official esti-
mates. They haven’t. There are a lot of assumptions you have to
make, but this is the basic fact is that if you double the workforce
and in this ten-year period that I've looked it, we can carry it to
the present—15 years—capital has not increased as much.

So I think companies in that sense, if we think of the companies
as being capital, they suddenly have more choices, more groups of
workers that they can locate to, and we just want to see the cap-
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ital/labor ratio obviously rise as quickly as we can towards what it
was.

This .56 means that it’s 56 percent global capital/labor ratio.
What we did was we cumulated the capital across all the countries
and what happened—the issue is that China comes in with very lit-
tle capital, India comes in with very little capital, and the Soviets
came in with capital, but it was useless to produce decent goods
and services, and so essentially the bottom of the capital/labor
ﬁatlifo’ the labor part, doubles, and this reduces it more or less by

alf.

And so you need a lot of savings and many years before this ratio
will be back to what it was before these countries joined. I think
there are big winners from this doubling, namely the workers in
these new entrants. Entering the global economy has been wonder-
ful for China, and it’s been wonderful for India. It’s not so wonder-
ful, I think, for the Soviets, but that’s because they’ve got all kinds
of internal economic and other problems.

So we’ve seen the living standards of China and India rise, and
if you take—you sort of stand there above the world—there is over
two billion people in those countries, and if it were to be the case
that some of the advanced countries had some losses in income
standards, that wouldn’t be so bad given that these were very poor
people and they are moving up, and when we calculate global in-
equality in the world, we see that global inequality in the world ac-
tually has declined because these countries have moved up rapidly,
even though there is a lot of inequality in China and India and the
former Soviet Union.

There are great pressures being put on what I call the old
LDCs—which is Brazil, Peru, Latin America, South Africa—simply
because the million or so workers in China and India taken to-
gether are able to produce things and compete very well with the
workers in these other countries, and that necessarily creates prob-
lems for them in terms of trade issues that were raised earlier.

What about us, the U.S.? We were told at one point that we got
all the educated jobs and they, meaning the developing countries,
would get all the less-educated jobs. I say here very sharply “no
way.” I think what we’ve learned over the last ten or 15 years has
been that China and India in particular, in part just because they
have so many people, can produce massive numbers of highly edu-
cated people who are as smart as we are and can do work either
here or in Bangalore as pointed out.

I'll just give some figures here. At one point I think it was histor-
ical sort of happenstance, in the 1950s, the 1960s, the United
States had something like 40 percent of the world’s college stu-
dents, and we’re down now, as we should be going down because
the rest of the world is catching up, to 15 percent. And I said ap-
proximately 12 percent could do your job. That’s probably an exces-
sive number because I've seen some more recent things from
McKinsey that would reduce that, but there are a lot of people who
can do your job.

And the U.S., in the great universities where we have a domi-
nant position, our share of world Ph.D. production has now fallen
very sharply. So our comparative advantage is weakening in things
that we think are quite important.
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The key here is China because India does not produce all that
much in the way of Ph.D.s. There are a lot of engineers from the
IITs. China has gone on a massive program so by 2010, they will
be producing more science and engineering Ph.D.s than the United
States, 26 percent more according to these numbers.

The quality is not going to be at U.S. standards, and of course
I'm counting in the U.S. all the Chinese students and Indian stu-
dents who are here, many of whom will stay here, et cetera. At the
bottom I put the Chinese Diaspora for 2001, which showed that the
Chinese figure in 2001 jumped from 32 percent of the American to
72 percent. If you think that our comparative advantage comes
about because of these great universities and all these Ph.D.s and
these great scientists and engineers doing things, that advantage
is diminishing.

I think it has to diminish because these billions of people have
joined the world and theyre going to do this kind of work. So we
do have, I think, a situation. Here I gave some figures, and unfor-
tunately these are only through 2001, the global high technology.
That’s our production. It shows Japan really has a significant loss
of their shares. Germany’s shares going down. South Korea and
China going up.

In terms of the trade, we have seen a significant shift that our
share of high tech exports has fallen. Now part of this will be dis-
cussed I assume later in these meetings about the value of the dol-
lar and we're running huge trade deficits in everything at this
point.

But we no longer have this thing where high tech, the exports,
greatly exceeded the imports as they did years ago. This is our im-
porting of foreign-born scientists and engineers and the figure that
I find the most interesting is that Ph.D.s less than 45, in the
United States, 52 percent in 2000 were foreign born, and you can
go to every university, and you will see this.

This is a sign that we have that we have a strong comparative
advantage and we are importing people to help us maintain this
advantage, and I think that’s a critical thing that we keep doing
this because there are going to be more and more bright people not
in U.S. universities outside the country, and we want to bring them
if we can, and that’s what we have been doing.

If and when these numbers ever turn around, then I would be
very frightened because that would mean the best, the brightest,
highest educated people, have decided the U.S. is no longer an at-
tractive place to be.

The bachelors are engineers. So 17 percent largely of our engi-
neers now, bachelor degree engineers, are foreign born. So we are
indeed living on this form of trade.

I agree with the statement that offshoring is just trade in an-
other form—absolutely right. But I think it’s very real and very
significant, and I gave a quote—this is from a businessman—“it’s
digital, contestable, and will be offshored if possible because the
wages are lower overseas.”

Estimates, ten to 15 percent of the jobs. I agree. At least 70 per-
cent are going to stay no matter what. But we can have great pro-
fessors doing things through videoconferencing and my job may be
gone.
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And there will be coming out in the next couple of weeks a
McKinsey study on offshoring that will be quite, I think, influential
and important. It basically says, in a lot of areas this is a serious
issue because they can do the work overseas cheaper.

This slide shows numbers of chemical abstracts. Chemical is a
more of a technical area and is technologically closer to business
in many ways, and you see these are English-speaking journals,
and you see are falling. This just has to happen. We have to be los-
ing some of our comparative advantage. This slide shows China ris-
ing up. Georgia Tech has an index of prowess in technology. We see
China coming up here as well. I think it just has to be do as long
as these countries run their show reasonably well. They're going to
be educating people; they’re going to be moving into these sectors;
and that’s the issue.

I quote actually Ralph here: “This can harm advanced countries.”
Now maybe some harm we should take because it’s benefiting bil-
lions of people who have been very poor overseas, but nonetheless
there is some harm to this. And the industries that we have had
that have had the R&D and the new products, they have a certain
monopoly. It’s the newest thing you got, and you’re the seller and
it’s good to be a monopolist.

We may be losing some of that monopoly power. I'll just say what
I think China is possibly doing: it’s the large LDC with lots of peo-
ple and it can leapfrog in some sectors to technical dominance and
that I think would be very harmful to the United States because
we would lose our comparative advantage in the areas that we are
specialized in. Those are high wage and good job areas.

There’s a paper where someone says, well, if we lose everything
to China, all of our things, it’s not so bad because they’ll produce
them so cheaply that we’ll be able to buy them at really low prices.
That is a weird model.

I can vouch for you that such a model doesn’t stand up to real
world analysis because the assumptions are strange. Let me put it
that way.

So I put a great stress on the job structure. When these con-
tested sectors, ones that our acquired comparative advantage can
keep or they can go to another country. If they have a lot of good
jobs, that’s bad for us. My view of the best thing for America, not
the best for China certainly, would be if they use a lot of their
smart people working on a trip to Mars. That will cost us nothing
in jobs, and it’s just ridiculous. I remember when the President an-
nounced that we were going to go to Mars, and I was at an NSF
thing and people were just going, oh, my God, he doesn’t really
mean that because that would be the silliest thing we could do in
terms of using our resources.

And so I think we have to choose sectors wisely. A lot of econo-
mists think the word “industrial policy” is some sort of an insane
word by some mad planner. But our R&D and our education
money, where we put these resources, are a form of policy. They're
going to create the workforce and the ideas for the next generation
of industry. So I think they are very important decisions that have
to be made to maintain our comparative advantage.

As I think everyone else here said, this is a pro-free trade posi-
tion. It’s just we want to position ourselves so we are the guys who
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produce really good things with really good jobs, and we don’t want
to be in some other situation.

And then I conclude with a couple of scenarios. The bad one is
that China and India really take a lot of these very good sectors
because their wages go up very slowly and they always have. Now
that they have the ideas and they have the brainpower and they
also have low wages, they will create trouble for us.

The global capital stock grows slowly. If it grows slowly, we just
can’t raise the position of people/workers that much. I think one of
the worst things I think that could happen if we went into a new
protectionism. Also, if the within country inequality, and here I do
worry mostly about China, if it led to some sort of explosion, inside
that country. These would be terrible things.

My good scenario is if we retain some of the leading sectors. We
take advantage of the fact that there are all these smart people in
China and India doing R&D, and our businesses are tuned up so
we can grab some of those good ideas, produce the products in the
U.S. because we're fast on our feet in innovation. The cost of these
goods will go down and that may dominate the declining terms of
trade. So they are definitely good things.

I strongly believe that the American university system because
so many of the best people overseas are trained here. They are ac-
tually working in part for Americans. Theyre networked into our
companies, to our things, and I think that really does help us. I
also think we need social services and infrastructure to keep busi-
nesses here, to keep—I'm not so much in favor of these cost deals
struck by different states with business things. I would rather have
a great education system, a great university system, save cities,
and then the businesses will come because that’s where people
really will be able to get good workers.

So I actually think we have lots of policy choices to make here
at this time, and we are in a critical period just from the natural
recovery from the disaster of communism in India. The disaster of
government mandating things, a kind of socialism, if I can call it
that. These guys are now in the game as capitalists, and that does
create troubles and problems that we have to deal with. I don’t
think we can hide them.

Panel I: Discussion, Questions and Answers

Chairman D’AMATO. Thank you very much, Dr. Freeman. We’'ll
move to questions. I'd like to start off with Dr. Panagariya about
your calculus and your paper. It may not be your complete think-
ing, but there are two parts to it that I find missing, that I wanted
to ask you about. One has to do about the assumptions about full
employment and the other has to do with the question of manipu-
lating currencies.

The discussion of trade is largely conducted in terms of the the-
ory of comparative advantage. An assumption behind that com-
parative advantage is, I believe, that it assumes full employment,
which is necessary to create the scarcity of resources that then jus-
tifies reorganizing global production along the lines of comparative
advantage.

What happens if countries have persistent what we call Keynes-
ian unemployment so that there is no scarcity of labor? Instead,
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there is a scarcity of demand. Are we at full employment or what
is your assumption in terms of your model on the question of full
employment?

Dr. PANAGARIYA. Virtually all trade models assume full employ-
ment. That’s a good assumption for the long-term analysis that is
addressed by these models. When it comes to unemployment, we
get back to the macro kind of issues, which pertains more to short-
run issues.

Trade models typically are addressing the issue of efficiency, and
you don’t then want the rate of unemployment or rate of employ-
ment changing in the background every time you change some-
thing. If efficiency is what you’re after, then that is right. Having
full employment is the right assumption.

Chairman D’AMATO. Do you think the United States is at full
employment?

Dr. PANAGARIYA. I think if you think in long-term, take a long-
term view, U.S. has been I would say last 25 years on the natural
rate of unemployment, which is equivalent to what I would call in
trade models the full employment models.

Chairman D’AMATO. My second question is your model doesn’t
talk about exchange rates. We have what we believe to be a seri-
ously rigged exchange rate, maybe as much as 40 to 50 percent
some view, on the part of the Chinese.

Now if exchange rates are wrong, can’t this undermine compara-
tive advantage and even drive a country’s industries out of busi-
ness? And how do you view the current exchange rate situation?
How does it fit into your model?

Dr. PANAGARIYA. Now here we get into a lot of macro issues, and
again there is an intertemporal aspect of trade which gets in here
that when we run current account deficits, which is what is hap-
pening with this exchange rate, in effect, that is reflecting the sav-
ings/investment imbalance that is out there within the domestic
economy, that we are not saving as much as we are investing.

The U.S. economy happens to be highly productive so the private
investment demand is much higher than the investible resources
left over, after large deficits have substantially absorbed the do-
mestic saving. So part of this trade gap that we’re seeing is actu-
ally, in fact largely I would say, is reflecting the savings invest-
ment gap. Now, coming to the exchange rate issue, if you are going
to fix both the factor prices and only the exchange rate, then it is
a problem, but as long as the exchange rate is fixed—remember
that from 1945 on till 1971, everybody was on a fixed exchange
rate system, and we didn’t then say that, gee, this fixed exchange
rate system somehow kind of mucks up the comparative advantage.

So fixed exchange rates are completely compatible with compara-
tive advantage. Now, will the fixed Chinese exchange rate be sus-
tained? I don’t think this will be sustained because in the end, no-
body would want to run surpluses in the current account as the
Chinese have done forever because then you are actually giving a
gift to the United States so that the United States can consume
more than what it produces in perpetuity.

If the Chinese want to give us that gift, I think I'll personally
certainly gladly take it. But that’s not going to happen. In the end,
the Chinese will have to pay back, and so as far as the trade side
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is concerned, I don’t see the fixed Chinese exchange rate as the
reason for us to turn protectionist.

Eventually this will not be sustained, and I think it is in the Chi-
nese interest themselves. They are going to let go. The problem I
think the Chinese are facing right now is where to time it in the
way that, because they need to open the capital account. The Chi-
nese capital account is still closed, and there is an issue, whether
you let the exchange rate go now, then open the capital account or
get to the open capital account gradually, and then let the ex-
change rate go. But that is the calculus that’s going on there.

Chairman D’AMATO. Well, I'm not sure I understood all that, but
savings and investment decisions are private decisions, individual
decisions. The exchange rate is a government decision, is a protec-
tionist matter. You talk about protectionist, it seems to me that
setting up an exchange rate which protects 40 percent of the value
of your economy is the ultimate in protectionism.

So responding to that, the question is how you respond to that
and not be protectionist. But the initial problem, it seems to me,
is essentially protectionist. I don’t know how you can get around
that.

Commissioner Wortzel has a question.

Commissioner WORTZEL. We’ve now managed to hear a range of
views on this whole problem of globalization and of shifts in em-
ployment. I want to lay out for you what I think elected officials
and lawmakers face today. Some of you alluded to solutions to this.
I want to pose a couple of dilemmas and see if I can get you to
come up with specific policy recommendations or courses of action.

Now it seems to me that the major concern with trade and jobs
flowing or going is labor dislocation. What is it doing to people?
The pain of retraining, and some people may be incapable of it. The
pain of people relocating or having to relocate their families to new
places, sometimes to service jobs. Seventy percent of the jobs are
service jobs. Service jobs don’t pay an individual what they might
make in manufacturing. So there’s also that impact of what hap-
pens to wages.

Who ought to bear the burden of those shifts? Dr. Freeman
seems to imply that it’s the government. It’s a social responsibility.
We turn into sort of a social welfare state, more like Eastern Eu-
rope than the entrepreneurial spirit we have here in the United
States. And we all give up a little so these poor people overseas can
have a better income.

Dr. Gomory emphasizes entrepreneurship and real policy
changes it seems to me, such as encouraging in-sourcing, changing
tax incentives, more the capitalist spirit, more the American spirit.

And folks are going to lose. So I guess what I'd like to hear, if
I could, if you're facing a worker out in Akron, Ohio, or in the
mountains of North Carolina that’s in the manufacturing, what’s
your policy response? What’s your policy recommendation to a law-
maker either for legislation or for some way to reexamine our trade
agreements?

Dr. PANAGARIYA. Thank you, Commissioner. I would agree—actu-
ally there are two issues I see here in the question. One relates to
the adjustment and the other to the wage loss, that even when you
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move to a second job, it may pay a lot less than what the previous
job was paying, and that’s painful.

So, on both counts, I would certainly go along with Professor
Freeman that we ought to have very strong social safety nets and
adjustment assistance. I think adjustment assistance, as has ex-
isted in the U.S. for several decades now, should be strengthened.
It does not exist for workers in service industries. It is only for
manufacturing, and I would certainly support having that adjust-
ment assistance, trade adjustment assistance, extended also to
services industries. I think there have been proposals made, most
notably by Bob Litan at Brookings Institution, that we might con-
sider possibility of wage compensation, at least for “x” number of
years, maybe three, four, five years.

Some of this was built into the Trade Promotion Authority to the
President, I think up to $5,000 per year, some limit because again,
it’s a matter of balancing out how much taxes you can raise and
how much transfers you can make.

But I certainly would go along with that prescription.

Commissioner WORTZEL. And is it also a corporate responsibility?

Dr. PANAGARIYA. And it’s also corporate responsibility.

Dr. Gomory. Well, I think we have to divide the question that
you're asking I think into two parts. One is when there are changes
people are hurt. What do we do about those people? And I think
we need to devise a mechanism to spread that pain over the entire
nation.

And that means we will have to pay taxes in order to help these
people, whether it is through reeducation, I don’t know. Or it may
be some form of compensation. Because I think a lot of the retrain-
ing programs are somewhat illusory. You just can’t do it.

So I definitely think that the country should try and spread that
pain, but I also think that we should try and not have it happen.
And I don’t think we can do that unless we tackle the incentives
of the corporation. There are some traditional ways, but I think we
ought to wake up and start thinking of non-traditional ways, and
this is a vague notion, but let me explain.

What is it we want companies to do? What is it a company really
does for a country? Let me emphasize one thing. In the modern
world individuals cannot really earn a living. An individual cannot
make a car. An individual cannot make a computer. So individuals,
if they are to earn their bread, have to be part of an organization
that can make a car or make a computer or make steel.

So the existence of corporations quite aside from their individual
goals serves the nation by allowing people to earn a living. In some
sense that’s the social role they play, and our system of raising
money and profitability is a way to incent them to compete and do
this role efficiently.

But if they disappear, you have not got a way to earn a living.
We need the companies. But if we want the companies and we
want them to be there and enable people to create wealth in this
world in which you can’t do it alone anymore, then we should
incent them to do that. I wont even call it a half-baked but a
three-percent-baked idea, which is there is such a thing in Europe
as a value added tax. This shows that you can compute the value
added by a company.
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In other words, how much does Wal-Mart add to the U.S. econ-
omy? You take the value of everything they sell and you subtract
from it the value of everything they import and the rest is the
value they add. Okay. That’s their value added. If you divided that
by the number of people they employ, I think you’ll get a rather
low per capita figure. In other words, their domestic value added
per employee is probably on the low side.

We should consider, and I toss this out not because it’s right or
wrong, but just to stimulate thought, why don’t we consider a tax
or—it would be a positive tax—it would be an incentive—to reward
companies that have a high domestic value added per capita. All
right. So one way they can make a profit is by having high value
added per American.

So we’ll translate that, add that on to the profit motive. I think
we should start thinking in those ways. Thank you.

Commissioner WORTZEL. Thank you.

Chairman D’AmATO. Thank you. Go ahead, Dr. Freeman.

Dr. FREEMAN. I wouldn’t privilege workers who let’s say suffered
from trade. I could lose my job either because it gets offshored or
because they have a new robot and a new computer that does a
better job of doing what I do.

I don’t think the safety net should be only for people whose jobs
certifiably got lost through trade. I think there is one screaming
policy that I think all kinds of economists and analysts would agree
because we are the only advanced country that doesn’t have some
form of universal health care. It’'s an expense put on to our compa-
nies, particularly the manufacturing companies.

In any social safety net, the first thing you would imagine would
be that your health is protected. You then could go down a list of
some other things that we would say these are the things you
should have as a citizen. We guarantee you this. And there could
be some monetary compensation for job losses or so on and so forth.
Some countries do have severance pay that generally the compa-
nies pay the severance pay, but you could have it jointly paid, you
know, in some fashion the state kicks in part of it.

I'm less favorable to that. I think there is a very basic safety net
for everybody, and if you provide that and maybe you would have
some mortgage reinsurance of some form. The United Kingdom
they have that. You will not lose your house or your flat if you lose
you(lir job. You know you won’t be homeless and your health is cov-
ered.

Beyond some things like that, I would not go. I think that’s about
what a safety net means.

Commissioner WORTZEL. Thank you very much.

Chairman D’AMATO. Thank you. Commissioner Mulloy has a
question.

Commissioner MULLOY. I want to ask a couple very quick ques-
tions to Dr. Panagariya and then throw out a larger question for
all three of you. Tom Palley, who is the Chief Economist for the
Commission, is always bringing up a book by John Maynard
Keynes, and he points out that Keynes says that ideas matter. And
so I take these economic ideas very seriously because I teach inter-
national trade law and my students have all been educated in this
system, and they’re always voicing these ideas, very similar to ones
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you put forth, Dr. Panagariya. And that’s why I think it’s impor-
tant that we discuss these ideas.

On page four of your prepared testimony, you take on Senator
Schumer and Dr. Paul Craig Roberts, both of whom have testified
before this Commission in prior hearings. You contend that the
classical theorists must have assumed mobile factors of production.
At least you discredit their argument that the classical theorists
assumed non-mobile factors of production, so I want to ask you a
couple of things. Do you know Professor John Jackson and do you
think he’s reputable?

Dr. PANAGARIYA. Yes.

Commissioner MULLOY. Do you know Dr. Charles Kindleberger
and do you think he’s reputable?

Dr. PANAGARIYA. Yes. I know of them.

Commissioner MULLOY. Let me read you from-

Chairman D’AMATO. That was a set-up.

Commissioner TEUFEL DREYER. Sounds like he’s setting a trap.

Dr. PANAGARIYA. That’s fine.

Commissioner MULLOY. Professor John Jackson’s case book on
international trade law, and he has an article by Dr. Charles
Kindleberger from his international economics textbook, 1973,
quote:

“Classical economists”—of whom I believe Ricardo was one—
“thought that the labor theory of value, valid in trade within a
country, cannot be applied between nations since factors of produc-
tion are immobile internationally.”

So if I read that, I think he’s agreeing that these classical econo-
mists did, as Schumer and Roberts claim, factor in non-mobile fac-
tors of production.

Now, the important thing is if we now have mobile factors of pro-
duction, should that cause us to at least rethink some of these
theories? I think you’re telling us, no, that everything works out
fine, and I just want to ask is that correct? And then I would like
to hear what the others say about that particular point because I
think it’s of enormous importance to this debate.

Dr. PANAGARIYA. Let me first say that actually the 1973 text of
Charles Kindleberger was the first international trade text that I
read as a student in India actually.

Commissioner MULLOY. You should have paid attention to that.

Dr. PANAGARIYA. So I know where this is. Yes. First, I do not say
in my submitted formal write-up that Ricardo did not assume fac-
tor immobility. He did assume factor immobility. What I say is that
it is unlikely that Ricardo was unaware that factors are mobile be-
cause factor mobility existed in his time.

So the reason he made the assumption was simply to make the
point in the simplest possible way, as all of us who do theory do.
Now, the critical question is the last one that you stated, Commis-
sioner, which is does the factor mobility invalidate the gains from
trade? And in particular, in the quote that I gave from Senator
Schumer and Mr. Roberts, that quote answered saying that well
some countries will lose and some countries will gain once you
allow for labor mobility, or factor mobility, whichever you want to
think.
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That is simply not true. The worst that can happen is that one
country will gain and the other will not gain, but it’s not going to
lose.

Commissioner MULLOY. Dr. Gomory? Dr. Freeman?

Dr. GomoRry. Well, I don’t think I can comment on what Ricardo
had in mind. But I do want to make a point that I think is relevant
to this. For example, in the Schumer op-ed article implicit was the
assumption that if you use the classical model, you could not get
these bad results, and I just want to make clear, if I didn’t before,
that’s just not correct. The work that Will and I have done and ear-
lier economists to a lesser extent shows that within the classical
model, unchanged, with comparative advantage, all that stuff, im-
provements abroad can be harmful. They can never—and this is
what Professor Panagariya keeps telling you—they can’t be worse
than no trade, but that comparison is not what you feel.

What you feel is here we are today. There’s a change. Now we're
worse off. It’s very consoling to learn that we would have been even
worse off if we cut off all trade, and it’s good to know that so you
won’t be tempted to do it. But the real issue is, you know, when
we go from one equilibrium to another, are we going up or down?

And both are possible within this absolutely standard model that
has lloeen used. You don’t need to invalidate that model to get that
result.

Chairman D’AmATO. Dr. Freeman.

Dr. FREEMAN. It’s a very interesting issue how trade and capital/
labor mobility work together. And in analyses that say, let’s say,
we have the best technology in the world, we will likely as not
draw in very able immigrants labor mobility coming in, and likely
as not we'll draw in a lot of capital coming into the country—I
guess the point of the Davis and Weinstein arguments.

In that case, we may be getting a lot of capital from other coun-
tries and we're getting their smartest people. Now think of the
other countries. You've just lost some of your capital and some of
your smart people. They’re not going to be better off—the average
people in those countries.

And I think an extremely important point I would stress very
strongly, all trade and factor mobility, some people benefit and
some people lose. So if more professors come pouring into the
United States from different countries, the pay of professors in this
country is going to suffer and we are the losers.

Chairman D’AMATO. Yes.

Dr. FREEMAN. And everyone else in the country will benefit be-
cause you've got now bright professors doing work, et cetera. But
the two of us at least would be losers, you and Ralph. And I think
an important issue is if all the trade things are saying is our whole
economy benefits, but they’re not saying which of us benefit and
which of us may lose, I keep thinking of say we had a trade or
technology/some change that made Bill Gates tomorrow $50 billion
wealthier and made the poorest Americans $40 billion poorer,
that’s a gain of GDP. These models are telling you that’s a good
thing.

I think most of us, including Bill Gates, would sit there and say
no, that’s not a good thing, and that’s because trade and
globalization also bring with them some redistributions from some
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people to other people, and you get at some clues as to those redis-
tributions by actually seeing and what resources are coming to the
country and which are not coming to the country as well.

Commissioner MULLOY. Yes. Dr. Gomory, I'm not trying to dis-
credit that theory. I just want to understand the theories on which
it was based.

Dr. GOMORY. Yes.

Commissioner MULLOY. And Dr. Panagariya, from what I heard
you say is that the theory was based on non-mobile factors of pro-
duction, and we do have mobile factors of production now, capital
in particular. Thank you.

Chairman D’AMATO. We're wondering if sheep were actually
snuck into Portugal? The Portuguese really had some sheep? Com-
missioner Donnelly, do you have a question?

Commissioner DONNELLY. Thanks. I guess I don’t necessarily
know that I have a question, but going back to Ambassador Haass’
presentation, I'm struck very much by the discussion of globaliza-
tion as a sort of self-creating and self-perpetuating phenomenon
driven entirely by its own internal economic logic without much
reference to the political and security framework, which I would
suggest underlies it, which is certainly in the modern era an Amer-
ican dominated international order, which suggests apropos of the
panels to come and as we try to transfer this discussion from
globalization per se to China’s role, and I would invite the panel
to comment on this. Everything you talked about sort of assumes
that the international political order will stay as it is. Again, you
didn’t say it explicitly so I may be making a leap of faith here.

Dr. Gomory, in your analogy to earlier eras of rapidly increasing
trade you talk about technological process. Certainly seaborne
trade was a product of a particular political order and wielding,
particularly by Great Britain, of a certain form of military power
with great success. And, you know, your point that changes could
be either good or bad, again, I think there’s an underlying assump-
tion.

I wonder whether they would be possible even if this inter-
national political order, in particular the stability dominated by the
United States, were to be called into question. Whether that would
offend it, as with the first era of globalization was brought to a
close by Germany in World War I. Whether there’s a similar land
mine lurking out there for the future of globalization?

And finally apropos of Dr. Freeman’s great doubling metaphor,
one of the things that also possibly has doubled is the responsi-
bility of the United States to secure efficient and effective inter-
national trade flows to ensure that products produced in East Asia
or in India can be brought to market in an effective way.

I would like to hear your comments on globalization as a political
phenomenon. In particular, how you believe changes in geopolitics
could sort of undermine the scenarios that you lay out or how it
is necessary to maintain political stability, and particularly an
American-led international order, if the process of globalization is
to produce the benefits that you all, with asterisks and tweaks, an-
ticipate?

So I’d just toss that out there for comment. I suggest to my fellow
Commissioners that as we understand China’s role in all this, that
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underlying the purely economic competition is a larger geopolitical
context. Ambassador Haass’s predilection for the theory of geo-eco-
nomics makes me nervous.

Dr. GOMORY. I can make one comment. I certainly don’t feel that
I'm an authority on that. The only advantage I have is I've been
alive for a long time and I can remember some things, and if we
take the Second World War, I think it is fair to say that the advan-
tage that the United States brought into it, which had an economic
dimension, was our unbelievable ability to mass produce.

We brought to the battlefield unbelievable numbers of ships. We
started that war with a few aircraft carriers. We ended, if you
count auxiliary aircraft carriers I think with 40 odd. No one antici-
pated that ability. We filled the air with bombers. They were not
the best and neither were the fighters most of the time, but, boy,
were they numerous, and we made them in places where we had,
of course, never built aircraft before. So the economic strength of
the United States, its ability to make what was needed, made an
enormous difference.

On top of that was grafted a newly emerging capability in ad-
vanced science. In the ’20s and ’30s, the United States in science
was nowhere. But largely with imported people, we managed to put
together the atomic bomb and radar, which were very, very impor-
tant in the war. But the underlying strength of the country was its
ability to mass-produce.

Now, I think we have to ask whether in the future, what are the
things that underlie our military or security side, which in that
war related directly to our internal economic strengths. And I think
our ability to produce, not just invent, very advanced technologies,
would certainly be one of the things that we’d have to consider. So
I think that you need a very strong economy just to maintain the
armed services. Look what happened to the Soviet armed services
when their economy collapsed.

So I do think that the security issues are very tightly tied to
Whalt{ you can produce in your country. I hope that’s a helpful re-
mark.

Dr. FREEMAN. This will be a very different comment. I'm going
to focus on China, and I'm sure you know every week there are
riots in different Chinese cities. There is a large number of dis-
gruntled Chinese peasants and elderly and so on and so forth. So
I think the greatest danger to the sensible global political order
would be if we had major instability that got organized through
China because the nationalism of which was spoken earlier would
potentially explode. There is no other developing country that one
has to worry about in that respect. Maybe one can worry about
Russia this way. You certainly don’t worry about democratic India
going off on some weird tangent.

I know that various parts of the Chinese government are deeply
worried about the possibility that there would be those instabil-
ities. I don’t know how we influence that. On way we can help
avoid instabilities of a more significant kind, is to democratize
things as opposed to some sort of a nationalist military rule.

Dr. PANAGARIYA. It’s not a subject I write on, but just a couple
of observations really. In my thinking, I take the optimistic view
that globalization, especially through free trade, goes hand in hand
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with generally improved security. The best example is France and
Germany which fought the Second World War and then against
each other and then they came together in the European Economic
Community and we know that they are not going to go to war
again.

Also, insofar as open markets go hand-in-hand with democracy,
and certainly if you are going to maintain economic prosperity, I
don’t see ultimately how you can do it without democracy. You can
kick off prosperity under more authoritarian regimes for a while
and succeed, but eventually I think, you know, democracy is a nec-
essary part of overall stability over a very long period of time. Also
democracies are known not to go to war generally speaking. So
that, again, goes in the direction of the two being complementary
rather than in conflict.

And I would just stay this—this is the part that disturbs me—
is that the French and Germans think that they invented their
peace by themselves without having the United States and Russia
defeat the Nazis. So, again, I would say I see an underlying polit-
ical order that permits peace, prosperity, you know, economic, you
know, globalization.

Chairman D’AMATO. Thank you very much. I would just make
one comment. You three are all economists and you’re one of the
two big dots we’re supposed to connect, but that doesn’t absolve you
of understanding what the national security implications are of the
economic flows. This Commission was created by Congress to re-
port and make recommendations to the Congress on national secu-
rity implications of the bilateral trade and economic relationship.
Connect those two dots, but prior to that it was a series of stove-
pipes. You didn’t have to worry about military things. You're an
economist, you're fine, or you're a military guy, you're fine. No, now
you have to be responsible for both.

So, in a sense, the creation of this Commission was an attempt
to establish a new paradigm analyzing this relationship, that ev-
erything economic so big has a national security implication for
this country. How to assess that.

Just one other comment—you mentioned democracy. When Con-
gress passed the PNTR legislation and endorsed access of China to
the WTO, the underlying assumption which was repeated many,
many times over on the floors of both chambers, was that if China
became a market economy, it would lead to political reform and de-
mocratization.

That was an assumption that was made. I believe if that as-
sumption had been contradicted and we didn’t believe it, that legis-
lation would not have been passed. So that was ingrained in pas-
sage of PNTR. Of course, the China government, we think, is mak-
ing every effort to prove that assumption wrong, to have a market
economy and also run a command political system.

So we're watching, and there’s a question as to whether they’re
going to be able to defeat that proposition or not. I think the jury
is out on that.

Commissioner Reinsch.

Commissioner REINSCH. Thank you. These questions are pri-
marily for Dr. Gomory and Dr. Freeman. I infer from both of your
comments that one of the most useful things the United States can
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do is to adopt policies that will maintain its role as an innovation
leader. Is that a fair statement?

It seems to me, and this goes back to something Richard Haass
said in the beginning, I'll be less tactful than he was because I'm
not in his position, that we’re in the process in some fundamental
ways of encouraging the movement of our innovation base overseas
if you look at what we’re doing on restrictions on certain kinds of
bioscience, R&D, what we’re doing on students and engineers and
foreign-born engineer students coming here, what we’re doing on
reductions in funding of both basic R&D and the smaller amount
of applied R&D the government funds.

It seems to me we’re accelerating the trend that you, Dr. Free-
man, in particular, have already demonstrated is occurring any-
way. Do you think that’s right or am I off base?

Dr. GoMORY. Do you think that what is right?

Commissioner REINSCH. Do you think that what I said is correct,
that some of the government’s current policies are accelerating the
trend of moving innovation leadership offshore?

Dr. GoMoORY. Well, Richard, you should address this. I would like
to make a remark after Richard because I think he’s better for that
particular point.

Dr. FREEMAN. Yes, I think there are policies that we’ve done, and
there’s an interesting conflict, I think, between some of the na-
tional security policies and the economic strength policies on the in-
novation front. I think the State Department has been very good
in dealing with the visa issues that at least some academics fear.
Some universities fear we're going to reduce the supply of these
very smart people coming to our country.

We do have some strange things, though. If you're a Chinese or
Indian or whatever, and you want to come to the U.S. to study, you
have to swear you have no intention of ever working here, when
our national interest is the exact opposite: we want you to stay and
work, maybe not building another nuclear bomb but doing useful
things.

Also, something in the R&D expenditure, you mentioned the biol-
ogy experiment, the bio-shield program, and I'm not favoring one
or the other—it’s a very difficult thing—if you put a lot of resources
into trying to protect us from some strange pathogens that some
mad terrorist kind of person will release in the subways of New
York, you are pulling resources out of some other areas that would
probably directly benefit our economy.

And the Defense Department has been, as you know, in their ex-
penditures in DARPA, they’ve been narrowing the focus of their re-
search activities. That may improve our security. So there’s a ten-
sion. But it will not help us in the long run in our economy. I recog-
nize it’s difficult how you're going to judge where to be on these
things. But they certainly don’t, I think, bode well for the future
economic strength of the country. And as you also probably know,
the R&D budget has not been increasing. There was a promise to
double NSF (National Science Foundation) that I think President
Bush made early—I don’t know how many years ago—and that has
not occurred. And it’s not conceivable that it’s going to occur, in the
way we did NITH (National Institute of Health), which pushed a lot
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of resources into the health and biology, potentially at the expense
of the physical science, chemistry, physics, engineering things.

So these decisions actually do have effects, and I think some of
them, let’s face it, could be questioned as to whether they're the
right ones.

Commissioner REINSCH. Thank you. Dr. Gomory.

Dr. Gomory. Well, I hope you will be patient with me because
I'm going to try to make a point which is a little less familiar, I
think, than many, which is I appreciate the stress in the question
of the leading intellects and the scientific and technical leadership
and all that. But I want to stress that I personally believe the
Commission could consider a wider view of innovation.

Let me try and explain what I mean. When I first became the
Director of Research of IBM, I inherited the views of most re-
searchers, which is that research is really what starts everything.
But as part of my job, I had to move stuff, you know, into real
product, so I really got to appreciate the R&D community. Those
are the guys who designed the next products.

And at that time, I thought we had a very good R&D group mak-
ing disk drives. By the way, IBM no longer makes disk drives.
They’ve moved to Asia. And I was going through the disk produc-
tion facility one day, guided by a production guy, and I remarked
to him—I thought I was making an innocent remark—I think
you’ve got a pretty good development team, right, and he looked at
me and said, Ralph, anybody can make one of anything.

And I came to learn that the production folks have their own set
of problems, which is to make stuff in numbers and cheaply and
with quality, and it’s a different world and it’s a world full of inven-
tion and full of ideas, many of them from the people who have their
hands in it.

Beyond that, I one day learned that even marketers invent. But
each world thinks it’s it. I just want to say that by and large, com-
missions like yours or any other tend to hear from the research and
the R&D community because that’s who you call on.

Let us remember that the country became great on innovation of
every sort, in particular innovation in manufacturing. I think that
the strength of America is that people feel free to think new
thoughts and invent in whatever area they are in, and that we do
need high tech and all of that. We shouldn’t let it get away from
us and it’s an edge in military and many thing. We should also en-
courage invention in everything, and that has been the American
tradition and we shouldn’t abandon that with an overemphasis on
the very high-end things.

And that’s one of the reasons why when I suggest activities help-
ful things, that we should reward companies that produce a high
contribution to the domestic product per capita regardless of
whether they’re high tech or low tech because we will encourage in-
vention in everything. I think it’s important to think in those terms
as well.

Thank you.

Commissioner REINSCH. I'm glad you said that because it actu-
ally addressed another question I was going to ask which deals in-
directly with the role of current manufacturing and facilitating fur-
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ther development, further R&D, and I'm glad you went in that di-
rection.

Let me ask one other quick one if I may, Dr. Gomory. I was very
struck, both in your oral comments and your written statement,
about the frequent conflict between corporate objectives and gov-
ernment objectives.

Dr. GOMORY. Yes.

Commissioner REINSCH. I recall I first thought about this in the
late ’80s when I read this fascinating little monograph that the Na-
tional Academy of Sciences had produced that examined every
then-existing joint venture in semiconductors between Japan and
the United States and concluded that each one of them taken indi-
vidually was in the interest of the participants, but taken collec-
tively they were not in the U.S. national interest for a variety of
reasons.

And you in your testimony have made some comments similar to
that. What is the government’s obligation when it finds itself in
that situation?

Dr. GOMORY. In the situation? In the moment, I don’t think the
government has one, does it?

Commissioner REINSCH. Well, should it do anything?

Dr. GoMORY. I do think we need to provide incentives to change
that. Let me just take, and I hope I'm addressing your point, two
experiences that I had, and sometimes these concrete things are
more helpful. 'm a director of a company that makes inkjet print-
ers.

A few years ago, we as directors voted to do a printer assembly
in China and more recently we as directors voted to expand our
R&D facilities in the Philippines. Now, what should the govern-
ment do about that? At the present time, the government has no
relation to that. What I'm suggesting is, if it had a policy, what
should it be? The government is starting to think because one of
the things that government has is this act, whatever it is, about
repatriating your overseas profits. We're repatriating them.

So I don’t know whether that thing is a good thing or not, but
I was pleased that’s the first time in my life as a director that I
ever saw the government do anything. It may or may not be a good
idea, but it shows there’s life.

