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Preface

The Policy Study Group on China-Japan-US Cooperation in Asia-Pacific Regional
Trade and Investment Liberalization (Trilateral Forum) was created in early 1996 and
held itsfirst formal meeting in Tokyo that December. The project, made possible by a
grant from the United States-Japan Foundation, is organized by the University of
California's Berkeley Roundtable on the International Economy (BRIE) in
collaboration with the Council of Policy and Strategy (CPS), Shanghai, China, and
the Dentsu Ingtitute for Human Studies (DIHS), Tokyo, Japan. The project's design
callsfor two meetings each year over a three-year period, with the site for each
rotating among the three countries. Each two-day gathering is built around a briefing
document, background papers, and discussion questions. Participantsinclude a core
group of senior policy experts from government, the private sector, and academig;
specialists join these discussions as needed.

This volume presents findings from the Forum'sfirst three meetings. Each of the
volume' s sectionsincludes a synthesis and excerpted presentations. For the English-
language versions of contributors biographical information, the complete text of most
briefing papers, information on collaborating institutions, and summaries of
proceedings, see http://socrates.berkeley.edu/BRIE (click the“ Forum” button).

2 This report was prepared by BRIE Co-Directors Michagl Borrus, Stephen S. Cohen, and John Zysman,
with research and editorial assistance from BRIE graduate fellows Daniel Buck and Lily Tsai. Additional
assistance was provided by Cyndie Berg, Pei-Hsuing Chin, Yvonne Chiu, Noriko Katagiri, and Ann Mine.
Support for the project was provided by the United States-Japan Foundation.
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Summary | ntroduction

The Trilateral Forum project began in a different era, one in which the Asan Miracle
provided a very significant element of context. But the world has changed during the
course of thiswork, and moving from Miracle to crisis has posed a whole new set of
guestions¥s and opportunities¥a not only for this project, but for US, Japanese, and
Chinese policy toward Asa. The pre-crissinsights elaborated below remain valid; post-

criss, they are gaining new currency and creating opportunities to reframe the terms of the

debate and break the deadlock over China's WTO accession.

The Pre-Crisis Debate

The old terms of debate largely concerned the United States and Japan thinking about and
discussing, astwo albeit differing capitalist systems, the issues raised by integrating
China¥s atransitional economy%into the global trading syssem. The Forum'sfirst
meetings devel oped an innovative approach to these issues and, by rephrasing the debate
in terms of "systems frictions,” engaged the three groups as equalsin a genuine
"tridlogue." Theinitia rounds of the Forum established an ongoing process of mutual
learning, discussion, and relationship building. In our view, some of the more salient
understandings to emerge from this process include:

The United States, Japan, and China all speak of the need for liberalization, but their
definitions of liberalization differ considerably, in part because their conceptions of
what congtitutes a market economy differ so considerably. Both Japan and China are
liberalizing, in the sense that their economies are in many ways more open than they
were adecade ago. But thereislittle commonality in how each isliberalizing, and the
differences have a sgnificant impact on the prospects for further liberalization in the
region asawhole. For example, each country holds a key to the region’s economic
recovery¥s China by not devaluing, a choice which is enabled by dow capital account
liberalization, and Japan by increasing imports from the region, a choice which is
frustrated by dow financial liberalization.

Theregional trading system istriangular in nature; it relies on Japanese supply, Asan-
based assembly and production, and American demand. Flows of intraregiona and
intrasectoral trade and investment create an intense level of economic integration that
aggregate data fails to fully capture. This hasimportant implications for how rapidly
the region can recover from the current crisis¥z and recovery is the sine qua non of
continued regional liberalization. Export-based recovery, for example, assumes the



US as spender of last resort, but how long can the US maintain that position politically
to support China, Japan, and all the crisis economies together?

It isnot simply, as commonly supposed, the scale of the Chinese economy that makes
its entrance into the WTO and the Pacific trading system a systemic problem. Itis,
rather, the form that scale takes. For example, were Chinato be organized along
American palitical and economic lines, its entrance would alter the position of others
in the system. The system could, however, adjust. But, as the Chinese participants
stress, many of Chinas evolving market ingtitutions are "distinctive’ from existing
models and Chinaitself is composed of vastly different inland and coastal economies,
as severd of the Japanese participants note. In its present form, China's entrance
could stress the system to its breaking point.

In China, debate has shifted in the last few years from a debate between pro- and anti-
reformers to one between reformers and liberalizers. The former want marketization
without significant foreign participation; the latter want marketization with increased
openness to foreign trade and investment. Thus, within China, there are conflicting
priorities vis-avis WTO accession. WTO accession is, however, essential if
liberaization (not just reform) momentum is to be maintained.

The Debate since the Crisis

According to the new point of view coalescing in the Project, the Asian crisisis
permanently altering both China's and Japan's respective roles in the region and their
attendant salf-conceptions. China has begun to realizethat it is playing asignificant rolein
the international system and that such a role comes with the responsibility to manage
domestic adjustments in ways that enhance rather than undermine regional economic
stability. Japan is beginning to see the regional consequences of not addressing more
rapidly its domestic economic problems. Political awarenessin the US has not yet begun
to catch up with this significant change. The change, however, offers the possibility of
recasting the terms of debate in ways that create new opportunities for Trilatera
cooperation and might even break the deadlock over China's WTO accession.

China appears to be and is in fact accepting significant responsibility for regional
economic stability by maintaining RMB stability during the crisis. It has even
attempted to work with the US and Japan to stabilize the yen. One unexpected
outcome is that increased US-Japan-China coordination suddenly seems beneficial to
al three, and to therest of Asaaswell. This creates a new opportunity for increased
coordination that must be systematically reinforced by US and Japanese policy in order
for it to become permanent.

China's emergence as a participant in international institutions was projected, pre-
crisis, to progress from WTO accession to OECD membership and then to G-7
participation. Perhapsthe most exciting post-crisis prospect for increased cooperation



istoreversethisimplicit set of prioritiesin each country's policy. Including Chinain
the G7 now would accomplish many of the same legitimation benefits that Chinese
liberalizers are seeking through early WTO admission. In turn, responsible Chinese
behavior in the context of the G7 would significantly depoliticize the WTO accession
process and turn it into a series of technical problems that can be resolved over time.
Thereversal of progression would bring Chinainto the global economic system sooner
than into the WTO, but in such away that it could better play its essential rolein
helping to manage the Asian criss.

A second opportunity is to define a new coincidence of American-Japanese-Chinese
trading interests. Structural reform of financial systems and other heavily regulated
sectorsis essential for both Japan and China. Increased domestic consumption in
Japan and China must subgtitute to some extent for US demand, if all areto play a
positiverolein resolving the Asia crisis. In afew of the sectors that need reform,
increased openness to US goods, services, and investment will stimul ate the necessary
domestic structural adjustments faster than would otherwise occur. In sectors such as
telecommunications and parts of financia services, further liberalizing reforms can
perhaps now be agreed upon which will benefit both local industrial adjustment and
foreign entrants.
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. BUILDING THE CONTEXT FOR A “ TRIALOGUFE”

Main | ssues:

Re-conceptualizing debate as “ systems frictions”

Resolving different views of liberalization and different definitions of “ market
economy”

The meaning of WTO membership

Resolving systems frictions

Selected excer pts:

A. “The American Perspective on the Liberalization of Trade and Investment, by
Michad Borrus, Stephen S. Cohen, and John Zysman

B. “A USVison of Liberaization of Trade and Investment,” by Alan Wm. Wolff
C. “ An Assessment of Chinese Thinking on Trade Liberalization,” by Jalin Zhang

D. “China Plays a Congructive Role in the Dynamic Growth of the Asan and Pacific
Economies,” by Li Zhongzhou

Summary: Building the context for a “trialogue”

Understanding the conceptual foundations of the different paradigms guiding the making
of trade and investment policy isthe first step toward easing the frictions over
international trade and competition among the world’s three largest economies.

The authorsin this section explore the different conceptualizations of key termsin the
debate over China's accession to the WTO.

Although, as Zhang and Wolff note, all the actors have come to realize that
“liberalization, like virtue, isits own reward,” (Wolff 1), the various authors continue to
interpret liberalization in different, though not necessarily mutually exclusive, ways.