So I do think basically incentives to a company to add value,
high value per capita in the U.S. is something to think about. It’s
a very acute problem, and again let’s not take comfort in the high
tech. I'm also the director of a very tiny start-up, which has an in-
novation that if it works on a large scale, and I've learned that
small scale is different from large scale, will make a difference in
the semiconductor industry.

But we’re looking for a partner with whom to work, a large-scale
producer. It’s just a conflict for us between Singapore and Shang-
hai. That’s all. So the new ideas are going to migrate to where the
production is. So let us not separate too much the high tech and
the rest of the economy.

Commissioner REINSCH. Thank you.

Chairman D’AmATO. Thank you very much. Commissioner
Dreyer.
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Commissioner TEUFEL DREYER. I was struck by Dr. Gomory’s
move beyond the wine/wool analogy, wherein you said that in the
modern world it’s possible for countries to learn the skills involved
in making a product and then practice those skills until they ap-
proach the capability of the world’s productivity leaders.

It struck me in particular during our hearings in Palo Alto two
weeks ago that the United States seems to be losing its compara-
tive advantage. The example that was given was this computa-
tional contest that is held every year; and it seems that the only
time that an American university won, it was Harvey Mudd Col-
lege, ten years ago. This is something for us to be concerned with
and, of course, Dr. Freeman did mention the comparative advan-
tage educationally.

We have a situation where more and more foreign-born Ph.D.s
teach in American universities. This is, on the one hand, very good
because they are smart, competent and hardworking. Psycho-
logically, however, it seems to have a discouraging effect on Amer-
ican students. We have at my university an engineering school
where there is one American-born professor—one.

The others represent 70 percent one country, and 20-something
percent another country. The problem we have is that American
born students who therefore feel they are not wanted psycho-
logically—since no one has told them this. So they are not studying
in the engineering school. Meanwhile the foreign born Ph.D.s who
are teaching there are vigorously importing people from their coun-
tries. Is there some bright side to this? Is this some comparative
advantage in this? Or do we need to rethink what we are doing.
I was at Harvard last week; it’s my alma mater and I was address-
ing the Formosan Students Association. These are Taiwanese, and
they are fantastic, and I was really, really impressed. They are
bright kids doing wonderful things. But do I see any Americans
there? No.

Dr. FREEMAN. Hopefully your non-U.S. born have become citizens
in the country and that’s the first thing. This country has always
done this, having people from overseas born elsewhere come here.

But I have actually just completed a study for the National
Science Foundation on what we could do to attract more American
students into these fields. The National Science Foundation’s Grad-
uate Research Fellowships are only for American citizens or perma-
nent residents, what they call alien residents. Every country has
fellowships only for their own students.

What we found is that in the last four years or five years, since
1999 through 2004, the NSF awards went from $15,000 to $30,000.
They doubled. It was a massive increase in the size of the awards.
The number of American students who applied to get these awards
literally doubled as well, went up huge numbers. We got many
more women, underrepresented minorities, and we actually have
the records of these people on the GRE exams and a whole bunch
of things.

And it’s fine. They’re very good people meaning that there are a
lot of people out there in this country who look at these fields and
they may say, well, gee, there are a lot of foreigners coming in, and
the economic opportunities are not going to be so good, or I don’t
feel so good.
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But the economist in me and this evidence from what happened
when the NSF did this says that you put some money in front of
the faces of the U.S. young people, there’s a doubling, there’s a
huge increase.

Universities were complaining bitterly about this. They’re very
upset that the NSF did not increase the number of awards a little
bit. We've actually calculated, if they had given three, four, 500
more, they give about a thousand now a year, they could raise eas-
ily to 1,500, and that would affect the flows of this very top group
and without any measurable decline in the quality because there
are just a lot of very good people who are there.

So I would want to deal with these kind of problems would be
through very positive incentives to young Americans. We’re not
going to discriminate in the labor market for Americans, and no
company is going to want to do this at all, you know, gee, I'm an
American guy instead of a Taiwanese, and if the Taiwanese is bet-
ter, I'm not going to hire him. That goes against everything that
our country is about.

But putting the money there, when you win one of these Na-
tional Sciences fellowships, you feel you have been chosen by the
country as one of the best science and engineering people in the
country, so it’s more than the money. The money had a huge effect
on number of applicants. People don’t reject these awards. So I
think that’s the solution.

Commissioner TEUFEL DREYER. Thank you. Dr. Gomory.

Dr. GoMORY. Of course Richard is really an authority on these
matters. I want to add a couple of points. There is wide misunder-
standing—people choose their careers for a mixture of motives. It’s
partly money and it’s partly interest and it varies a lot with the
individual.

What isn’t as widely understood as I think it ought to be is that
we, in fact, have more Americans entering universities with the in-
tent to major in engineering or science than we could ever use in
spite of the K through 12. This is a fact and I think Richard would
agree with it.

But then we do things to them, and we do two things to them
in particular. One is that in the first couple of years of engineering
or some of the sciences as well, we almost deliberately weed them
out. That’s a residue. If you talk to some engineering professors,
it’s somewhat shocking. They feel it’s their job to separate the ones
who quote “can’t cut it.” But what is it they’re teaching them?

They’re teaching them calculus, mathematical things. These folks
want to be engineers. We are inflicting in the early years of college
a tremendous and unnecessary attrition through the way we teach.
We are not necessarily weeding out the good people because we did
a study a number of years ago, we in this case means the Sloan
Foundation, of comparing the ones who remained in and the ones
who came out. The ones who came out were just as good on their
entering college scores, but they just didn’t like what they were
being given.

So there are many things. I think the things Richard said about
fellowships are correct. But an untouched lever is how we teach the
early years of college. The second thing, of course, is a globalization



49

effect which is as jobs in these areas increasingly go overseas, the
career prospects become more daunting, and that’s a deterrent to.

But I do think this notion that either K through 12 has rendered
our children unfit or that American science is too tough for Ameri-
cans, I couldn’t disagree with that more. Much of that wound is
self-inflicted.

Commissioner TEUFEL DREYER. If I could just add a personal
note to that.

Dr. GOMORY. Yes.

Commissioner TEUFEL DREYER. My son attended Georgia Tech,
and had really scored well on the mathematics portion of the SATs.
But he could not understand his differential calculus professor, and
dropped the course and majored in something else, not engineering,
and this is somebody who managed to get a 780 on the math SAT.

Dr. GOMORY. Yes.

Commissioner TEUFEL DREYER. So that is another disadvantage.

Dr. GomORrY. We have American professors who are also unintel-
ligible for other reasons.

Chairman D’AMATO. We have a couple more questions left. Com-
missioner Becker.

Commissioner BECKER. This has been a very interesting discus-
sion and as much as I like theory, I'd like to get the discussion a
bit closer to the ground. We’re moving away from bilateral agree-
ments and into global trade. This is just an opinion on your part.
I have two questions.

With the movement of business investments on a global basis
and outsourcing or offshoring services the same as regular trade,
(which economists estimate two-thirds of the total economic activity
in the United States is in services), what effect do you believe this
kind of movement is going to have on workers, on their jobs and
their wages in the United States?

Dr. FREEMAN. Well, I think the ability of capital in the compa-
nies that do global sourcing, they don’t refer to it as outsourcing,
because it’s just globally deciding where you can do the best, where
you can get the best price, I think that does put a damper on the
wages and wage increases that are possible for American workers.

It doesn’t mean the wages have to go down because we have pro-
ductivity advance ongoing but wages would go up more if compa-
nies didn’t have the option of locating offshore. If you couldn’t have
located in Singapore or Shanghai, they probably would have fig-
ured some way to build it in the U.S. at a higher price for all of
us, but there would be more job creation. I agree that unemploy-
ment is not really the long run issue. It’s the wages that people
would get. I would put the great stress on that.

And I just think for the next 30 or 40 years until China and
India and some of the other countries get their wages up so they
no longer are competing with us on wage dimension, it’s going to
be difficult on American workers.

Commissioner BECKER. The next how many years?

Dr. FREEMAN. 30 to 40 years.

Commissioner BECKER. 30 or 40?

Dr. FREEMAN. Yes, I think that’s right.

Commissioner BECKER. I don’t think workers can wait that long,
do you?
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Dr. FREEMAN. Well, wages have to go down and there is this
technological progress things and cheaper goods coming in from
overseas, but it’s just not going to be a great period. If the capital/
labor ratio is half of what it was, it is going to be a difficult situa-
tion for workers until that goes back up.

Commissioner BECKER. Earlier you were talking about people
choosing their careers. Most workers in the United States do not
choose their careers. They're looking for a job and they’re wanting
the ability to support a family. They don’t have the opportunity to
go into the levels that you were talking about.

Do you have any comment on this?

Dr. GoMORY. First of all, I agree with Richard that this tremen-
dous explosion of available labor is going to have a depressing ef-
fect. But I do think that with the proper incentives, we can to some
extent offset it. And what I'm going to say is going to sound very
bad at the beginning, but I'm going to make a point which is why
America has been a rich country compared to the Asian countries.

And I would put it this way. For many years, we dug ditches
with backhoes; they dug them with shovels. And we can afford to
pay someone who is driving a backhoe because they produce a lot.
I think we have to make every effort to do that in our country.
Now, today, the equivalent of the backhoe or the automated factory
or the semi-automated factory is often computer support.

What I'm saying sounds mixed up perhaps because I'm saying we
can do the jobs with less people but higher paid people. So what
happens, we're creating unemployment in another way. If you trace
that out, that has a better effect on the economy than shipping
those jobs overseas.

So I don’t see any way that we can stay ahead of the general de-
pression of wages around the world except by equipping our people
with more machinery, more productive machinery than anyone else
has, and that will take some incentives because even in cases
where you can do a job either with a lot of people or with a few
and more machinery it’s easier to do it the way you’re doing it and
add more people. That is to say to do it overseas because you can
do it that way overseas.

To change into more advanced things, say more advanced things
with the computer, is harder and riskier. But we should incent that
because that keeps the jobs in this country.

Dr. PANAGARIYA. I want to speak a bit more optimistically here.
I think Ralph was probably in the middle. But since 1985, let’s say,
we have had lots of opening up of the U.S. economy, a lot of invest-
ment going in and out. We had lots of innovations that were labor-
saving innovations or you could call job-reducing innovations, but
during that period, the number of jobs, the number of people em-
ployed in the United States has gone up by about 20 million.

U.S. economy has been very flexible in this respect as opposed
to the European economy. And it has generated more and new jobs.
Now, the distributional effects have happened, and that’s where I
think Richard has pointed out. But overall, I think, Richard, would
it be fair to say that the level of real wages has continued to rise.
At least if you look at the household income, certainly they have
gone up. But that is the effect of two-income households for sure.

Dr. FREEMAN. That’s right. That’s right.
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Dr. PANAGARIYA. But on the whole, it is not as though—and re-
member there is a huge impact of this technology, which is basi-
cally what economists will call pro-skilled labor intensive tech-
nology. That technological change has moved the economy closer
and closer toward demanding more and more skilled labor as op-
posed to unskilled labor and that has had a detrimental effect on
the wages of the unskilled.

And that’s where the big problem I see is at that level that for
the unskilled workers or low-skilled workers, perhaps the wages
have not done well, and that’s where maybe the policy ought to
focus, but I think on the rest of it, the U.S. economy has done well
and I personally think that it will continue to do well.

Chairman D’AMATO. Thank you. Commissioner Bartholomew.

Commissioner BARTHOLOMEW. George had another comment?

Chairman D’AMATO. Go ahead, George.

Commissioner BECKER. I have a second question. Does it matter
what the comparative advantage a country has actually is? How it’s
derived? Does it matter? Does this weigh into the calculations?

The discussions we’re having today are about developing nations.
We'’re not talking about problems with trade and free trade with
Europe, or the UK, or Canada. We’re talking about the developing
countries. And that’s where comparative advantage comes in. For
example, does it matter if a country’s comparative advantage comes
from repressed labor?

Or that the country is trafficking in women and children? Or
that there is no freedom of association amongst the workers so they
can’t share in the wealth they help create? Does this matter to you
gentlemen? Should we even have a free trade agreement with coun-
tries that are using that as a source of comparative advantage?

Dr. FREEMAN. I suppose I've written about those things. And ob-
viously we don’t want to be trading right now with Burma, which
is the country I assume you refer, which has, you know, literally
slave labor and the military orders people to build things.

I personally think that by having some of these bad practices
publicized and through corporate shareholders who don’t want
their companies involved in this kind of thing, threats to consumer
products and so on, we actually have been reasonably successful in
getting our major corporations to try to take steps to improve the
labor standards and conditions overseas.

We understand Burma is a very peculiar case. It got brought up
before the ILO, the only time the ILO ever managed to at least
speak harshly towards a country, to apply their weak penalties.

The big one is China. And there I think our companies—you can
look at Reebok has been doing and I don’t know if Reebok is Amer-
ican or British company at this point, but it’s a western company—
they have taken steps to try to improve, freedom of association, and
I just think we have got to keep pushing on the Chinese to do this,
for them to understand it’s in their own interest in the long run,
that they won’t have instability, and they won’t have more inequal-
ity if they move towards more democratic freedoms.

Commissioner BECKER. Our own State Department says that in
China the human rights violations and all the factors that I re-
ferred to have increased in China year after year since PNTR. I
don’t know if we’re going in the right direction.
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Dr. GoMoRy. Well, I can only give you a personal opinion. Be-
cause I have no expertise on the question you ask, but I think that
underlying the notion that trade, free trade is good, and when you
lose there is some benefit to the world, even if you may not, is un-
dermined if it isn’t symmetrical. If one group is slaves, the other
is free. I think that undermines the rationale of free trade.

Chairman D’AMATO. Dr. Panagariya.

Dr. PANAGARIYA. The labor standards issue is a whole big debate
out there, and what are the aspirations versus what is realistically
feasible. I mean there’s a whole set of issues. On some there is
agreement that you don’t want forced labor, you don’t want slave
labor. Now child labor, there is I think aspiration is that everybody
would like to get rid of child labor. I don’t think there are parents
out there who like their children to go out and work rather than
have a decent education and decent childhood.

But can we do it as one goal and do we use trade as an instru-
ment to actually achieve it? There I disagree. We all need to work
on raising standards everywhere. There is some pressure that can
be brought in. But to suspend trade is not going to overnight im-
prove the standards. We have this example from the early 1990s
when the fears that the Bangladesh’s might actually lose their
preferences in the market in the U.S. and European Union because
they had individuals below 16 years of age working in the factories.

So for the Bangladeshis actually, apparel exports are really more
than half of the export earnings. They got very worried and quickly
laid off all the children that were employed in these factories. But
in the end, it turned out many of them ended up in destitution and
prostitution and UNICEF had to be brought in. So the point is one
needs a bit more architectural work there. You've got to have
means developed meaning educational alternatives developed so
that as you take them out of the labor force, you then take children
into educational institutions.

Many of these countries really don’t have enough educational in-
stitutions out there so that if you took the children out of employ-
ment, they will probably end up being worse off than they are
working. So while immediately one can work on ensuring that
there is no slave labor and no forced labor, bonded labor, that sort
of thing, also there is general agreement on employment of children
in unsafe occupations, and most, actually 170 countries have signed
this new convention in the ILO—it was Convention 182 and they
are working towards abiding by that.

But it appears as though in the debates that there is general
agreement on all the core labor standards, et cetera, but that is at
the aspiration level, and yet, you know, it will take awhile, and cer-
tainly what most you can do, if trade is suspended you might get
children out of the traded goods activities, but they will end up in
something else that is non-traded.

So, in the end, you would not have accomplished the objective.
I think it can be pushed up and it can be speeded up but through
instrumentalities other than trade.

That’s one. And two, the process will be slower than what we
might like because ultimately growth is what is going to do it. Liv-
ing standards as they rise, parents will pull the children out of em-
ployment.
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Chairman D’AmMATO. Thank you very much. Commissioner Bar-
tholomew.

Commissioner BARTHOLOMEW. Thank you, Mr. Chairman. Thank
you to our witnesses. It’s particularly interesting—I want to com-
mend you all for working to relate theory to the realities of what’s
going on in the world, and I'm very encouraged to see you grap-
pling with the complexities that human motivations bring to every-
thing.

I think, like Commissioner Donnelly, I have in some ways two
comments more than questions, but would be interested in your
thoughts on it, and they’ll circle us back to where we started. It
seems to me that there are at least two other significant challenges
to applying classical trade policy to the economic world that we are
in today.

One, of course, is that it really was predicated on the movement
of goods, not so much the movement of services and intellectual
property as our economic basis has been declining; our manufac-
turing base in this country has been declining. We’ve all been told
all along for the past 15 to 20 years that America’s future is our
intellectual property, and all that that entails.

I'd note particularly, as you were saying, Doctor, that there were
a number of jobs that half to stay in this country. I think it was
The Washington Post several weeks ago had an article about an
outsourcing firm based in Washington, D.C. whose receptionist is
working via plasma TV from South Asia. She is, of course, having
to work very skewed hours, but literally people come in the door,
they have a camera, they deal with her, but she is thousands of
miles away, she can order the sandwiches for everybody in the of-
fice from the deli around the corner, so it is forcing us to rethink
just what it is.

Of course if you want somebody to carry your bags in a hotel, it’s
different than 4,000 miles away, but how many of these jobs can
be moved is a very interesting challenge. So that to me seems to
be one of the challenges: intellectual property and the nature of
what is being traded.

And the second one is it seems that classical trade theory was
really based on good faith actions on the part of the trading part-
ners. It was not a world where the Portuguese would be stealing
English wool and selling it, for example, to Spain, possibly as a
Portuguese product or even just technology transfers, forced tech-
nology transfers, intellectual property rights theft, counterfeiting.
All of these things are actions that do not seem to fit into a good
faith interpretation; it is taking the world trading rules, either ig-
noring them or distinctly trying to get around them.

So to me as I look at the reality of the world that we are living
in, as people try to model these things, I find those as challenges,
and would just welcome your comments on them.

Dr. GoMORY. I would say on the bit, I think the models are just
about as good for the service outsourcing as for goods, and in fact
there are some—it’s a more difficult thing to deal with from the
point of view of the home country because with goods, there’s a
delay. If you order shirts from China, and you're a retailer and
through a wholesaler, and you’re running out of a certain color and
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certain size, it takes a long time to come from China, so a certain
amount of local production can be sustained on the fact it’s nearby.

When it’s bits, it doesn’t make any difference. It’s instantaneous.
That receptionist was just as good, though halfway around the
world. So I think the theory as far as I can see would remain un-
changed, but I would expect that it may be even more efficient to
outsource in services than it has been in manufacturing.

Commissioner BARTHOLOMEW. And the issues of cheating?

Dr. GoMORY. I'd say that’s just part of the general problem.
There is one—I may be wedging this in here, but I did have one
thought I came in with, and I haven’t succeeded in wedging it so
far. So if you don’t mind, I will now.

Commissioner TEUFEL DREYER. Please.

Dr. GoMmORY. And it relates to something that Professor
Panagariya said, and to a various remarks relating to the unskilled
portion of our labor force, which is most likely to be further dis-
advantaged by these developments, and also to the notion of equip-
ping our people with the best technology, whether that be machines
or computers, or education.

And I think the possibility has opened up in the last decade to
equip every American who wants to learn with whatever it is they
want to learn. And they can go on working at the same time be-
cause during the last ten years, the ability to teach over the inter-
net, and I mean teach—I do not mean just posting textbook infor-
mation. A professor interacting with students and the students
interact with each other. Online learning works, and it works as
well as classroom.

And pretty well that is an important statement and it is pretty
widely accepted. This is something that I've had enormous experi-
ence with and as we sit here today there are probably 2.5 million
Americans online taking for credit courses from certified schools,
ranging from Stanford University down to St. Leo—no one has ever
heard of.

Commissioner TEUFEL DREYER. It’s in North Florida.

Dr. GOMORY. And it has a lot of students and the University Col-
lege of the University of Maryland, which is basically there—I don’t
know what you call it—like their night school, but it isn’t at
night—has I think 100,000 people taking a course. This stuff
works, and I think it opens up the possibility because we tend too
much to think of education as something you go to school, you get
educated, you go to work.

First of all, that’s getting very hard for Americans to afford in
some cases. This opens the possibility of learning while you're
working. You can work. You don’t have to be in the classroom or
at worst you have to be there, you know, once every ten meetings
or something or not at all.

And we should realize that this stuff works and I wanted to
bring it up because there are legal obstacles coming from an earlier
period so that the usual government subsidies to students don’t
apply to this kind of school which was a very good idea ten or 15
years ago because a lot of these schools were diploma mills. Not
true now.

And I think one thing that we could consider would be a national
effort to make training available to every American who wants to
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learn, and it can be done. We ought to think in that direction and
at least remove the obstacles.

Thank you.

Chairman D’AMATO. Thank you very much.

Dr. FREEMAN. May I quickly address the cheating issue?

Commissioner BARTHOLOMEW. Yes.

Dr. FREEMAN. Cheating can be good. I have very mixed feelings
about cheating. I have a drug that can cure lots of people. He steals
it from me and he saves lots of people’s lives, because we know that
is a problem in developing countries. They can’t afford drugs and
if it requires some form of, quote, “cheating” or breaking inter-
national property rights, we can understand that under some cir-
cumstances, that can be good.

I'm not going to endorse all cheating of course. But we've got to
be very careful about how we think about this. The government
passes a law and that means somebody loses their job. And they
decide to cheat, work off the books with the company, and it saves
the job, and the company is better off and the worker is better off,
and this law is broken.

That also can be a case where cheating is not so terrible. Now,
so I think the whole economics of cheating when it is a good
thing—when you go to Hong Kong and you buy some sort of special
kind of Gucci watch in the street for $5, that’s not really even
cheating. Everyone knows that that’s just a peculiar transaction
that your—even my eight-year-old son—or he was eight-years-old,
and we were in China and he bought some of these things. Even
he knew he was not getting the real product, but maybe it didn’t
matter.

So I just think the cheating thing has got to be treated very gin-
gerly, and the way of phrasing it, it would be how much money
would you be willing to spend to stop certain forms of cheating and
how much you say that’s not that harmful or maybe it’s even good.
So I would just be more even-handed towards this nasty word.

Dr. PANAGARIYA. I agree with what Professor Freeman has just
said also, but starting January 1, 2005, now we have in full oper-
ation the Trade Related Intellectual Property Rights Agreement in
the WTO, so now actually countries must abide by a uniform pat-
ent law and uniform copyright law and what not, so now an intel-
lectual property rights regime across the world is quite strong. The
exception is given to the least developed countries, which are most-
ly the poorest of the countries in sub-Saharan Africa.

Countries such as India, China, et cetera, now have to abide by
patent laws and copyright laws that are very close to the U.S. laws.
Now, you are saying are they going to enforce? Of course. That’s
what WTO is about, that in the end if they don’t enforce, they are
going to face trade sanctions from the United States, European
Union or whoever’s copyrights they violate or whoever’s patent
rights they violate.

So I think we are not seeing the effect yet because the enforce-
ment machinery has not started operating because in a large num-
ber of the developing countries, the deadline to implement this was
January 1, 2005.

But as far as the legal regime is concerned, it is in place. India
was one of the last ones to implement it. It has done it.



56

Commissioner BARTHOLOMEW. And the only comment I would
make there is that there is a distinction of course between the sign-
ing of these agreements and actually going ahead and imple-
menting them.

Dr. PANAGARIYA. WTO is a body that’s an enforcement body. It
has a very strong dispute settlement process and countries have
been challenged, and implementation has happened. Pre-WTO, the
GATT dispute settlement system was very weak, no doubt, and you
could get away with murder there, but not in the current one.

Commissioner BARTHOLOMEW. Mr. Chairman, our witnesses
raised so many more issues. I think one more comment on my end,
and that is I think the verdict remains to be seen whether China’s
entry into the WTO changes China or changes the WTO. And only
time will tell us on that.

Thank you.

Chairman D’AMATO. Thank you very much. I would just make
one comment. This Commission has already recommended that the
United States take China to the WTO on IPR since they’re not en-
forcing any of it, and we think that would be a good use of the
WTO. We've got to use the WTO or we shouldn’t be in it.

So anyway, I want to thank the panel for their extensive com-
mentary and interesting testimony. Thank you very much. We’'ll
take a five-minute break and begin our next panel.

[Whereupon, a short break was taken.]

PANEL II: THE IMPACTS OF GLOBALIZATION ON THE
U.S. ECONOMY

Chairman D’AMATO. The Commission will come to order. This
panel is entitled “The Impacts of Globalization on the United
States Economy.” Our second panel will investigate how global eco-
nomic trends are affecting the U.S. economy and national economic
decisionmaking. Areas of consideration will include how exchange
rates, the trade deficit investment flows, the sustainability of the
trade deficit, the impact of global labor arbitrage on wages, U.S. in-
debtedness to China and other foreign holders of U.S. notes, and
the impact of offshore transfers of manufacturing R&D activities
and services.

For this discussion, we have with us, left to right, Professor Rich-
ard Cooper, the Maurits C. Boas Professor of International Eco-
nomics at Harvard University. Dr. Cooper is an expert in the field
of international macroeconomics. He served as Undersecretary of
State for Economic Affairs during the Carter Administration, and
specializes in the area of exchange rates, trade deficits and inter-
national financial capital movements.

On Professor Cooper’s left is Dr. Clyde Prestowitz, President and
Founder of the Economic Strategy Institute. He has previously
served as counselor to the Secretary of Commerce in the Reagan
Administration, has also worked as a senior executive in the pri-
vate sector. His writings have focused on strategic trade policy.

Next to him Ambassador Richard McCormack, Senior Advisor in
the International Security Program at CSIS in Washington, pre-
viously Undersecretary of State for Economic Affairs during the
first Bush Administration, and has been a high level advisor to po-
litical leaders and senior government officials since then.
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We welcome the panel. We'll proceed, from left to right, Dr. Coo-
per first, and if you could confine your remarks to seven or eight
minutes and then all three of you go ahead and make your re-
marks, and then we’ll go for questions and answers after. So thank
you very much for coming. Dr. Cooper, you may proceed.

STATEMENT OF RICHARD N. COOPER
MATURITS C. BOAS PROFESSOR OF INTERNATIONAL ECONOMICS
HARVARD UNIVERSITY, CAMBRIDGE, MASSACHUSETTS

Dr. CooPER. Thank you very much, Mr. Chairman, for inviting
me to this panel. Increased economic interdependence with the rest
of the world has many dimensions, and I want to focus today main-
ly on financial interdependence (although, as we shall see, it also
has important implications for trade).

World exports of goods and services now amount to around $8
trillion a year. The foreign exchange markets clear around $1.2
trillion per day. Hence, most transactions across currency markets
are purely financial and these transactions determine the value of
floating exchange rates in the short and even medium run.

The rich world, especially Europe and Japan, is aging, both be-
cause of increased longevity and because of declining birth rates.
The latter imply eventually declining labor forces (unless offset by
immigration) and declines in new household formation.

The demand for housing, a large user of capital in all economies,
will remain low in these aging societies, especially in Japan and
Germany, the second and third-largest national economies after the
United States.

A decline in the labor force also implies less need for capital in-
vestment to equip new workers. Some capital-for-labor substitution
will occur, but that will push returns to capital even lower than
they are now.

The excess of savings over investment in these countries helps to
explain the low long-term interest rates around the world today.
Some of the excess savings is absorbed in government deficits,
which are relatively high both in Japan and Germany, but much
of it goes into investment abroad, resulting in large current account
surpluses of these two countries, that together amounted to nearly
$300 billion in 2004. This is, in fact, a sensible disposition of sav-
ings if people want to save for their retirement when returns to do-
mestic investment are low. Much of the excess savings in the rest
of the world comes to the United States. It exceeds investment
abroad by Americans and supports the large current account deficit
of the United States, now running over five percent of GDP.

Why does the savings come to the United States rather than
going to emerging markets where returns might be expected to be
higher? The answer is complex. Some of it, in fact, does go to
emerging markets, but those countries at present as a group also
have an excess of savings. Since the financial crises of the 1990s,
risk averse investors, especially in Japan and Europe, have been
reluctant to invest significantly in emerging markets, other than
%mse in Central Europe which have largely joined the European

nion.

Returns in emerging markets are not only volatile but on the
basis of recent experience in Russia and Argentina may be insecure
from political or legal action as well. Also, some emerging markets,
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notably China, have high domestic savings rates themselves, more
than enough to cover their requirements for domestic investment.

The U.S., in contrast, has investment opportunities that produce
higher yields than Japan and Europe and they are more secure and
more reliable than investments in most emerging markets. More-
over, the U.S. economy is large, accounting for a quarter to a third
of the world economy and has especially well-developed financial
markets accounting for half of the world’s marketable securities. It
is not surprising then that funds from all around the world are in-
vested in the United States. When private foreign investment de-
clines, as it did after somewhat after 2001, foreign official invest-
ment often takes up the slack. There has been a large build-up of
foreign exchange reserves in the last two years, especially in East
Asia, but also elsewhere such as India and Russia, a byproduct of
exchange rate or macroeconomic policy in those countries.

Budget deficits have reached practical limits in Japan and are
constrained by the Stability Pact in the core of Europe, which has
exceeded three percent of GDP for several years.

China is overheated and requires some fiscal tightening despite
large continuing infrastructure needs. That would tend to increase
China’s already high national savings and modest current account
surplus, not reduce it.

Private savers in Japan are highly risk averse. The Bank of
Japan in effect is providing foreign exchange cover for private sec-
tor savings, which from households continue to go heavily into the
low yield postal saving system.

In China, residents cannot legally invest abroad without specific
authorization. Again, official investment abroad through the Peo-
ple’s Bank of China occurs when private investment cannot take
place. But the latent demand among China’s newly well-to-do citi-
zens for overseas investment, especially in the United States, is un-
doubtedly high.

These are all consequences of financial globalization. The flows
into the U.S. economy are often said to be “financing” the U.S. cur-
rent account deficit, which reached $666 billion last year. That is
true only in an accounting sense. The motivation certainly for the
private flows, more controversially for the official flows, is invest-
ment in the United States. Americans have accommodated this ex-
cess saving abroad by importing much more than they export. Al-
though eventually the savings in Japan and Europe will probably
fall, as those societies increasingly age, the current configuration
can endure for many years. Mr. Chairman, I’ve submitted a sepa-
rate paper to your staff on the sustainability of the U.S. current ac-
count deficit.

Chairman D’AMATO. Thank you. We'll include that in the record.

Dr. CoOPER. These flows are mutually beneficial so long as the
United States generates productive assets for sales to foreigners in
ﬁnallcrllcial forms that yield less than the underlying investment
yields.

The main problem at present, in my view, is that the United
States is producing in abundance financial claims in the form of
U.S. Treasury securities that are attractive to foreign institutions
but that do not support an increase in productive assets in the
United States. Thus, they represent a claim on the unaugmented
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future income of Americans. We want to reduce these claims, in-
crease national savings, and encourage greater and private invest-
ment. We need to take serious steps to reduce the Federal budget
deficit. In summary, the United States has a revealed comparative
advantage in today’s increasingly globalized world in producing
highly desired financial claims to the mutual benefits of foreigners
and Americans alike so long as Americans invest the proceeds pro-
ductively.

Thank you, Mr. Chairman.

[The statement follows:]

Prepared Statement of Richard N. Cooper
Maurits C. Boas Professor of International Economics
Harvard University, Cambridge, Massachusetts

Globalization and the U.S. Economy

Increased economic interdependence with the rest of the world has many dimen-
sions. I will focus today mainly on financial interdependence, although as we shall
see that also has important implications for trade. World exports of goods and serv-
ices now amount to around $8 trillion a year. The foreign exchange markets clear
around $1.2 trillion per day. Hence most transactions across currency markets are
purely financial, and these transactions determine the value of floating exchange
rates in the short and even medium run.

The rich world—especially Europe and Japan—is aging, both because of increased
longevity and because of declining birth rates. The latter imply eventually declining
labor forces, unless offset by immigration, and declines in new household formation.
The demand for housing, a large user of capital in all economies, will remain low
in these aging societies, especially in Japan and Germany, the second and third
largest national economies after the United States. A decline in the labor force also
implies less need for capital investment to equip new workers; some capital for labor
substitution will occur, but that will push returns to capital even lower than they
are now. The excess of savings over investment in these countries helps to explain
the low real long-term interest rates around the world. Some of the excess savings
is absorbed in government deficits, which are relatively high in both Japan and Ger-
many, but much of it goes into investment abroad, resulting in the large current
account surpluses of these two countries, which together amounted to nearly $300
billion in 2004. This is in fact a sensible disposition of savings if people want to save
for their retirement when returns to domestic investment are low.

Much of this excess saving in the rest of the world comes to the United States;
it exceeds investment abroad by Americans, and accounts for the large current ac-
count deficit of the United States, now running at over five percent of GDP. Why
does this saving come to the United States rather than going to emerging markets,
where returns should be expected to be higher? The answer is complex. Some of it
does go to emerging markets, but those countries at present, as a group, also have
excess saving. Since the financial crises of the 1990s, risk-averse investors, espe-
cially in Japan and Europe, have been reluctant to invest significantly in emerging
markets outside central Europe, which has largely joined the European Union. Re-
turns in emerging markets are not only volatile, but on the basis of recent experi-
ence in Russia and Argentina, may be insecure from political or legal action as well.
Also, some emerging markets, notably China, have high domestic savings rates
themselves, more than enough to cover their requirements for domestic investment.

The United States in contrast has investment opportunities that produce higher
yields than Japan and Europe, and that are more secure and reliable than invest-
ments in many emerging markets. Moreover, the U.S. economy is large, accounting
for a quarter to a third of the world economy (depending on the exchange rate used
for adding up GDPs in national currencies around the world), and has especially
well developed financial markets, accounting for half of the world’s marketable secu-
rities. It is not surprising, then, that funds from all around the world are invested
in the United States (although Australia, Britain, and Canada, while much smaller
than the United States, share some of its other desirable characteristics, and are
also destinations for much foreign capital).

When private foreign investment slackens, as it did after 2001, foreign official in-
vestment often takes up the slack. There has been a huge build-up of foreign ex-
change reserves in 2003—2004, especially in East Asia but also elsewhere, such as
India and Russia, as a by-product of exchange rate policy or more generally of
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macroeconomic policy in those countries. Budget deficits have reached practical lim-
its in Japan, and are constrained by the Stability Pact in Germany (and France and
Italy), which has exceeded its three percent of GDP limit for several years. China
is over-heated, and requires some fiscal tightening, despite large infrastructure
needs. That would tend to increase China’s already high national savings and mod-
est current account surplus, not reduce it. Private savers in Japan are highly risk
averse. The Bank of Japan is in effect providing foreign exchange cover for private
sector savings, which from households continue to go heavily into the low-yield
postal savings system. In China, residents cannot legally invest abroad without
specific authorization (which is increasingly given for foreign direct investments).
Again, official investment abroad through the People’s Bank of China occurs when
private investment cannot take place. But the latent demand among China’s newly
well-to-do citizens for overseas investment, especially in the United States, is un-
doubtedly high.

These are consequences of financial globahzatlon These inflows into the U.S.
economy are often said to be “financing” the U.S. current account deficit, which
reached $666 billion (on preliminary figures) in 2004. That is true only in an ac-
counting sense. The motivation, certainly for the private flows, more controversially
for the official flows, is investment in the United States. Americans have accommo-
dated this excess saving abroad by importing much more than they export. Although
eventually the savings in Japan and Europe will probably fall, as those societies in-
creasingly age, the current configuration can endure for many years (see my paper
on the sustainability of the current account deficit). They are mutually beneficial so
long as the United States generates productive assets for sale to foreigners, in finan-
cial forms that yield less than the underlying investment yields. The problem at
present is that the United States is producing in abundance financial claims, in the
form of U.S. Treasury securities, that are attractive to foreign institutions but that
do not support an increase in the productive assets of the United States. They thus
represent a claim on the unaugmented future income of Americans. If we want to
reduce these claims, increase national savings, and encourage greater private in-
vestment, we need to take serious steps—more serious than simply proposing cuts
in programs with strong Congressional and public support—to reduce the Federal
budget deficit.

In summary, the United States has a revealed comparative advantage in today’s
increasingly globalized world in producing highly desired financial claims, to the
mutual benefit of foreigners and Americans alike so long as Americans invest the
proceeds in productive assets.

Chairman D’AMATO. Thank you, Dr. Cooper. Mr. Prestowitz.

STATEMENT OF CLYDE PRESTOWITZ

PRESIDENT, ECONOMIC STRATEGY INSTITUTE, WASHINGTON, D.C.

Mr. PRESTOWITZ. Thank you, Mr. Chairman. I think a way to vis-
ualize the current structure of the global economy and also the ef-
fect of that structure on the United States and on much of the rest
of the world is to think of it a bit as a sliding board. That is to
say we heard in the earlier session about a number of phenomena
that have been developing over the recent years that are kind of
smoothing the global system, taking the friction out.

So the internet, international air express delivery, global supply
chaln management the fact that you can, as Dr. Gomory said, if
you're working in bits, you can do the work as easily in Bangalore
as you can in Silicon Valley. That’s all taking the friction out of the
system and smoothing it.

But the global structure is tilted and so it’s tilted and smooth
and the structure is such as to move investment and to move tech-
nology and to move wealth and jobs from west to east and particu-
larly from the United States to the east. And the reason for that
is because we still live in a bipolar world. We think we live in a
unipolar world, but it’s a bipolar world.

One block of countries is practicing what we might call dirty free
trade. We talk about dirty floats in the currency markets, but think
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of dirty free trade. The NAFTA countries, the EU, Chile, Australia,
a few others would be in the dirty free trade bloc, which means
that they’re not pure free traders; they protect things like sugar.
They impose emergency tariffs on steel or textiles. So they’re not
pure by any means, but theyre by and large committed to the
proposition of free trade. They are by and large democratic, rule of
law. They believe in market forces. They have competition rules
that are meaningful. Their currencies float freely in the currency
markets generally speaking. And so this is the dirty free trade bloc.

The other bloc is the mercantilist bloc. And the mercantilist bloc
includes most of the rest of the world but particularly Asia. Now,
it’s very important to understand what the mercantilists do and
how they’re thinking. For them, economic policy and international
trade is not primarily driven by economic motivation. And it’s not
to say they don’t want to increase the welfare of their people; they
do. But they don’t believe that the objective of economics is entirely
more consumption.

They look upon it as catch-up. They look upon economic develop-
ment as a matter of increasing natural strength, national power.
It’s geo-strategic or geo-economic as well as welfare driven. And
there are a variety of forms of this. You have what I would call
heavy mercantilism and mercantilism light, ranging from a Singa-
pore to maybe South Korea, but the point is that all of them in one
way or another suppress consumption. All of them in one way or
another compel savings.

Think of Singapore. They take 40 percent of your salary out of
your check before you get it and put it in the Provident Fund. 40
percent savings rate automatically. So they compel savings. They
focus on investment production and export lead growth, and as a
result of this, in the global structure, we have one country, the
United States, which has built and focused its economic policies
largely on increasing consumption. So there is one net consumer in
the global economy. It’s the United States, and the U.S. by focusing
on consumption for the last 50 years has become a fantastic con-
sumer. I mean the greatest consumer the world has ever seen, so
much so that we consume $700 billion a year more than we
produce.