Many authors focus on liberalization as a primarily economic process. For Wolff, the
process of liberalization culminates in an open trading system, which has two
characteristics. freely permeable borders, and domestic markets which operate fully on



free market principles, in which all actors are motivated by solely commercial
consderations. Liberalization, moreover, necessarily entails reciprocity, for “no good ,
service, or investment can cross America s border (in either direction) unimpeded without
there being another market sufficiently open to allow that transaction to take place” (5).

Others moderate this view by suggesting that liberalization be evaluated in terms of
the particular economy and not on “sectoral reciprocity” (Li 1). Zhang and Hara argue
that thereisno universal form or strategy for liberalization. (Zhang 25, Hara1). Li
emphasizes that Japan, China, and the US still have much to gain from mutually expanded
trade (4). Zhang devel ops the concept in a different direction, claiming that liberalization
can, and perhaps should, be unilateral. He focuses on the principle of “concerted
unilateralism,” which is nonbinding but created through discussion among different
countries (15). Zhang suggests that the rate of liberalization should be considered in
addition to any indicator of an absolute level of liberalization. By this criterion, China has
liberalized quite alot over the last ten years; observers cannot, however, always expect the
rate to be so high. Zhang points out that liberalization should be tailored to the needs of
particular industries or sectors (13), thereby shaping the process so that it is gradual and
incremental.

Zhang also views liberalization as a goal which requires teamwork to achieve,
rather than just a state of existence. In order to achieve this goal, he argues, devel oped
countries must provide advanced technology and sufficient funding in order for industries
in developing economies to become more competitive. Only when their industries are
more competitive can devel oping countries afford to liberalize (14).

Anocther view, advanced in thefirst piece by BRIE, conceptualizes liberalization as
having both political and economic elements, which are mutually reinforcing. In addition
to open borders, antitrust principles, and a free market, BRIE highlights the integration of
rule of law and liberal democracy into the concept.

Concepts of market economy also differ in their incorporation of politics. Wolff,
for example, assumes minimal government intervention in afree market economy, and
therefore opposes the use of Japanese industrial policy (7). Domestic industrial palicy is,
therefore, fair game for international trade negotiations because it impinges on one of his
two key elements of liberalization, a free domestic market. Zhang represents an
alternative approach to the concept of free market. He points out that government
intervention can correct market imperfections in developing countries which suffer from
uneven credit, labor, and technology markets (7). Protection in the short term can
increase economic health and the rate of liberalization over the long term. Short-term
protection can generate spillovers and increase productivity and competitiveness quickly,
thereby facilitating liberalization. Industrial policies can be less costly and more temporary
than trade barriers (8).

Another concept which is central to the debate is the concept of WTO membership itself.
Li and Wolff offer different perspectives on the significance of membership which could



potentially be synthesized into one concept. Wolff’s discussion of WTO membership
reflects his concerns with reciprocity and equality of status and responsibility among all
members. Each member should reciprocate benefits received with meaningful trade
concessions (5). Theterms of WTO accession should provide the WTO with continued
leverage to assure continued liberalization of a potential member (7). Li, on the other
hand, sees WTO membership as an opportunity to resolve systems frictions. In hisview,
the WTO can act as a common denominator to regul ate trade rel ations among economies
which follow different mode s of liberalization.



The American Per spective on the Liberalization of Trade and I nvestment
Michael Borrus, Stephen S. Cohen, and John Zysman?®
December 1996, Tokyo

I ntroduction

Frictions over international trade and competition among the world's three largest
economies are caused as much by conflicting public philosophies, or visions, as by
conflicting interests. By explicitly addressing differences in these visions, the conference
hopes to improve mutual understanding among the three countries and thus their
economic relationships.

|. Vision of Liberalization of Trade and I nvestment: MoreLike US
Understanding the American Vision and Politics of Liberalization

The American vison and the American palitics of liberalization are the twin driving forces
behind US foreign economic policies, which, in turn, strongly influence the trade and
investment flows that have brought prosperity to the Pacific Rim. Americas leading role
IS, at the sametime, both an indispensable asset and a problematic liability for economies
cooperating in the region. For instance, the US lead in keeping its market open has fueled
the economic integration of the region. On the other hand, waves of US demands to open
others markets have also been the major source of frictions across the Pacific. To address
such frictions and to reconcile competing visions, such as so-called "concerted
unilateralism,”" it iscrucial to understand the American vison and the American politics of
liberalization.

The American vision of liberalization is a product of the Great Depression and America's
leading role in the post-WWI1 world. Concluding that the protectionist 1930 Smoot-
Hawley tariff was amajor culprit behind the international Great Depression and the
ensuing war, postwar Americans leaders of all palitical stripes developed an unusually
strong consensus regarding the need for a liberal world economic order. This elite
consensus not only informed their efforts at shaping the Bretton Woods institutions, but
also led to the gradual establishment of a liberal-leaning trade policy system within the US.

Several structural features of the postwar trade policy system permit the dite vision of
liberalization to dominate US trade politics. First, by delegating its congtitutional authority
to set trade palicy to the executive branch, the Congress distances itsdlf from trade
demands and the business of making product-specific trade law. Second, by striving to
open foreign markets on the basis of reciprocity, the executive branch increases the stake
and influence of exporters, thus fostering a political counterweight to balance the intense
interests of import-competing producers. Third, the quasi-judicial process of granting

% Michael Borrus, Stephen S. Cohen, and John Zysman are Professors and Co-Directors of BRIE (The
Berkeley Roundtable on the International Economy) at the University of California, Berkeley.
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trade remedies provides a safety valve for interests serioudy hurt by imports or “unfair”
foreign practices.

These structural features that safeguard the liberal ideology from the manipulation of
interest group politics can be maintained only with the tacit support of the general
American public. The prosperity and economic pre-eminence of the early postwar period
lent credence to the dite vision of liberalization and kept the public happily indifferent to
theissue of trade. The Cold War provided the critical purpose for both relegating trade
guestions to second order priority and for sustaining bipartisan support of executive-led
foreign policy. It also provided powerful reasons for Americato see commonalities—
instead of differences—among the economic systems of the nations on "our" side of the
iron curtain. But when inflation rose and growth stagnated after the 1970's, foreign
competition and trade deficits became issues of widespread concern. This shift in public
perceptions and attitudes underlay the subsequent slow erosion of the postwar trade policy
system since then.

In this briefing, we will articulate in sequence the three major parts of the American vison
and the American palitics of liberalization: the dlite consensus that defines "What is US,"
the producer interests at the center of American trade politics, and the public perceptions
and attitudes regarding issues like the seemingly permanent and compounding trade
deficitswith Asa

A. Dominant US Vision of Liberalization: "MoreLike US"
What IsUS?

Asthe oldest modern nation, the Americans are naturally prone to regard their own
system as the normalcy that other countries will in time convergeto. In this vein, we may
characterize the dominant U.S. vision of liberalization as smply "More Like US." This
then begs the question of "What is US?" For our present purposes, the liberal ideology
has five successive levels: open border, free market, antitrust, rule of law, and liberal
democracy.

At the most basic leve, the government should not put barriers to trade and investment at
its borders, or intervene to shape outcomes. Trade should be conducted privately,
between independent entities. In addition, the government generally should not interfere
with the operation of afree market economy. The exception iswhen there are “ market
faillures,” in which firms form monopolistic cartels or other restrictive business practices.
When the government intervenesin this and other situations, it should follow and uphold
therule of law. Bureaucratic intervention should be limited. Ultimately, therule of law is
under the will of the people through the process of liberal democracy.

Although all countries depart from these principles, the US' practices are as close to them

as any other country. Because the American elite and to alesser extent the American
public believe that these five liberal principles form the basis of peace and prosperity not
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just in the US but for the whole world, they generally fedl that it isjustified for the US
government to push other countriesin that direction. The basic principles are directly
related to trade and investment, while the higher principles, like what should be considered
basic human rightsin aliberal democracy, may justify the use of trade sanctions. Before
we address them as whole in the next section, some examples of the five principles are in
order:

1. Open Border

Lowering tariff and other border measures restricting trade and investment remains a high
priority item on the American trade agendain Asaand Europe. The recent US initiative
in APEC, and then in WTO, over the Information Technology Agreement represents an
interesting case. The US proposals of zero tariffs on computers and related products by
the year 2000 are largely consistent with the interests of many Asian countries, who are
themsel ves competitive producers. But China's desire to protect its fledgling industry may
compromise the Agreement.