The rest of the world, or the mercantilists, have focused on pro-
duction and they’re really good at production, and they have fo-
cused on exports and they’re really good at it, and they export a
lot more than they import and they produce more than they con-
sume, and they need to get rid of that excess production, and so
they ship it to the only open market that absorbs it, the United
States market, and so hence we have this distorted global structure
in which U.S. runs enormous current account deficits and much of
the rest of the world, all the rest of the world is running current
account surpluses.

As has been mentioned earlier, this is driven by many factors,
but the big one is because these countries have very high savings
rates and while the savings rates are sometimes attributed to their
thrift or to Confucian values, the fact is, they compel savings. The
savings rates in Asia have only been reached in the West during
wartime, so you might think of these as wartime savings rates or
think of them as strategic savings rates.



62

Now, in the econometric equations that are used to figure out
what drives all this, it’s commonly considered that Americans save
too little and that the driver here is low U.S. savings/high con-
sumption. But because it’s an equation, mathematically it has to be
the case that the drivers can be either way.

More recently there has been substantial economic analysis sug-
gesting—Ben Bernanke at the Fed among them—that, in fact, it’s
the savings in Asia that kind of drives the low U.S. savings rate
and that kind of drives the value of the dollar.

Now, that’s a really important point because the U.S. gets away
with its low savings rate and gets away with its current account
deficit because it pays in dollars and a dollar is the world’s money.
So when we buy oil, we just print green pictures of Presidents and
send them Saudi Arabia or Venezuela or Mexico and we get the oil.

Everybody else, of course, the Japanese, for example, have to
build a Lexus, sell it to us, get dollars and then buy oil. The he-
gemony of the dollar relieves us of the necessity to be fiscally re-
sponsible. It also relieves the mercantilists of the necessity to be
fiscally responsible because they manage the dollar. They intervene
in the dollar markets.

Japan last year spent more intervening in dollar markets than
we did in Iraq. So they managed the dollar to facilitate their ex-
ports by keeping the value of the dollar high in relation to their
own currencies.

So the result of this is that we have a kind of a giant, you might
think of it as a giant Ponzi scheme or a giant pyramid scheme in
the global economy in which the whole growth in the global econ-
omy—I shouldn’t say the whole—but a lot of the growth in the
global economy depends on ever-rising U.S. consumption, but, of
course, in order to continue increasing U.S. consumption, the U.S.
has to borrow more and more, and the borrowing then comes from
the vendors. We get vendor financing from Asia. They save,
produce, export and lend us money so that we can buy more and
more.

Now, this lending is really interesting because a lot of the lend-
ing from Asia comes from two sources: the Japanese Central Bank
and the Chinese Central Bank. There is some private flow of cap-
ital in the U.S. and it’s been during the U.S. technology bubble of
the late 1990s, fell off, and has been relatively low actually in re-
cent years, but the central banks jump in to pick up the slack.

Are the central banks investing in U.S. Treasuries because they
think the U.S. economy is the place to put their bets or are they
investing U.S. Treasuries because that’s what keeps the dollar
strong and that’s what keeps the export machine going? I submit
to you it’s primarily the latter motivation.

The question is how long can this go on? And the answer is no-
body knows, but the answer also is that there is great nervousness
and fragility in this system. Recently, a minor official in the Bank
of Korea used the word “diversification” suggesting that maybe the
Central Bank of Korea might move a bit out of dollars. The Dow
fell 200 points instantly. All of the world central bankers are
watching each other like hawks because the last guy out really
takes a beating.
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And so nobody can predict when the next long-term credit man-
agement blow-up might occur. Nobody can predict when a small
player in the system without a big stake in exports to the U.S.
might decide that a better place to put their reserves is in Swiss
francs or euros or something else and start a cascade effect.

But even if none of the dark scenarios occur, for sure what is oc-
curring is a huge build up of claims abroad on U.S. assets and a
long-term necessity of Americans to finance those claims and, as
Dr. Cooper said, without necessarily the investment in the United
States’ capacity to produce the finest. So this looks to me like an
unsustainable system. Thank you very much.

[The statement follows:]

Prepared Statement of Clyde Prestowitz
President, Economic Strategy Institute, Washington, D.C.

With the U.S. economy on life support lending from the central banks of China
and Japan and the White House backtracking on open markets in textiles, steel,
and agriculture while proving unable to conclude new free trade deals, it’s time for
American economists, CEOs, and political leaders to fess up. In its current form and
mode of operation, globalization is ultimately unsustainable and is presently under-
mining long term U.S. welfare and power.

As usually presented in the press and quantified in economic models, globalization
presumes a world of private enterprises engaging in free trade through open mar-
kets under conditions of transparency and rule of law. Nothing could be further
from reality.

In fact, the global economy is bi-polar. One bloc of countries—the United States,
the EU, Canada, Mexico, and a few others—run according to a kind of “dirty” free
trade model. The others pursue a variety of forms of mercantilism. This reality is
obfuscated by the fact that all pretend not only to be playing pure free trade, but
that all the others are too.

The result is a world in which there is one net consumer—the United States. All
others (even the “dirty” free trade EU) are net sellers, depending on exports directly
or indirectly to the U.S. market for all or most of their growth. U.S. annual con-
sumption is now $700 billion more than production. World growth depends entirely
on growth in this consumption, which can only be maintained by borrowing from
abroad, especially from the above noted banks. Thus the global economic role of the
United States is to borrow ever more in order to consume ever more so that the
rest of the world can export ever more.

In contrast, the mercantilists suppress consumption (by, for example, limiting con-
sumer credit), compel high savings rates (in some cases by simply deducting from
your paycheck), subsidize investment and exports, protect key markets, and manage
the dollar exchange rate to keep their goods and services underpriced while those
of America remain overpriced on world markets. Although it tends to transfer U.S.
production, technology, and investment abroad, American leaders, Republican and
Democrat alike, have long acquiesced to these practices because they keep prices
and interest rates down while stimulating short term growth through, among other
things, home equity financed consumption.

One result of all this is that the United States is now absorbing about 80 percent
of all available global savings, a figure suggests the ultimate denouement. When the
number hits 100 percent, the music will stop. And because U.S. and world growth
depend on ever rising U.S. consumption and borrowing, the number is mathemati-
cally almost guaranteed to hit 100 percent. Thus the sustainability of the system
has been in question for some time. Recent developments, however, have dramati-
cally sharpened the question.

Three billion new participants from China, India, and the former Soviet bloc have
suddenly entered the global economy in the past ten years. Standard international
economic doctrine holds that people in developing countries typically have low skills
and that their low wages are offset by low productivity because of lack of technology
and capital investment. It is further assumed that they can’t easily move abroad
and that capital and technology can’t easily move to them. Hence, their low wage
production poses no threat to high wage developed country workers.

With the advent of the Internet and global air express a new wave of globalization
has made most of these assumptions no longer valid. Capital moves instantly
around the world at the click of a mouse. Technology goes where it finds smart peo-
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ple and financial incentives. And people move quite easily and almost instantly in
the virtual world of call centers and business processing offshore.

On top of this is a unique aspect of these three billion new participants. While
on average they are poor and unskilled, because there are so many, a large number
of them (perhaps equal to the population of the United States) have the unexpected
combination of the highest skill levels with the lowest wages. The new globalization
puts them all effectively in the next cubicle, and their ticket to the good life is to
combine these low cost skills with the mobile technology, capital, and virtual work-
place to produce more U.S. bound exports financed by more U.S. borrowing from
China and Japan.

In theory, of course, as these new participants sell more, their wages will rise and
they will consume more, including more U.S. made goods and services. So everyone
will win. But that’s where the problem is. It hasn’t yet happened that way. Japan
and the Asian tigers have not become net consumers as they have gotten rich. Just
as the U.S. structure of consumption is hard wired so is the mercantilist structure
of export led growth.

While necessary, dollar devaluation, Federal budget deficit reduction, and other
conventional nostrums are insufficient solutions because they are based on invalid
assumptions. Without dramatic commitment to fundamental change the global econ-
omy will go over the cliff. Before it does so we need to rethink our understanding
and operation of globalization.

Today a third wave of globalization is washing over the world. Riding its crest,
the two giants of Asia—China and India—are coming back into their own after six
hundred years of impoverishment and servitude. The key elements of this new wave
are the negation of time and distance and the rapid transfer of technology from ad-
vanced to developing countries. The already struggling machinery of the American-
led globalization of the Cold War will be battered and strained further, perhaps
beyond repair, by the impact of the 3 billion new capitalists. The new wave will dra-
matically change corporate strategy, the balance of power, and the everyday lives
of billions of people, from the elite “masters of the universe” to ordinary citizens in
America and abroad. It will empower individuals as never before and bring into ac-
tion talents and players long ignored. One of its defining characteristics is that it
will be less driven by countries or corporations and more driven by real people. It
will unleash unprecedented creativity, advancement of knowledge, and economic de-
velopment. But at the same time, it will tend to undermine safety net systems and
penalize the unskilled. Nondiscriminatory and already less American and less first
world, it will challenge the livelihoods of heretofore secure professionals in Europe,
the United States, and Japan. Indeed, it will challenge all the conventional eco-
nomic wisdom as it shifts wealth and power to Asia.

For example, take immigration. Historically America has attracted immigrants in
search of opportunity and work. More recently this has also been true of Europe and
even, to a lesser extent, of Japan. Now, however, the flow is going the other way.
Some of the work is emigrating to seek the workers, and former immigrants are
going home where opportunities now seem better. China has become the location of
choice for global manufacturing, while India is becoming the destination for software
development and services.

These new players are creating new markets and ways of doing business as well
as substantial and badly needed centers of demand in the global economy. China
has just displaced America as Japan’s biggest trading partner and is supplying the
demand for possible Japanese growth. Its enormous appetite for food and primary
resources is also spurring development from Indonesia to Brazil. At the same time,
the new wave is rapidly raising demand for scarce water, accelerating decertifica-
tion, and poisoning both the water and the air with pollution. On top of that is the
question of energy. The entire world will become more dependent than ever on Per-
sian Gulf oil suppliers, even as the price of oil ratchets ever upward. Both energy
and environmental issues will challenge not only the United States but also China
and India and the rest of the world.

As these developments shift the basic structure of the global economy, they are
calling into question assumptions that have long dominated global economic policies.
Business executives, economists, and political leaders have resisted rethinking them
even when they seemed seriously out of whack with realities. These issues remind
me of the flaws in the Titanic, since the global system could founder on them, ab-
sent new thinking more compatible with the realities of the new wave of globaliza-
tion:

e The U.S. trade deficit is now over $600 billion, or about 6 percent of GDP annu-
ally. As a result, the United States has swung from being a major creditor na-
tion to having the biggest debt—now nearing $3 trillion. These unprecedented
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amounts, however, have been dismissed as potential problems. They have even
been called signs of strength by some who claim they just mean the U.S. econ-
omy is growing faster than others. This growth also supposedly makes it easy
to finance them because foreigners will want to invest in the fast-growing U.S.
economy. More recently, however, leaders like Federal Reserve Chairman Alan
Greenspan and former Chairman Paul Volcker have begun to express concern
that the deficits may be unsustainable, while the headlines included in the Pro-
logue testify to the concern of foreign leaders. The United States now needs a
fix of over $2 billion a day of foreign money coming in. Without new thinking,
there may be a day when 1t doesn’t come.

Behind the trade deficit lies the zero savings of American households, the Fed-
eral budget deficit, and the excessive savings rates and mercantilism of a num-
ber of other countries. None of these phenomena are sustainable.

Can, and should, the dollar last as the world’s currency? Heretofore there have
been no real alternatives; but with the advent of the euro and discussion of an
Asian currency unit, that situation is changing. The special role of the dollar
as the world’s money removes all financial discipline from the United States
and enables currency manipulation by other countries. This is the key Titanic-
like flaw in the current system. It cannot last. But how and when to change
are crucial questions not presently being addressed.

Does manufacturing matter? In the United States, manufacturing has declined
from 23 percent of GDP in the 1980s to 12.7 percent today. Europe and Japan
have also seen a decline but smaller than in the United States. The conven-
tional wisdom holds that the structure of an economy, what it makes, and the
services it provides are not terribly important and should not be the subject of
government policy. According to this view, linkages between industries and
technologies are unimportant, and technology development is independent of
manufacturing and production. This view also seems to be at odds with the re-
alities of the third wave of globalization. Beyond that is the question of bal-
ancing the trade deficit, which is mostly in manufactured goods. But the United
States does not have enough physical manufacturing capacity to export its way
to anything approaching a trade balance even if the dollar goes to zero value.
Services exports can surely rise, but it is unlikely they can completely fill in
the gap. Without some development in manufacturing, therefore, the only way
out of the trade deficit is a significant cut in consumption. Thus the question,
does manufacturing matter?

Economists have held it as an article of faith that high-tech manufacturing and
services are done in advanced countries, while routine, low-value work is done
in developing countries. But China has more semiconductor plants under con-
struction or about to go into operation than America has. All mobile phone mak-
ers have moved most or much of their R&D to China. Nor does India limit itself
to mundane software development; it also works at the cutting edge. As for
services work, radiology, heart and joint replacement surgery, and pharma-
ceutical development are regularly outsourced to India. U.S. and European com-
panies emphasize that they do a lot of high-tech work in China and India
because they can’t get it done as well at home.

It has long been assumed that as manufacturing jobs disappeared, the service
industries would provide secure, high-paying jobs to compensate for the loss of
manufacturing. That view, however, is pre-Internet and pre-third wave. It may
not be sustainable in the world of 3 billion new capitalists all online.

The view that the uniquely inventive U.S. economy will always maintain eco-
nomic leadership by doing the next new thing no longer necessarily holds. U.S.
spending on research and development has declined in critical areas, and its
technology infrastructure is deteriorating. Other countries are graduating more
scientists and engineers, while America graduates fewer and fewer. Most impor-
tant, the leading U.S. venture capitalists and technology firms are taking R&D
and new start-up company development to Asia as fast as possible.

The MBA and the American business model have had great influence on how
business is done worldwide. The success of U.S. business has been largely at-
tributed to its management and its focus on shareholders as opposed to stake-
holders. Yet much of the U.S. business success has been due to government
support and fortunate circumstances. The change in circumstances and the rise
of strong non-American companies with different concepts of their purpose and
objectives may require a whole new way of thinking about business.

Although Western, particularly U.S., business leaders tend to disdain interven-
tion in their affairs by their own governments, they frequently curry favor with
authoritarian foreign governments. This practice may make them more subject
to the policies of foreign governments than their own. Ironically this situation
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has been fostered by Western government officials who disdain the whole notion
of an economic strategy. None of this thinking may be sustainable in the wake
of the third wave of globalization.

e The level playing field concept is much loved by Western political leaders who
are quick to call Asian countries trade cheaters while insisting that Western
workers can compete with any on “a level playing field.” But the truth is they
can’t. Advanced country workers with the same skills as Chinese or Indian
workers will not be able to compete unless they are willing to accept Indian or
Chinese wages. Moreover, in a peculiar way, the playing field will tilt toward
the two new giants of the global economy. The potential size of their markets,
their endless supply of low-cost labor, the unique combination of many highly
skilled but low-paid professionals, and the investment incentives offered by
their governments will constitute an irresistible package that will attract in-
vestment away not only from the first world but from other developing coun-
tries as well. China, for example, could be a real problem for Mexico. The only
sensible response is massive investment in education and up-skilling of the
workforce. Only those who have capabilities no one else has or can work better
than anyone else will be secure.

e Americans are likely to find themselves increasingly uncompetitive as individ-
uals. They have never understood the extent to which their high standard of
living has been the result of good luck rather than personal virtuosity. In the
new world of no time and no distance where education will be at a premium,
the poor quality of U.S. secondary education will be even more of a disadvan-
tage than it is now. American students now rank near the bottom of all the
comparative international tests. To have any chance of competing on a level
playing field, the United States will have to find a way to reverse that situation.

e Unless China and India go totally off the rails, they will become the world’s
largest economies in the middle of this century. The European Union is already
the world’s largest economic unit and will remain larger than the United States
indefinitely. Despite U.S. military might, the balance of international influence
and power is already shifting. As the National Intelligence Council says, the
international power situation is more fluid now than at any time in the past
half century. The challenge for the United States will be to play its currently
powerful cards to shape a new balance of power favorable to its interests in a
future when it will be relatively much weaker. Will its pride allow it to recog-
nize that reality?

But these are all subsets of a much larger question. Today’s global economy is the
most integrated and it offers greater potential opportunities than ever. Yet, in many
respects it resembles the Titanic, a magnificent machine with serious and largely
unrecognized internal flaws heading at full speed for icebergs, armed with knowl-
edge and assumptions significantly at odds with reality.

At a recent conference in New Delhi concerning the future development of India
and China, I was the only American on the program—or in the audience. Neverthe-
less, the economic discussion was couched in terms of dollars. Charts and tables re-
lating to Indian or Chinese GDP growth rates, export and import volumes, foreign
reserve holdings, and other variables were all denominated in dollars. Even when
I had the bad luck to run short of Indian rupees in the middle of the conference,
the coffee service gladly took my dollars. Nor was this surprising. Wherever I have
traveled for the past forty years, people always and everywhere have readily ac-
cepted dollars. Few of the conference participants considered that the Indian and
Chinese economic developments they were discussing could serve as catalysts for the
end of the dollar era.

Yet that possibility was made clear to me on the return trip, when I stopped in
Frankfurt for lunch with some German friends. The conversation turned to how in-
expensive things are in the United States these days. When I mentioned the price
of a new house in Washington, one of my friends became a bit confused and asked
what that would be “in real money,” by which he meant euros. It was a perfect
reversal of the classic American tourist’s question to anyone spouting prices in
currency other than dollars. It was also a brutally insightful commentary on a
developing financial shift of truly global proportions. Over the past four years, the
chronic U.S. trade deficit has reached unprecedented levels, and the dollar has
begun to weaken as a consequence. Of course, this has happened before and the dol-
lar has not lost its global primacy despite a cumulative decline of 70 percent over
the past fifty years. But this time it is different.

In today’s global economy, one net consumer—the United States—is accumulating
a huge trade deficit by buying more than it produces at an ever-accelerating rate.
While it imported $600 billion more than it produced in 2004, it will import an ex-
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cess of nearly $700 billion in 2005. The money to pay for this excess has to be bor-
rowed from the rest of the world. So far that has been no problem because the rest
of the world saves by consuming less than it produces, and then lends the savings
to the United States so that we Americans can import the excess production of the
other members of the global community. These U.S. imports create export-led
growth for the rest of the world while adding to the growing U.S. trade deficit. Thus
Americans borrow and buy more and more while the rest of the world saves and
produces more and more. It then lends more and more to the Americans so they
can spend more and more on imports from abroad.

This has been going on for a long time, and for a good reason. It suits all the
players fine. The Americans get to live beyond their means, and they love it. The
best part is that because individual Americans are not borrowing the money, they
get to believe they are actually earning their high standard of living. The non-Amer-
icans also like it. The extra American demand enables them to invest more and
grow faster than they otherwise could, particularly in what they consider key indus-
tries. It also allows them to earn a reserve of dollars that can cushion shocks and
provide leverage in global financial negotiations. So everyone is happy. If the Ameri-
cans could guarantee to buy more than they produce at an ever-accelerating pace
indefinitely, while the rest of the world guaranteed to keep lending to America at
the same pace, everyone would remain happy. Unfortunately, neither side can make
those guarantees.

Here’s why. American consumers have been buying so much on their credit cards
and home equity lines that U.S. household debt is now at an all-time high of 120
percent of household income.! Once the credit cards and home equity lines are
maxed out, the kids all have part-time jobs, and mom and dad both work full-time,
it is just not possible to consume more unless earnings start rising more rapidly.
But earnings can’t rise. The lack of domestic savings is holding investment down,
and the rapid move toward outsourcing and offshoring, along with technology-driven
productivity gains, is restraining all but executive wages and salaries. And an aging
population with lots of retirees means less consumption and less growth over time.
Finally, the United States is already absorbing a large portion of the world’s inter-
nationally available savings. At current rising debt rates, there simply may not be
enough global savings to fund the American need.

There are also pressures on the other side of the equation. The great pools of
world savings are in Asia, particularly China and Japan. But the aging of Japan’s
population has already cut savings rates from 15 percent to 6.4 percent.2 In China,
which is also aging, popular pressure to realize the fruits of economic growth
through more consumption is also likely to cut savings rates. This is broadly true
for the rest of East and Southeast Asia as well. More immediately, however, many
foreigners are growing uneasy about the long-term value of the American IOUs they
have been piling up. Foreigners effectively lend money to the United States in sev-
eral ways. Private investors, for instance, might buy U.S. stocks and bonds or real
estate or locate new factories and offices on U.S. territory. All of which brings for-
eign money flowing into the U.S. coffers. Foreign central banks also invest in the
United States by acquiring Treasury bonds or buying the dollar in an effort to prop
its value up when foreign exchange forces are tending to push it down. During the
dot.com bubble of the late 1990s, the vast bulk of foreign money flowing into the
United States belonged to private actors rushing to invest in the new El Dorado.
In those years, however, the United States needed only $100 billion—$200 billion to
balance its deficits.

Recently that amount has grown to nearly $700 billion annually, even as the
crash of the U.S. stock markets and a recession have driven many private foreign
investors out of the market. They were replaced by their countries’ central banks,
which are now sitting on enormous piles of U.S. Treasuries, dollars, and other as-
sets. Twenty years ago, America was the world’s biggest creditor. Now the world’s
central banks are choking on close to a net $1.5 trillion of American IOUs and in-
creasingly wondering if Americans are really going to make good on them. They es-
pecially wonder this when they consider two developments. One is the rapid
offshoring of U.S. manufacturing, software, and services, and the other is the likely
continued decline of U.S. savings, as the Federal budget deficit widens under the

1Alan Greenspan, “The Mortgage Market and Consumer Debt,” remarks before the annual
convention of America’s Community Bankers, Washington, D.C., October 19, 2004, http:/
www.federalreserve.gov/boarddocs/speeches/2004/20041019/default.htm.

2Teruhiko Mano, “Decline in Savings Rate a Warning to Reform-Resistant Politicians,”
Japan Times Online, June 28, 2004, http:/www.202.221.217.59/print/business/nb06 2004/
nb20040628al.htm.
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impact of rising social security and health insurance obligations. Both will make the
current account deficit get much bigger before it gets smaller.

How did we get into this pickle? Of the many factors, primary have been Amer-
ica’s misuse of the dollar, our falling savings rate, our soaring trade deficit, and the
myth of free trade, along with the excessively high savings rates, production, and
exports of other countries. Let’s start with the abuse of America’s privileged role as
the issuer of the world’s money—the dollar.

When President Nixon announced the end of the dollar’s link to gold and created
today’s dollar standard, he effectively made the global financial system dependent
on America’s good behavior. With no necessity to make good on its obligations in
a world with no alternative reserve currency, America was literally licensed to print
international money. It could exchange green pieces of paper bearing pictures of
Presidents for whatever it wished to buy. Do America’s gas guzzlers need more 0il?
Print greenbacks and send ’em to the Saudis. Are American kids in love with every-
thing made in Japan or China? Just run off some of those Presidential pictures and
send them along. America could have anything it wanted without having to consider
the value of what it was getting against the value of what it was giving because—
e5f<celit in a very abstract way and over a very long term—it wasn’t giving anything
of value.

With no potential discipline or real obligations involved, America’s international
trade accounts became accounting artifacts. When I was a student in the 1960s, the
monthly trade and balance of payments statistics were prominently reported, and
France’s periodic demands for more gold from Fort Knox were hotly debated. After
the Nixon shock, however, this all got relegated to page 42, and America stopped
worrying about international trade. Other countries had to count their reserves and
find ways to earn dollars in order to procure necessities from international sup-
pliers. But not the Americans. They just ran their printing presses and bought
whatever they wanted. If they happened to buy more than they produced, what dif-
ference did it make? In fact, it was actually good to buy more than you produced
because the world needed an engine of growth, in view of the fact that the Asians
saved too much and consumed too little.

America’s emphasis—with the memory of the Great Depression still fresh—on
consumption as the driver of economic growth after World War II has a twin—a de-
clining national savings rate. From 1947 to 1973, America’s national savings—the
combination of household, corporate, and government budget surpluses and defi-
cits—fluctuated between about 8 to 15 percent of GDP. Since 1980, however, every-
thhig has gone south. What lies behind this trend is both difficult and easy to
explain.

The difficult part is personal savings. Over the past twenty-five years it has
steadily declined, from nearly 10 percent of GDP in 1979 to almost nothing today.
One factor, clearly, has been the heavy promotion of consumption. As a teenager in
the late 1950s, I never received an unsolicited credit card in the mail. When my
children were teenagers in the late 1980s, they were each getting two or three a
month. In 1968 outstanding consumer credit (calculated in year 2000 dollars) was
$119 billion. By June 2000 it had soared to nearly $1.5 trillion. In 1970 only 16 per-
cent of households had a bank type of credit card. By 1998 that figure had climbed
to nearly 70 percent.3 So aggressive are the credit card companies that they use
data-mining techniques to identify people with high debt balances on their present
cards in order to ply them with additional card offers. I can remember when most
retail stores were closed on Sundays. For my children, that is unimaginable.

This shop-till-you-drop mentality did not evolve unaided. For a long time, the
interest on credit card debt was tax deductible because the government thought
shop-till-you-drop was good for the economy. Even when the feds eliminated the de-
duction, they provided for tax deductibility on home equity loans, meaning you could
keep shopping as long as you owned a house. And don’t forget President Bush’s stir-
ring injunction to the nation following 9/11. After declaring “war on terrorism,” he
urged Americans to support the effort by shopping to keep the economy going. The
same year, Alan Greenspan, Director of the Federal Reserve System and the na-
tion’s top economist, slashed interest rates virtually to zero after the collapse of the
dot.com bubble in an effort to hold up consumer spending by encouraging home eq-
uity loan-based buying. Over the past fifty years, “saving” has almost become a bad
word. Hardly anyone wants you to do it.

But the rise of consumerism only partly explains the decline of saving. There has
also been a tightening squeeze on the average family’s finances. After more than
doubling from $21,201 to $43,219 (2003 dollars) between 1947 and 1973, median

3“Credit Cards: Use and Consumer Attitudes, 1970-2000,” Federal Reserve Bulletin, Sep-
tember 2000, pp. 623—634.
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family income went nowhere for the next twenty-two years, rising only to $48,679
in 1995.4 It jumped to $54,191 in 2000 but then dropped back to $52,864 in 2002.5
Had the 1947-1973 trajectory held, median family income would now be approach-
ing $100,000. Even more revealing, over 80 percent of households in my youth in
the early 1950s only had one earner. Today over 70 percent have two.6 One could
argue that the real per capita standard of living has declined. Of course, I must
quickly acknowledge that today’s houses are bigger than yesterday’s, and families
now drive two or three cars in place of one and shop online instead of driving to
the mall on Saturday. Moreover, the imported clothing, toys, and PCs they buy are
very inexpensive and have given families a kind of income boost through lower
prices. Michael Cox, of the Dallas Federal Reserve Bank, has written that if you
calculate retail costs not in the familiar constant dollars but in the amount of aver-
age-wage work time needed to earn something, most consumer goods have grown
significantly cheaper over the past generation. Cox argues that the material posses-
sions of Americans at the poverty line in 2000 roughly equaled those of middle-
income Americans in 1971.7 So perhaps “decline” is too strong a word. Still, the av-
erage American family has been under increasing pressure to find ways to pay for
the average lifestyle. One way to do that has been to save less.

The part of the falling national savings rate that is easy to explain is the gov-
ernment portion. The Reagan tax cuts of the early 1980s did not generate enough
economic growth to offset the revenue loss arising from lower tax rates. As a con-
sequence, the Federal budget deficit soared to an unprecedented 6 percent of GDP
and further accelerated the decline in the national savings rate arising from the fall
in private saving.® America was spending far more than it was earning, and conven-
tional analysts began to warn that government borrowing might soak up all the sav-
ings necessary to fund private investment, causing a spike in interest rates.

It never happened, because all that American buying included lots of imports that
put billions of dollars in the hands of foreigners, especially of Japanese, who seemed
to be making everything at the time. With global trade now denominated mainly
in dollars decoupled from gold, the foreigners had no alternative but to accept and
hold those green Presidential pictures in return for all the Hondas, Walkmans, and
Airbuses they were selling us. But rather than just look at the handsome pictures,
they used them to buy U.S. Treasury bonds. This funded the burgeoning budget def-
icit and kept interest rates under control. Americans could have their cake and eat
it too. Deficits, whether fiscal or trade, didn’t seem to matter for the United States.
By implication, neither did savings because, in lieu of its own, America could soak
up the savings of the rest of the world. How good could life get?

Actually there were a few clouds in this picture. Social Security was looking as
if it would run out of money, and the Federal budget deficit projection was getting
so big that all the savings in the world might not be enough to offset it. So Reagan
eventually raised taxes, and Bush I and then Clinton raised them even more. That,
along with the 1990s dot.com bubble that produced rising tax revenue, put the Fed-
eral budget in surplus and offset the continuing fall in private savings to keep total
national savings at least in positive territory. Mind you, this was not enough to fund
America’s investment needs. The country was still borrowing like crazy, accepting
those green pictures back in return for Treasury bonds or shares in U.S. companies
and golf courses.

Then came the election of Bush II in 2000, and new tax cuts at the moment when
private savings were collapsing completely. The budget deficit set new records in
each following year, and America’s national savings evaporated. In 2004 the Con-
gressional Budget Office and several other public and private groups calculated a
U.S. financial shortfall of $2.3 trillion over the next ten years. But official Wash-
ington was not worried. As Vice President Dick Cheney said, “Reagan proved defi-
cits don’t matter.”

Cheney actually had a point. What’s the big deal about national savings? So we
consume more than we produce, run a trade deficit, and have no savings to fund
further investment. But our economy grows and stimulates growth in the rest of the
world. Saving is a virtue but not an end in itself. It simply provides investment cap-

4Median family income includes all wages, salaries, and tips, income from self-employment,
interest, rent, government cash assistance, dividends, and all other income.

5 Lawrence Mishel, Jared Bernstein, and Sylvia Allegretto, State of Working America, 2004/
2005 (Washington, D.C.: Economic Policy Institute, 2005), Table 1.6, p. 48.

6 Mishel, Bernstein, and Allegretto, State of Working America, Table 1.9, p. 56.

TW. Mgchael Cox and Richard Alms, “Defining Poverty Up,” Wall Street Journal, November
2, 1999, A26.

8 Office of Management and Budget, Budget of the United States Government, Fiscal Year
2005, Historical Tables, Table 1.3, http://www.whitehouse.gov/omb/budget/fy2005/sheets/
hist01z3.xls.
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ital for the real objective: growth and higher living standards. If you can get the
capital without saving, that would seem pretty close to paradise. This is where
American conservatives like Cheney think they are. They firmly believe that Amer-
ican democracy holds the secret to superior economic performance. Conservatives
know that America’s investment needs have long outstripped its now nonexistent
savings. But they fully expect that foreigners will cover the gap indefinitely, both
because they have no alternative to keeping their reserves in dollars and because
they believe the U.S. economy will always yield the best return.

Recent history has seemed to justify this view. After raising concerns about de-
clining competitiveness in the 1980s and recession in the early 1990s, the U.S. econ-
omy turned around to produce the longest boom in its history. It seemed to far out-
strip the Japanese and European economies in both growth and productivity. On top
of that, the Silicon Valley phenomenon, with its stock options, and the boiling
NASDAQ market, were making everyone rich. Of course, foreign investors were put-
ting their money in the United States. And who said Americans had no savings?
Look at their capital gains in the stock market and at the skyrocketing equity in
their homes. If you counted savings properly, it was argued by conservative econo-
mists, Americans were the world champions.

Then the market crashed, destroying $8 trillion of value. This is one reason mar-
ket gains on paper don’t count as savings. There were other flaws in the argument
as well. Much of the growth was phony. The United States had experienced one of
history’s great investment bubbles, comparable to the South Seas bubble in the
early eighteenth century, the Tulip bubble in the 1630s, and the Japanese bubble
of the 1980s. The growth of such bubbles and their collapse are not usually consid-
ered signs of robust economic health.

Another apparent justification has been productivity growth. Productivity is the
single most important thing in economics. It’s the difference between a rich economy
and a poor one. If I can produce twice as much as you in the same amount of time,
I am going to be a lot richer than you. During the golden age of 1947-1973, produc-
tivity grew faster than it ever had, at about 2.8 percent annually. That’s why real
income more than doubled. For the next twenty years, however, productivity growth
languished at about 1.5 percent and real income hardly moved. Then there was a
huge jump to 2.5 percent annual productivity growth in the late 1990s, and every-
one became euphoric about the new economy and its magnetism for foreign capital.

Still, it’s not entirely clear that this jump was real. By creating huge excess in-
vestment, bubbles generate high rates of production, and factories running at 100
percent of capacity are always more productive than those limping along at 70 per-
cent. The argument has been made that the huge infusion of IT equipment and
processes that accompanied the bubble was a major factor in the jump in U.S. pro-
ductivity, and it contains some truth. Although productivity growth fell off some-
what in the recession of 2001-2002, it has remained good over the past several
years. U.S. analysts, comparing this to the approximately 1.5 percent rates of Eu-
rope and Japan, have not hesitated to attribute foreign capital flows to America to
its apparently superior productivity.

Yet the way productivity is calculated and the effect of offshoring make it very
hard to get an accurate accounting. For example, U.S. productivity calculations are
done by a method known as hedonic scoring. Here’s the deal. Last year you bought
a laptop with a one-gigabit hard drive and a Pentium 3 microprocessor for $2,000.
This year you got one for your wife, but it had a two-gigabit hard drive and a Pen-
tium 5 chip, and it cost $1,000. Did computer production fall in the United States
or did it double? Measured by price, it fell in half; but measured by computer power,
it doubled. The U.S. Government, using hedonic scoring, says it doubled. (It’s actu-
ally more complicated than that, but you get the idea.) For sure, it didn’t fall by
half, but is your wife really using all that extra power? Maybe it didn’t double ei-
ther. After all, when you buy your new Cadillac with 400 horsepower to replace an
old one that only had 200, you don’t consider that you got two cars in place of one.
Anyway, the key is that other countries don’t use hedonic scoring, so it’s not entirely
clear how our productivity compares to theirs.

Then there’s the effect of offshoring. When companies close factories and move
production offshore, they close the worst plants first. Remember that productivity
is the amount produced per worker per hour. When the unproductive plant closes,
output per worker rises. That’s very good, but what of the workers from the plant
that closed? Unless they get new jobs that pay as well as and with the same produc-
tivity as the old jobs, they become a drag on the economy.

Offshoring adds another complication as well. When my tax accountant moved his
back office to Bangalore, it didn’t mean he was doing more tax returns. Rather, as
he explained to me, by laying off his back office staff and outsourcing the work to
India, he would save a huge amount of money. How would this play out in U.S. pro-
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ductivity accounting? Here’s how it seems to work. Say my accountant sells $1,000
of tax returns. He pays nine back office employees a total of $500 to crunch the
numbers and pockets $500 in profit for himself. Thus, before the switch to Ban-
galore, the U.S. economy gets to add $1,000 to GDP, and productivity is $100 per
person employed. After the switch, the nine American back office workers have be-
come fifteen Indian workers. The cost of doing the work in India is $100, which has
to be deducted from the $1,000 gain to U.S. GDP. Thus the number of people re-
quired to do the work has increased, but as far as U.S. accounting is concerned,
there is only one, my accountant. He is now making a profit of $900; and because
he is now the only worker in the firm, productivity has gone to $900 per worker.
U.S. GDP has decreased, and the number of people required to do the job has in-
creased. But because most of those people are not in the United States, American
productivity has taken an enormous jump. You see how slippery all this can become.

In truth, superior U.S. performance presently explains little of the foreign capital
flow. The money now coming into the United States is largely not funding private
investment. Rather, it is going into treasury bonds that fund budget deficits and ex-
cess U.S. consumption. When you borrow to invest, you expect to eventually pay off
your loan and make a return. But when you borrow to throw a big party, you can
expect only bigger credit card payments down the road, along with less money avail-
able for investment. That’s where the United States is right now.

The fault, however, doesn’t lie entirely with the Americans. In their efforts to
achieve rapid economic growth, first Japan, then the Asian tigers like South Korea
and Singapore, and now China have all contributed to the American problem. In
The Wealth of Nations, Adam Smith argued that the objective of economic activity
is consumption. While this may be true for the Asian economies in some long-term
sense, their development models all involve the suppression of consumption, along
with a heavy emphasis on saving, investment, and production. In Singapore, for ex-
ample, the government mandates large contributions to a pension fund. In Japan,
consumer credit is limited even today. Asian savings rates, at 30 percent to over
50 percent of GDP, are higher than Western rates have ever been except in war-
time, which is perhaps not surprising given that industrial development is seen in
Asia as a key element of national security and of avoidance of Western dominance.
For similar reasons, savings have frequently been channeled not by the invisible
hands of bureaucrats. They push investments in industries they think will grow
faster and enjoy higher productivity gains than others or that will raise the general
level of industrial technology and prevent undesirable strategic dependence. Whether
thg strategy is economic or geopolitical, it is not aimed at satisfying consumers
today.

We have already seen a number of examples of this. The semiconductor industry
has been a favorite, with Japan, Taiwan, South Korea, and now China all promoting
its development through special financial incentives and regulatory policies. These
countries are prepared, in effect, to buy semiconductor plants because those plants
are seen as universities-cum-research centers that will bring quick technology trans-
fer. Sometimes there is another factor. In capital-intensive industries with only a
few competitors, dominant companies can become quasi-monopolies earning high
profits and paying high wages. Sometimes policymakers aim to ensure that their
country includes companies that dominate these industries.

Thus, while competition and market forces operate, they are subject to interven-
tion. Nor are the Asians the only ones to use these techniques. Americans and Euro-
peans invented them; RCA and Airbus are good examples. But in the past fifty
years they have been used more extensively and consistently in Asia than else-
where.

High productivity usually requires economies of scale that in turn require mass
production. The high Asian savings rates and the drive for mass production mean
these countries always produce more than they consume. Their high savings rates
mean they cannot sustain their own production and would all go into recession or
depression if they suddenly had to depend on their internal demand. In short, they
save and produce too much.

There is a solution to this problem—exports. “Export-led growth model” is the
phrase coined to describe the Asian approach to economic development. The model
has a number of variations. For example, Singapore and China have welcomed for-
eign direct investment, while Japan, Taiwan, and South Korea have resisted it. But
there is a common feature: if you are a country that produces more than it con-
sumes and depends on exports for growth, you don’t want a lot of imports. You
might want to import raw materials or commodities you don’t make, but imports
of what you do make, or of products in industries you are trying to build, interfere
with your growth. Thus there is a constant temptation to protect, particularly in
“strategic” areas. In practice, this temptation has been yielded to in different ways.
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The Japanese market has long been notoriously difficult to penetrate, while Hong
Kong and Singapore are pretty easy, and China is surprisingly open. However, one
characteristic common to all the key Asian economies except Hong Kong (which is
essentially dollarized) is managed currencies. They are either pegged to the dollar,
like China’s yuan, or the object of frequent central bank intervention in the currency
markets to conduct a “dirty float.” Either way, they usually keep their currencies
undervalued versus the dollar.

International economics employs a simple accounting equation to explain the
causes and dynamics of the U.S. trade (more accurately, current account) deficit:

Exports — Imports (the trade balance) = Private Savings +
Government Budget Surplus (or deficit) — Domestic Investment

A trade surplus means the sum of private savings and government surpluses or
deficits is greater than domestic investment. A trade deficit means the opposite.
Over the past twenty-five years, nearly all the discussion of this equation has been
based on the assumption that the action is from right to left. In other words, low
private savings and government budget deficits have driven the American trade
deficits.

Nonetheless, because the formula is an equation, the causality can run from left
to right as well. An excess of imports over exports could be causing a reduction in
private savings and/or an increase in the U.S. Government budget deficit. This is
the effect of protectionism, pegged currencies, and “dirty floats.” Companies pro-
ducing in the United States sell less than they otherwise would, workers earn less,
the government collects less in taxes. The result is a shortage of savings relative
to investment and an ever larger trade deficit. Just as foreign governments suppress
their domestic consumption, so they also help suppress U.S. savings. This is the ele-
phant in the corner that is rarely discussed in polite company.

It is not discussed because to do so would be to challenge free trade policies that
have formed the bedrock of the international economy for over half a century. The
mismanagement of the global economy that worsened the Great Depression and
helped bring on World War II taught postwar leaders an important lesson. Protec-
tionism not only doesn’t work; it can be dangerous. That lesson was the foundation
of the postwar economic institutions, of the spread of the liberal trading regime, and
of the whole second wave of globalization. The new system, built on free trade prin-
ciples, succeeded because those principles are essentially sound, and there is great
truth in the free trade analysis when its major assumptions are operative. But like
generals fighting the last war, economists have too frequently fought the last de-
pression while ignoring important new realities.

The impact of 3 billion new capitalists on the United States, along with America’s
abuse of the dollar and its soaring public and private debt, has made foreign central
bankers and finance ministers very nervous. They are all in a global game of finan-
cial chicken. If foreigners dumped a large portion of their dollar holdings, the dollar
would fall dramatically and cause a recession or even a depression in the United
States. Because the rest of the world lives by selling to the Americans, a U.S. reces-
sion could be devastating to the rest of the world’s economies. Dumping dollars
could precipitate global stock and bond market crashes that would bring huge losses
to, among others, those doing the dumping. From this perspective, Americans are
holding the world’s financiers hostage. On the other hand, should things fall apart,
the first player who gets out of dollars will take the smallest loss. Thus any hint
of significant dollar dumping is likely to cause a chain reaction—fast.

If you are a finance minister or central bank director, this possibility creates two
worries. First, if it looks like things are beginning to fall apart and you don’t move,
you could wind up losing billions for your country, along with your reputation. Sec-
ond, Americans owe so much that they are sure to be tempted to inflate the debt
away. If they do that while you are steadfastly holding on, you will again lose gobs
of money, and your epitaph will not be heroic. So all the players, or nearly all (about
which more later), are damned if they do and damned if they don’t. So far they
haven’t, but tomorrow is another day.

Recently everyone’s nervousness has been reflected in some interesting moves. As
private money abandoned the dollar over the past two years, the European Central
Bank followed free market principles and refrained from any intervention in the
currency markets. American officials said they wanted a strong dollar, but their
body language said weak dollar. Consequently the euro, which had languished dur-
ing the dot-com boom, gained over 35 percent against the dollar in a two-year
period. The Bank of Japan, on the other hand, engaged in massive intervention,
buying over 623 billion dollars in 2003 in a largely successful effort to prevent the
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dollar from falling against the yen.® Because the Bank of China keeps the yuan
pegged to the dollar by law, it doesn’t intervene in the exchange markets as the Jap-
anese do. But its trade surplus means that to hold the peg, the bank has to keep
accumulating dollars. While doing so, however, the Chinese have quietly been buy-
ing lots of oil. They need the oil, and buying it now with strong dollars is a way
to avoid investing in U.S. Treasuries, whose value could plummet in a crisis. The
oil producers, in turn, have been taking the dollars from the Chinese and selling
them for euros and euro bonds, putting more upward pressure on the euro. The Rus-
sians only added fuel to the euro fire when they announced the decision to reverse
the dollar-euro ratio of their international reserve holdings. This activity has begun
to price European goods out of international markets. As a result, the Europeans
are now talking about “stabilizing” the dollar by organizing a joint buying operation
with the Japanese. So far the system is still holding together, but it is increasingly
shaky.

No one knows for certain what will happen, but clearly the global financial mar-
kets could implode very quickly. Former Federal Reserve Chairman Paul Volcker
says there is a 75 percent chance of a dollar crash within the next five years. There
is a market fundamentalist view that prevails in Washington and parts of Wall
Street, that markets are self-correcting and best left alone—a dangerous siren song.
Far from being self-correcting, markets tend to excess. They overshoot. Anyone with
any experience of markets knows this. When markets are going down, all the weak-
nesses get concentrated, and you need intervention at the right time to stop things
from getting out of control. If the dollar started to melt down, the results could be
really nasty. A 1930s-style global depression is not out of the question.1©

The lack of an alternative to the dollar is the only reason it hasn’t taken a big
fall already. But now those alternatives are emerging. The euro, though not a per-
fect substitute, is becoming more attractive. Besides the Russians, others are also
sneaking into euros, which is why it has recently strengthened so much.1! In Asia
there is serious discussion of creating an Asian currency unit, or Acu, in imitation
of the European Ecu, which preceded the euro.12

In the end, it is very simple: the global economy is highly distorted. Americans
consume too much and save nothing and the rest of the world, especially Asia, con-
sumes too little and saves too much. There are three ways for this situation to work
itself out. Americans could consume less and save and invest more. The fastest way
to do this would be to cut the Federal budget deficit. There are two problems. If
Americans take all the adjustment, it would entail a big reduction of GDP. Since
no political leader could survive that, it is not going to happen voluntarily. Nor is
the Federal deficit likely to be cut. If anything, it will increase as the baby boomers
retire and cause a dramatic rise in Social Security and Medicare payments. The sec-
ond option would be for Asia and the rest of the world to cut saving and increase
consumption. That will undoubtedly occur over the long run, but in the short run
it would slow up the growth that is the raison d’étre of these regimes, especially
China’s. Moreover, if it did occur, the reduction of the flow of Asian savings to U.S.
financial markets would cause the dollar to fall.

That is, of course, the third and by far most likely event. When and how it might
occur no one knows. Most analysts would like to see a smooth, gradual decline of
30-50 percent from present dollar values. How things develop will be significantly
determined by China. To many Western economists China’s policies seem foolishly
mercantilist. But China’s accumulation of dollar reserves has given it great negoti-
ating leverage against the United States, and its policies induce rapid industrial de-
velopment and technology transfer. So China might decide to prop the dollar up for
a long time, as will, almost certainly, Japan. Europe might even join in to avoid the
pain of the rising euro. But there is always the unexpected. Vladimir Putin is in-
creasingly unhappy with the United States. Could he show his dissatisfaction by
dumping dollars? What about OPEC? There are surely a number of members who
have no love of the United States and might jump at an opportunity to dethrone
the dollar. Remember also that before the Asian financial crisis of 1997, no one an-
ticipated the damage hedge funds could cause. Recently a little bond market maneu-
ver by Citibank caused a scary ripple in the European markets. There’s no guar-

9Japan, Ministry of Finance, International Reserves/Foreign Currency Liquidity, January
2005, http://www.mof.go.jp/1c006.htm.

10“Soros Warns of Dollar Plunge,” BBC News, June 28, 2002, http://www.news.bbc.co.uk/1/hi/
business/2072100.stm.

11 Chris Giles and Steve Johnson, “Dollar Down as Moscow Trails Case for Euros,” Financial
Times, November 24, 2004, p. 17.

12Rebecca Buckman and Jason Singer, “Euro for Asia Gains in Allure: Regional or ‘Trading’
Currency Might Be Steadying Factor,” Wall Street Journal, October 3, 2003, p. C16.
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antee that something like that won’t trigger a dramatic dollar crisis, and if it does,
it won’t just be another decline. It will be the end of the dollar’s dominant role as
the world’s money.

Although America has not yet caught on, its relative economic superiority and
power are rapidly slipping away. Far from leading the world on a global march to
freedom, the United States could find itself hard pressed to maintain a reasonable
standard of living and defend its vital interests. While America still has the best
cards, it will have to hold on to them—and learn to play them a lot better. Unfortu-
nately, the hand and the position of play have deteriorated since I first wrote about
these issues nearly twenty years ago in Trading Places: How We Allowed Japan to
Take the Lead. Maintaining a unipolar, hegemonic leadership is out of the question.
It is no longer possible nor desirable for the long-term welfare of Americans. But
there is much America can and should do to mitigate the impact of wage competi-
tion, maintain the promise of opportunity at the heart of the American Dream, pro-
vide for a continually rising standard of living more equally distributed, and con-
tinue to influence the course of global affairs.

The first step is to realize that there is a problem. America needs to recognize
that many of the assumptions guiding its economic policy are at odds with the reali-
ties of today’s global economy. Its performance in a broad range of areas—including
saving, education, energy and water conservation, critical infrastructure, R&D in-
vestment, and workforce upskilling—is far below the standard of many other na-
tions. America needs to understand that its refusal to have a broad competitiveness
policy is, in fact, a policy. And it gives leading U.S. CEOs no choice but to play into
the strategies of other countries. This policy, according to its proponents, leaves de-
cisions to the unseen hand of the market. Actually, however, it leaves them to the
highly visible hands of lobbyists and foreign policymakers. It is a policy that ulti-
mately leads to impoverishment.

I have been involved in several efforts to identify principles of national competi-
tiveness. The first one is always that a nation’s industries cannot remain competi-
tive internationally if the nation’s overall economic environment is not competitive.
It is impossible, for example, to have successful world-class competitors based in
economies characterized by hyperinflation or lack of crucial infrastructure or low
educational achievement. The first priority of American leaders—even more impor-
tant than fighting terror or spreading liberty—should be to ensure long-term U.S.
competitiveness. Without it, nothing else will make any difference. The President
should establish an independent blue ribbon commission—headed by the Chairman
of the Federal Reserve or another major figure and including leaders from govern-
ment, private industry, academia, and the media—to assess and make recommenda-
tions for shoring up America’s long-term competitive potential.

To preempt the gathering financial crisis and ensure a sounder basis for the third
wave of globalization, the United States should take the lead in a global effort to
reduce the role of the dollar. It must do so gradually and cautiously. Because the
whole system now depends on U.S. consumption and the dirty floating of the dollar,
any sudden or unilateral change could precipitate disaster. As a first step, the
United States might convene a new Bretton Woods Conference of key global leaders
to devise a plan. The U.S. Government might announce beforehand the measures
it would take to begin balancing the Federal budget and creating more savings in
the U.S. economy. It could then ask other major countries to come to the meeting
with plans for raising consumption and stimulating their own economies. The initial
objective of the conference would be to agree on joint implementation of these plans.
It must be joint, since action by only one side would be worse than no action at all.

The second step could be to create an international planning commission, perhaps
in the IMF, to develop a scheme for eventual adoption of a new international cur-
rency. This might involve interim steps like pricing oil and other key commodities
in a basket of currencies including the yen, dollar, euro, and renminbi. Mechanisms
for continued coordination of fiscal and monetary policy would also have to be devel-
oped.

An alternative reserve currency unit already exists in the form of IMF special
drawing rights, or SDRs. These were originally created in 1969 to support the
Bretton Woods fixed exchange rate system. Although the collapse of the Bretton
Woods system in 1973 and the advent of the current floating exchange rate system
obviated the original purpose of the SDRs, they are still used today as the IMF’s
unit of account, and some countries hold in their reserves SDRs that can be ex-
changed for IMF member country currencies, just like dollars or gold. The value of
the SDR is presently based on a basket of currencies that includes the euro, the
yen, the pound sterling, and the dollar, which provides a tie to present market val-
ues. Consequently it might provide a vehicle for moving away from today’s largely
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dollar-based system. Or perhaps some other vehicle would be preferable. The point
is ultimately to get away from dollar hegemony.

Such a step away from the dollar as the world’s money would be a big one for
Americans, given our pride in our country and, by extension, the dollar. But in the
long run, discretion is the better part of valor. The dollar’s present role makes
Americans feel good in the short term, but ultimately it will kill us. The way to
maximize long-term welfare and power is to reduce the role of the dollar as fast as
possible. I don’t mean that the dollar should cease being prominent; only that it
should not be the only player.

This leads to another vital issue, that of competitiveness. All microeconomic and
international trade issues can be covered by the broad term “structural competitive-
ness,” the area no one has charge of in the United States. We need to have someone
constantly studying the building blocks of our economy, looking at how they fit to-
gether, and how they might be affected by all the regulatory, legislative, and trade
and other factors at work. South Korea is far ahead of the United States in the
application of Internet and broadband technology because that country’s leaders
approached regulatory issues from the perspective of how this technology could en-
hance economic growth and competitiveness. The United States dealt with the regu-
latory issues primarily as matters of fairness and competition. No one in the United
States was charged with getting the most out of this new technology in terms of
growth, productivity, and competitiveness. By the same token, no U.S. official is
looking at the financial investment incentives being offered by foreign governments
to entice U.S. firms or considering counteroffers to keep technology and those jobs
in the United States. Nor is any U.S. official calculating the long-term damage to
the U.S. economy of manipulated exchange rates or considering how to respond.

In seeking someone with real power to be in charge of this stuff, the Office of the
Vice President might be a good place to lodge the overall responsibility. Below that,
how about combining the Departments of Commerce, Energy, and Transportation,
along with NASA, into one Department of International Industry and Commerce.
The Vice President would chair a President’s council on competitiveness that would
include the Secretary of this new department, along with the Secretaries of Treas-
ury, Defense, Justice, and State and the U.S. Trade Representative. Whatever we
do, however we organize it, the main thing is to take the economic nuts and bolts.

In the rules for national competitiveness, the key point is infrastructure, or an
ecosystem of competitiveness. Far from being a few venture capital companies or
semiconductor producers, Silicon Valley is a densely interwoven network of univer-
sities, law firms, venture capitalists, R&D centers, local government officials, major
companies, and small start-ups. In some measure, all depend on each other. Being
competitive, therefore, requires just as much attention to the key interrelationships
as to the single elements themselves. From this perspective, what happens to impor-
tant end-use markets or to key intellectual property rights or to university research
can be critical to the viability of the whole ecosystem and, ultimately, to the nation’s
ability to remain competitive. The operation of the system is not necessarily linear.
In other words, the disappearance of important companies might have as much im-
pact on the number of students enrolled in the university engineering courses as
the decline in that number might have on the ability of the companies to remain
competitive.

Moreover, the development of these ecosystems is evolutionary, not revolutionary.
The full impact of today’s developments might not be felt for a decade or more. The
fact that this view (initially an intuitive one that sprang from our experience in
high-tech industries and international trade) has since been confirmed mathemati-
cally should demonstrate both the legitimacy and the absolute necessity of the
government’s concerning itself with these developments. Rather than being protec-
tionist or even tending toward picking winners and losers, such concern is their
antithesis and would aim to prevent the protectionism and mercantilism that so
frequently distort these competitive ecosystems.

In this context, the United States must respond to interventions in foreign cur-
rency markets that distort trade and investment decisions by acting as indirect sub-
sidies. Because such currency policies can nullify and impair the concessions made
in WTO agreements and may therefore be in violation of those agreements, the U.S.
Government must challenge possible violations. The WTO must be persuaded to
deal with currency policies that undermine that organization’s entire basis.

In the same way, the U.S. Government should actively review the investment in-
centives other governments are offering to attract major installations from U.S. com-
panies. It is one thing for a factory or an R&D center to be located in a particular
place owing to market considerations, but entirely another if the place has been cho-
sen mainly because of tax holidays and other subsidies. The United States should
not sit benignly by as perfectly competitive operations are moved overseas in re-
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sponse to such subsidies. We should counter with our own incentives. Some state
governments try to do this, but their resources are obviously more limited than
those of the Federal Government. The U.S. Government ought to know at least as
much about the investment thinking of its companies as the Chinese, Singaporese,
and other governments routinely do. Just as foreign economic development boards
actively work to promote investment in their jurisdictions, so the U.S. Government
ought to be working to promote investment in the United States.

A final issue that is of huge importance but little discussed is infrastructure, both
physical and institutional. Why are many foreign companies doing their initial pub-
lic offerings in the United States? Because the U.S. financial markets and corporate
governance rules are the most transparent and the best. Still, there is room for
improvement, as Enron and other scandals clearly demonstrated. But they are an
essential part of what makes New York the financial capital of the world. To be
competitive, America needs to keep improving its financial infrastructure while up-
grading institutions like the Centers for Disease Control, the National Institutes of
Health, and research universities around the country.

The U.S. Government also needs to take a hard look at the country’s physical in-
frastructure. People who travel abroad often have a slight feeling of returning to a
developing country. While most foreign cities have a fast rail connection from the
airport to downtown, most U.S. cities do not. The whole U.S. air traffic system, from
the airlines to air traffic control technology, is obviously under stress. In Europe and
Japan, rail is fast, comfortable, convenient, and efficient. U.S. rail travel is torture.
Among international travelers, the U.S. telephone system has become a bit of a joke.
My mobile phone works better in Bombay than in Washington, D.C. Many of our
municipal water systems are getting close to one hundred years old, and the black-
out of 2003 showed the weaknesses in our electric grid. We cannot be competitive
with a second-rate infrastructure. The U.S. Government needs to make improve-
ment a top priority.

Although its relative power and influence is in decline, the United States at this
moment remains overwhelmingly the most important country on the globe. The un-
usually fluid international alignments present a once-in-a-lifetime opportunity for
the United States to use its still vast power to reset the global table in ways that
will favor its interests for a long time to come. Five specific initiatives should be
pursued in respect to NAFTA, Japan, the European Union, India, and China.

NAFTA should be turned into an economic and, eventually, a political union along
the lines of the EU. It is critically important to all of North America that Mexico
succeed. This will require greater integration with Canada and the United States
than is possible or likely under NAFTA. Steps should be taken toward the full inte-
gration of the three economies and the adoption of the dollar as the official currency
in both Mexico and Canada—in order to relieve both of the costs of dollar fluctua-
tions while also creating a more efficient market for all.

The NAFTA countries should invite Japan to join, and Japan should also be in-
vited to adopt the dollar as its currency. Here what may seem like madness has
a method. Japan, as we know, holds a lot of dollar assets and worries about their
long-term value. Its economy is already highly integrated with the U.S. economy,
and it has strong links to Canada and Mexico, with which it recently concluded a
free trade agreement. It suffers a heavy cost burden as the result of dollar/yen fluc-
tuations and is under constant uncertainty about the possibility of a protectionist
backlash in the U.S. Congress. All these uncertainties and costs could be eliminated
if it joined NAFTA and dollarized. In addition, dollarization would enable Japan to
negotiate a conversion value for its dollar assets that would guarantee their long-
term worth. For the United States, this deal would marry Japan’s surpluses with
U.S. deficits and create a dollar zone in trade balance with the rest of the world.
It would also serve to keep Japan in the U.S. orbit and prevent it from slipping into
China’s.

Far from trying to divide the EU, the United States should do its best to unite
it and encourage its expansion, along with the broad adoption of the euro as an
international currency. For example, the United States might encourage the EU to
incorporate not only Turkey but Russia as well. A bigger, stronger EU means a
partner with somewhat similar values to share global burdens. A widely used euro
means a necessary discipline on U.S. finances but also a more widely engaged EU
likely to want to cooperate with Washington on global problems. Every effort should
be made to develop NATO into a truly bilateral military force that can enable joint
power projection on a global basis. Russia in the EU would guarantee Moscow’s fu-
ture democratic development and eliminate it as a potential threat while also reliev-
ing EU dependence on Middle Eastern oil. The EU is a natural partner for the
United States: we need to promote that partnership and thereby enhance our influ-
ence.
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India is special to the United States for several reasons. It is the largest demo-
cratic country, and the success of its democracy is important to democracy globally.
Its business leaders are already well acclimated to U.S. values and practices. Both
economies are based on English common law and can integrate quite easily. Done
properly, economic integration can help both countries solve enormous problems. For
America, the rising costs of health care and aging might be ameliorated. For India,
access to critical technology and know-how could be enhanced. In view of India’s
positive demographics and likely eventual emergence as the world’s biggest econ-
omy, development of a close relationship with India could extend and enhance
American influence and welfare. The United States should foster a special relation-
ship with India by negotiating a free trade agreement and perhaps eventually invit-
ing India into NAFTA as well.

Right now, however, the most important bilateral relationship in the world is that
between the United States and China. It will be a difficult and complex relationship
for a long time. It is in America’s interest for China to succeed. The most dangerous
thing for the world of the future would be a failing China. Imagine a China with
hundreds of millions of people desperate to escape upheaval and catastrophe, or a
rogue China resembling North Korea. To avoid such scenarios, we must work for
China’s success. But we must do so with our eyes wide open, recognizing the ele-
ment of competition between the two countries and keeping U.S. interests clearly
in mind. It is of particular importance that China cope successfully with its pollu-
tion, energy, and water scarcity problems. Here there is great potential for joint
R&D and the application of U.S. technologies and techniques. The U.S. Government
should propose a couple of major joint projects along these lines.

Long ago as a Swarthmore College student, I listened to Scott Paper Company
Chairman and Swarthmore benefactor Thomas B. McCabe tell the winners of his
scholarship that the purpose of elite institutions of higher learning is to train lead-
ers. Leadership, he emphasized, is what it’s all about. I have pondered that state-
ment many times in the intervening forty-five years as I have met a number of
world leaders and have asked myself what exactly is leadership. It is good to have
intelligent leaders, but intelligence is not leadership. Leaders may be in a position
of high office, but all those who obtain these positions are not leaders. Just think
of the high officials of 1914, blindly plunging the young men of Europe into the
blood bath of World War I. Eloquence is a wonderful gift for a leader, but those who
eloquently mouth the conventional wisdom are not leaders.

Essentially, a true leader strives to discover the facts, connect the dots, follow
where they lead, and determine how best to face the problem they present, and then
shape events and persuade people to embrace the results. Six centuries ago, Por-
tugal’s Prince Henry (the Navigator) was bold enough to connect certain dots, to
think outside the box and so lead our forebears to the Far East and the New World.
We too must think outside the box. The fact that we are now riding a new wave
of globalization with 3 billion new surfers presents a unique opportunity for a still
powerful America to turn from illusions of empire and exercise the ingenious entre-
preneurial leadership that has long characterized it. To do so, we must be mindful
of Shakespeare’s lines in Julius Caesar:

There is a tide in the affairs of men, which taken at the
flood leads on to fortune; omitted, all the voyage of their
life is bound in shallows and miseries. On such a full sea
are we now afloat, and we must take the current when it
serves, or lose our ventures.

Chairman D’AMATO. Thank you, Mr. Prestowitz. Ambassador
McCormack.

STATEMENT OF AMBASSADOR RICHARD MCCORMACK
SENIOR ADVISER

CENTER FOR STRATEGIC & INTERNATIONAL STUDIES
WASHINGTON, D.C.

Ambassador MCCORMACK. As our earlier speakers have noted,
the U.S. current accounts deficit this year exceeded $600 billion
with more than $160 billion of it coming from our exports from and
through China. By the end of this decade, if the current trend con-
tinues this debt will accumulate at the rate of $1 trillion a year,
nearly 10 percent of our GDP.
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These are some statistics from the Financial Times and from var-
ious other econometric sources. This trend obviously cannot con-
tinue indefinitely, and as Herb Stein, my old friend, noted long ago,
it won’t. But the present and projected current accounts deficits
and the economic conditions needed to service and sustain these
pose problems and potential longer-term dangers to the American
economy, the Chinese economy and the broader global economy.

U.S. external debts generated largely by trade deficits now
amount to more than $3 trillion. These debts obviously entail inter-
est and other service charges. Growing nervousness about the mag-
nitude of this debt and the current account deficits is likely to lead
to higher future interest rates.

It 1s also likely to put ever-increasing pressure on the dollar
itself which will add to the risk premiums that some investors will
want to demand from us.

America has an absolute requirement over time to buy less from
abroad, sell more overseas or some combination of the two. More
and more of the fruits of our work and productivity will otherwise
go to foreign creditors and interest payments. This ultimately could
impact living standards depending upon the ultimate size of our ex-
ternal debts.

Competitive conditions on global markets, including existing cur-
rency ratios, will make it difficult to convince investors to create
capacity in the United States to generate more tradeable goods and
services on the scale we need to work our way back to a healthier
current account balance.

The longer we delay this process, the greater the debt accumula-
tion and the long-term service charges will be. It also means more
painful adjustments overseas when the American market is no
longer as available to exports as has been the case under current
competitive conditions.

A significant and sudden depreciation of the dollar is only one of
several possible factors that could limit the U.S. markets. This will
generate problems in Asia that could eventually spread to the fi-
nancial systems of some of these countries. Again, the longer we
delay this adjustment, the more painful it ultimately will be to all
involved.

The great value of market economics is that price signals encour-
age gradual adjustments, adjustments that carry with them the
least negative political and economic consequences to impacted so-
cieties.

Large-scale intervention in the markets by governments that
blunt and delay the impact of the normal function of the markets
in currencies and other factors often create unsustainable condi-
tions subject to sudden crises.

Today we have in effect the recycling of the U.S. trade deficit
with Asian central banks buying U.S. Government bonds and other
dollar instruments. This process poses some of the same potential
dangers that the earlier recycling of petrodollars inflicted on the
global economy. It creates the illusion that the current consump-
tion and investment patterns are more sustainable than, in fact, is
the case.

It results in the creating of more manufacturing and export fa-
cilities in Asia than the longer-term U.S. economy can absorb. Just
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as the commodities boom of the 1970 turned into the commodities
bust of the 1980s because of overinvestment and overproduction, so
too today’s overinvestment is likely to result in a deflationary situ-
ation in China and in certain global markets later in this decade.

Consider the Japanese bubble economy of the 1980s with excess
monetary growth and production capacity. It ended dramatically in
1990 followed by a disastrous sustained deflation in economic stag-
nation that has lasted 15 years and we have not see the end of it
yet. There are many instructive lessons to be learned by examining
{:)he causes and consequences of the Japanese boom, bubble and

ust.

For those of you who are interested, I have brought with me a
paper written on this subject in 1992 with a diagnosis of this and
a projection, and it has stood the test of time.

We could easily witness another such bust in Asia in the years
immediately ahead if weakness in the Chinese banking system and
persistent signs of overcapacity in production in real estate are any
indications.

Let me give you an example of what is happening in the banking
system of China. Since 2002, there have been $22 billion worth of
auto loans given to consumers in China. Of those $22 billion in
auto loans, more than half of them have defaulted by the official
statistics of the Chinese government itself. Now, consider the impli-
cations of this. Consider the loans that were made to people who
were not able to afford these expensive cars. And this default rate
did not suddenly happen.

The Chinese could see this was happening, but it created the ar-
tificial impression that there was a larger consumer base than, in
fact, was the case. This encouraged more people to build auto-
mobile factories in China to service this market, which is ephem-
eral, but the factories are there in China, the technology is there,
the workers have been trained, the engineers have been trained.
We have in effect created the basis for what will soon be a major
auto export industry coming from China added on top of strains
and stresses from the global economic imbalances that are becom-
ing more and more apparent. Within the past few months, there
have been threats, as the previous speaker noted, by some central
banks to diversify reserves out of the dollar and into the euro. Ma-
laysia and Singapore have both acted to reduce dollar exposure.
China and Japan have not done so, but have accumulated reserves
of $600 and $900 billion respectively.

The danger of these accumulating reserves is that they leave the
U.S. vulnerable to economic and political pressures from abroad. In
particular, China’s decisions on how to allocate their vast and
growing reserves will increasingly impact global financial markets,
including interest rates and currency ratios.

In today’s massive derivative market, sudden unwelcome changes
in reserve allocations away from the dollar could be highly disrup-
tive, even dangerous, in certain unlikely but possible scenarios.
Any disruptive action by China has potential harm for China in
terms of the market value of its assets and in terms of the longer
relationships with its largest market, the U.S. Thus, I consider the
likelihood of disruptive Chinese deployment of dollar assets to be
unlikely.
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But it is not impossible. Consider what happened in 1956 con-
cerning the element of vulnerability of Nasser. He was considered
unstable—they weren’t sure whether he could manage the Suez
Canal and what rates he would charge. So Britain and France at-
tacked. As the invasion unfolded, the American Government was
upset about the deception of British and French intentions and
threatened to withdraw all support for the vulnerable British
pound, bringing the operation to a complete and humiliating col-
lapse, forcing the resignation of the Prime Minister of Great Brit-
ain and no one ever again referred to Britain and France as great
powers.

We cannot allow our dollar to become vulnerable as was the case
of the British pound, which if you extend what is happening with
our current accounts out to annual accumulation of a trillion dol-
lars a year is exactly, in fact, happening. The greater this potential
leverage occurs, the greater the temptation is going to be to exploit it.

We also need to be mindful of former Secretary Kissinger’s recent
warnings about allowing our manufacturing capacity to deteriorate
dangerously.

Some of the current trends are problematic for the long-term
health of the American economy. Current conditions are also prob-
lematic for the health of the Chinese economy. Current global eco-
nomic conditions are also dangerous for the world. These explosive
increases in Chinese exports which are happening in some respects
because they’ve put their thumb through currency manipulations
and intellectual property thefts on the scales of global commerce.
This is creating the impression that there is an unfair process un-
derway which is undermining the political support for the current
global trading system.

When we have the next recession, which will happen sometime
no doubt within the latter part of this Administration, these pres-
sures are going to increase. So China is unlikely to allow a major
appreciation of its currency without pressure. This pressure comes
from Congress and it comes from people like yourselves. But it is
not likely to happen without continued and sustained pressure.

We, however, also need to be mindful of the fact that China is
in some respects xenophobic because of the history of the last 200
years where they have been repeatedly invaded and exploited by
foreigners. Many of their strategists believe at this particular point
that it is time for China to gradually assert its rightful role in the
global stage.

This combination of ambition and xenophobia is potentially dan-
gerous. So as we move to deal with the currency problems and the
intellectual problems, we also need to be mindful that we do have
a long-term stake in the goodwill of the Chinese people and we
need to operate intelligently as we effectively accomplish our objec-
tives.

Thank you very much.

[The statement follows:]

Prepared Statement of Ambassador Richard McCormack
Senior Adviser, Center for Strategic & International Studies
Washington, D.C.

This morning I have been asked by the Commission to touch briefly on some of
the implications of the U.S. current account deficit, including that part of the deficit
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generated by our present and prospective trade with China, and note some of the
related potential U.S. vulnerabilities.

This year, America’s current account deficit exceeded 600 billion dollars, of which
more than 160 billion comes from our exports from and through China. By end of
this decade, if the current trend lines continue, this debt will accumulate at a rate
of more)than a trillion dollars per year, nearly ten percent of our GDP. (See attach-
ment 1.

There are three relevant issues that need to be addressed: Each one of these
issues deserves deeper analysis than is possible in this brief summary today.

1. Are current accounts deficits on present and prospective levels a problem for
the United States?

2. If so, how can these issues be addressed with least possible damage to the
American and global economy?

3. What are the economic and security implications for the United States of our
growing interaction with China?

Present and projected U.S. current account deficits cannot continue indefinitely;
and as my old friend Herb Stein noted long ago, they won’t. But the present and
projected current account deficits, and the economic measures needed to service and
sustain them, pose problems and potential mid-term dangers to the American econ-
omy, the Chinese economy, and the broader global economy.

U.S. external debts generated largely by trade deficits now amount to more than
three trillion dollars. These debts obviously entail substantial interest and other
service charges. At a 5% nominal interest rate long term, each trillion dollars of this
foreign debt and other service charges will require 50 billion dollars annually, on
top of our future import costs.

The short-term consequences of recycling of part of our trade deficit through
Asian central banks and back into the U.S. bond market, undoubtedly helps keep
current bond rates lower than otherwise would be the case.

The longer-term consequences of this vast trade deficit, however, are likely to be
very different. Accumulating foreign debt and ever-expanding current account defi-
cits are likely to result in higher future U.S. interest rates. It is also likely to put
ever increasing pressure on the dollar itself, which will add to the risk premiums
that some investors will demand from us.

We are already finding it difficult to attract the necessary two billion dollars a
day from the private sector to sustain our current account management, and are
growing more and more dependent upon Asian central banks for this purpose. This
entails potential political as well as economic vulnerabilities, which will expand as
the U.S. dependence on Asian central banks rises.

America has an absolute requirement, over time, to buy less from abroad, sell
more overseas, or some combination of the two. More and more of the fruits of our
work and productivity will otherwise go to our foreign creditors in interest payments
and other financial transfers. This ultimately could impact living standards here,
depending on the ultimate size of our accumulating external debts. Our current ac-
count deficits deeply trouble many people, including the nation’s premier long-term
investor, Warren Buffett, who famously sold the dollar short two years ago, and
profited from it.

Present global competitive conditions, including existing currency ratios, will
make it difficult to convince investors to create the capacity to generate and market
more tradable goods and services on the scale the U.S. needs. This will limit our
ability to work our way back to a healthier current account balance. We need to im-
prove these competitive conditions with a multifaceted macro- and microeconomic
program that also includes changes in the existing relative currency ratios between
the dollar and a number of Asian currencies, including China’s.

The longer we delay addressing this problem, the greater the debt accumulation
and the long term service charges will be.

It also means more painful adjustment overseas when the American market is
no longer as available to exporters as has been the case under current competitive
conditions. A significant and sudden depreciation of the dollar, triggered possibly
by a major shock to financial markets, or loss of market confidence in U.S. macro-
economic management, is only one of several possible factors that could limit future
access to the U.S. market. This will generate massive excess capacity problems in
Asia and elsewhere that could eventually spread to local, regional, and global finan-
cial systems.

Again, the longer we delay this adjustment, the more painful it is eventually likely
to be for all involved. The eventual deflationary impact in Asia and Europe of the
excess capacity will also be greater, as well as the eventual financial consequences
from more bankruptcies.
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The great value of market economics is that price signals encourage rational allo-
cation of capital and labor. It also facilitates gradual adjustments that carry with
them the least negative political and economic consequences for impacted societies.
Large scale intervention in the markets by governments blunt and delay the impact
of the normal functioning of the market. Interventions in currency markets, directed
concessionary loans by state run banks to state owned enterprises, gross disparities
in purchasing power parity of the currency, and similar market distorting practices
can create unsustainable conditions, subject to sudden crisis.

Today, unsustainable conditions have created a vast global economic imbalance in
trade and payments. To keep this game going in the face of vast and growing U.S.
payments deficits, the U.S. increasingly relies on the recycling of the U.S. trade
deficit with Asian central banks buying U.S. Government bonds and other dollar in-
struments. Cash rich commercial entities subject to official administrative guidance
supplement this process. This poses some of the same potential dangers that the
1970s recycling of petrodollars inflicted on the global economy. It creates the illusion
that current consumption and investment patterns are more sustainable than in
fact is the case.

It also results in the creation of more manufacturing and export facilities in Asia
than the U.S. economy can accommodate in the mid term.

Just as the commodities boom of the 1970s turned into the commodities bust of
the 1980s because of overinvestment, over production, monetary policy errors, stag-
flation and eventual recession, so too is today’s overinvestment likely to result in
a deflationary situation in China and in certain global markets later in this decade.
Consider the 40% decline in semiconductor prices in the past year alone, far beyond
the earlier secular trend, as an example of what may well happen in other sectors
of the trading system later in the decade.

Consider the Japanese bubble economy in the 1980s, driven by excessive mone-
tary growth, asset inflation, and investment in production capacity. It ended dra-
matically in 1990, followed by a disastrous sustained deflation and economic stagna-
tion that included the loss of literally tens of trillions of dollars in vanished land
and stock wealth. This trend has lasted fifteen years, and there is as yet no certain
end in sight to Japan’s economic problems. Japan has also accumulated a vast pub-
lic debt well in excess of the OECD’s estimate of 170% of GDP, when vast contin-
gent liabilities are also factored in. This large debt is today manageable because
Japanese interest rates are themselves unsustainably low, about 1 percent in nomi-
nal terms. Still, debt service charges already consume about 20% of Japan’s annual
government budget. Consider the staggering future burden when interest rate
charges inevitably rise in the years ahead.

There are many instructive lessons to be learned by examining the causes and
consequences of the Japanese boom, bubble, and bust. For those of you who are in-
terested, I have brought with me a paper on this subject I published in 1992, with
a diagnosis and projection. It has stood the test of time. (See attachment 2.)

We could easily witness another such bust in Asia in the years immediately
ahead. Weakness in the Chinese banking system and persistent signs of over-
capacity in production and real estate are clear warning signals. Look, for example,
at the default rate on loans to Chinese auto purchasers. Of the 22 billion dollars
of auto loans to Chinese consumers since 2002, more than 50% have already de-
faulted. I emphasize that these are official Chinese statistics, which are unlikely to
overstate the actual size of the default rate.

A huge auto industry, mainly built by foreign capital and technology, was thus
created to serve this apparently vast domestic consumer market. Undoubtedly an
increasing part of the production of China’s car industry will soon be directed to the
already saturated global export market. It is a typical example of the way that state
banks have directed loans to stimulate targeted sectors of the economy, with little
apparent thought for the accumulating banking losses.

We need to study carefully the lessons of Japan’s bubble and banking debacle as
we consider the future in China. No two economic bubbles are exactly the same, but
there are enough similarities here to warrant concerned attention.

OTHER POTENTIAL DANGERS

Strains and stresses from the growing global economic imbalances are becoming
ever more apparent. The IMF’s 2005 World Economic Outlook recently devoted a
large section to this worrisome set of problems. I commend this analysis to all of
you.

Within the past few months, there have been threats by some central banks to
diversify reserves out of the dollar and into the euro. Malaysia and Singapore have
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both acted to reduce dollar exposure. China and Japan have not yet done so, and
have accumulated reserves of 600 and 900 billion dollars respectively.

You have asked me to address possible contingencies related to these growing cur-
rent accounts vulnerabilities, increasing dependence on Asian central banks and co-
operating national entities to recycle them, and broader issues relating to China’s
political economy.

The issue of how China’s state owned enterprises and powerful bureaucracy de-
ploy their growing market and investment power for political and strategic purposes
on the regional and global stage is a subject beyond the scope of this paper. The
gradual diplomatic isolation of Taiwan, however, was advanced by just such an exer-
cise. There are other less well-known examples. More of this can be expected in the
future. China has shown in the past that it is capable of long term economic plan-
ning to achieve strategic and political objectives outside of China’s borders. This also
includes activities in the Western Hemisphere and the Middle East. How America
should react to these trends and potential long-term challenges goes beyond the
scope of this paper. It is a subject for collective analysis by our best strategic minds.
Our response should not, however, be driven by paranoia, naivete, or short-term
commercial interests. It needs to be formulated by top professionals who understand
both economics and broader national security considerations and who have full ac-
cess to classified information.