2. Free Market

The American advocacy of |aissez-faire economics does not always find sympathetic ears
in many Asian governments who are used to intervention in the name of economic
development. The car industry isa casein point. With successful precedents like South
Korea, many countries including Malaysia, Indonesia, and China have devel oped policies
that am at establishing national car industries.

3. Antitrust

The history of supporting national champions to compete on the world market in many
Asian countries has created domestic industrial organizations and competition policies
which foster restrictive business practices in the eyes of American firms and antitrust
lawyers. A large part of US contentions with Japan nowadays relate to such non-tariff,
non-policy issues as market access problems.

4. Rule of Law

The protection and enforcement of intellectual property rights has become a key US trade
policy concern in Asia. The proposed trade sanctions against Chinain the last few years
over poor PR enforcement and market access for American intell ectual -property-based
products highlight US insistence that foreign laws and trade agreements be followed.

5. Liberal Democracy

Although the renewal of China's MFN status has been ddinked from issues like human
rights, thereis still much potential for conflicts over high-levd principlesto affect the US
China economic rdationship. Cases like Chinas display of military might this year before
the presidential eection that made Taiwan atrue liberal democracy might still cause the
USto consider economic sanctionsin the future.
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B. Underlying Domestic Politics: Balancing the " Bicycle"
What |s Special About US?

Trading partners at different levels of development and with different competitive sectors
are bound to have different interests regarding the first three issues listed above: open
border, free market, and antitrust. And with the passage of time, even rule of law and
liberal democracy are likely to become less controversial as countries converge, though far
from completely. What is really problematic for the Pacific economic relationshipsis not
so much sharing the American vision but dealing with the American politics of
liberalization as generated by the country's particular brand of rule of law and liberal
democracy.

The openness of the US market and the extent to which Americans accept economic and
social displacements by imports often amaze Asians who thrived in the past three decades
by penetrating the world's largest national market. However, US postwar openness might
equally surprise an American living in the century before the War. The informal postwar
division of powersin the American democracy put the authority to regul ate foreign trade
in the Congress. As a decentralized, undisciplined ingtitution, the US Congressis more
readily influenced by organized interests with concentrated concerns than by diffuse public
interests. Historically, this meant that import-competing producers who faced clear and
present losses could often secure protection from Congress, typically at the expense of
consumers and exporters. Controlling trade policy at the executive branch also permitted
the use of trade policy to bolster Cold War aliancesand allies. The executive, with the
Pentagon and the State Department in the lead, would readily subordinate questions of
commercial asymmetry and reciprocity to larger concerns and objectives of strategic US
Cold War palicy.

The old trade-restricting system that centered on Congress was gradually replaced after
the Depression by a trade-expanding policy system led by the executive branch. The
executive branch assumes the authority through the linking of trade policy with
international negotiations, its constitutional prerogative. But Congress can always pull it
back by withholding "fast track” authorization. The coupling of foreign and domestic
markets opening through international bargaining on the basis of reciprocity transformed
US domestic trade politics. Acting as the agent of American commercial interests abroad,
the executive branch effectively organizes and gives more influence to US exporters and
US multinationalsin trade policymaking. They could be mobilized to prevent the general
openness of the US economy from being overwhel med by the protectionist demands from
import-competing producers.

American Openness and Assertiveness
This modern US capacity to accommodate economic and social displacements by imports

makes possible the difficult but mutually very beneficial extension of the international
division of labor across the Pacific. Vertical division of |abor alows countries to benefit
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from their comparative advantage. Horizontal division of labor allows trading partnersto
benefit from scale economies through competitive differentiation. While all countries,
including the US, gain from the international specialization created by access to foreign
markets, it has been particularly critical to the phenomenal growth of East Asian
economies who have limited domestic markets and originally lagging technologies.

Keeping the American market open, however, to waves of Asian industries in the postwar
period requires a constant balancing act by the US executive branch. Ascountriesin East
Asiadevelop one export industry after another with the open US market as their main
target, the displaced American firms and workers these industries naturally seek protection
from the US government. Those in disinvesting industries in which Americans have lost
thelr comparative advantage need time and assistance to shift into other industries. Those
reinvesting may need help coping with foreign competition as they transform their
businesses. To keep these trade-restricting pressures at bay and the Congress passive, the
executive branch has to keep advancing US interests abroad and opening up foreign
markets, otherwiseit will lose credibility at home and Congress delegation of trade policy
authority. After all, to continue accommodating displacements by imports, the US
government must ensure that there are adequate new opportunities generated by American
economic growth, which now depends increasingly on exportsto Asia. The end of Cold
War exacerbates this problem for the executive, as does heightened awareness of "system
friction" or the differences in the economic systems of our trading partners.