On a microlevel, the U.S. could become vulnerable to economic and political pres-
sures from abroad as currency reserves continue to accumulate in China and else-
where in Asia. In particular, China’s decisions as to how to allocate their vast and
growing reserves will increasingly impact global financial markets, including cur-
rencies and interest rates. In today’s massive derivative markets, sudden unwel-
come changes in reserve allocations away from the dollar could be highly disruptive,
in certain unlikely but possible scenarios. Think, for example, of the short-term eco-
nomic turmoil that could occur in the months prior to a Presidential election, if
China wanted to influence the result of that election. No official announcement of
reserve reallocation would be necessary. I raise this, not because I think it is likely
to happen, but because it is one possible problem.

Think also of the consequences for Europe’s export competitiveness in the dollar
zone as reserves are shifted from dollars into public and private assets denominated
in the euro. Think of the leverage the private threat to do this could later have on
European freedom of action. Of course, there are countermeasures that European
leaders could take, but they would not be cost free.

Should there be tension between China and the United States in the decade
ahead over Taiwan or any number of other potential flashpoints, disruptive changes
in the way China manages its huge financial reserves could be an additional stress
point at a very unwelcome moment. To be sure, such disruptive activity on the part
of China would be very costly to it, both in terms of the market value of its assets
and in its longer-term relationships with its largest market, the U.S. If we were
once bitten, we would undoubtedly take measures to reduce future vulnerabilities.
Thus, I consider the likelihood of disruptive Chinese deployment of its dollar assets
to be unlikely. But it is not impossible.

Consider what happened in 1956 between America and its closest ally, Great Brit-
ain.

You will recall from your history that in 1956 the British and the French invaded
Egypt to prevent President Nasser from seizing Europe’s vital trade lifeline to Asia,
‘(cih? Suez Canal. Their powerful armies quickly cut through the Egyptian military

efenses.

Unfortunately, our allies lied to the American Government about their intentions,
and when the invasion began unexpectedly, President Eisenhower was furious.

The President picked up the telephone, called the British Prime Minister, An-
thony Eden, and informed him that if the military operations against Egypt did not
cease forthwith, all American support for the vulnerable British pound would termi-
nate immediately.

This caused a humiliating collapse of the whole military operation, and forced the
resignation of the British Prime Minster. Never again did the world refer to Britain
and France as Great Powers.

Remember, the United States threatened to use its leverage against the vulner-
able currency of its closest ally, Great Britain. Will China be more restrained when
the chips are down in the middle of a possible major confrontation ten years from
now? One cannot be sure.

We also have no idea what will happen politically in China over the next quarter
of a century. It is possible that the current system will continue in place or gradu-
ally evolve in a more democratic direction. That system, however, is now under pres-
sure, with riots in many parts of China every year against local abuses. What will
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happen to that system during a major financial crisis, if unemployment rises and
many banks are unable to meet depositors’ demands for cash? Presumably China’s
vast foreign exchange reserves could be deployed to meet a banking crisis, but the
frequent concerns expressed about the banking system’s weakness suggest that it
remains a troubling issue for China’s top planners. (Any sudden drawdown of Chi-
na’s U.S. bond holdings to address an internal financial crisis would also, of course,
impact U.S. interest rates and currency markets.)

The long history of China tells us that there are periodic struggles among the var-
ious power centers: between the court in Beijing, the bureaucracy both in the capital
and in various provincial centers, the rich merchant classes of the coastal provinces,
the peasantry, and the military. Over the course of each century, no complete or
permanent victory by any of the contending classes ever occurs. Relative power con-
stantly shifts due to incompetence, corruption, invasions, extortionate taxation, etc.
that create grievances or opportunities. The mandate of heaven is not a permanent
possession of any emperor or dynasty.

Thus, none of us have the faintest idea who or what kind of system will govern
China in the decades immediately ahead. One assumes that self interest will
produce rational decisions. But the cultural revolution was hardly an act of enlight-
ened national interest. It did serve the power interests of a leader who perceived
that his grip was slipping. The idea that foreigners are going to manage China’s po-
litical transition may be a mere hopeful conceit. Even assuming reasonable pru-
dence in avoiding needless provocation on our part, the ability of foreign actors to
influence the internal political dynamic in a nation of 1.3 billion people is limited.

In many parts of the world, when the power relationships shift, whether in a joint
commercial venture or on a contested border, pressures can develop for a change
in the status quo.

If we wish to preserve our current global role, we need to make sure that we also
keep a sharp eye on the essential power factors. The military equation is, of course,
central. We also need, however, to make sure that the American economy remains
an element of national strength, not the weak link in our armor, as was the case
with Britain in 1956.

We also need to be mindful of former Secretary of State Kissinger’s recent warn-
ings about allowing our manufacturing capacity to deteriorate dangerously. People
may disagree with the former Secretary of State, but nobody ever called Henry Kis-
singer an alarmist or a fool.

If we are wise, we will begin now to consider measures to allow a gradual turn-
around in our current account deficits, and begin to create the necessary conditions
for the production of more U.S. tradable goods and services for domestic and export
use. Current trends are problematic for the long-term health of the American econ-
omy.

Ironically, current conditions are also problematic for the mid-term health of the
Chinese economy. Buying up surplus dollars by the People’s Bank of China is caus-
ing an excessive growth in the money supply, which in turn, is causing overheating
and overinvestment.

The Achilles heel of the Asian development model, an export led process accom-
plished in part by various forms of state capitalism, has always been overleveraging
of finance. This eventually produces banking and financial crises. China is unlikely
to be the exception to this rule.

The current global imbalances and the conditions that produce them are also dan-
gerous for the world. The sustained and explosive annual increase in exports from
and through China, running at a 30-40 percent annual compound rate, is helping
create a backlash of protectionism in America, Europe, and elsewhere. In the U.S.
there have been three million manufacturing jobs lost since 2000. The politics of this
alone pose a threat to the global trading system as it now exists.

During the next global recession, these pressures working through democracies,
will undoubtedly intensify.

There is also a broader danger to the world. China has suffered enormously in
the past two centuries from foreign intrusions and exploitation. There is a sense of
historic grievance in China that spills out into period outbursts. The recent dem-
onstrations against Japanese interests in China are only the latest manifestation of
this. Many Chinese strategists yearn for China to reassert what they believe to be
China’s rightful role in Asia and the world. This combination of xenophobia and
strategic ambition is potentially volatile.

Thus, as we consider the imbalances growing in the global economy, and the role
of China in this development, we also need to be mindful of the need to manage
the adjustment with due regard for political and diplomatic considerations.

This is not going to be easy.
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China, for example, is unlikely to allow more than a token currency appreciation
without significant and real pressure from abroad. Pressure in democracies is gen-
erated by the speeches of elected officials, if private persuasion by the executive
branch of government fails. The longer the Chinese delay, the louder and more
pointed will be the speeches from an alarmed Congress. This will play into the press
in China in a way not likely to improve U.S. China relations.

We need to make clear to China that we in fact welcome its modernizing economy,
but urge them to pace their export emphasis in such a way that it does not kill the
goose that lays the golden eggs either in China or in the world at large. The political
and economic support base behind the current global trading system is today imper-
iled. There is a sense that exchange rate manipulations, directed loans to exporters
that will never be repaid, and intellectual property violations are an unfair thumb
on the scales of global commerce.

Engineering the necessary gradual reduction in present global economic imbal-
ances is going to require careful planning by the world’s major trading powers, in-
cluding China and the United States. We need to minimize prospects that the dy-
namics of the adjustment could fatally poison the important relationship between
the Chinese and American peoples.

That is going to be a major challenge for global statesmanship.

Equally importantly, the United States needs to develop a macro- and micro-
economic strategy involving both medium- and long-term measures to address its
own competitiveness problems. Nobody is going to do this job for us. We must orga-
nize it and carry it out ourselves.

It is important to recognize that while there is a macroeconomic element in the
current global economic imbalance, there is also an even more important micro-
economic set of problems that need to be addressed by the United States. This in-
cludes currency problems involving several major Asian countries that make us less
competitive in local and global markets. It includes large-scale violations of WTO
agreements on intellectual property issues that deprive us of a return on our invest-
ments in research and development. It includes revamping the U.S. educational sys-
tem as we did in the post Sputnik era to generate American scientists and engineers
in large numbers. It includes avoiding self-inflicted wounds, which is how many
view the Airbus agreement in 1992 that failed to block subsidized and virtually risk
free development capital to Boeing’s largest competitor. The list of other micro-
economic obstacles to U.S. competitiveness is extensive.

Taken individually, the impact of microeconomic obstacles to U.S. competitiveness
is often modest, but when added up, they constitute a massive barrier to the resolu-
tion of our unsustainable and growing current account problem.

Finally, remember the U.S. current accounts problem is not likely to solve itself
unless there is a market related train wreck that forces sudden global adjustment.
The current account problem was, in part, caused by policy decisions and it can best
be corrected by policy decisions. There are two alternatives to addressing the cur-
rent account imbalance by corrective policy measures. One is to wait until the train
wreck occurs. The other is to reconcile ourselves to a lower living standard in the
United States, and a reduced security related role for us in the world at large. Un-
less this latter process occurs on a very gradual basis, it is hard to imagine the
American electorate supporting such results.

The Baker/Reagan reforms of 1985, supported by the first Clinton Administration,
kept U.S. current accounts deficits under two percent of our GDP for a full decade.
It was only the onset of the 1997 Asian financial crisis, and the policy responses
to it here and abroad, that gradually undermined the current account correction
that President Reagan launched.

The world today is different than that of 1985. In the first place, the U.S. current
accounts problem is now twice as large a percentage of our GNP as was the case
when President Reagan and Secretary Baker became alarmed and moved to correct
it. Secondly, in retrospect, not all of the measures taken after 1985 were effective.
Their collective success, however, is undeniable. They turned the U.S. balance of
payments trends around and sustained them for a decade. Today, however, our bal-
ance payments deficits are out of control.

The OECD has recently issued an alarm about the dangers of the growing global
economic imbalances. Five percent of Gross Domestic Product (GDP) is the Inter-
national Monetary Fund’s benchmark for a current account problem that is unsus-
tainable. The United States current account deficit is now at 6% of our GDP and
most projections predict a rate approaching 10% by the end of the decade. This is
a recipe for an American and global disaster.

The longer we delay in finding a gradual solution to the global economic imbal-
ance problem centered around the U.S. trade deficit, the more painful the eventual
adjustment is likely to be for all concerned. The China related issues are only a part
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of a much larger macro- and microeconomic problem that the U.S., its G-7 counter-
parts, and the other major exporting economies, must address on an urgent basis.
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Panel II: Discussion, Questions and Answers

Chairman D’AmAaTO. Thank you very much, Ambassador McCor-
mack. I have a quick question for Mr. Prestowitz. Anyone else can
join in. I think what you’re saying in terms of the two, the bifur-
cated world, I think youre saying that the Chinese are acting as
a mercantilist power; is that correct?
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Mr. PRESTOWITZ. Yes, but I'm not limiting that to the Chinese.
I think that all of the Asian, the major Asian economies are mer-
cantilist to one extent or another. Japan is a good example. We've
been concerned here and talking here, if I understand your Com-
mission on China, we've been talking about the Chinese currency,
but Japan is a much bigger player in the currency market than
China, and Japan is a much bigger economy than China, and
Japan intervenes massively in the currency markets, and it frankly
puzzles me as to why nobody is talking about Japanese currency
manipulation.

Chairman D’AMATO. I don’t know why either. Maybe because the
Japanese are more of an ally of the United States in terms of other
matters, on Korea, for example. But isn’t it true, don’t you think,
Japan aside for a second, if the United States were able to resolve
this currency manipulation with the Chinese, that most of the rest
of Asia would probably have to follow suit and that we would then
be able to say that most of the currencies in Asia were not being
man?ipulated or else they’re being pegged at a more appropriate
rate?

Mr. PREsTOWITZ. I have to say that I'm a little skeptical. It’s not
to say that I wouldn’t like to see a revaluation of the Chinese cur-
rency, but we’ve seen this management of currency by other Asian
countries before the Chinese became a factor, and while it’s prob-
ably true that some of the current behavior of other Asian coun-
tries is key to the fact that they need to try to remain competitive
vis-a-vis China, so from that perspective, if China moved, maybe
that would allow a move by some of the others.

But I think there’s a factor here that is not being adequately con-
sidered, and that is I want to go back to this issue of the structure
of the global economy and particularly the structures of mer-
cantilism and the structures of consumerism. What tends to hap-
pen as part of the mercantilist program, as was well described ear-
lier by the earlier panel, is a focus on attempting to, you know, an
offer of incentives. I mean if you're a high tech foreign company,
and you want to build a four or $5 billion plant, you can get that
plant almost free in many parts of the world.

Various governments will give you tax holidays and capital
grants and so on and so forth. Now once the plant is there, as Am-
bassador McCormack was trying to make the point earlier, once the
plant is there, you know, $5 billion and it produces a lot of stuff.

And you don’t close it down because the currency fluctuates by
ten or 20 percent. And we have seen our current account deficit;
we've seen these imbalances very resistant to currency devalu-
ations. I mean I came into the Reagan Administration when the
yen was 270 to the dollar. I can remember during the discussion
of the Plaza Agreement, I can agree some of the country’s leading
economists saying if we could just get it to 220, you know, that
would be great. Then it went to 220, and then the leading econo-
mist said, well, 180. It went to 180, and we went all the way down
to—or all the way up—eventually the yen topped at 79 yen to the
dollar. We still have a very large current account deficit with
Japan.

Now, you know, I understand that bilateral current account defi-
cits are not supposed to be so significant, but the point is that
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we've had a current account deficit for a very long time, very resist-
ant to currency movements because—why—because, because we
have structured our economy to consume and we constantly had
others tell us we need to save more, and we do need to save more,
but it turns out that it’s really hard to save more because all of the
interest groups and all of the politics are organized around con-
sumption in the United States.

Look at the difficulty we have in dealing with a relatively minor
problem like social security. Forget about Medicare and Medicaid
and those kinds of things. My son who has just graduated from col-
lege and doesn’t have a job gets three credit card solicitations a
day. This doesn’t happen in China or Japan or Singapore.

So it’s very hard for us for really to change this structure of con-
sumerism. Theyre hardwired in mercantilism. All the incentives in
China or Korea or Japan or Singapore, Taiwan or Hong Kong, are
built into save and to export. That’s what they do. And it’s very
hard to change those structures. So those structures are going to
stay there unless you have a massive change in the currency, a ten,
20, 30 percent change in the currency, I don’t believe it. It’s not
going to change these structures.

Ambassador MCCORMACK. May I just add one brief point to this
comment?

Chairman D’AMATO. Yes, go ahead.

Ambassador MCCORMACK. As your Vice Chairman will recall, we
had a smaller but still worrisome current account problem in the
Reagan Administrations. Secretary Baker and President Reagan
were concerned about the implications of it and they organized a
whole series of measures to correct it, beginning with the Plaza
Agreement. The record shows that these policies succeeded in turn-
ing around the U.S. current account deficit, which remained less
than 2 percent of our GNP for ten years. It shows that if you
change policies, you can correct a current account problem. This is
also true today. But if you ignore the current account problem, let
the trade deficits generate $3 or $4 trillion worth of external debt
that requires servicing, the problem will remain and grow. This
will over time lower American standards of living, and generate
other vulnerabilities.

So we need to intelligently consider how to gradually turn this
thing around in such a way that we don’t burn down the global
economy in the process. A currency appreciation in China and more
broadly in Asia is absolutely central to this process.

Chairman D’AMATO. Yes, thank you. Do you agree with that, Dr.
Cooper?

Dr. CooOPER. I could not disagree more. If we want to create a
financial crisis, we do it exactly what we’re doing, now which is to
put pressure on China to appreciate its currency. The word that’s
being used officially is to float the currency, but they cannot float
at the present time.

Chairman D’AmATO. No, re-peg.

Dr. CooPER. They could revalue at any time. Now, there are two
possibilities if they’re going to elect revaluation. One is a modest
one. That’s been the history of revaluation. We have not had so
many revaluations in the last 50 years. And they’re typically under
ten percent. France did 11 percent in 1969.
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If they did a modest one, which I think the Chinese would be
tempted to do—seven percent is mentioned in the press as a fig-
ure—that would be sufficiently small not to persuade anyone, I
think, and would nonetheless break the pattern of their current
policy and therefore invoke a large flow of financial capital, which
is already taking place, into China. Even more, it would provoke
a huge movement of capital into other east and Southeast Asian
countries. They would then have to cope with it one way or an-
other.

It would be a crisis of capital inflow to those countries, not cap-
ital outflow, as in 1997-98, but it would create a very large man-
agement problem for those countries. If the Chinese were to bite
the bullet seriously and go for revaluation, IIE is talking about 15
to 25 percent—there’s a disagreement apparently between the two
advocates—but let’s say 20 percent.

Chairman D’AMATO. The Schumer bill is basically saying 27 per-
cent.

Dr. CooPER. Yes. Then I think there is a serious risk of bringing
the Chinese economy to a halt, not forever, but for several years,
and for converting a lot of the performing loans—we make a lot of
the nonperforming loans and there are already a lot of them—con-
verting a lot of the performing loans into nonperforming loans in
China. These are loans in RMB to exporting firms and a large re-
evaluation would essentially cast into doubt the viability of at least
some of the exporting firms.

So my own view is that this is an extremely risky game that
we’re playing. Financial capital moves readily around the world
now, and we run the serious risk of provoking a financial crisis
which all of our monetary and financial officials say, of course, is
something they don’t want.

If I imagine myself in Beijing, I don’t see any reason to move ex-
cept for pressure from the United States. And if I were sitting, to
come to your question to Clyde Prestowitz, if I were sitting in Ja-
karta, Indonesia, and the Chinese did move by even as much as 20
percent, I would argue to myself that relieves some of the competi-
tive pressure on me and I certainly don’t want to take it away. I
think I'll stay where I am.

So the presumption that China’s move will lead to a pattern in
which other countries sensibly appreciate their currencies is highly
doubtful without a crisis of capital flows that essentially forces
their hand. Thus, it is an extremely risky game that U.S. officials
and Congress have initiated.

Chairman D’AmATO. That’s right.

Dr. CoOPER. Not the Asian countries.

Mr. PRESTOWITZ. Can I just add a comment?

Chairman D’AMATO. Let me just ask you one question, Mr. Coo-
per, because I think this is central to our inquiry here. The as-
sumption is I think that we understand those who are making the
case that China is acting as a mercantilist power. In a sense, it’s
producing highly driven export-led growth. It’s keeping its currency
at a pegged level. AmCham, the American Chamber, visited us,
said one of the major problems is the Chinese are not allowing us
into their distribution systems. Their middlemen are clogging up
their systems. Our people cannot get into the Chinese distribution
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system. Their unwillingness to go down the road at all on IPR. All
of these things together mean that the Chinese are basically at-
tempting/building a major nation state, national power, through
quasi-mercantilist procedures.

Now, do you agree with that assessment? Is that what we’re fac-
ing with the Chinese? And if that’s true, don’t you think we need
to do something to help move them back into abiding by the global
rules of the game?

Dr. CooPER. Well, I have a resistance to portmanteau labels like
“mercantilist.” There are no doubt mercantilist pressures in every
society including the United States. That is to say, people who
want to prevent competition from foreigners. No doubt such people
exist in China. Just look at their auto sector. They welcome foreign
investment, but they don’t welcome auto imports into China.

Chairman D’AMATO. Yes.

Dr. COOPER. So they have a protectionist policy in that regard.
I think it’s a mistake to lump countries together. Clyde lumped all
the Asian countries together. Japan and Korea followed a very dif-
ferent strategy from the one that China is following. They were
both relatively closed to foreign investment and they resisted im-
ports. China’s imports have been growing extremely rapidly, more
rapidly than GDP. Now many of the imports are intermediate prod-
ucts.

Chairman D’AMATO. Right.

Dr. CoOPER. But that’s worth keeping in mind. Their exports are
also products in which the value added in China is modest com-
pared with, say, U.S. exports or German exports. It’s a processing
country, not exclusively, but heavily a processing country. But im-
ports for final consumption have also grown rapidly into China,
and of course they welcome foreign direct investment, encourage it,
marking a very different strategy from that followed by Japan and
Korea some 30 and 40 years ago.

I don’t find it satisfactory to lump both categories of countries to-
gether Under the term “mercantilist.” Now, do they pursue a policy
of export-led growth? That is correct. I actually think it is sensible
policy for all developing countries to pursue a policy of export-led
growth, if they seek growth.

The ones that tried a policy of import substitution typically failed
after a few years. We have many examples of alternative strategies
and none of them worked well in developing countries. So the ques-
tion is, can they pursue a policy of export-led growth? If you like,
we can go into the reasons why that’s a sensible strategy. China
is not a closed economy, and as long as they play by the rules of
the game, I don’t see anything wrong with that.

I also resist the use of the term “manipulation” for something
that’s been fixed for a decade. It abuses the English language to
call something that has been constant for a decade “manipulation.”

Chairman D’AMATO. We have to intervene massively in the cur-
rency markets to make sure that fixed stays.

Dr. CoOPER. They have done that during the past few years, but
remember China still maintains, I think for good pragmatic rea-
sons, tight exchange control on resident capital outflow. They as-
pire to a convertible currency. They actually had a deadline at one
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time, the year 2000, but postponed it after the Asian financial cri-
sis and did not set a new deadline.

They cannot do that until they clean up the financial system and
that’s not a process that can be done overnight. But if you take,
say, a five-year horizon, it’s not at all clear to me that the Chinese
currency is undervalued. In a free market floating exchange rate
system with convertible currency and no controls on resident cap-
ital market flows, it is not at all clear to me that the RMB would
appreciate rather than depreciate. I am not talking about next
month, but in five to ten years. Under those circumstances, it’s not
clear that it’s sensible for China or anyone else to have a big appre-
ciation of the currency now if they face a depreciation of roughly
comparable magnitude some time within the next decade.

That would lead to big reallocation of resources within the coun-
try and within their trading partners. Not especially in the U.S,,
because the main shifting would be between China and other low-
skilled, low-wage countries. It’s not clear to me that that is in any-
one’s interest. So I am not at all sympathetic with the current
course whereby the U.S. Government is pushing China to revalue
its currency.

Mr. PRESTOWITZ. I just wanted to add a comment if I could. One,
I agree with Dick that this is a dangerous game, and I also agree
that the Chinese can’t float, and I also agree that any move by
China is likely to be a relatively small move, and I also agree that
it’s not necessarily going to be followed by similar moves by other
Asian countries, which brings me back to—and there is, however,
one player out there who is a big player, who could take a substan-
tial, who could float, who should be floating. That’s Japan.

In the earlier discussion, there was this one point that talked
about how developing countries gradually become richer and then
they should become consuming countries. And we’ve been waiting
for Japan to become an engine of growth for a very long time.
Japan is a rich developed country, and it is committed in principle
to floating its currency, but it doesn’t.

A move by Japan would have much more impact and would be
much easier for the Japanese economy to absorb than the kind of
thing we’re talking about in China.

Chairman D’AMATO. That’s an interesting point. Mr. Cooper.

Dr. CooPER. I'd like to comment on that. Again, I agree with the
general characterization. I think, though, there is a problem. First,
as I understand it, the yen has been floating for the last year. If
we believe press reports, the Bank of Japan has been out of the
market since March 2004, a year ago. I don’t know if that’s literally
true, but the yen has recently been floating. It’s a concern of Japa-
nese economists, and it’s a concern of foreign economists who pay
close attention to the Japanese economy—is that the already weak
and fragile Japanese economy, and they’ve been fragile for the last
15 years, would be sent into a serious recession if the yen were al-
lowed to go to say 85 yen to the dollar, where it was briefly in 95,
but the Japanese responded very strongly to that, with U.S. help,
by the way. There was a joint intervention when the yen did appre-
ciate to that extent that the Japanese situation may be regrettable.
What’s striking about Japan is how high savings are, in spite of the
fact that it’s the most rapidly aging society in the world, and the



92

labor force is actually declining. Savings have come down signifi-
cantly from their highs of 20 to 25 years ago, but nonetheless
Japan remains for age-corrected, a high savings society, with very
low returns to domestic investment in Japan. The scope for addi-
tional productive is very limited. If these savings are what econo-
mists call precautionary savings because of the Japanese uncer-
t%intydabout their own future, it makes sense for them to invest it
abroad.

It does not make sense for them to invest in U.S. Treasury bills,
although even that’s better than investing in Japanese Treasury
bills. But it does make sense for them to invest abroad. I'll take
the occasion here, because Clyde mentioned in his opening remarks
that foreign private investment had fallen significantly in the U.S,,
to say that last year, foreign private parties invested over a trillion
dollars in the U.S.—over a trillion dollars to purchase U.S. assets.
Some of that, about $300 billion, is bank claims. If you take those
out, it’s still a number that exceeds the total U.S. current account
deficit—foreign private investment in the United States. So what
we're observing is an extraordinary process whereby even with all
of the talk about the need for further depreciation of the dollar and
so unsustainability of the U.S. deficit, foreigners around the
world—leave aside the central banks now—foreigners around the
world are putting lots of money into United States.

Chairman D’AMATO. Thank you very much. Vice Chairman Rob-
inson.

Vice Chairman ROBINSON. Dr. Cooper, you presumably know a
number of officials in the executive branch today. Do you think
that the dministration is largely driven by congressional pressures
on the matter of having China repeg at a more market-oriented
level, the Schumer legislation being one such pressure point. It ap-
pears that some of the senior political figures in the Administra-
tion, of the Karl Rove variety, have stepped into this debate at this
stage, believing that the currency issue has become sufficiently
prominent and problematic. In your view, might this be the case?

And that the executive branch, the Treasury, Secretary Snow
and others, have perhaps a better sense of this complex issue than
some on Capitol Hill. That is to say that the fix is-with Beijing for
something more like a 7 percent devaluation than something more
radical like 20 to 25 percent. I mean is that your instinct of the
dynamic that’s at play here and the likely outcome?

Dr. COOPER. You are probably better informed than I am about
the dynamic in Washington these days. I would just make the gen-
eral observation that I think for Congress to set exchange rate
courts disaster.

Vice Chairman ROBINSON. I would like to ask another question—
you mentioned that the U.S. has half of the world’s marketable se-
curities.

Dr. COOPER. Stocks and bonds, marketable stocks and bonds.

Vice Chairman ROBINSON. And that’s not the same as saying
investable capital?

Dr. CooPER. That’s marketable securities. That is to say paper,
claims, which you can trade. That figure includes all of the securi-
ties of companies that have any securities traded, and yet we know,
for example, in Japan and in China today, there are some traded
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companies where only a fraction—say 15 percent—of the equities
can actually be traded. The others are firmly held. So if you make
allowance for that, it’s probably well over half of the marketable
stocks and bonds are in the United States.

Vice Chairman ROBINSON. It would be half of the tradable securi-
ties in the global capital markets?

Dr. CooPER. Of the tradable?

Vice Chairman ROBINSON. Tradable.

Dr. CoopPER. Tradable papers, tradable fixed interest and equi-
ties, yes.

Vice Chairman ROBINSON. The Chinese savings rate is very high,
more than enough to provide domestic liquidity. On the other hand,
we have the foreign exchange side of the equation. They have very
large reserves, much of them in T-bills which is rising to about the
$300 billion level.

Dr. COOPER. $660 billion.

Vice Chairman ROBINSON. Not China’s overall reserves. I'm just
talking about U.S. T-bills.

Dr. COOPER. Oh, sorry.

Vice Chairman ROBINSON. $660 overall, but some $300 in our
Treasury market. As part of our charge as a Commission, we're
looking at the Chinese presence in the U.S. capital markets, but
also we're interested in their presence in other major exchanges
around the world such as those of Japan and Europe. I don’t know
precisely what the Chinese exposure is in our markets, but I would
make a rough guess that it’s in the neighborhood of $80 to $100
billion.

China may have a similar amount of exposure in Japan. We're
told that as many as a thousand Chinese enterprises that are in
the queue to come to our markets for funding. This typically takes
the form of state-owned enterprises selling 10 to 15 percent of their
equity for billions of dollars a pop and with very little disclosure
or corporate governance.

So I'm trying to get a sense from you as to the true role of the
vast U.S. capital markets, particularly when viewed in combination
with those of Japan in China’s national funding strategy. Where
does this piece fit in your view?

Dr. CooPER. You're talking about issues on international mar-
kets of equity by Chinese companies.

Vice Chairman ROBINSON. Or bonds.

Dr. CooPER. Or bonds. Some of the members of the panel are
probably better informed than I am on this issue because we'’re
guessing now about Chinese motivations, but I think they have
several motivations, the least of which is probably to raise capital,
although that probably is a motivation for some particular firms to
raise capital.

But I think that they want alternative sources of capital to the
Chinese banking system, which is their main source of internal
capital. They want the reputational value of being traded in Hong
Kong, even in New York or London. I suspect, but this is conjecture
on my part, that on the part of management, they actually value
the increased independence they would get from the Chinese au-
thorities if they were able to say, look, I've got an international
constituency I have to worry about, and that gives more scope for
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business judgment and less interference by the Party Committee in
the enterprise in question.

And let us not forget because we've seen it in this country in
spades—Hank Greenberg up on the wall behind you

Vice Chairman ROBINSON. Right.

Dr. CooPER. CEOs have big egos. They often do things essen-
tially which do not make good business sense, but they do increase
CEO compensation. They increase CEO stature within the business
community. This is even more conjectural than what I've said up
to now, but I find it hard to believe that there aren’t Chinese who
aren’t like Americans in this regard.

Vice Chairman ROBINSON. I'll buy that. So the capital markets
fund-raising element as a source of Chinese hard-currency liquidity
isn’t a big part of their overall funding strategy from your perspec-
tive?

Dr. CooPER. On the whole, I would say not. It may be in the case
of particular firms.

Vice Chairman ROBINSON. I see.

Dr. CooOPER. It may be in the case of particular firms, they really
are constrained for one reason or another. The banking system
does not work like a normal banking system. Despite the best ef-
forts by PBOC to instruct the bankers otherwise, guanxi is still an
important element in Chinese banking. There was an interesting
article a week or so ago. You may have seen it. The new chairman
of the board of the Construction Bank of China complained that the
Party Committee in his bank was effectively the loan committee
and it had to stop. This is actually an extraordinary statement
coming from a senior Chinese business leader.

Vice Chairman ROBINSON. And a final quick question—I apolo-
gize to the chair for extending my time a bit—but Ambassador
McCormack, you made the, I think, valid point that the Chinese
are all too willing to use economic leverage to advance geopolitical
goals in one form or another.

They are accumulating U.S. T-bills at a brisk rate. They’re prob-
ably purchasing as much as 12 percent on average at Treasury auc-
tions. That’s a big number I'm told. Leave it to say that as that
number rises, although it may be a low percentage concern, if we
get into a Taiwan conflict scenario, it’s likely possible that we could
have some disruptive things occur. For example, let’s say that the
Chinese ramp up their U.S. capital markets exposure went from
$100 billion to four or $500 billion over the next few years. I think
that’s a plausible projection given the size of the Chinese queue
and their appetite to come to our markets and those of Japan.

You would have scores of millions of Americans holding Chinese
paper, seeking to redeem Chinese bonds for retirement purposes,
trying to ensure that their equity values don’t fall. Isn’t there a
kind of China lobby in the making there that could ultimately seek
to discourage U.S. policymakers from pursuing economic sanctions
in a future Taiwan conflict scenario or for proliferation-related
abuses? Does that strike you as plausible?

Ambassador MCCORMACK. Well, I would put it in a somewhat
different way, more along the lines of what our friend, Mr.
Prestowitz, earlier said. Recent statements made by the Chinese
and by the Koreans and several others that they were thinking of
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dumping their dollars, had a significiant market impact for a pe-
riod of time.

The markets recovered when the Japanese then announced that
they were going to keep their reserves in dollars and other reas-
suring comments were made elsewhere. But this is an indication
of potential problems ahead of us to the degree that we continue
{:)o gﬁnerate these huge external foreign dollar holdings by central

anks.

President Eisenhower’s phone call to Anthony Eden was not a
public threat, but it had a dramatic impact. Imagine if three weeks
before a future American election during an Asian crisis, if an
American President were to receive a phone call like this threat-
ening to dump dollar assets in a big way if America did not modify
its stance. I'm not saying this is likely to happen, I'm just giving
you the kind of potential scenarios that could happen, and that we
need to be mindful of. Yes, the Federal Reserve can do things to
cushion the impact of problems like this, but it would not be cost
free. Whenever you begin to accumulate foreign debt on the scale
of recent years, your potential vulnerabilities mount.

I want to make one final comment. I agree that when Asian cur-
rencies, not just China’s, finally appreciate against the dollar,
which I believe needs to happen, there will be some strain in a
number of the regional economies—including China’s.

But if China says that it cannot handle a resulting banking prob-
lem that would flow from a currency appreciation while possessing
$600 billion in reserves, then the banking problem is either dra-
matically larger than we think it is, or China is using that as an
excuse for not moving forward.

I am absolutely convinced that the problem the global economy
would have after a currency appreciation in Asia would be small
by comparison with the size of the adjustment problems that will
unfold if we sweep the current imbalance problem too much dry
tinder in the forest. We also cannot simply sit by with the status
quo, because even more dry tinder will be created.

Vice Chairman ROBINSON. Dr. Cooper, do you have something to
add?

Dr. CooPER. I'd like to separate your question into the two parts.
With increased economic interdependence, there is always an ele-
ment of joint “hostage-taking” and to the extent that American
pensioners held Chinese bonds or securities, you would no doubt
create a voice in this country—you have lots and lots of voices in
this country—for moderation with respect to China. That’s just the
way the American political system works.

Clyde earlier mentioned the dominance, the prominence these
days of retailers in lobbying, which was not the case 50 years ago
to this same extent. So I have no doubt that that process would
occur as Chinese securities became more widely traded.

My own advice to anyone would be not to buy any Chinese secu-
rities at the present time. I think the Chinese stock market is a
mechanism for insiders to fleece outsiders, which by the way is not
a comment limited to China. It’s a comment on the history of stock
markets. The continental Europeans were there only 20 years ago,
and the Italian stock market was a scandal, but anyway, that’s pri-
vate financial advice.
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On the question of U.S. Government securities, I believe the U.S.
holds all the high cards. People talk about dumping these treas-
uries. But you cannot dump securities on a huge scale. You have
to think about what they're going to sell them for.

They have two options. One is to sell them for RMB. That in-
volves tremendous contraction in the money supply of China, all
other things being equal, that could offset it in other ways, and it
means abandoning their exchange rate policy. In effect, that’s what
we're asking them to do. To stop buying U.S. Treasuries. Selling
them would go further, although we don’t put it that way.

They would incur all of the costs of a sharp appreciation in the
RMB value if they were to sell them for RMB. The alternative is
to sell them for some other foreign exchange, not to sell them for
RMB, which would involve a change in exchange rate policy.

Vice Chairman ROBINSON. Euros?

Dr. COOPER. But to sell them for euros. And there you have to
look at the technical aspects. The market for securities in euros is
still developing, and it’s developing nicely, but it is still a relatively
small illiquid market compared to the United States. So while they
could move tens of billions into euros, they cannot move hundreds
of billions into euros just from a technical point of view. And you
can’t buy euros. You have to buy euro-denominated some things,
and the question is which euro-denominated something? Central
banks tend to like to hold short-term paper, although I understand
some of the Asian central banks are now moving out into the
longer end.

The predominant euro-denominated something at the short-end
is Italian government paper. So the People’s Bank of China has to
ask—or their politburo, if this is a political decision—do we really
want to exchange U.S. Treasuries for Mr. Berlusconi’s debt?

These are very practical questions. If I were the Chinese—I don’t
know what they’re actually doing—if I were the Chinese, I'd be ex-
perimenting now with the euro market just to find out how it
works and how liquid it is and how much I can move. I assume
they’re doing that because that would be the sensible thing to do.
But the fact is they’ve got so much money that they can’t move it
without shooting themselves in the foot one way or another.

Ambassador MCCORMACK. But no one would be limited to buying
dodgy Italian bonds. Those seeking to diversity out of the dollar
could purchase any asset public or private denominated in euros.
Some of them are much more attractive than others.

Chairman D’AMATO. Thank you very much. Commissioner Mulloy.

Commissioner MULLOY. Thank you, Mr. Chairman. I just want to
make a quick comment. Dr. Cooper, you talked about all the money
flowing into this country. I look at us as kind of the wealthy family
on the hill, no longer earning our—I think Warren Buffett talks
about this as well—we’re no longer earning our way in the world
so we're selling off part of the patrimony in order to earn a stand-
ard of living we’re no longer earning.

So I think that’s a different way of looking at the point you
made. But anyway:

Dr. CoOPER. That would be true if our stock of physical assets
were fixed, but it’s not fixed. We invested 19 percent of GDP last
year.
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Commissioner MULLOY. I just wanted to put a different frame-
work of looking at that, and that’s one Warren Buffett shares. I
don’t think he’s anybody’s fool from what I can see.

I want to salute Clyde Prestowitz and his new book, “Three Bil-
lion New Capitalists.” Clyde and I both entered the Foreign Service
40 years ago this year. We’ve been around this game a long time,
and I salute him for his new book.

I just want to go back in history to after World War II. We want-
ed to avoid some of the calamities in the international trade and
other things that led to that, and we put in structure the UN, the
political. We tried to put in an ITO to deal with trade and we didn’t
quite get it, so we used the GATT. Then we did put in an IMF to
deal with exchange rates because we saw currency manipulation
had been a problem in the 1920s and 1930s.

That system fell apart in the early 1970s, and that’s when people
began to put their finger on the scales and get to the system that
Clyde talks about in his testimony, that you have strategies in
place by countries to use exchange rates to achieve competitive ad-
vantages in trade.

Now, I was shocked the other day when the Chinese said this is
our sovereign decision, and the reason I'm shocked is because if you
look at Article XV of the GATT and you look at Article IV of the
IMF, you’re not supposed to be manipulating currencies to gain
competitive advantages in trade. So there’s a legal framework of it.
These aren’t just policy decisions. There’s a legal framework gov-
erning this.

We have people in this country whose jobs and families are being
sacrificed. I'm concerned about China, but I'm concerned about our
people as well, and what’s going on in this country and the impact
on Americans and the impact on our political system.

I think Dr. McCormack and Mr. Prestowitz have laid out a prob-
lem that is of enormous proportions in this country. I'm asking, do
you think this should be moved right to the front of the queue in
terms of national problems, and do you think this is a bipartisan
issue that we can try and get some comprehensive recommenda-
tions on what we ought to do.

Dr. Cooper, I don’t think you think it’s a problem. But if we ac-
cept it’s a problem, and I think it is, what do we do, where do we go?

Dr. Gomory, who testified earlier, thinks it’s a problem, and he
thinks we ought to be doing something, and that’s what we need
some help in thinking through. So Clyde and then Ambassador
McCormack.

Mr. PRESTOWITZ. Two things. One, let me just respond quickly to
something that Dick said earlier about the private capital inflow
into the U.S. I'm not disputing Dick’s number. There is a large pri-
vate capital inflow into the U.S. You have to remember there’s also
a large U.S. private capital flow out of the U.S. U.S. companies in-
vest a lot abroad.

The U.S. current account is being balanced and financed by cen-
tral banks. They’re making up the difference, and that’s a very im-
portant point in this discussion.