Continued US efforts at opening up Asian markets may seem assertive, particularly
through the use of Section 301 and Super 301 of the 1974 and 1988 Trade Act. But
without these efforts delivering results, the American palitics of liberalization cannot

work. The executive branch will not be able to manage the pressures of import-competing
producers coming through Congress to reduce access to the US market, particularly by
Asian producers. In light of the discussion above, the assertiveness of US trade policy and
the openness of US market are two sides of the same coin. The American policy has been
the most assertive because the American market has been the most open and America does
not rely on bureaucratic discretion in these matters. Proponents of "concerted
unilateralism" must not lose sight of this basic linkage.

American trade diplomacy, however, can often become abrasive rather than just assertive.
A major source of this aggressiveness is the legalistic orientation of the American rule of
law. Trade policy-making and the actions of interested parties are funneled into narrow
procedural channels, while trade issues are cast into the limited categories like dumping or
subsidy permitted under existing trade remedy laws. Within this American framework,
trade problems with foreign competitors are defined as unfair trade practices rather than as
strategically different competitive behaviors with their own logic.

Because American trade diplomacy and remedies place moral claims on foreign practices
on the ground of internal US rules and procedures and because they sometimes challenge
the sovereignty of foreign countries over domestic economic policy, they often appeared
unduly aggressive to Americas trading partners. This can be most problematic in the case

14



of Japan and China. Asthe two largest sources of US trade deficits, they inevitably
become the foremost targets of unfair trade allegations, while their fundamentally different
administrative and economic systems provide ample room for misunderstanding and
misinterpretations. Whether and how America’s politics of liberalization can adjust to its
deepening relationships with the world's two next largest sovereign economiesisa
challenge confronting the future prosperity of the region.

Concerning China and Japan, there are significant differences between them in the balance
of producer interestsin US trade palitics, as aresult of their levels of development, among
other things. A trading partner is both a market and a competitor. While American
producerstypically view China as the biggest “future market,” they often see Japan asthe
biggest “current competitor.” When American firms press for the opening of the Japanese
market, such asin the case of semiconductors, their concern was not only Japan as a
market per se, but as a competitive threat e sewhere. In genera, the intensity of producer
interests concerning foreign competitors decreases with domestic growth, and heats up
substantially with recession.

By contragt, the intensity of exporting interests usually increases with foreign growth.
China s sustained high rate of economic growth over the past one and a half decade and
the sheer size of its population has created in the early 1990’ s the so-called "new China
lobby" among US exporters. It is perhaps the most influential pro-trade coalition ever
organized by American firms on their own initiative, including major firms like Boeing,
General Electric and producers groups such as the National Association of
Manufacturers. This represents amajor change in the American politics of liberalization
because, as mentioned above, past exporters alliances for trade expansion were generaly
organized by the executive branch of the US government.

The reason why American exporters and multinationals rallied on their own was the fact
that the US government might put human right performance above the annual extension of
Most Favored Nation status to China, as President Clinton pursued his campaign pledge
during the early years of his Presidency. The Business Coalition for US-China Trade
mobilized widespread supports among exporters to ddink the MFN renewa and human
right issues. Their powerful campaign moved the political center to the ddinking position
so that, when Clinton backed down from his own executive order in June 1994, there was
only limited reaction from liberal Democrats.