Dr. CoopPER. U.S. investment abroad was being financed by cen-
tral banks is what President de Gaulle thought.
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Mr. PREsTOWITZ. Well, that was in a very different context. But
to your direct question, Pat, I think there are a lot of recommenda-
tions that can be made and that have been made. I think in terms
of the big fix and the little fix that the big fix in my view is I'd
love to see a grand deal in the G8 in which the U.S. makes some
credible commitment to reducing the Federal budget deficit and the
rest of the G8 and China make some—I say “and China”—and
some of the other Asian countries that are not in the G8 make
credible commitment to increasing—to stimulating their economies
and increasing consumption.

If you just save more in the U.S. and take U.S. demand out of
the global economy, everything goes kerplunk, so it’s got to be a
deal. And I would also like to see the beginning of some move to-
ward actually over the long term reducing the hegemony of the dol-
lar. Maybe you begin thinking about pricing oil in a basket of cur-
rencies.

But eventually I'd like to get to a place where there is fiscal dis-
cipline on all the players in the system so that you can’t have ex-
cess savings or excess consumption in the unbalanced manner that
we have now. So that’s what I think of as the big fix.

The small fix is I think addressing some of the issues that Dr.
Gomory and the panel this morning talked about where you look
at these more microeconomic issues and you look at the trade nego-
tiation issues from a somewhat different perspective.

I thought that the comment that Dr. Gomory made about innova-
tion and the notion that most people have that innovation kind of
proceeds literally from basic research and lab to development, and
his point being, no, it doesn’t work that way; it’s an interactive
process and a lot of it may take place on the factory floor, but if
you don’t have the factory floor, it can’t take place. I think that
that was a very important statement and some U.S. attention to
that kind of thing is very important.

But to get there, and here’s the main point, to get there, what
I think is really needed is a change in mind-set in the United
States. Let me give you an example of what I mean. IBM recently
sold their personal computer division to China’s Lenovo, and after
they did that, IBM’s CEO had an interview in The New York
Times, and in it, he noted that before doing the deal, he had trav-
eled to China about a year and a half or two years ahead, and he
had gone to China, not to meet with the executives of Lenovo, but
to meet with the top leaders of China and to talk to them about
their plans and how IBM might fit into that, and whether if IBM
were to make this kind of a deal, that would be compatible with
the plans of China’s leadership in their overall economic develop-
ment, and apparently China’s leaders said, yes, siree, that’s just
what we want.

And then he did the deal with Lenovo, and the deal was an-
nounced. Now, it was interesting that when the deal was an-
nounced, it was a surprise in Washington because the consultations
that had taken place at the top level with the Chinese government
had apparently not taken place at the top level in the U.S. Govern-
ment, and in The New York Times interview, the CEO of IBM
made the statement that IBM wants to be part of China’s strategy.
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Now, that raises an interesting question: does anybody want to
be part of America’s strategy? And the answer is nobody can an-
swer that question because America doesn’t have a strategy. So
when U.S. companies are considering investment, for example, and
there are a number of important U.S. companies right now who are
considering major investments in new plants, big plants, four or $5
billion investments, these companies receive regular visits from the
Economic Development Board of Singapore, the Economic Develop-
ment Board of Ireland. France has an ambassador for foreign in-
vestment. All the—China has this. I mean many countries.

And these economic development boards come in and they’re
aware of the planning of the company. It’s not just U.S. companies.
They go to Europe and Japan and elsewhere as well. And they’re
aware of the planning and they’re saying how can we help you lo-
cate in our country? Would you like a capital grant or how about
a tax holiday or what have you?

These companies never receive a visit from the Secretary of the
Treasury or the Secretary of Commerce or any high-ranking U.S.
official. The high-ranking U.S. officials are not aware of their
plans. Now, the governors are. And governors do this kind of thing
in the U.S., but they have relative peanuts to offer, and so there’s
a mind-set imbalance here.

These, the CEOs of these major companies easily meet with the
heads of government of most of the rest of the countries in the
world to discuss their investment plan. They don’t easily meet with
the heads of the U.S. Government to discuss their investment plan-
ning because there’s a mind-set in the U.S. that that’s not, you
know, kind of what top U.S. Government officials do.

There is a way of thinking here that, you know, we’re kind of
used to being the leader, used to being on top and kind of we don’t
need to do that, and I really think that in view of the comments
and the work that Ralph Gomory has done and Bill Baumol and
our experience now over a long period of time in the competitive-
ness arena and the trade arena that it’s time for the U.S. to start
thinking seriously not about protectionism, not about, you know,
draconian measures to change the global trading system.

I think it’s important to understand that globalization has on net
had a very positive impact. But it’s time to be serious about how
does the U.S. maintain its ability to continue to innovate, to con-
tinue to be competitive, and to get to a point where these imbal-
ances get adjusted without some major crisis.

Ambassador MCCORMACK. Responding to your question about
what to do: I thought the suggestions of your earlier panel pointed
to some promising opportunities. Various measures to improve our
national competitiveness are very much worth looking into. About
a year ago, I began looking at the current accounts problem, what
to do about it, and I pulled together some former Treasury Depart-
ment personnel who had worked on this problem successfully dur-
ing the second Reagan Administration to try to learn from their
successes and their mistakes.

As we were moving forward with our analysis about the causes
of our present current account imbalance, and we realized that,
yes, there was a U.S. macro problem, but that that was not the big-
gest problem. The biggest contributor to our current account dif-
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ficulty, beyond the overarching global savings/investment imbal-
ance proved to be a whole series of microeconomic obstacles to U.S.
competitiveness. Many of these, such as the 1992 airbus agreement,
were comparatively small contributors to the problem; but when
you added the consequences of all the microeconomic obstacles to
U.S. competitiveness, they assume strategic proportions.

What are some of the other major microeconomic problems? The
currency issue is the big one. Relative currency ratios have re-
placed tariffs as the means by which nations and economic groups
seek to manipulate the terms of trade. Look at the huge dispute
in Italy now about the euro as a case in point. Earlier the Italians
simply devalued the lira to fuel Europe’s once second largest econ-
omy. Now this game is played in Asia.

How do you compete when somebody else’s currency puts you at
such an enormous disadvantage? A powerful second microeconomic
dimension is U.S. education. As was pointed out earlier, Wernher
von Braun and others were the ones who developed some of our
missile programs early on, but then we the American post-Sputnik
efforts produced a whole generation of other Americans who were
providing the cutting-edge analysis on rocketry and science and all
the rest of it. There were huge spillovers into all sorts of other
areas.

We need to go back and think about how did we do this once be-
fore: how we turned all those little league baseball players and boy
scouts into world-class rocket scientists. We had a national policy.
We energized people. We provided targeted incentives.

We have to exercise care in our trade negotiations, and use a
much sharper pencil than we did when we negotiated the 1992 air-
bus agreement that legitimized subsidized, risk free development
capital to Boeing’s largest competitor. Otherwise, we’re just shoot-
ing ourselves in the foot and making our current account problem
worse.

Until recently we have not effectively challenged China at the
WTO on lack of enforcement of its commitments. I heard Secretary
Snow say to the Economic Club of New York last fall that China
has the most wonderful laws in the world, but they’re simply not
enforcing their WTO agreements, particularly regarding the whole-
sale theft of intellectual property. Crushing a pile of pirated CDs
on the streets of some provincial city for benefit of assembled cam-
eras isn’t enforcement—it’s just a charade and a fraud.

Chairman D’AMATO. Can you go ahead and summarize?

Ambassador MCCORMACK. We have to look at these individual
microeconomic issues and fix them. It will take a decade to turn
young American baseball players into world-class scientists again,
but we can do it with national leadership, a targeted education pro-
gram, and the right incentives.

Chairman D’AMATO. Thank you. Commissioner Becker.

Commissioner BECKER. Very quickly, at the very end, you re-
minded me of something, you know, when you talk about subsidies.
China has $600 billion, more than, in non-performing loans that
have been made to industry, they are non-collectable. I submit that
amounts to a subsidy and that’s something that somebody should
be taking some positions on.



101

But here’s my question particularly on what Mr. Cooper, Dr. Coo-
per, raised in the beginning about crisis. I’ve been in a crisis mode
I guess half my life. There was a crisis after World War II, which
everything they felt was going to collapse here in the United
States. The United States had a crisis for the savings and loan de-
bacle of half a dozen years ago or eight years ago. And the govern-
ment jumped in and bailed them out.

The United States had a crisis with the “Hedge Funds.” Now
you're getting into the big bucks. You’re getting into the big people
and in the dark of night, the Federal Reserve of the U.S. Treasury
jumped into that crisis to help bail these people out—Goldman
Sachs and others. I can’t even comprehend the kind of money that
was at risk to these investors. These were crises that apparently
we’ve pulled through.

But now Dr. Cooper, you raised the question that if we pressure
the Chinese to change the exchange rate, that this could precipitate
a crisis. I wish you would tell me just what kind of a crisis we're
talking about. I wonder if we've got an accurate picture of this.
What do you visualize as the crisis by us pressuring them to raise
the exchange rate?

Dr. CoOPER. I mentioned two possible crises depending on how
the Chinese respond. One is that the Chinese respond modestly in
which case financial investors around the world will see that the
pattern has been broken and it’s only a question of the amounts
involved, and so they will try to move more money into China.
That’s been happening anyway, by the way. There’s been a lot of
money moving into China, mostly resident capital returning to
China.

But the view has been expressed today and on the Hill and by
think tanks, that a movement of the Chinese currency by itself will
not make a significant difference on the U.S. deficit. What’s nec-
essary is a movement of other currencies. A movement by the Chi-
nese would then be an invitation for tens of billions of dollars to
move into other currencies that unlike China don’t have exchange
controls, don’t have limits on what foreigners can invest.

So we would see very large inflows of funds into Japan. The ex-
change rate would respond by rising and the Bank of Japan would
have to decide what to do. The Japanese are used to that kind of
thing, although it might precipitate another recession, thus reduc-
ing, not increasing, Japan’s demand for U.S. imports. But it’s the
other developing countries of east and Southeast Asia that I think
would experience very large inflows of funds and these would be
very disruptive of these economies.

They do not have the depth of markets and the sophistication of,
for example, the Federal Reserve to be able to control the impact
on the money supply.

Commissioner BECKER. Let me clarify my concern just a bit I
think we are facing a crisis in this country. I think we are facing
a crisis with the trade deficit that keeps rising, which encourages
transfers of industry out of this country into places like China
where companies can produce cheaper and still export back into
the U.S. So view all this in mind with the crisis that we have going
here.
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Dr. CooPER. Well, with respect, we’ve been facing that crisis now
for 20 years, and it’s gone on and on. This may be a semantic ques-
tion whether you can call something that continues for 20 years a
crisis or a condition, a question of taste I suppose. People started
identifying the U.S. current account deficit as of crisis proportions
in 1983. It was over 20 years ago. McCormack pointed out that we
had a surplus. But that was only in one year, 1991, and that’s be-
cause we sold the Gulf War to our allies. Actually we’ve been in
continuous deficit apart from the remittances we got from our allies
on the Gulf War. It’s gone up and down, but we’ve been in signifi-
cant deficit.

On U.S. manufacturing, it’s noteworthy—leaving the recessions
that we had in 1982, in 1991, and in 2001-2002—U.S. manufac-
turing production has gone up and up. What has gone down is em-
ployment in manufacturing. Whether you call that a crisis or not,
again, is a question of taste. I come from a farming background
and I see manufacturing going the same way as farming. That is
to say, declines in employment and increases in output, the dif-
ference, of course, being productivity growth. Productivity has gone
up fabulously in manufacturing since 1995, so employment has
gone down. It basically stayed the same, but as a share of total em-
ployment, it’s gone down. That has consequences, and I don’t want
to minimize that. I see it not as a crisis but as a secular trend. It
has been going on for three decades. I see it going on for the next
three decades. Again, I see an analogy to agriculture, where we
have huge agricultural output with a very small number of farm-
ers, of whom my cousin is still one.

I do not think that’s all that bad. Change creates hardship for
individuals. We need a system to look after that. Of course, if it
comes abruptly in one fell swoop, it creates a lot of hardship. But
this is not abrupt. This is a continuous process.

China’s contribution to this process has been negligible. The
main contribution of China has been to create jobs that already
moved out of the United States ten and twenty years ago to Korea,
Taiwan and Southeast Asia. That may create strains on those
countries.

Commissioner TEUFEL DREYER. Mexico.

Dr. COOPER. Mexico is the latest example. Now we have a new
situation in the expiration of the MFA. That is putting new pres-
sure on the U.S. apparel industry. It shouldn’t be a surprise to any-
one because it was a deal that was made ten years ago, so people
have had a lot of chance to prepare for it. But you know how
human beings often tend to procrastinate. Some of that pressure is
coming from China. But it would be a fallacy of concreteness to
hold China responsible for that change.

The change is the expiration of the MFA, and that production
was going to move someplace once the quota system was disman-
tled. It was going to move someplace. It happens to be China at the
moment, but if, for example, we and the Europeans put restrictions
on China, it will be Bangladesh or Indonesia or wherever. So, to
repeat, I think it is a fallacy of concreteness to hold China respon-
sible for that particular change in policy and the consequences that
flow from it.
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Chairman D’AMATO. Thank you very much. We’re running a lit-
tle bit late. We have one more question before we have lunch, and
that’s Commissioner Dreyer.

Commissioner TEUFEL DREYER. I was intrigued by Ambassador
McCormack’s story of Eisenhower and Eden, and I am wondering,
do we have recourse? In other words, if Eden were to have said just
try it and see what happens. There is a difference between the
British and the United States economy in ’56 and the Chinese
economy and the U.S. economy as we approach 2006.

One of them is that I think, without really knowing, that the
U.S. economy was really strong in 1956. As I look at the Chinese
economy, it looks to me like an icy lake as spring approaches.
There are a lot of non-performing loans. There is a Gini-coefficient
that is probably .52 at this point and getting higher, meaning a
greater degree of income inequality. The unemployment rate is
going up. The population increases every year. Jobs have to be
found for these people. You have There are regional income dis-
parity problems, especially east versus west China. There is cor-
ruption. There is environmental deterioration. Of course, you were
not speaking for yourself when you mentioned this; you were
speaking about other people’s views.

You said China must assume its rightful role on the world stage.
What the dickens is China’s rightful role on the world stage and
who has decided what that is? The world is littered with former
empires that we don’t say this about—the Roman Empire, the
Greek Empire, the Persian Empire, the Japanese Empire.

Ambassador MCCORMACK. Yes, many Chinese strategists believe
that China should assume its rightful role on the Asian and world
stage. I said that in the context of the humiliation that the Chinese
people felt they have been subjected for two centuries by Euro-
peans, Japanese, and others.

When Mao took power, and when he stood in front of the assem-
bled people and said “China has stood up” there was this tremen-
dous resonance to that statement throughout China for a very long
time. They do feel genuinely that they were exploited, invaded and
abused for centuries because of their weakness and they're deter-
mined to change that. That is also how 19th century German na-
tionalists reacted as they grew stronger. This led to wars.

Commissioner TEUFEL DREYER. I realize you weren’t speaking of
your own view. You made that very clear. But it is a view that is
out there.

Ambassador MCCORMACK. When you talk to some of China’s
strategists, you hear their short-term view that the U.S. should re-
main in Asia because we're now seen as a stabilizing force. But
looking ahead, and they say quite candidly, that they expect us to
gradually recede from Asia and make room for their own increasing
power and presence as the regional hegemon.

I was sent to China in 1983 by the President as part of a mission
to make some changes in technology transfer. They told me at that
time that they intended to take Taiwan by encouraging the Tai-
wanese to invest in China—making money in those enclaves. They
predicted that after 30 or 40 years of this accumulated Taiwanese
investment in China, this hostage investment would allow the ab-
sorption by China of Taiwan. This strategy is right on track. The
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point I want to make is that China does take a longer-term view.
They do use economic leverage to accomplish long-term political
goals, and we need to be mindful of that.

One final comment. It is true that in 1990 during the Gulf War,
the U.S. Government twisted arms to ensure equitable burden
sharing. This was part of a strategy to turn our current accounts
around—and it worked. But it did many other things as well. The
first Clinton Administration followed up with similar measures.
For ten years, the U.S. current account was held under 2 percent
of our GDP.

That result was a consequence of policies put in place by the sec-
ond Reagan Administration. Then came the 1997 Asian financial
crisis and new demands generating U.S. priorities to deal with the
crisis became a permanent fixture. Asia also reacted to the 1997 cri-
sis by accumulating titanic financial reserves, worsening the global
savings investment imbalance. Between the accommodative mone-
tary policies and the Asian propensity to save and invest and ex-
port caused a disastrous U.S. current account problem that con-
tinues, ever worsening, to this day. Turning all this around needs
to be a priority for America in the years immediately ahead.

It remains to be seen if this can be accomplished by well thought
out and coordinated policy moves in the United States and more
broadly in other parts of the trading system. If it is not done this
way, the adjustment will eventually be driven by financial markets
in the midst of crisis. It may not be a pretty sight.

Commissioner TEUFEL DREYER. Well, I would say in closing that
there are a lot of cracks in the Chinese economy, and to your state-
ment that it’s a long-term strategy they have, in the long term
we're all dead.

Ambassador MCCORMACK. Yes, monetary, banking, and invest-
ment trends in China flowing from the current situation are also
dangerous to them. Overleveraging in finance has been the Achilles
heel of the Asian development model—you have only to think of the
earlier Japanese bubble. China is not likely to be an exception to
this rule.

Chairman D’AMATO. Well, with that, we’ll conclude this morn-
ing’s hearing, and we’re going to convene for lunch. We'll reconvene
back here at this afternoon’s hearing at 2:30.

[Whereupon, at 1:15 p.m., the hearing recessed, to reconvene at
2:35 p.m., this same day.]

AFTERNOON SESSION, 2:35 P.M.
THURSDAY, MAY 19, 2005

PANEL III: CHINA’S ROLE IN THE DEVELOPMENT OF
GLOBALIZATION

Vice Chairman ROBINSON. We'll convene the afternoon session
with our third panel of the day. This is going to be a panel on Chi-
na’s Role in the Development of Globalization, and as we explored
this morning, China’s been a major beneficiary of globalization thus
far, and it’s relied extensively on foreign direct investment and ex-
port-led growth in its development.

Nobody today disputes the leading role that China plays as a
locus of production in the global economy.
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Our third panel will assess the role of China in global economic
trends and whether and how China’s rapid economic rise is chang-
ing the traditional paradigm of international trade and investment.

Joining in this discussion will be Professor Oded Shenkar, Ford
Motor Company Chair and Global Business Management Professor
at Ohio State University. He’s published numerous books on
China-related topics. His latest book is entitled The Chinese Cen-
tury: The Rising Chinese Economy and Its Impact on the Global
Economy, the Balance of Power and Your Job.

Professor Robert Blecker, Professor of Economics at American
University. His research has covered international trade and fi-
nance, macroeconomics, economic development and U.S. trade pol-
icy.
And Dr. William Overholt, Chair in Asia Policy Research at the
RAND Corporation. He is the author of numerous books including
The Rise of China. As far as ground rules, we're typically trying to
keep remarks to seven to eight minutes, although we’re trying to
show some flexibility on that, and we’ll hear from all of our panel-
ists first prior to Commissioners’ questions.

So Dr. Shenkar, we’d like to start with you. Thank you.

STATEMENT OF ODED SHENKAR
FORD MOTOR CHAIR, FISHER COLLEGE OF BUSINESS
OHIO STATE UNIVERSITY, COLUMBUS, OHIO

Dr. SHENKAR. Thank you very much and thanks for having me
here. I think it’s an important Commission on an important topic.
Let me start by saying that to me the rise of China is a monu-
mental event. I tend to equate it with the rise of the United States
in the 1870s and the second part of the 19th century to become a
global prominent power.

There is a lot of discussion as to when, if and when China will
overtake the United States as the world’s number one economy.
There has been a prediction by Goldman Sachs that this will hap-
pen around 2042. There have been some more optimistic pre-
dictions.

Commissioner TEUFEL DREYER. Yes, on Tuesday.

Dr. SHENKAR. My own prediction is that this even will take place
between 2020 and 2025, of course, adjusted for purchasing power
parity, and some people will ask does it really matter? It’s kind of
a line in the sand, and I would say that it does matter. It is at
least a symbolic event because, if and when it happens, this will
be the end of 150 years in which the United States was the number
one economic power in the world. So this is not an event without
significance even though China’s per capita GDP and income will
remain way below those of the United States for many years to
come.

China rejoined the family of nations in late 1978 when it began
the process of reform. It is, of course, a very meaningful event for
globalization when a county that now has 1.3 billion people be-
comes part of the world trading system, becomes number one for-
eign investment target, but I think it would be a fundamental error
to assume that globalization equates with standardization, with
similarity. And, therefore, the assumption that just give the Chi-
nese more time and they will be more like us is a flawed assump-
tion.
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It is also a dangerous assumption. The Chinese, and I'm going
back here to the late 19th century, early 20th century, always
thought to find a solution with Chinese characteristics. It was al-
ways a unique solution, and already more than 100 years ago, they
had a movement that came up with the idea that they want foreign
technology without foreign values.

We want to make this separation. I think this is exactly what the
Chinese are trying to do today. So the assumption that you cannot
have a free market without a democratic system has already prov-
en wrong.

Vice Chairman ROBINSON. Yes.

Dr. SHENKAR. The assumption that it is just a matter of time
until the Chinese adopt, say a democratic system I think is also
wrong or may well prove wrong. I see a number of scenarios, none
of which sees a full-fledged democracy any time soon. I see a shift
in that direction, but something that’s going to look very, very dif-
ferent than our own system.

The Chinese already are showing us that they play by their own
rules. Case in point. I understand that it was the subject of Com-
mission meeting last month to which I submitted the written testi-
mony: intellectual property rights. And by the way, I believe that
the issue of intellectual property rights is an extremely important
one, possibly the most important topic. Today, I actually believe
that we, our government, seems, at least to outside onlookers, as
being almost obsessed with the exchange rate issue to the exclusion
of others.

This country has one tremendous competitive advantage, and
that is know-how and the ability to innovate. Anything that hap-
pens as part of globalization that will mean that we are either not
compensated for that know-how or that somebody is using our
know-how to advance themselves in what we would call an im-
proper way is dangerous to the long-term interests of this country.

I do not believe that it is only a matter of time till the Chinese
reform their ways and become IPR compliant. I got a reminder of
that just last month when I was informed that my book will be
published next month in a Chinese translation but minus one chap-
ter.

That particular chapter is indeed the chapter on intellectual
property rights. So that is a reminder that the Chinese do think
this is a very important one. So I even see the possibility of kind
of a frightening scenario where the world divides into two parts:
one that is IPR compliant, one that is not, rather than this seem-
ingly unstoppable flow toward, you know, respecting those rights
that globalization may imply.

There is also no question that the rise of China is already and
will affect geopolitics. I think the Chinese are very clear about it.
They talk about U.S. hegemony. This is something that they con-
tinue to use. They used it in 1950s and ’60s, and this is one term
that they continue to use today. Despite all the changes and all the
reforms, they see themselves, in my mind, replacing the Soviet
Union as the counterbalance to United States influence.

It is easy to see the amount of money and the percentage of
money that is going towards a military build-up. The Chinese are
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not increasing their investment in R&D because they can borrow
it for free, but they are increasing the difference capabilities.

Finally, I was asked to talk about trade deficit. Let me say just
one word about it even though it was not, you know, the initial def-
inition of the charter of this panel. I have argued already awhile
ago that the trade deficit i1s a ticking timebomb, that it is
unsustainable, and I've explained it to people in China, too. It is
unsustainable, not only on an economic level; it is unsustainable
politically. It is unsustainable socially. It is very difficult to say
where the tipping point is or will be.

I think we’ll get fairly close to that. I do not see any dramatic
change in the level, for instance, of U.S. exports to China that
could balance very rapid increase in imports, and I see many of the
measures that are being taken today such as temporary restraint
on textile import and so forth as very temporary solution, and my
hope only is that such temporary solution will not distract that
from a long-term strategic view.

Thank you very much.

[The statement follows:]

Prepared Statement of Oded Shenkar
Ford Motor Chair, Fisher College of Business
Ohio State University, Columbus, Ohio

Honorable Members of the Commission:

The following are my very brief observations regarding China’s influence on
globalization as well as the impact it is having, and is likely to have in the future,
on other nations, their economies and their geo-political standing. In my remarks,
I will make specific references to the impact a rising China will have on the United
States, its economy and geo-political situation. More detailed information can be
found in my book, The Chinese Century, as well as in previous written testimony
to the Commission on IPR violations by China.

Introduction

My starting point is that the rise of China is an event of enormous proportions
that has much in common with the rise of the United States to become an economic
and political power in the latter part of the nineteenth century. When the United
States rose to prominence, the initial response from the United Kingdom and the
rest of the world has been a mixture of disbelief and complacency, a sentiment that
was soon replaced with a feeling of vulnerability and threat. Only years later came
the realization that the competitive landscape has been changed for good, and that
nations and companies had to adjust their policies and strategies in accordance with
the new realities. Today, the world may be facing a similar situation, presenting op-
portunities as well as risks.

Of course, there are also remarkable differences between the rise of the United
States and that of China. At the time of its ascent, the United States was a rel-
atively new nation and a new force to reckon with, while China is an ancient civili-
zation that during many centuries was the leading world’s economy and is seeking
to restore that status. The United States is a democracy which brought to the world
ideals and institutions supportive of freedom and open markets, while China is
ruled by an unelected Party dictatorship which shows no signs of letting go of its
powers. These differences and China’s many remaining obstacles on its way up not-
withstanding, the analogy between the rise of China and that of the United States
is plausible and we would be ignoring it at our peril.

China and Globalization

Once one of the most open civilizations on its cosmopolitan cities and adventurous
seafarers, China has become under Communist rule an isolationist and xenophobic
nation that feared foreign influences and sought self sufficiency at almost any cost.
The launch of China’s reforms in late 1978 signaled the return of China to the fam-
ily of nations, its borders slowly opening to foreign tourists, trade and investment.
Today, China is the largest recipient of foreign investment in the world, having dis-
placed the United States. It is increasingly integrated into the global economy, its
share of global trade and investment rising rapidly. In this respect, China today is
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already more global than Japan or South Korea, two nations it is often compared
with but two that have embraced a different path to progress.

Through over a century, the Chinese ideal remained that of “foreign technology
without foreign values.” The idea was to learn from the foreigners who have shown
their technological superiority in the battlefield as well as on the factory floor, yet
avoiding the absorption of foreign, especially Western ideas in politics, society and
culture. Judging by the current combination of a political dictatorship coupled with
a relatively free market—a combination most Western economists thought to be im-
plausible—the Chinese have been successful in defending this ideal. This is not to
say that China’s increasingly permeable borders during a period of unprecedented
globalization do not yield a slew of foreign influences. Western ideas are coming into
the country via foreign movies (pirated as they may be), foreign invested enter-
prises, foreign visitors, and returning students and business people, to name a few.
However so far China has resisted the political and social ramifications of Western
style modernization, and it is my belief that solutions “with Chinese characteristics”
will be sought in those realms as an alternative to those available from the West.

China has already defied the prediction of most observers that it was impossible
to have a free market system without a democratic regime, and my own forecast
is that China will not evolve into a democracy in the foreseeable future. Instead,
I see two possible scenarios. The first, a gradual evolution into a Singapore style
system, democratic in name but patriarchal in nature, where elections are held but
their result is never in doubt. This will imply selective permission for alternative
minor political parties that will be kept under close watch and starved of substan-
tial resources and massive membership. The second possible scenario is the develop-
ment of limited democracy at the local level (something the Chinese have already
been experimenting with), with the center continuing to retain a monopoly of power
on all major national issues as well as on key legislative and judicial matters. I call
this “the Imperial model” because it is similar in many ways to the traditional sys-
tem under the Chinese empire where the court and the bureaucracy yielded local
power to kinship based clans.

At the same time, from a global perspective, the integration of the most populous
country into economic, social and geo-political webs is likely to accelerate the proc-
ess of globalization as we know it. This means greater and more rapid movement
of people, goods and services across national boundaries and a broader flow of ideas.
I should caution however that it is a serious error, in my mind, to equate globaliza-
tion with increased similarity of values, norms, institutions and practices across bor-
ders. The superficial replication of the golden arches and other global corporate sym-
bols in foreign locations masks fundamental differences in culture and institutions
across the planet. China, with its combination of huge scale and marked differences
with the West, will prove this point beyond doubt. Thus, expecting globalization to
bring about a Western-style advance in thinking and systems in China and beyond
is, by and large, wishful thinking.

China’s Economic Impact

China’s economic impact if already felt; it will be felt much more in the coming
years. As with the rise of the United States more than a century ago, the economies
affected will be both in the developing and developed world. Developing economies
will find themselves hard pressed to compete with an economy that matches their
wages but offers substantially higher productivity and superior infrastructure and
capabilities. These economies compete with China not only for export markets but
also for foreign investment, an area where China now garners more dollars than all
other developing economies combined. Economies competing on labor costs, e.g.,
Bangladesh and Lesotho, where garment manufacturing is the dominant export, will
be hard hit as China is capturing market share at lightning speed. These countries
will have a problem generating the foreign exchange needed for the importation of
basic necessities and will have to depend much more on the generosity of others,
from developed country governments to international organizations. This will bring,
in turn, an increase in illegal migration from countries such as Honduras, and it
is not at all clear that current initiatives such as CAFTA will be sufficient to miti-
gate the problem. Thus, it is important to consider not only China’s direct, bilateral
impacts, but also secondary and tertiary impacts that will flow from its ascent.

Developed economies, in the meantime, will find themselves competing with a
new phenomenon—an economy that is rapidly climbing the technological ladder but
without concomitant respect for intellectual property rights, one that moves aggres-
sively into capital intensive sectors but without relinquishing the labor intensive
segments on which its initial economic launch has rested. In a previously written
statement to the Commission, I have noted that the United States is the nation
most adversely affected by the rampant Chinese violations of intellectual property
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rights (IPR) because it is the world’s largest producer and exporter of IPR. In the
short to medium term I do not foresee an improvement in IPR infringement by
China; on the contrary, I see the problem spreading across the globe. IPR infringing
goods are now exported from China to many parts of the world, especially, but not
only, to developing markets where compliance is either not feasible or not viewed
as desirable by local authorities. In a worst case scenario, we may see the develop-
ment of a world divided into two parts, one IPR-compliant, the other not. Such a
development will have ominous consequences not only for the global trading system
but also for the global economy as we know it and for the process of innovation
which underlies economic growth and improvement in the standard of living. This
again suggests the possibility that a China-driven globalization may differentiate
rather than harmonize national economies.

China-Related Opportunities

The opening of China creates numerous opportunities for U.S. manufacturers and
service providers. China is the fastest growing market for many U.S. manufacturers
(e.g., Boeing), and is likely to become the fastest growing service market as well,
which is of considerable importance to the United States, whose competitive advan-
tage today lies more in the service than in the manufacturing sector. For example,
thanks to its one child policy, China has a huge demographic problem of an aging
society that will have to be supported by a rapidly shrinking workforce. Given the
lack of a funded safety net, opportunities in the savings and insurance realms will
be substantial.

One key opportunity is the growth of tourism from China. Tourism is a major in-
dustry in the United States, but one wonders if the proper preparations are being
made in anticipation of this influx. Such preparations should include not only visa
issues (which since 9/11 have become a major stumbling block), but also other meas-
ures. Being located in the Midwest, my impression is that this opportunity does not
yet register on the screens of most states in the region. I believe that incoming Chi-
nese tourists will have major interest in observing the U.S. hinterland, providing
an economic boost to precisely those areas which have been adversely affected by
the advent of Chinese manufacturing exports.

Opportunities will also continue in the realm of higher education, though here too
visa and other problems may slow down the influx of Chinese students. Chinese stu-
dents, especially in science and engineering, have made a major contribution to the
U.S. economy, but their repatriation rate has started to go up and is likely to con-
tinue to climb rapidly. Should current trends continue, I expect the repatriation rate
for Chinese students to reach 50% by the end of the decade (up from less than 20%
at present).

All in all, T must say that I do not see the changes that will permit U.S. exports
to China to grow at the level one would need in order to compensate for China’s
growing exports into the United States. It is beyond the scope of this testimony to
explain why this is the case. Suffice it to say that I do not believe that the modest
revaluation I predict will fundamentally alter the pattern of a growing U.S. trade
deficit with China, a deficit I believe 1s politically unsustainable. It is hence my
humble recommendation that the Commission, if it had not done so already, will
consider discussing this topic in one of its future meetings.

Geo-Political Ramifications

On a geo-political level, China sees itself as a counterbalance to what it sees as
U.S. hegemony, and will leverage its growing economic clout to score geo-political
points, from military buildup to the targeting of developing nations all over the
world for trade, investment and other assistance. The Chinese are only beginning
to flex their geo-political muscle, which is likely to grow in tandem with their eco-
nomic clout. While their short-term interest is in gaining a foothold in energy pro-
ducing regions such as Venezuela and Canada, China is already showing signs of
active involvement in the developing regions of the world, e.g., Africa, where they
provide assistance in building infrastructure among other forms of support.

A return to a bipolar world where China replaces the Soviet Union is not impos-
sible, even if it is not highly probable in the short term. Rising levels of military
expenditure and the growing economic base with which to fund them suggest that
China is serious about establishing itself as a geo-political power. While the country
currently lacks the technological know-how necessary for cutting-edge weapon sys-
tems, there is no reason to believe that it cannot replicate in the military domain
what it did in the manufacturing realm—a combination of technology transfer via
imports, foreign investment, indigenous development and knocking off others’ tech-
nology.
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Vice Chairman ROBINSON. Thank you. I must say I personally
subscribe to many of your views, and I think that they are reflec-
tive of several Commission findings and recommendations of the
past, and I'm very appreciative of your remarks.

We'd like to move to Professor Blecker, please.

STATEMENT OF ROBERT A. BLECKER, PH.D.
PROFESSOR OF ECONOMICS, AMERICAN UNIVERSITY
WASHINGTON, D.C.

Dr. BLECKER. Thank you, Mr. Vice Chairman, Mr. Chairman,
and Members of the Commission, I very much appreciate the op-
portunity to testify at this important hearing. In my oral remarks,
since so much ground has already been covered today, I will just
highlight four points relative to the topic of this panel: China’s Role
in the Development of Globalization.

For more details, I refer you to my written statement. First, as
you can see, I am with Clyde Prestowitz on point number one. I
believe that it is accurate to characterize China’s overall economic
strategy as a mercantilist one. I use the phrase “the new mer-
cantilism” which was coined by the British economist and follower
of Keynes, Joan Robinson, back in the 1930s.

This is an economic strategy in which a country seeks to promote
the growth of its own industries through the use of a variety of pol-
icy devices, both explicit and implicit, that have the effect of pro-
moting exports while strategically restricting imports except for
items needed for the promotion of domestic growth such as tech-
nology and raw materials.

It was commented on earlier that China does import a lot and
they do, but they are careful about what.

The policy devices include wage repression, industrial subsidies,
procurement policies, closed distribution systems, performance re-
quirements on foreign investors, strategic bargaining with foreign
companies, and in this case, especially, an undervalued exchange
rate.

These policies have contributed positively to the remarkable
growth of the Chinese economy. But they've also had a negative
impact on other countries, by making Chinese products artificially
competitive. Although China has been admitted to the global trad-
ing system as a member of the WTO and has been given PNTR sta-
tus in the United States, I believe that its mercantilist practices
are contrary to the spirit of an open and balanced international
trading system.

At the same time, we must recognize China’s potential to con-
tribute to positive sum trade in the global economy. Chinese de-
mand for capital goods and raw materials has bolstered the econo-
mies of countries that export these products. And strong Chinese
demand has been a significant factor in the rise of global com-
modity prices and industrial prices in the last few years.

The challenge for U.S. policy is to induce China to abandon its
mercantilist practices while encouraging it to grow and prosper as
a more cooperative member of the international community of na-
tions. China has many domestic strengths including its high sav-
ings rate, abundant labor supply, strong educational system, high
technological capacity, and a capable public sector.
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As a result, China should be able to reorient its growth more to-
ward the provision of a rising standard of living at home without
such excessive reliance on export markets abroad.

Second, I believe that China has become the leading cause in the
world economy today of the problem of a fallacy of composition,
which is affecting the large number of developing nations that are
trying to grow their economies through export-led growth focused
on manufactured exports.

The fallacy of composition is the proposition that all of these
countries cannot achieve their goals for rapid export growth simul-
taneously, when instead of providing reciprocal demand for each
other’s exports—as was assumed in the classical theory of trade,
going back not only to Ricardo but even earlier to Adam Smith—
instead of buying each other’s products, they are primarily depend-
ing on the limited export markets of the United States and the
other industrialized nations.

For this reason, I would respectfully disagree with my former
teacher, Professor Cooper, who said this morning that the export-
led growth model is one that all the developing countries can suc-
ceed in the following under present circumstances.

Since the 1960s, a series of countries, starting with Japan, then
the East Asian Four Tigers, and various others including especially
China, have succeeded at such rapid export expansion. Initially,
they did so largely by taking away market share from domestic
producers in the United States and other industrialized countries.
But as our domestic industries have shrunk, the exporting nations
are increasingly thrust into cutthroat competition with each other,
so that the success of some comes increasingly at the expense of
the failure of others.

This has been documented now in voluminous academic research,
which is summarized (and the references are given) in my written
statement. Interestingly, China is a special factor in this case, not
only because of its size, but because it competes in both ends of the
market, both for the low technology, unskilled, labor intensive
products and assembly operations, but also for more and more high
technology and advanced products.

Third, I would like to briefly discuss U.S.-Mexican trade as an
example of China’s impact that should be of particular concern for
Americans given our relationship with Mexico in the North Amer-
ican Free Trade Agreement. NAFTA promised Mexico a privileged
position in the U.S. market. It also promised to give U.S. producers
an edge in exports to Mexico.

Within the last five years, both Mexico’s exports to the United
States and U.S. exports to Mexico have been depressed by a flood
of imports from China and other Asian countries into North Amer-
ica.

As Figure 1 shows, U.S. imports from China nearly doubled from
2000 to 2004, while imports from Mexico were almost flat. Imports
from Mexico grew rapidly between 1994 and 2000 in the first six
years of NAFTA, but since 2000, they’ve been virtually flat while
the Chinese imports doubled, and in the process, China displaced
Mexico as the second-largest source of U.S. imports, the largest, of
course, being Canada.
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As a result of this, there have now been job losses in Mexican
manufacturing. Employment in the Mexican maquiladoras has ac-
tually shrunk since 2001. Meanwhile, the U.S. share of Mexico’s
imports has fallen dramatically from a peak of 75 percent in the
late 1990s to barely 56 percent last year, and the largest reason
for that is in the increasing share of China.

Thus, our effort to create a prosperous trading zone in North
America is foundering even as we seek to extend free trade agree-
ments to other neighboring countries, and I know this is of a lot
of concern to our Latin American neighbors. On the train on the
way up, I was reading a recent publication by the Inter-American
Development Bank and they have a longer report, which docu-
ments this in great detail.

Fourth, and finally, and this, of course, has been commented on
extensively already, there’s the issue of China’s currency manipula-
tion, which has reached extraordinary proportions in the last few
years. In spite of the fact that China now accounts for the largest
part of the U.S. trade deficit, the yuan-dollar exchange rate has re-
mained fixed, while the dollar has fallen an average of 14 percent
globally and as much as 33 percent versus the euro since its peak
in February 2002. The percentage declines in the dollar versus the
various currencies are shown in Figure 2.

China’s fixed exchange rate has been maintained only through
massive intervention in foreign exchange markets that has aver-
aged nearly $12 billion per month and which has tripled its foreign
exchange reserves over the past three years.

This undervalued yuan has contributed to the emergence of a
truly extraordinary trade imbalance in which we buy nearly $6 of
Chinese imports for every one dollar of exports that we sell to
China. Also, apropos of the theoretical conversation we had earlier
this morning, I believe that in the case of the U.S. and China,
we’re not trading according to comparative advantage. We're trad-
ing according to absolute advantage, and that is because the ad-
justments that are necessary to shift from absolute advantage to
comparative advantage are not taking place. I could discuss that
more in response to questions.

But in addition to the impact on the United States, China’s cur-
rency manipulation has other global impacts. First, because the
yuan has been fixed relative to the dollar, and the dollar has depre-
ciated, China has effectively depreciated its currency relative to
other currencies and that is impacting China’s trade balance with
the rest of the world.

Secondly, I think it is true that the undervaluation of the yuan
has kept pressure on other nations, particularly in Asia, to inter-
vene and resist pressures for their currencies to rise. As this figure
shows, several other key Asian currencies have either remained
fixed or appreciated relatively little in the past three years.

In my own research, I have documented the damage to the U.S.
domestic manufacturing sector caused by the dollar’s overvaluation.
My estimates show a loss of between $52 billion and $69 billion an-
nually in investment spending in the domestic manufacturing sec-
tor as a result of the dollar’s rise from 1995 to 2002.
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This loss of investment is a key reason both for the loss of manu-
facturing jobs and for the slow response of the trade deficit since
the dollar started falling three years ago.

Today, China has become the leading obstacle to a much-needed
realignment of global currency values, which would help to revive
manufacturing production and jobs, both in the United States and
in many of our other trading partners.

I recognize that a currency realignment will not solve all of our
problems, but I believe it is a necessary first step for reviving our
manufacturing sector and rectifying our trade deficit. Therefore, I
would urge us to focus on getting China to revalue its exchange
rate and not to mix up this issue with the more difficult questions
of China adopting a floating exchange rate system and liberalizing
its financial markets, which are more long-term propositions.

I would just add that, in response to the news from this week,
I think it is not necessary to wait for more months or years for any
additional evidence to come in to conclude that China already
meets the statutory standards for conducting currency manipula-
tion.

Thank you.

[The statement follows:]

Prepared Statement of Robert A. Blecker, Ph.D.
Professor of Economics, American University, Washington, D.C.

Introduction

China plays a unique and important role in the evolving global economy of the
early twenty-first century. Following the export-led growth model of other East
Asian countries, such as Japan and South Korea, but also building on its own do-
mestic strengths, China has been by far the most successful late-industrializing na-
tion to emerge from among the low-income developing countries and transition
economies since the 1980s. China’s domestic strengths include its high saving rate,
abundant labor supply, and strong educational system, which provide the nation
with enormous advantages in terms of the accumulation of both physical and human
capital. China’s one-party, authoritarian political system, although legitimately criti-
cized on human rights grounds, nevertheless gives its government significant advan-
tages in its ability both to pursue an activist, state-led development strategy at
home and to bargain effectively with foreign businesses and governments. But in
many respects, the secret of China’s success has been its pursuit of what the British
economist Joan Robinson (1965) called “the new mercantilism” in its policies toward
international trade, foreign investment, and exchange rates.

The new mercantilism is a policy that seeks trade surpluses as a way to boost
a country’s industrial growth and employment at the expense of its trading part-
ners. It is an updated version of the original “beggar-my-neighbour” mercantilist
policies so thoroughly criticized by Adam Smith (1776) more than two centuries ago
(see Blecker, 1997, 2005a). Through a strategic combination of (either explicit or im-
plicit) exchange rate manipulation, wage repression, export subsidies, import bar-
riers, and performance requirements on foreign investment, a country like China
can promote a form of rapid, hot-house industrial development that succeeds to a
significant degree by capturing industrial production that would otherwise be lo-
cated in other nations. In today’s world, the other nations that lose out in this zero-
sum approach to industrial development include other developing nations as well as
richer, industrialized nations like the United States.

In fairness, China’s role in the global economy is more complex than a simple
mercantilist strategy. Until the last few years, China had trade deficits with other
nations that outweighed its surplus with the United States. Essentially, China has
taken advantage of the relatively open U.S. consumer market and the voracious
U.S. appetite for consumer goods to sell its exports, while importing raw materials,
capital goods, and intermediate products mostly from other nations. In the last few
years, Chinese demand for raw materials and intermediate products has been so
strong that it has significantly boosted many commodity and industrial prices
throughout the global economy. In 2004, strong Chinese demand contributed to a
remarkable recovery of the global steel market after many years of chronic excess
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supplies and weak prices (which in turn led to certain well-known trade tensions—
see Blecker, 2005¢). China’s role as a significant contributor to global demand shows
that it has the potential to contribute to positive-sum trade in the international
economy. Nevertheless, China still maintains a particularly lopsided trade relation-
ship with the United States, with which China’s bilateral exports exceed its imports
by a factor of about 6:1, and its remarkable export growth has notably eroded the
export growth of other developing nations. The challenge for U.S. policymakers
today is how to induce China to abandon the mercantilist aspects of its foreign eco-
nomic policies while still allowing China to achieve the growth and development
that it needs to raise the living standards of its people.

The Fallacy of Composition in China’s Export-led Growth Strategy

The classical liberal vision of free trade (Smith, 1776) assumes that all countries
provide sufficient reciprocal demand for each other’s exports so that no country need
face a demand constraint on the growth of its exports. Based on this vision, econo-
mists for many years have tried to deny the existence of a “fallacy of composition”
in the export-led growth efforts of the East Asian countries and other developing
nations (see, for example, Balassa, 1987). However, the reality of the contemporary
global economy is very far from the sort of balanced expansion of international trade
that is contemplated in the classical liberal vision.

Starting with Japan in the 1960s-70s, and continuing with the Four Tigers (Hong
Kong, Singapore, South Korea, and Taiwan) in the 1970s—80s and other countries
(including Thailand, Malaysia, and Vietnam) more recently, a large and growing
number of East Asian countries have relied heavily on export markets to propel
their industrial development and overall growth. China thus follows in a well-trod
path in this respect. Moreover, many developing countries and transition economies
in other regions of the world, from Latin America to the Middle East, Africa, South
Asia, and Eastern Europe, have sought (with varying degrees of success) to emulate
the East Asian model. Today, so many countries are trying to grow by promoting
exports of similar types of manufactured products to the United States and other
industrialized countries that the problem of an “adding-up constraint,” or fallacy of
composition, can no longer be denied.

A fundamental weakness in this model of export-led growth is that the countries
that are trying to expand their exports at a very rapid rate are not providing the
demand for each other’s goods that would be required to purchase those exports. In-
stead, these nations are relying on the demand of other countries, principally the
United States and also other industrialized nations (for example, Canada and the
European Union) to provide markets for their exports. The target rates of export
growth from the nations pursuing export-led growth dramatically exceed the aver-
age growth rates of consumer markets in the United States and other industrialized
countries. Hence, the more successful exporting nations must achieve their targeted
growth rates in either (or both) of two ways: (1) by taking market share away from
domestic producers in the United States and other industrialized countries; or (2) by
crowding out other developing nations from succeeding in exporting to the same tar-
get markets (that is, by forcing these other nations to accept lower export growth
rates than they would like to achieve). Rapid growth of export supplies from a large
group of nations, in excess of the growth of demand, can also lead to falling prices
for manufactured commodities. If this occurs, the exporting nations may succeed
more in terms of their quantitative targets, but fail to receive the expected income
gains due to a decline in their terms of trade.

Historically, the East Asian countries initially succeeded largely through mecha-
nism (1), which generated serious trade frictions with the United States and west-
ern European nations in the 1970s and 1980s. This occurred because Japan and the
original Four Tigers had few competitors among the developing nations at that time.
But the more other developing countries and transition economies try to follow in
the footsteps of the original East Asian exporters, the more that all these countries
are forced to compete against each other for the same export markets, which con-
tinue to grow at limited rates. Although “South-South” trade among developing
countries has grown, especially in Asia, on the whole the developing countries that
export manufactures are still seeking to sell exports far in excess of the amount that
they demand from each other, and hence they cannot avoid a certain amount of
zero-sum competition in the U.S. market and other industrialized country markets.
Moreover, to the extent that domestic production of these types of manufactured
products (for example, textiles, apparel, and electronic components) has declined
in the United States and other industrialized nations, the opportunity to take ad-
vantage of channel (1) for promoting exports has correspondingly diminished, and
therefore developing country exporters are forced to rely more on option (2) in their
efforts to achieve export-led growth.



115

Developing country exporters can escape this dilemma to some extent by moving
up the “technological ladder” to produce more advanced types of manufactures, such
as computers, automobiles, and electronics, rather than apparel, footwear, and other
simple assembled goods. Japan and subsequently South Korea and Taiwan have had
much success in this respect, although their export-led economies have sometimes
faltered for other reasons such as financial crises. This leaves the exporters of less
technologically sophisticated products, from Bangladesh to the Dominican Republic,
to compete over the crumbs of stagnant markets for low-tech exports with dimin-
ishing prices (see Kaplinsky, 1993, 1999). This results in what has come to be
known as the “flying geese formation,” in which the leading developing nations
move ahead into new product lines while poorer nations replace them in the simpler
products (Erturk, 2001-02). China, however, is in the unique position of being able
to export significant volumes of manufactured goods along a wide range of the
“rungs” on the technological ladder, and hence competes with both groups of export-
ers (see Razmi and Blecker, 2005). Thus, China is simultaneously crowding out both
low-income countries that seek to export low-tech apparel and other assembled
goods, as well as middle-income countries that seek to export higher-tech electronics
and other more sophisticated products. Metaphorically, one could say that China is
able to compete with both leading and lagging birds in the flying geese formation.

Economic research on the fallacy of composition is finally catching up with the
realities of global trade (for surveys see Mayer, 2002; Blecker, 2003a; and Razmi,
2004). Long ago, William R. Cline (1982) observed that it was not feasible for most
developing nations to achieve the phenomenal rates of export growth that were
achieved by the original Four Tigers in the 1970s. Riccardo Faini, Fernando Clavijo,
and Abdel Senhadji-Semlale (1992) showed that developing country exports of man-
ufactures face significant demand constraints in terms of low income elasticities, as
well as high price elasticities with respect to other developing countries. The latter
finding was later confirmed by Vito Antonio Muscatelli, Andrew A. Stevenson, and
Catia Montagna (1994) for a group of five Asian countries. Thomas W. Walmsley
and Terrie Hertel (2000) constructed a global trade model in which, even though
China’s accession to the WTO benefits global welfare via consumer gains, competitor
nations in South Asia suffer losses in income and welfare. The present author
(Blecker, 2003a) showed that rapidly growing U.S. imports from Japan and the Four
Tigers displaced U.S. imports from other nations in the 1980s, while rapidly grow-
ing U.S. imports from China and Mexico in the 1990s in turn displaced U.S. imports
from Japan and the Four Tigers at that time. Thomas I. Palley (2003) found statis-
tical evidence for a negative correlation between the growth of U.S. imports from
China and the Four Tigers throughout the period 1978-99, as well as between im-
ports from Mexico and Japan in 1989-99. Rupa Duttagupta and Antonio Spilim-
bergo (2004) have found that, for a sample of East Asian countries, the elasticity
of substitution is higher with competing exports from other East Asian countries
than with goods produced in the rest of the world. They also found that competitive
devaluations contributed to the slow recovery of exports following the Asian finan-
cial crisis of 1997-98. Barry Eichengreen, Yeongseop Rhee, and Hui Tong (2004)
report evidence that China’s impact on world trade generates positive effects for
nations that export capital goods but negative effects for countries that compete
with Chinese exports of consumer goods. Arslan Razmi and Robert A. Blecker (2005)
have shown that the problem of a high degree of substitutability of developing coun-
try exports of manufactures is significant for a larger sample of countries extending
beyond East Asia. Razmi and Blecker also show that this problem is more acute for
the countries that produce less technologically advanced exports, and also that these
countries have a lower income elasticity of export demand than countries that ex-
port more technologically advanced products. In short, the evidence is now over-
whelming that the fallacy of composition is a genuine problem, and that China’s
success in export promotion—while very beneficial to China itself and to those coun-
tries where China sources its own imports—is significantly hindering the efforts of
many other developing nations to export their way out of poverty.

China’s Impact on U.S.-Mexican Trade

Mexico is an interesting case of China’s impact on other developing nations, and
it is an important one for the United States because of the high degree of economic
integration and close political cooperation that now exist within North America. As
noted earlier, both China and Mexico increased their shares of the U.S. import mar-
ket significantly in the 1990s at the expense of the Four Tigers and Japan. For Mex-
ico, the rapid export growth of the late 1990s was its reward for having joined the
North American Free Trade Agreement (NAFTA) with the United States and Can-
ada in 1994—and helped to foster a relatively rapid recovery from the peso crisis
of 1994-95. Mexico expected that, as a result of its preferential status in the U.S.
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market under NAFTA, it could continue to rely on export-led growth focused pri-
marily on its neighbor to the north (although, to hedge its bets, Mexico also signed
free trade agreements with a number of other countries).

However, the value of Mexico’s preferential market access in the United States
was soon eroded by other factors. First, NAFTA was only one of the factors that
boosted Mexican exports in the late 1990s; a devalued currency and the boom in the
U.S. economy at the time also contributed to rapid Mexican export growth at the
time (see Blecker, 2005b). When the peso appreciated again in the early 2000s,
while the U.S. economy sank into a recession and slow recovery in 2001-03, Mexi-
can exports stagnated and Mexican economic growth slowed to a virtual halt, in
spite of Mexico’s tariff preferences under NAFTA. Second, although it has not re-
ceived much attention, Mexico’s trade preferences under NAFTA are no longer as
valuable as they originally appeared to be, partly because the 1995 WTO agreement
reduced overall U.S. (“most-favored-nation”) tariffs, and partly because the growing
cost advantages of China and other much lower-wage countries are undermining
Mexican competitiveness. (Parenthetically, this should be a warning to Central
America and other regions contemplating free trade agreements with the United
States: the likely gains may be much smaller than they anticipate—there is also a
fallacy of composition in the proliferation of “preferential” trade agreements!)

The impact of China on Mexico in the early 2000s is difficult to exaggerate. In
the 1990s, Mexico proudly displaced Japan as the second-largest U.S. trading part-
ner. But since 2003, at least on the import side, Mexico has now been displaced by
China as the second largest supplier of U.S. imports (after Canada, which remains
the largest U.S. trading partner on both the export and import sides). Moreover,
Mexican exports to the United States have been virtually flat since 2001, with only
a slight recovery in 2004, while Chinese exports to the United States nearly doubled
in value during those same three years (see Figure 1). Overall, the value of U.S.
imports from Mexico increased by only 19 percent from 2001-04, while U.S. imports
from China shot up by 92 percent over the same period (see Figure 1). Furthermore,
Chinese competition has had a negative impact on Mexican employment. Although
Americans have focused mainly on losses of manufacturing jobs to Mexico, the
reality is that Mexico is now losing manufacturing jobs to China (and other lower-
wage countries). For example, employment in the export-oriented Mexican maquila-
doras peaked at 1.3 million in 2000, but then fell to 1.1 million in 2004, represent-
ing a loss of about 200,000 jobs (data from Banco de México, www.banxico.gob.mx).

Mexico’s economic growth and prosperity are of vital importance to the United
States for many reasons. The flood of Mexican immigrants into the United States,
which is now causing a great deal of political controversy, will not abate unless and
until Mexico can provide enough jobs for its people at wages closer to U.S. levels.
No amount of border closures or enforcement of immigration restrictions can over-
turn the basic economic logic that drives migrants who are desperate for work and
a decent standard of living. Moreover, Mexico is a test case for American promotion
of free trade agreements. If Mexico does not get the anticipated gains from NAFTA
on a persistent basis, other Latin American nations and nations in other developing
regions are bound to notice. And most importantly, a stable and democratic neighbor
on the United States’ southern border is clearly in the national interest. Economic
prosperity is vital to Mexico’s stability and to the success of its recent conversion
to a multi-party democracy.

In promoting NAFTA, both Presidents Bush and Clinton promised the U.S. people
in the early 1990s that a prosperous Mexico would be a buoyant market for U.S.
exports. Although U.S. exports to Mexico have grown more slowly than U.S. imports
from Mexico since the adoption of NAFTA in 1994, resulting in rising U.S.-Mexican
trade deficits, trade with Mexico remains relatively more of a two-way street than
trade with most other countries—especially China. As of 2004, the ratio of U.S. im-
ports to exports was only 1.4:1 with Mexico, compared with 5.7:1 with China (data
from U.S. Department of Commerce, Bureau of Economic Analysis, www.bea.gov).
U.S. imports from Mexico are more likely to be products assembled with relatively
large amounts of U.S.-produced parts and components, as well as using U.S.-pro-
duced capital goods, while imports from China are more likely to be produced using
inputs (parts, components, and capital equipment) either produced in China or im-
ported from other Asian nations.

But just as Mexico’s gains in the U.S. market have been eroding, so too have U.S.
gains in the Mexican market. After NAFTA went into effect, the U.S. share of Mexi-
can imports averaged about 74-75 percent during the late 1990s, but that share
plummeted to only 56 percent by 2004—a loss that is primarily accounted for by
a corresponding rise in the Asian share, which in turn is mostly due to imports from
China (data from Banco de México, www.banxico.gob.mx). Thus, not only is China
crowding Mexico out of U.S. markets for consumer goods and inhibiting the growth
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of Mexican manufactured exports, but also China is displacing the United States as
a source of Mexican imports. Of course, many U.S. firms are happily (and profitably)
investing in Mexico, but some—such as the ever more present Wal-Mart—are stock-
ing their Mexican shelves with Chinese imports rather than North American prod-
ucts. The result is that more and more manufacturing jobs are being created in
China, not in Mexico or the United States.

The Impact of China’s Currency Undervaluation

China’s emergence as an export powerhouse owes much to its fundamental
strengths, as discussed earlier. But a key element in its phenomenal export growth
in the last several years has been the persistent undervaluation of the Chinese yuan
and the extraordinary exchange rate manipulation required to maintain it. To put
Chinese currency policy into perspective, one has to bear in mind that the United
States has a large overall trade deficit, currently about 6 percent of GDP, that the
largest bilateral trade deficit is with China (China accounted for 24 percent of the
entire U.S. trade deficit in 2004), and that the dollar has been falling against most
currencies since it peaked in February 2002—largely as a result of international in-
vestors’ fears that the growing trade deficit is unsustainable. In this situation, Chi-
na’s maintenance of a fixed exchange rate with the dollar in the last few years,
while the dollar has generally been sinking on global currency markets, has only
been possible through the accumulation of enormous reserves of U.S. dollars (largely
in the form of U.S. Treasury bills). China’s official purchases of dollar assets artifi-
cially prop up the value of the dollar and correspondingly depress the value of the
yuan, relative to a market equilibrium exchange rate. These purchases, which began
to increase during the 1990s, have accelerated since 2002. In the three years since
the dollar’s peak (February 2002-February 2005), China has tripled its foreign ex-
change reserves (from $217.4 billion to $642.6 billion) by buying dollar reserves at
an average rate of nearly $12 billion per month (data from International Monetary
Fund, International Financial Statistics, on-line version).

China’s ability to prevent a currency realignment with the dollar is all the more
astounding given how much the dollar has fallen relative to other currencies (see
Figure 2). While the dollar had virtually a zero change with the Chinese yuan from
February 2002—-April 2005, the dollar lost nearly one-third of its value compared to
the euro, one-quarter of its value relative to the British pound, one-fifth of its value
compared to the Japanese yen (in spite of massive currency market intervention by
Japan, without which the dollar would have fallen even more relative to the yen),
and similar amounts relative to most floating rate currencies (see Figure 2). This
failure of the yuan to adjust along with other currencies has given China a substan-
tial edge in the U.S. market as other currencies have appreciated, and has been a
major factor in why the depreciation of the dollar has not made more of a dent in
the U.S. trade deficit to date.

However, there are some implications of China’s exchange rate manipulation that
have not been as widely noticed. First, given that the yuan is pegged to the dollar
and the dollar has been falling relative to so many other currencies, the yuan has
depreciated substantially relative to those other currencies, which has contributed
to improving China’s trade balance with the rest of the world (i.e., non-U.S. coun-
tries). In other words, China has taken advantage of the dollar’s decline to increase
its competitive advantages in other global markets outside the United States. Sec-
ond, China’s role as a major competitor in export markets for manufactured prod-
ucts implies that its unwillingness to let its currency adjust puts strong pressure
on competing developing nations not to let their currencies adjust either (or at least,
not as much as the industrialized country currencies have adjusted). As Figure 2
shows, certain other East and Southeast Asian currencies have also remained fixed
since February 2002 (the Hong Kong dollar and Malaysian ringgit), while several
others (for example, the Singapore dollar, Thai baht, and Taiwanese dollar) have ap-
preciated by much less than the major currencies of the industrialized nations (such
as the euro, British pound, Canadian dollar, and Japanese yen).

The result is that, on a trade-weighted, inflation-adjusted basis, the average value
of the dollar with all currencies has fallen by only 14 percent, not nearly enough
to reverse the 34 percent appreciation that the dollar experienced overall between
mid-1995 and early 2002 (see Blecker, 2003c). This in turn is another reason for the
failure of the U.S. trade deficit to decline in response to the dollar’s fall, since the
dollar is falling more with countries (for example, European nations) where the def-
icit is smaller rather than with the Asian countries including China where the def-
icit is much larger, and the average depreciation is still relatively small.

In my own research, I have quantified the damage done to the U.S. manufac-
turing sector by the prolonged overvaluation of the dollar in the late 1990s and
early 2000s (see Blecker 2004, which updates earlier estimates in Blecker 2003b).
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Using two alternative models of profits and investment in the U.S. domestic manu-
facturing sector, I have obtained a range of estimates of how much this sector lost
as a result of the dollar’s appreciation between 1995 and 2002 (using annual data,
which provides a more conservative picture compared with the monthly exchange
rate data cited above). In the first set of estimates, I found that the net income of
the U.S. manufacturing sector was reduced by $77.8 billion and investment spend-
ing was reduced by $51.7 billion (or 29.7 percent of its 2001 level), compared to what
they would have been if the dollar had stayed at its 1995 value. In the alternative
estimates, I found that the cashflow of domestic manufacturing corporations was re-
duced by $31.9 billion and investment spending was reduced by $68.5 billion (or
39.3 percent of its 2001 level), again compared to what they would have been if the
dollar had not appreciated after 1995. I expect that these estimates will be in-
creased when I am able to use newly released data for manufacturing sector invest-
ment in 2002 and 2003 from the Bureau of Economic Analysis to revise my econo-
metric analysis (the present estimates were based on a sample period that ended
in 2001 due to data limitations, but with the coefficient estimates applied to the ac-
tual increase in the value of the dollar from 1995-2002).

This systematic disinvestment in the U.S. manufacturing sector that was caused
by the dollar’s overvaluation was a major cause of the loss of nearly 3 million jobs
in that sector since the late 1990s. Furthermore, this disinvestment has crippled the
ability of U.S. manufacturing producers sector to respond to the current depreciation
of the dollar by reviving domestic production in the short run. So much manufac-
turing capacity was shut down in the United States and relocated overseas during
the prolonged period of dollar overvaluation in the late 1990s and early 2000s that
the short-run benefits of the dollar’s recent depreciation have been limited. In many
lines of production, there is simply no longer adequate domestic capacity to replace
goods that are now imported or “outsourced.” As a result of the chronic over-
valuation of the dollar since the late 1990s along with other global developments,
the U.S. manufacturing sector has adjusted by becoming more and more dependent
on imports of vital inputs—parts and components—as well as for entire product
lines of finished consumer goods (see Campa and Goldberg, 1999). In the long run,
a lower dollar should eventually encourage the restoration of domestic manufac-
turing capacity, most likely in new industries or products or with new technologies.
But the dollar would have to move substantially lower and stay there for a signifi-
cant period of time for that to happen, and it cannot happen if the country that ac-
counts for the largest part of the U.S. trade deficit keeps its currency fixed.

China’s exchange rate policy is not the only cause of these negative effects of the
high dollar on U.S. manufacturing, but it is by far the largest single cause, and the
one that is most resistant to making the adjustments that are necessary to restore
more balanced and sustainable trade relations in the global economy. In particular,
China’s currency market intervention is by far the largest reason why the average
value of the dollar relative to all currencies has fallen so little compared with the
dollar’s fall versus the major floating rate currencies, as shown in Figure 2.

Conclusions and Policy Recommendations

In this short space it is not possible to address the many complexities of the U.S.-
Chinese relationship, which obviously includes many security and foreign policy con-
cerns that go beyond the economic issues discussed here. Moreover, it is important
to recognize that China is destined to become a great economic power, and we have
neither the ability to prevent this nor an interest in doing so. In the economic do-
main, what we need to do is to convince the Chinese that we need more of a mutual
partnership, rather than an antagonistic relationship based to a significant extent
on the “new mercantilist” policy approach described earlier. Furthermore, it is vital
to emphasize that the Chinese people will benefit more from their country’s eco-
nomic progress if they are able to increase their standard of living by capturing
more of the gains from their rising productivity in the form of increased real wages
and consumer well-being. Thus, a transition from low wages and an undervalued
currency to higher wages, a more realistic exchange rate, and greater reliance on
internal markets instead of export markets is in China’s own interest. It is also in
the United States’ interest, if China is ever to become the large market for U.S.
products that it potentially could be, but has not been up to the present time.

In the present situation, however, the most important economic issue on which
to focus is China’s exchange rate manipulation. Not only the United States, but also
many other countries around the globe, near and far, would benefit from China al-
lowing the yuan to appreciate. The Bush Administration has approached this issue
largely by urging China to liberalize its financial markets and float the yuan. China
has resisted, arguing (with considerable justification) that this cannot be done with-
out long-term reform of its domestic financial system, and that to open up its finan-
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cial markets prematurely would risk destabilizing capital inflows of the type that
sparked the Asian financial crisis in the 1990s. But this is putting the cart before
the horse. We need to separate the issue of the value of the yuan from the issue
of whether it has a flexible or fixed exchange rate, as well as from the even thornier
issues of opening up China’s financial markets and reforming its domestic financial
system. China can continue to peg its exchange rate if it wants to, but it must ad-
just the peg so as to substantially revalue the yuan. U.S. policymakers should be
focused on coaxing China to make a significant revaluation of its currency, while
leaving the method of doing so (i.e., adjusting the peg or floating the currency) up
to Chinese policymakers. There is no reason to wait for long-run policy reforms that
could take decades to enact before making a relatively simple adjustment that is
vitally necessary for rectifying the current asymmetries in the global trading sys-
tem.
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Vice Chairman ROBINSON. Thank you, Professor Blecker. We're
intrigued that, in effect, you are predicting a bubble of a sort on
export-led growth. If everybody is in that game, it’s not sustainable
for many of the reasons we’ve heard today. I think that your anal-
ysis on the U.S.-Mexico front is very illuminating and emblematic
of many of the issues that we face. Obviously we have an abiding
interest in the currency manipulation issue and I think you took
that on very well.
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Thank you. Dr. Overholt, please.

STATEMENT OF WILLIAM H. OVERHOLT
ASIA POLICY CHAIR
DIRECTOR, CENTER FOR ASIA PACIFIC POLICY
THE RAND CORPORATION, SANTA MONICA, CALIFORNIA

Dr. OVERHOLT. Thank you very much. I'm honored to be invited
to testify to you. Before I make my remarks, I'd just like to say I
thought that in the first panel, the Commissioners asked very good
questions, especially Commissioner Bartholomew, about factor mo-
bility and cheating, and I thought the answers you got didn’t ad-
dress the issue or the facts of the situation adequately.

It would be nice if we could get back to those. If we can’t, I may
ask your permission to submit a one-page comment for the record.

On the impact of China on globalization, I'd like to address five
issues. One, the degree of the turnaround that’s happened in
China. Two, the extent of globalization; the success of Chinese
globalization from their point of view; the impact of globalization;
and then I would like to tie the economics to the foreign policy im-
plications for the United States, which you’ve been emphasizing as
what your panel is all about.

First, the degree of turnaround. China was the greatest opponent
of global stability, and of all the major institutions our country de-
voted itself to creating before and after World War II. It was desta-
bilizing all of its neighbors, and subversion even extended into our
own universities.

And this came about because of a situation where for two cen-
turies China was weak and divided. This had two consequences.
One was that were a giant geo-political vacuum that sucked in
world conflicts. Had China been coherent, stable and prosperous in
the 20th century, they would have been able to deter or defeat Jap-
anese aggression. We would never have had Pearl Harbor or World
War II1.

We would have had European War II, and in many ways, we
would have had European War I. Much of what made the 20th cen-
tury, in terms of casualties, one of the most awful centuries in
world history, and the great cost of that for us as a country came
from China’s weakness and division. If they had been then where
they are today, we wouldn’t have had those terrible costs.

Second, over a period of two centuries, China had tried every-
thing to restore its old prosperity and unity. It tried empire and
warlords and republic and various forms of capitalism and social-
ism. They even had some elections. Nothing worked.

Their frustration over this culminated in the cultural despair of
the Cultural Revolution. This was a great civilization convinced
that the deck was stacked against it. Nothing it could do, they be-
lieved, short of tearing down the world order, would provide a basis
for restoring a decent life for their people.

All that changed after 1979. What we had coming without Chi-
na’s reforms was the equivalent of dozens of wars on terror. In fact,
what China was already doing in the ’60s and ’70s was more dis-
ruptive than the war on terror has been around the world. And
that all changed. It changed as a result of China’s return of pros-
perity.
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What is the extent of globalization? Well, China is now a much
more open economy than Japan. Trade in China constitutes the
equivalent of 70 percent of their economy, 24 percent of Japan’s.
Japan is suppressed even compared with us.

Foreign direct investment into China last year was $60 billion
compared with $20 billion into a Japan that is a much bigger econ-
omy and is going through a phase of problems and consolidation
that should attract completely disproportionate foreign investment.
And I have to add that China abandoned export-led growth in the
late ’90s, and we’ve heard repeatedly that phrase misused.

Export-led growth means that growth is coming from an increase
in net exports. Now, this year, they’re having a little bit of that,
but over the previous five years, exports, net exports, defined as ex-
ports minus imports, didn’t grow significantly. Unlike Japan, which
we started asking to make that shift in the late ’70s, China made
that shift.

The more important thing is institutional globalization. China
has been doing what Japan did from the middle of the 19th century
on. In that early Meiji era, Japan sent missions around the world
looking for best practice, and they said we’ll have a British Navy
and we’ll have a German education system, and so on, and that
was the basis of the great takeoff of Japan.

Japan has forgotten how to do that. But China is doing it much
more than Japan did. So we're seeing Western accounting systems,
we're seeing Western corporate management systems, we're seeing
securities laws drawn from the United States, the UK and Hong
Kong. We're seeing China import Taiwan rules for foreign portfolio
investment. They've got a central bank structure now that’s mod-
eled on the U.S. Federal Reserve. They've drawn their military pro-
curement system from France. Much more fundamental are large
concepts they’ve decided to borrow: the rule of law; the idea that
competition is a good thing; the English language. Every Chinese
student has to take seven years of English before graduating from
college. They’ve sent their elite students all over the world in much
the way that the Romans turned the education of their kids over
to the Greeks. I think that’s the only comparable time in history.
But the Greeks had to come to the Romans. The Chinese go to Har-
vard. This has led to extraordinary success for China. Never in
world history have workers’ wages and working conditions risen so
fast for so many people. There is nothing comparable anywhere in
world history.

Just take one other example: Housing. At the beginning of the
reform era, virtually no Chinese owned their own residences.
Today, the home ownership is about the same as it is in our coun-
try. And this is why globalization has such strong support inside
China. This is why they can go on with these extremely painful re-
forms. Let me emphasize just how much pain there has been asso-
ciated with this change. The state enterprise employment ten years
ago was 110 million people; now it’s 66 million. That’s a downward
shift of 54 million. Manufacturing jobs have gone from over 54 mil-
lion to under 30 million. China has lost 25 million jobs in the man-
ufacturing sector. Even that doesn’t express the full degree of social
change. A couple years ago, they had 125 car companies. In a few
years, they’ll have between three and six.
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The consolidation forced on them by WTO agreements has been
something we couldn’t even imagine happening in our country.

What has the impact of all this been on the world? Well, first,
radical movements collapsed all over the world because of—the
combination of the Soviet Union going down and what happened
earlier—China’s shift away from Maoist radicalism, which was
more important in Latin America and Africa, because these
insurgencies were Maoist insurgencies. They just disappeared all
over the world when China changed.

There’s been enormous emulation of China’s successes, most no-
tably in India. The combination of a 1991 foreign exchange squeeze
and seeing how well the Chinese were doing with globalization is
what motivated India to make the changes that have doubled In-
dia’s growth rate: deregulation, competition, openness. One of the
crucial things about the Chinese model is an openness to foreign
direct investment that was never tolerated by Japan and South
Korea or Latin American countries. With balanced equity and bank
loans, which is what you have in China, as compared with just tak-
ing loans in Japan and Latin America, a lot of good things happen.
It’s more efficient, just like a company that relies on equity as well
as debt. So everybody in the world has to compete with that bal-
ance, and that’s opening up countries all over the world to foreign
direct investment, heavily from us.

Those countries grow faster; those countries are going to have
fewer financial crises. And our companies have more opportunities
all over the world. A few years ago, it was assumed that Chinese
success would suck away trade and investment from its neighbors.
We now have the numbers. All of China’s neighbors that have im-
proved conditions for foreign direct investment have received an
absolute explosion. China has benefited foreign direct investment
to them—if you look at Japan, at Korea, at India. Same with trade.
Trade has expanded dramatically, and in fact when the world had
a downturn a few years ago, it was China that saved the neighbors,
and this has had tremendous foreign policy consequences because
they’re grateful.

Above all, the Japanese recovery was a result of increased Chi-
nese demand. Japan was right at the tipping point. It almost went
down.It would have taken all of Asia and maybe the world down
with it if it had gone down. And the Japanese were very conscious
of that, and by the way, that’s why they oppose our policy on Chi-
nese currency revaluation.

A few comments about the geopolitical consequences. Unlike the
former Soviet Union and unlike Maoist China, the Chinese are not
trying to change the way we organize our lives or other countries
do. And their success does not mean theyre going to take over the
world.

They have extraordinary problems. They have an equivalent of
the population of the United States moving into their cities every
generation. They have the worst banks in the world. They have the
worst employment problems that the world has ever seen. And by
2020, we’re not going to see China taking over the world. We're
going to see the country in the world that has the worst ratio of
workers to non-workers of any country in the world, worse than
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Japan. It’s going to be magical if they find a way to avoid just hit-
ting a wall in a mere 15 years.

So, what are the big geopolitical consequences for us? Our foreign
policy after World War II was to suck as many countries as pos-
sible into this network of institutions, IMF, World Bank, the
GATT, WTO—as possible. This is a tremendous triumph for that
policy.

We never imagined we would be that successful. We avoided the
kind of vacuum that we had in the 20th century. The further Asian
development that China is stimulating inhibits the kind of despair
that we’re seeing in the Middle East and that we saw earlier in
places like Cambodia and Indonesia, and thereby averts spread of
terrorism.

I'll just close with a note that China fever today reminds me of
Japan fever 20 years ago. My first boss was Herman Kahn. The
Japanese always used to come to him and say, when we get up to
where you are, youre going to put us down; aren’t you? And Her-
man would turn around and say, “You don’t understand Americans.
We won’t attack you. We’'ll take credit for all your successes.”

And I would argue that success for U.S.-China policy is turning
China into a Japan. But expressing fright every time they make a
technological advance is not the appropriate response. When they
get richer, and it’s going to take them a long, long time, it’s going
to turn into a division of labor like that between us and the Japa-
nese. They’re good at cars; we're good at software. There is no such
thing as a country that has a comparative advantage in everything.

Thank you.

[The statement follows:]

Prepared Statement of William H. Overholt!
Asia Policy Chair
Director, Center for Asia Pacific Policy
The RAND Corporation, Santa Monica, California

China and Globalization

Summary

China has transformed itself from the world’s greatest opponent of globalization,
and greatest disrupter of the global institutions we created, into a committed mem-
ber of those institutions and advocate of globalization. It is now a far more open
economy than Japan and it is globalizing its institutions to a degree not seen in a
big country since Meiji Japan. Adoption of the rule of law, of commitment to com-
petition, of widespread use of English, of foreign education, and of many foreign
laws and institutions are not just updating Chinese institutions but transforming
Chinese civilization.

All of China’s economic successes are associated with liberalization and globaliza-
tion, and each aspect of globalization has brought China further successes. Never
in world history have so many workers improved their standards of living so rap-
idly. Thus popular support for globalization is greater than in Japan, where postwar
recovery occurred in a highly managed economy, or with the former Soviet Union,
where shock therapy traumatized society. In consequence, China has effectively be-

1The opinions and conclusions expressed in this testimony are the author’s alone and should
not be interpreted as representing those of RAND or any of the sponsors of its research. This
product is part of the RAND Corporation testimony series. RAND testimonies record testimony
presented by RAND associates to Federal, state, or local legislative committees; government-ap-
pointed commissions and panels; and private review and oversight bodies. The RAND Corpora-
tion is a nonprofit research organization providing objective analysis and effective solutions that
address the challenges facing the public and private sectors around the world. RAND’s publica-
tions do not necessarily reflect the opinions of its research clients and sponsors. RAND® is a
registered trademark.
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come an ally of U.S. and Southeast Asian promotion of freer trade and investment
than is acceptable to Japan, India and Brazil.

Nonetheless, rapid Chinese globalization has required stressful adjustments. State
enterprise employment has declined by 44 million. China has lost 25 million manu-
facturing jobs. 125 car companies are expected to consolidate rapidly into 3 to 6.

China’s globalization successes are profoundly influencing its neighbors. India has
learned from China the advantages of a more open economy. Asians schooled in an-
tipathy to foreign investment and Latin Americans with protectionist traditions are
going to have to be more open to foreign investment and less dependent on loans
in order to compete with China. This will transform third world strategies of devel-
opment and create broader global opportunities for our companies.

Contrary to early fears, China’s rise has stimulated neighbors’ trade and foreign
investment rather than depriving them. Indeed China’s recent growth spurt revived
Japan’s economy and saved key neighbors from recession, possibly averting a dan-
gerous global downturn.

Chinese growth has brought American companies new markets. The flow of prof-
its from China to the U.S. is as disproportionate as the flow of goods. Inexpensive
products have substantially improved the living standards of poorer Americans. In-
expensive Chinese goods and Chinese financing of our deficit have kept U.S. infla-
tion and interest rates down and prolonged our economic booms. At the same time,
it has caused trade deficits and social adjustments. Chinese misappropriation of in-
tellectual property creates losses for many of our companies. A manic construction
and transportation boom has raised global raw materials prices, to the great benefit
of producers and a great cost to consumers.

China’s success is one of the most important developments of modern history, but
projecting from current growth to Chinese global dominance or threats to our way
of life is just wrong. Unlike the old Soviet Union, reformist China does not seek to
alter any other country’s way of life. Its economy faces world history’s most severe
combination of banking, urbanization and employment challenges, and by 2020 a de-
mographic squeeze that will have few workers supporting many dependents. The
best outcome for us would be a China that is eventually like Japan, prosperous, win-
ning in some sectors, losing in others. Signs that China is making rapid progress
in that direction should be welcomed, not feared.

China and Globalization

Before reform, China was the world’s most important opponent of globalization.
It had an autarkic economy. It opposed the global economic order. It opposed the
global political order and the major global institutions such as the IMF and the
World Bank. It believed that global disorder was a good thing, and under Mao
Zedong it actively promoted disorder throughout the world, including promotion of
insurgencies in most of China’s neighbors, in much of Africa and Latin America, and
even in our universities.

Accompanying foreign policy disaffection was domestic cultural despair on a scale
the world has seldom witnessed. In the Cultural Revolution, 1966-1976, China’s
students and others, under the guidance of Mao Zedong’s peasant chiliasm, humili-
ated a majority of senior government and party leaders, attacked the country’s
major educational, social and political institutions, destroyed much of China’s cul-
tural heritage, and in general tried to smash the country’s establishment.

For two centuries Chinese had tried a range of ways—socialism, capitalism, em-
pire, republic, warlords, religious fundamentalism, and others. All failed. Alienation
was so severe that, along with students, much of the country accepted that the
world economic and political order, and the Chinese economic and political order,
were so stacked against them that any path to success had to start with destruction
of the existing order.

The Cultural Revolution was actually just one small episode in the problems that
Chinese impoverishment and political division created for the world and specifically
for us. Had China been prosperous and unified throughout the twentieth century,
we would have had European War II rather than World War II and World War I
would have been quite different. China would have been able to deter or defeat Jap-
anese aggression. The cost of those conflicts to the U.S. would have been radically
smaller because Pearl Harbor and much else would not have happened. We and the
world, not to speak of a billion Chinese citizens, have paid a horrible price, over
more than a century, for China’s weakness. The world needs a healthy China.

Because of China’s successful globalization we no longer have such problems.
China is no longer a vacuum that sucks the world’s great powers into gigantic con-
flicts. China no longer sponsors insurgencies in Southeast Asia and Africa and Latin
America. China no longer seeks to undermine the global financial institutions. We
obtain benefits from a China that supports stable capitalist democracy in Thailand
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and the Philippines; that joins the IMF, World Bank, and WTO; and that counsels
its neighbors about the benefits of political stability, free trade, and free investment.

From the beginning of the Cold War, it has been the central tenet of U.S. foreign
policy that, if we could engage as much of the world as possible in successful eco-
nomic growth, through domestic reform and what came later to be called globaliza-
tion, we could stabilize Europe and Asia, win the Cold War, and create a stable
global order. Our military protected this process, but from the Marshall Plan to our
aid missions in Asia and Africa, the core long-run strategy of our country has been
to engage the world and stabilize it by enmeshing other countries in a web of insti-
tutions and successful economic practices that constitute the kind of world we want.

This strategy has proved to be one of the most successful geopolitical strategies
in human history, so much so that it has entangled our former enemies as well as
our allies in the web we wove. Throughout, it has stimulated many controversies,
and occasional waves of fear in this country. Key industries, including especially
textiles and shoes, have successively opposed liberal trade with Japan, South Korea,
Taiwan, Southeast Asia, China and Latin America. We had a wave of panic over
whether Japan was going to take over all manufacturing and buy all our most im-
portant assets; after all, if they could triumph in steel, cars, and televisions, and
buy Rockefeller Center, wasn’t everything in our economy at risk? Elsewhere,
weren’t we sponsoring horrible dictatorships by encouraging the development of Tai-
wan and South Korea? Each time, our fears have proved excessive, and each time
our strategy triumphed. The results have been good for our security, good for our
prosperity, good for political liberalization overseas, and good for the people of our
trading partners. Our concerns about China are the same.

China’s Globalization

What we never expected from our strategy was that it would entice our former
adversaries, including China, into our web of economic institutions and our commit-
ment to geopolitical stability.

Although joining late, China has joined the globalized system much more enthu-
siastically than Japan. China’s economy is much more open than Japan. China’s
trade in 2004 was equal to 70% of its GDP, Japan’s to 24%. China received $60.6
billion of foreign direct investment in 2004, while Japan, with an economy several
times larger and in a phase of restructuring that should have attracted dispropor-
tionate foreign investment, received only $20.1 billion.

China’s globalization is not confined to opening the economy but more importantly
to globalization of institutions. Here the development strategy of contemporary
China bears a striking resemblance to that of early Meiji (mid-nineteenth century)
Japan, when the Japanese government was sending missions around the world to
choose for emulation the best foreign navy (Britain), the best foreign education sys-
tem (Germany), and so forth. In the intervening century and a half, Japanese prac-
tice has become more inward-looking, while China has evolved from Qing defensive-
ness and Maoist peasant xenophobia to an assimilative cosmopolitanism.

Today China is the country that sends missions throughout the world seeking best
practice. It adapts not just foreign technology and foreign corporate management
techniques but also a wide variety of foreign institutions and practices: international
accounting standards; British, U.S. and Hong Kong securities laws; French military
acquisition systems; a central bank structure modeled on the U.S. Federal Reserve
Bank; Taiwan-style regulations for foreign portfolio investment; an economic de-
velopment strategy adapted from South Korea, Singapore and Taiwan; and many
others. Among the most important of these changes are the decision to adopt the
Western concept of rule of law; adoption of competition as a centrally important eco-
nomic practice; and adoption of English language as virtually a second language for
the educated Chinese population. Today I can lecture in Peking University and
interview senior officials in Beijing and Shanghai without a translator. Perhaps
most importantly, China has sent its elite youth abroad for education in an exercise
of internationalism comparable to the Romans turning over their children to the
Greeks.

Of course, such changes occur gradually; you can’t instantly introduce Western ac-
counting or Western law in a country that starts with no professional accountants
or lawyers. But the changes are startlingly fast compared with what other countries
do. More importantly, these are not technical adaptations in the manner of the old
dynastic efforts to pursue “Western technology, Chinese culture.” These are trans-
formative processes that in cases like rule of law and promotion of competition repu-
diate core aspects of traditional Chinese civilization that go back for millennia.

China is also experiencing globalization of tastes. The exposure of the Chinese
population to foreign brands has been incorporating them into global culture. To
take one example, I spent many months studying the Chinese car industry. One of
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the questions we were asked was whether China might develop indigenous car mod-
els in a closed-off market like that of South Korea in the 1970s and 1980s. What
we discovered was that the Chinese people have been so much more exposed to
global culture than South Koreans of a generation ago that no car could succeed in
China unless it incorporated global designs and prestigious foreign technologies. Ten
to thirty years ago, when South Korea was at a phase of car industry development
more comparable to China today, one virtually never saw a European or American
car on the road, and they are still very rare today. But in China the roads are
packed with Volkswagens and Buicks.

China has come to believe in globalization more than most third world countries
and many first world countries. China’s successes have all coincided with “reform
and opening,” that is, with globalization. In contrast, Japan’s and South Korea’s suc-
cesses occurred in an era when, although they were globalizing, they employed far
stricter controls on trade, foreign investment, and domestic economic activity than
today’s China.

Globalization has required extremely painful adjustments by China. Employment
in the state enterprises has declined from 110 million at the end of 1995 to 66 mil-
lion in March 2005. Those who think there has been a simple transfer of U.S. manu-
facturing jobs to China will be surprised to know that manufacturing jobs in China
have declined from over 54 million in 1994 to under 30 million today. Even these
striking numbers understate the adjustments China has had to accept due to greater
competition and lately from WTO membership. For instance, while employment in
the car industry has remained relatively constant, the number of car manufacturers
is expected to decline from 125 at the peak to somewhere between three and six.
Meanwhile, foreign joint ventures have come to dominate much of the market.

It is hard to overstate the social adjustment Chinese are experiencing. But be-
cause China has been willing to accept such adjustments, no large country in
human history has ever experienced such rapid improvements in living standards
and working conditions. When reform began, workers in Shanghai all wore the same
clothes, looked tired and listless, and seldom owned basic appliances like televisions
or even watches. In the countryside malnutrition was widespread. Today Shanghai
workers wear colorful clothes and look confident and energetic. Today the average
Chinese family owns slightly more than one television. Malnutrition has vanished.
As a result, Chinese overwhelmingly support further globalization.

China’s Globalization and Other Countries

China’s globalization has of course strongly influenced other countries too. The
most important impact has been on India’s economic policy and performance. Since
independence India’s economy had been hobbled by extremely protectionist trade
policies, an antagonistic stance toward foreign direct investment, and a remarkable
network of domestic socialist economic controls called the license raj, combined with
strong foreign economic and political ties to the old Soviet Union. A 1991 foreign
exchange squeeze and neighboring China’s success shocked India and also showed
that abandoning the old hostility to globalization could lead to prosperity. While
India started later than China and moved more slowly, India’s economic growth
rates have doubled. The number of people in absolute poverty has declined sharply.
Exports have boomed and foreign exchange reserves are ample for the first time in
modern history. Visit India today, as I did last month, and you find the kind of hope
and confidence and energy that once seemed confined to East Asia.

As happened earlier with China, India’s newfound economic dynamism has shifted
the balance of leaders’ priorities from conflictful geopolitical goals to mutual
economic interests. India’s relations with its neighbors, sometimes including even
Pakistan, and most notably with both China and ourselves, are much better than
previously. Indeed, Indian-Chinese relations are better than at any time since the
conflicts of the 1960s, and India’s business community has shifted from terror about
competition with China to confidence in India’s competitive advantages and even
some celebration of India’s recent trade surplus with China.

China’s influence on India’s economic policies is just one example of a much wider
phenomenon that is probably just beginning. Until recently, most of the third world
plus Japan has taken a relatively hostile attitude toward foreign direct investment.
Difficult licensing requirements, high taxes, unfair judicial treatment and a negative
opinion climate have faced direct investors from Japan and South Korea to the Phil-
ippines and Thailand to India, not to mention most of Latin America. Instead of ac-
cepting foreign ownership, countries typically relied on foreign loans (South Korea,
Southeast Asia, Latin America) or domestic loans (Japan), frequently creating an ex-
cessive burden of debt. Thailand imposed very high taxes and then reduced them
for selected foreign investors; Indian groups attacked Kentucky Fried Chicken with
distorted hygiene allegations. Now such tactics are waning.
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The success of China at balancing debt with equity, building upon the previous
successes of Hong Kong, Taiwan and Singapore, is gradually changing the way
much of the world manages economic development. This Chinese influence is going
to be transformative, particularly in Asia. The old pattern has been to avoid depend-
ence on foreign investment by taking domestic and foreign bank loans. Governments
then controlled the development of industry by channeling the bank loans. This
made companies and countries overly dependent on banks, leading to periodic finan-
cial crises. It gave governments too much control over industries, encouraging mis-
management and corruption. It gave unfair advantages to large, politically favored
companies over smaller companies and foreign companies. Importantly for us, it lim-
ited the opportunities for our own companies. Now competition with China will force
most companies to open themselves to foreign investment. American companies will
benefit not just in China but throughout the world.

At the beginning of this decade, there were widespread fears that China’s success
would suck the trade and investment away from its Asian neighbors, impoverishing
them. In the event, the opposite has happened. Wherever rules have been changed
to welcome foreign direct investment, as in India, South Korea, and Japan, such in-
vestment has boomed. China has taught others to attract foreign investment, and
in response the total pool of foreign investment has greatly expanded.

Amid the global slowdown following the tech bust, countries like South Korea and
the Philippines found themselves saved from recession by Chinese demand. Most
importantly, Chinese demand provided the stimulus that lifted Japan out of reces-
sion. It is difficult to overstate the risk the world economy faced from the Japanese
situation, where mountainous debt created the risk of a domino-like collapse inside
Japan and subsequent rippling collapses around the world. That risk seems to have
passed, helped by a critical margin of stimulus from China. Few books are written
about global depressions that never happened, but it is quite possible that China’s
globalization saved us from beginning the new century with a drastic global eco-
nomic squeeze.

Many other peoples have benefited from Chinese demand that rose just as the
world economy was slowing. Raw materials producers had become inured to terms
of trade that deteriorated inexorably year after year. Suddenly our ally Australia
found that its terms of trade have improved to the best in its entire history, largely
because of Chinese demand. Many of the world’s poorest countries, including Laos,
Papua New Guinea, and much of Africa, benefited just when they needed it most.
No aid programs, no IMF gold sales could have come close to providing the improved
livelihoods that resulted from increasing, sustained demand for their products.

In short, the most important results of China’s rise are the same as the results
for the world of America’s rise or of the recoveries of Japan and Europe: you are
always better off with a rich neighbor than with a denizen of the slums.

Benefits and Costs for the U.S.

China’s globalization has had numerous impacts on the U.S. Most obviously,
China has become a vast market for U.S. goods. Arguments that this is a mythic
“China Dream” have proved false. Coca Cola has long since surpassed the fabled
goal of selling a billion Cokes. General Motors, once ridiculed by the China Dream
theory, sells many Buicks in China, and, despite a current cyclical pause, profits
from China have been a critical margin for GM during a difficult time. We gain from
billions of dollars of profits remitted back to our country and from the improved
health of our most successful companies as they compete against other foreign com-
panies.

Lower prices for basic goods have contributed significantly to American standards
of living, particularly for our less prosperous citizens. While we do not yet have de-
finitive studies, indications are that lower-income Americans achieve improvements
in their standards of living of perhaps 5% to 10% as a result of being able to buy
lower-priced imports from China. That impact is undoubtedly expanded by the fact
that competition from China drives other countries to produce less expensive goods
for our consumption.

Inexpensive Chinese goods have kept down our inflation rates and enabled us to
prolong the upswings of our business cycles because the Fed doesn’t have to raise
interest rates so quickly in order to slow inflation. Similarly, Chinese purchases of
U.S. Treasury bonds have helped to finance our budget deficits. Without those Chi-
nese purchases we would either have to raise interest rates, slowing our growth, or
we would have to run comparable trade deficits with other countries so that they
could buy our bonds.

We are just beginning to see another layer of benefits. The Chinese are beginning
to invest here. Haier is now manufacturing refrigerators in this country. When Chi-
na’s Lenovo bought IBM’s personal computer business, it saved jobs in a moribund
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division, freed IBM to move up into higher-tech markets, and helped finance that
IBM move up. So far, this trend is small, but it will grow quickly. China’s goal for
this year is to spend $30—40 billion buying resource and distribution companies.

We also benefit indirectly from China’s boost to foreign economies like Japan and
Australia. Having a prosperous partner is invaluable to the U.S. economy. We spent
the 1980s fretting about Japan taking over the world, but we spent the 1990s wor-
rying that Japan wasn’t doing its share to boost global growth. Those who worry
about China’s success would have far more to worry about if China’s growth slowed
drastically.

Adjustment Problems

China’s globalization and growth also cause stresses for us. Some of these are po-
litically eternal but economically and strategically tired. As countries get rich, the
manufacture of textiles, and shoes, furniture and basic consumer electronics mostly
migrates elsewhere. The manufacture of socks migrated from here to Japan, from
Japan to South Korea and Taiwan, and thence to Southeast Asia and now China.
That adjustment will continue. It has been gradual over many decades. We have
had ten years to get ready for the current round of textile adjustments. We knew
what was coming and we agreed to it, in return for China so stressful that they
are virtually beyond Americans’ imagination. Our own adjustments are smaller than
those of virtually any other country.

These adjustments are smaller than we tend to believe, because China gets
blamed for much that it does not cause. Virtually all of our job loss has been caused
by productivity improvements. In fact, productivity gains have been sufficiently
large that we should have experienced more job losses than we have. It is conceiv-
able that our job losses have been smaller than they “should” have been because
China has helped us adapt. We don’t know, because no lobby has been interested
in paying for the research to find out how many jobs have been saved by partial
moves to China decreasing the costs of endangered companies. And China is, of
course, just part of a global readjustment caused by China, India, and the former
Soviet Union joining our economic system.

A more serious policy problem is hyper-competition created by cheap financing in
China. The irrationalities of the Chinese financial system mean that in key sectors
like steel China builds too many factories, and props up too many moribund compa-
nies, causing massive overcapacity. In recent years Chinese financial vagaries have
led to excessive construction and huge demand for steel, aluminum, cement and oth-
ers. For a while this has buoyed the global steel industry, including ours. But it has
also led to construction of so many steel factories in China that soon China will
have half of all world capacity. That means overproduction and eventually a steel
price bust.

This cycle creates problems for our industry, just as our Internet mania and tech
bubble created problems for much of the world. It is fair for us to complain about
such problems. It is fair to pressure the Chinese to reform their financial practices.
It may be fair in some cases to view Chinese bank lending practices as constituting
an inappropriate subsidy. The tone of our complaints and the substance of our poli-
cies needs, however, to reflect three facts. First, the Chinese are trying to reform
their banks and put them on a market basis. Second, our financial vagaries cause
them problems too. Third, the biggest price for their financial mismanagement will
eventually be paid by them, because inappropriate lending eventually makes trou-
bled banks much more troubled. China making steel today looks like Japan buying
Rockefeller Center two decades ago; if you project their excesses indefinitely into the
future, first the Japanese and now the Chinese look as if they are about to take
over everything in the world. But when you look at their underlying finances, you
see a black hole. The Japanese spent the 1990s in their black hole and are still try-
ing to climb out. China will feel the pain of its recent spree for many years. Having
said these things, some excesses may require a policy response by us.

Chinese theft of intellectual property has become a major issue. The IPR problems
presented by China are similar to those presented by other developing countries. In
the 1930s, Japan built cars that were half Ford parts and half GM parts, with
DeSoto styling. In the early days of Japan’s postwar takeoff, a high proportion of
its electronics exports infringed Texas Instruments’ patents. I, like numerous others,
accumulated a library of knockoff books from Taiwan in the 1970s, and Taiwan still
has the best knockoff watches. When I lived in Singapore in 1998, I could get
knockoffs of most Hollywood movies at a six-story building within five minutes’ walk
of my office, and indeed well into the 1990s official U.S. Government briefings cred-
ited Singapore for some 70% of the knockoff computer software in Asia—at a time
when China was getting most of the blame. China’s IPR practices today are not very
different from those of India and Russia. But the scale and efficiency of China, and
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the extent of foreign direct investment in China, make the issue a larger one. In-
deed, the IPR losses caused by Chinese practices are probably on a scale with those
of other major emerging markets, like for instance American youth. It is appropriate
for us to make very strong representations about IPR abuses. It is appropriate for
us to implement policies that punish bad behavior and reward better behavior. It
is also useful to maintain a certain historical perspective.

The other side of the benefits Australia, Africa, Latin America, and other resource
providers (including part of our own economy) have received from Chinese demand
is a rise in prices for consumers, and we are more consumer than producer of raw
materials. For many key materials, the biggest part of recent price rises has been
cyclical. The Chinese mania for steel, aluminum and cement has peaked. In the case
of petroleum, the cumulative increase in demand caused by China, India, Russia,
and other developing countries may soon push against long-run supply constraints.
This may compel us to make new, potentially urgent decisions about conservation,
the kind of energy we use and the degree to which we compete or collaborate with
the other major users. This would have happened eventually even without the rise
of China, but China is certainly accelerating the issue.

Finally, the rise of China raises questions about whether we face a major chal-
lenge to our role in the world or to our way of life. One part of this is easy. We
do not face a challenge to our way of life. Unlike the Soviet Union, and unlike China
under Mao Zedong, reformist China does not seek to change the way we organize
ourselves or the world, but rather to join the world system we have created.

Geopolitical competition raises more complicated issues. Like South Korea, as
China grows it gets stronger. Its military becomes more modern. In one particular
area, the Taiwan Straits, maintaining our dominance will become increasingly dif-
ficult. That is a serious and difficult and legitimate challenge for our military to
cope with. But theories that China is going to take over the world suffer from the
same flaws as theories two decades ago that Japan was going to take over the
world. The Chinese military has to defend 11,000 miles of not-always-friendly bor-
ders, and its growing military is far from excessive for the tasks it faces. Economi-
cally, China is not going to manufacture everything in the world; no country can
have a comparative advantage in everything.

In the medium term China faces daunting challenges. Its banks are the worst in
the world that we know about. In each generation a population about the size of
the United States will move from China’s countryside to its cities. Each year 12—
13 million new workers join the workforce. The impact of productivity on employ-
ment in manufacturing is much more severe than in our country. All these people
need jobs. For a considerable period China’s high growth can be sustained, but only
through heroic reform measures by China’s leaders. If somehow China powers
through these problems, by 2020 its aging population will have the worst ratio of
workers to non-workers of any population in the world, including Japan’s. That is
to say, without some miraculous new policies the Chinese economy may well hit a
wall in that period. In 2020, they will still be a very poor country by our standards.
Even if their success continues until then, they will not be taking over the world.

The emergence of China as a principal advocate of globalization and stability cre-
ates a complex geopolitical situation for us. On issues of free trade and investment,
and on a variety of economic issues like GMO crops, China is our principal ally. On
North Korea, despite differences over tactics, we share the same goal and China is
our only effective partner. On terrorism and crime, China is our principal Asian
ally. We are now in a novel situation where Japan is our military ally and partial
ideological soulmate, but China is effectively our ally on the important political and
economic issues, with Japan either ineffectual or in opposition to us. This is a novel
historical situation.

Where Chinese influence has increased greatly at our expense, other than the
unique situation in the Taiwan Straits, it has been because we and our traditional
allies created a vacuum, not because China has aggressively asserted power. But
there have been important shifts, and we need to be very conscious of them. On the
dangerous North Korean issue, we have been divided at home, and our allies, most
notably South Korea, have disagreed with our tactics. We have demanded that
China play the central role, and China was hesitant to accept the invitation. In
Southeast Asia, we have traditionally earned loyal support by organizing our poli-
cies around a core value of economic growth through liberalization and globalization.
Today we are perceived as having abandoned that priority in favor of a more mili-
tary focus on the war on terror, while China is seen having abandoned its Maoist
geopolitical priorities in favor of a priority for mutual economic development
through multilateral liberalization. Within our economic policies we are seen as hav-
ing abandoned multilateral liberalization in favor of highly politicized bilateral free
trade agreements, while China has become the principal supporter of multilateral-
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ism. China carefully joined ASEAN on trade, rather than asserting its own vision.
Without exception, Southeast Asian (and many other Asian) elites see the 2003
APEC summit as a watershed that marked the U.S. and Chinese reversal of roles.
The result of these Korean and Southeast Asian developments is a sea change in
Asian geopolitics, but we are the ones who made the changes, not China, and we
still can take the initiative if we wish to do so.

We Americans must be very clear about the difference between success and fail-
ure. When our system of institutions and relationships pulls the unstable China of
1870 and the destructive China of 1970 into coherence, prosperity and support of
the major global institutions that we have created, it is success for us, not failure.
In fact, it 1s one of the great successes of history. When we have a prosperous eco-
nomic partner, at the cost of historically minor adjustments, that is success for us,
not failure. Of course, our successes to date provide no absolute assurance that
China will always be friendly or supportive of our institutions. But if we welcome
China’s prosperity, we maximize the chances of an auspicious outcome. If we reject
it, we ensure the worst outcome.

The best outcome for our relationship with a globalized China is that China be-
comes like Japan, a prosperous competitor with whom we have a mutually beneficial
division of labor. Hopefully China will absorb useful political lessons from its Asian
neighbors, and hopefully Japan and South Korea will learn the economic lessons of
China’s superior openness to our investments. China’s turn to globalization has been
one of the greatest foreign policy triumphs of American history.

My first boss was Herman Kahn, who wrote a book called “The Emerging Japa-
nese Superstate.” Japanese experts constantly worried that, if their economy really
succeeded, we would intervene to put them down. Herman Kahn invariably replied,
“You don’t understand Americans. We won’t attack you. We’ll take credit for every-
thing you achieve.” Herman Kahn was a great American strategist and a great
American patriot.

Panel III: Discussion, Questions and Answers

Vice Chairman ROBINSON. Well, I must say it’s a breathtaking
spectrum of views.

Really. I mean you’ve presented us with a very provocative set
of issues. Dr. Shenkar, I agree with much of what you've said. We
have seen, regrettably, that globalization doesn’t equate to simi-
larity and that China has been able to insulate its political system
from economic development to a large degree, much more success-
fully than I think many proponents of engagement had in mind.

And, of course, we've heard from Dr. Cooper and others, and
hopefully he’s right, that the bilateral relationship is still on track.
But when you think of 30,000 Chinese dedicated to media control
alone, and ensuring that the Internet does not permit a free flow
of information, it’s just one of a myriad of illustrations of how dedi-
cated the Chinese are to making sure that the Internet firewall is
effectively maintained.

The rise of Chinese nationalism is a huge topic. When one con-
siders that China is a country with rigid systemic bottlenecks and
challenges, it has a vast amount of overhead, a very weak financial
system and the list goes on. I don’t think one can miss the fact that
nationalism is increasingly serving as a substitute for Communist
ideology. Dare we call it national socialism, which in the period of
World War II had another name—fascism.

It could well be that China, at least in my view, may well be
headed in that direction. Although China has been an engine for
growth in Asia, as Dr. Overholt just pointed out, and possibly cata-
pulted Japan from continued stagnation to modest growthand that
China is participating in the globalization movement, some would
say on balance positively, there are somedark clouds forming. One
of them is a highly emotional challenge represented by Cross-Strait
relations. Combine this with rising Chinese nationalism and it may
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not be a pretty picture ahead. It’s likely that this huge symbolic
threshold, I agree with you, will be passed by China in terms of
U.S. purchasing power equivalency.

So I'm really just looking for any of your observations about the
rise of Chinese nationalism, perhaps in response to their own do-
mestic shortcomings and bottlenecks., Can China get beyond its
traditional view that the U.S. as a hegemon in the region that
must be replaced. In short, there are lots of serious bumps along
the trail in our bilateral relationship in the not too distant, say be-
tween 2007 and 2012. I'm wondering how you see the evolution of
the rise of Chinese nationalism and some of these serious threats
to a happy ending for China’s integration into the world’s trading
and financial systems.

Dr. SHENKAR. Throughout thousands of years of history, the le-
gitimacy of the ruler in China relied on an established share ide-
ology, on a sacred text, starting with Confucian intellects, moving
on the Three Principles of the People on Sun Yat-sen, on to Mao
Zedong’s writings. This doesn’t exist today.

I believe that the legitimacy of this unelected government now-
adays rests solely on two things. One of them is nationalism, and
I think these orchestrated attacks on some Japanese targets re-
cently were a good demonstration of that.

Vice Chairman ROBINSON. Right.

Dr. SHENKAR. The other thing, and this is something that wor-
ries me more, is that of economic prosperity. In other words, there
is no more legitimate ideology to support the regime. Students still
take classes in Marxism but nobody takes them seriously anymore
if they did back then. What the Chinese subscribe to is something
that the Chinese official mentioned, I think, very wisely in the
early 1980s when somebody asked him what you are doing now is
not really that consistent with your ideology, the answer was we
are experimenting with everything now. Whatever works, we’ll call
it socialism.

So, here is my fear. My fear is that right now we have a lot that
is riding on economic prosperity. In imperial days, this used to be
called the Mandate of Heaven. That is if the emperor does not per-
form, then the people can put him out. My fear is that if indeed
one of the negative scenarios occurs, if indeed there is a sudden de-
terioration in the economy, one of the things that might happen,
for instance, is the initiation of trouble in the Taiwan Straits. In
other words, it’s not going to take necessarily a declaration of inde-
pendence. It may simply take a deterioration of economic situation
for the whole planet to plunge into a serious problem.

Vice Chairman ROBINSON. Thank you. Dr. Overholt.

Dr. OVERHOLT. I agree completely that Chinese legitimacy rides
on economic performance, on improvement in living standards
today, and ideology is gone. We've seen this in South Korea. We've
seen it in Taiwan. The Asian miracles typically take place over the
body of whatever ideology was there before. They create an ideolog-
ical vacuum. That ideological vacuum was initially filled by Sun
Myung Moon in South Korea, Falun Gong in China, and by more
established religions, and later in all the other cases by democracy.

And Park Chung-Hee was a lot wiser in the way he played Sun
Myung Moon; he let him create a chaebol and let the chaebol go
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bust, than Jiang Zemin in the way he’s played Falun Gong, but the
processes are identical. Now, if it goes wrong—it didn’t go wrong
in Korea, it didn’t go wrong in Taiwan—if it goes wrong, you could
get nasty nationalism of the kind we saw in the ’30s in other
places. But what we need to emphasize is that the way fascism
arose in Japan and Germany was horrible, horrible economic and
social traumas.

People were on the verge of starvation in Japan. The Germans,
whether or not they deserved it, went through terrible traumas too.
What’s happening in China is the exact opposite of that, and the
only historical models we have for how that evolves are Taiwan
and South Korea.

So, yes, there are circumstances under which nationalism could
get out of control in China, but we’re not into a Japanese or Ger-
many 1930s model at this point.

Vice Chairman ROBINSON. Professor Blecker, anything to add?

Dr. BLECKER. I seem to be the only economist on this panel, and
this is outside my area of expertise.

Vice Chairman ROBINSON. Okay. Very good. Well, Commissioner
Wortzel—over to you.

Commissioner WORTZEL. Really a schizophrenic range of options
that you gentlemen are presenting. It could turn nationalist and
that nationalism could manifest itself in fascism and expansion like
Nazi Germany or Japan. Or a rise like the rise of the United States
in the 19th century, which means a very strong country. But, it
also meant a war with Spain over hegemony in the hemisphere and
maybe more than the hemisphere.

So what does that sort of rise that you described, Dr. Shenkar,
this great power rising mean? This is a rising China that takes the
route of the 19th century form of military, political and economic
expansion. What does that mean for U.S. security interests? What
does that mean for peace and stability in the Pacific? Does that
mean that there is going to be inevitable conflict between China
and the United States if that’s the way the thing goes?

The Mandate to Heaven—you’re absolutely correct to suggest
that the failure on the part of any dynastic or political leadership
in China to provide for basic livelihood and wealth for the popu-
lation led to some sort of revolution or turmoil. Of course, when
that happened, China was the weakest in history, but it did not
rise up like Germany after the Weimar Republic, create a Nazi
party and take over or attempt to take over at least an entire
hemisphere of the world.

It collapsed on itself and the Chinese fought each other. China
was a threat to nobody except all kinds of poor Chinese that got
killed, starved and murdered in these internal wars.

So I guess I have to say you all don’t have to come up with a
single option, but at least for yourselves or for us, it can’t be both
ways. If you lose the Mandate to Heaven, then you're not reaching
out and taking over a region; youre probably not even worried
about Taiwan. You’re worried about maintaining power yourselves
and things are falling apart or, alternatively, if it’s a Weimar Re-
public case, what does that mean for U.S. security? Whichever? Go
ahead.
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Dr. BLECKER. Well, I might just be an amateur historian for a
moment. I think China’s starting point today is very different than
100 or 150 years ago when the Europeans came over there and
they had their various revolutions and collapses. Through what
we’ve been hearing about today and I'm sure you've heard about
at your other hearings, there is a modern, technologically ad-
vanced, scientifically sophisticated China emerging, and it has seri-
ous military muscle and potential.

So the reaction today could be very different than what it was
in 1910 or some earlier time period.

Dr. SHENKAR. I would like to add something about China’s his-
tory. I mean the good news, if you will, is that China traditionally
has not been an expansionist country. This is possibly the only
power in ancient times that didn’t take advantage of its power to
actually take over territories that it could take over militarily at
that time, and this is

Commissioner WORTZEL. I've got to dispute you on that.

Dr. SHENKAR. Okay. Please.

Commissioner WORTZEL. I think the Vietnamese all the way
down through the majority of what is today South Vietnam might
call the Chinese expansionist, and the Koreans might call the Chi-
nese expansionists.

Dr. SHENKAR. Right.

Commissioner WORTZEL. And the Japanese might, who had to
sort of eat them away at least once might call them expansionist.

Commissioner TEUFEL DREYER. I think this is canard spread by
the Chinese, and I don’t think you ought to swallow it. Iain John-
ston has written an entire book on this.

Dr. SHENKAR. Yes. My reference point is a similar power such as
the Roman Empire. I fully agree with you vis-a-vis Chinese forays
into near territory, you know, in Vietnam, in Taiwan, which tradi-
tionally indeed has not been Chinese territory. But China did not
translate its military and economic power at that time into such
global ambition as to—and this is to me the most comparable
case—you know, that of the Roman power.

Commissioner TEUFEL DREYER. We can argue about that some-
time later.

Dr. SHENKAR. Absolutely. However, I would make the point that
if we ask about the global implication, today, we have a global
economy. We are intertwined. Whatever is happening in China, un-
like in ancient times, will directly impact what happens in the rest
of the world. Just think of a scenario where there is a dramatic
slowdown in economic activity, and the Chinese dump product in
world markets, and the trade deficit that you see today would look
tame by comparison to what might be coming. Youre going to end
up with protectionism and so forth.

I do have to say, and this is going back to the schizophrenia, how
do I end up with a fairly optimistic prediction on China’s Rise. In
my estimation, and this is based on 25 years of reform, the Chinese
have been successful in tackling most of their problems. Again, in
historical terms, the imperial system survived for about 2,000
years with different dynasties.
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It is not impossible that this dynasty will fall. It does not nec-
essarily mean that you’re going to get a republic instead. You may
get a new dynasty.

Vice Chairman ROBINSON. Anyone else?

Dr. BLECKER. I don’t know if this is exactly related to the ques-
tion, but I would say that I don’t fear China becoming a rich and
prosperous country or having a gross domestic product larger than
ours. That’s not necessarily something we should fear. It is some-
thing we should welcome. We don’t want a poor, unstable China.
But the question is what kind of responsibility will China take as
a leading economic power once it is one and it is already becoming
one?

And there are key elements here, and it does relate to the macro-
economic questions we’ve been discussing all day: will China in-
stead of just hoarding currency reserves spend some of that and re-
infuse liquidity into the global financial system? Will it create
enough demand to help boost global markets or will it be restric-
tive?

We have been the main motor of global demand growth for the
last 15 or 20 years, but as we've discussed, for various reasons
that’s not sustainable long-term if we keep going the way we're
g}(l)ing‘.? Will China step up to the plate and assume a different role
there?

So these are the kinds of questions we need to ask. I don’t think
we need to fear them being big. But I think we need to look at
what their role will be and convince them that it’s in their long-
term interest to make some of these adjustments.

Vice Chairman ROBINSON. If you look on the other side of our
Commission’s mandate, the security side, we need to ask if we
want to see a strong and prosperous China that’s building an ever-
more formidable ICBM capability targeting American cities, a blue
water navy and submarine force that occasionally makes incursions
into Japan’s sea lanes, and the deployment of some 700 or more
missiles targeting Taiwan today that’s increasing by 75 to 100 a
year. The long and short of it is that these and other major security
ccf)n}clerns accompany a prosperous Chinaand we need to be mindful
of that.

Commissioner Mulloy.

Commissioner MULLOY. Thank you, Mr. Chairman. Two of three
witnesses have asked us to come back to the economic, so I want
to do that. In our first annual report in my additional views, I said
I'm not out to demonize China because this is a country with whom
we're going to have to work. But I do think China has policies in
place to spur its own strength and growth that may not serve our
interests and we ought to try and understand that and figure out
what we can do to prevent that from happening at our expense.
That’s my game, and that’s what I'm trying to understand.

Let me tell you why the structure of these economic questions
are so important. The GATT structure and the WTO now is one in
which if I give you a two percent tariff. You don’t need to give me
a two percent tariff, you can give me a 20 percent tariff, and if I
take it, that’s the structure we’re in.

I'll give you an example. We ship a car to China, 25 percent tariff
on China’s part. They ship a car here, 2.5 percent tariff. That’s a
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structure. We agreed to it. It’s in place. When GATT was first put
together, you did not have mobile capital. We all had capital con-
trols after the war. When GATT was put together, you didn’t have
technologies that can move jobs so readily and transportation.

So this whole question that Senator Schumer and Paul Craig
Roberts have thrown up of does this system of comparative advan-
tage depend upon having non-mobile factors of production, capital
and now technology.

But now we do have mobile capital and technology. When you've
got a framework in which these kinds of tariff discrepancies can be
put in place, and you have such different standards of living, pen-
sions and health care and other costs that our people face and that
they don’t, is this an unsound system for our country if we want
to maintain a standard of living that we’ve built for our people over
200 years? That’s the question.

So I'd like to know did this economic theory on which we're all
now taught through our educational system, comparative advan-
tage, like a theology, is this really workable in today’s world? And
I want to throw that open. I'll ask Mr. Blecker, then Mr. Overholt
and Dr. Shenkar.

Dr. BLECKER. That’s a big question. Let me back up to where we
left off this morning with my colleagues, the economists. It is abso-
lutely true that when the theory of comparative advantage was in-
vented by Ricardo and later refined by Heckscher and Ohlin and
Samuelson and many others, it always assumed immobility of fac-
tors. Yes, they were all aware that factors could move, but they de-
liberately assumed it away, and for the reason that it can, in fact—
it doesn’t necessarily, but it can invalidate—the theory or at least
change the nature of trade.

So as not to take up too much time with the history of economic
thought, you can put the analysis in the following way. Suppose
you start out with a situation where one country has got all the
absolute advantages. They’re cheaper at everything or almost ev-
erything, and that might be like China relative to the U.S. in our
bilateral trade today, where it’s a six to one ratio.

What is supposed to move you from there to comparative advan-
tage? Comparative advantage means balanced trade. By the way,
that’s another key assumption of comparative advantage is that the
trade is balanced. What’s supposed to happen is there’s supposed
to be an adjustment: either the currency adjusts or the wages ad-
just in the various countries or the price levels adjust. There are
all kinds of theories of international adjustment that have been
proposed for 200 years going back to Ricardo.

If the adjustments take place, then that country that was highly
competitive will get less competitive and in some sectors it will
switch over to being an importer and we eventually get compara-
tive advantage trade and it’s balanced.

What I think is going on in today’s world, and where the capital
mobility and the movements of technology come in, is that these
are accelerating the rate at which countries can become more com-
petitive very quickly in new products like China coming on so
quickly in recent years, and at the same time we have situations
where the adjustments are not taking place or are not taking place
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fast enough to balance things out and bring us back to comparative
advantage trade.

So I would characterize our trade with China today as based on
absolute competitive advantage. It could be comparative advantage
trade if we made those adjustments, or we or they together, but we
are not. That’s one reason why the currency issue, I think, is im-
portant because it helps to prevent that kind of adjustment. Now,
the adjustment can take place, as I think Professor Panagariya
said it can take place in another variable like wages. Wages have
gone up substantially, but not enough to eliminate the competitive
advantage.

If the currency was to change, then the wage expressed in dollars
would be higher. That would help in that direction. But if you have
mobile capital and technology, you can relocate production some-
where and if the wages don’t adjust fast enough, then you can get
an absolute competitive advantage and it’s a question of whether
those adjustments take place. I don’t think they’re as automatic or
as easy as they are assumed to be in the textbooks where the
model shows you're already in an equilibrium with comparative ad-
vantage trade.

I hope that helps.

Dr. OVERHOLT. There a