While the new China lobby went along way againgt official US policy on human rightsin
order to keep open the normal Sino-American economic exchange, it lent full support to
US trade representatives assertively negotiating intellectual property rights protection and
enforcement with China. Unlike the MFN issue, the largely unified American position
conveyed credibility when USTR proposed Special 301 sanctions against Chinese exports.
Real concessions and efforts by the Chinese government have so far prevented the
sanction from going into effect, but the complexity and difficulty of the subject will keep
the IPR on the agenda of Sino-American trade talks in the foreseeable future.
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Not al American alegations made againgt itstrading partners are as justified as the one
againgt Chinese piracy of US software and CDs. Top among those dubious claimsisthe
widespread notion that American trade deficit is caused mainly by foreign unfair practices
that close out US exports. While most economists attribute America's global deficit to
domestic macroeconomic forces, most non-economist Americans believe otherwise. In
the future, asin the past, such perception has the potential to make atrading partner the
target of popular economic discontent and to undermine the postwar American politics of
liberalization, which, to repest, haslost its Cold War non-economic rationale.
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II. Asian Economic Region and the Global Free Trade System
A. Formal Ingtitutionsand Their Roles
WTO and China’ s Accession

The World Trade Organization (WTO) and its predecessor, the General Agreement on
Tariffsand Trade (GATT), have been the major institutional frameworks underlying the
global freetrade system. In its effortsto build closer relationships with the Asian
economies, the US remains fully committed to the primary role of the WTO as a forum for
achieving multilateral non-discriminatory liberalization policies among its member nations.
The US played the mgjor rolein setting up the GATT system, and Washington maintains a
dominant role in the new WTO.

China s accession into the WTO represents the biggest challengeto therole of WTO asa
truly global organization for trade matters. To date, much of the discussion about China's
entry into the WTO has focused on whether it should be considered a devel oping economy
(therefore digible for Generalized System of Preference treatment) or an industrialized
economy (therefore to be treated like the US, Japan and other industrialized countries).
But China may, in fact, fit neither category comfortably. Theincorporation of state-led,
transitional economies like China, and in the future Russia, raises a new set of issues for
the multilateral system. For example, should the WTO provide for accel erated GSP
treatment rather than deem China an industrialized economy, or should a wholly new
category of WTO membership be created for transitional economies? How are China,
Japan and the US likely to react under alternative accession scenarios?

Indeed, the China sinto the newly-created WTO creates both opportunities and challenges
for the multilateral trading system. On the one hand, the huge sze of the Chinese
economy creates a potential for WTO countries to capture new benefits of trade. On the
other hand, the WTO system rests on the assumption that international trade among its
membersis conducted primarily between private firmsin capitalist economies. WTO
agreements, including the GATT itsdlf, arelargely based on that assumption. Yet China
remains committed to maintaining amajor role for its state-owned enterprises and a major
role for the state in shaping its economic development. Although forces for privatization
are strong, the processis difficult. Even asa significant private sector emergesin China,
state intervention is likely to continue in substantial ways, both indirectly through
industrial and macroeconomic policies, and directly through state enterprises. Given the
unigue characteristics of China s economy, such as the preponderant role of the state, it is
in everyone' sinterest to absorb Chinainto the international trading system without
creating new tradefrictions.

APEC and Open Regionalism

The Asia-Pacific Economic Cooperation (APEC) forum is the most important regional
organization formed to promote economic cooperation in the Pacific Rim. By devating its
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annual meeting from the minigterial to the summit level in Seattle 1993, the US
contributed to the prominence of APEC in the Asian economic region.

The Asan APEC members constitute the US' most important economic partner. Between
1990 and 1993, American two-way trade with Asan APEC membersincreased by nearly
23 percent, compared with less than 18 percent for its trade worldwide. However, Asian
trade growth has been lopsided for the US. Asian APEC accounted for 88 percent of the
UStrade deficit in 1993, suggesting that there is considerabl e scope (and political
pressure) for growth of US exports to these key markets.

In November 1994, APEC |leaders met in Bogor, Indonesia and agreed to “adopt the long-
term goal of free and open trade and investment” in the region by the year 2010 for
industrialized economies and by 2020 for developing economies. In pursuing that goal,
APEC would be committed to the reduction of trade barriers with nonmembers, and
would thereby avoid becoming an inward-looking trading bloc.

According to the 1994 Bogor vision, APEC should become neither an integrated entity
like the European Union nor afreetrade area like NAFTA. Rather, APEC accords would
be open to other countries, probably the entire WTO membership. APEC is, in essence,
consdering awholly new model of regional economic cooperation, one which would
steadily ratchet up trade liberalization between the regional and global levels. This
approach reflects APEC’ s dedication to “open regionalism,” which stresses that existing
global arrangements must not be undermined and that APEC will attempt to address
regional issuesin their global context.

The most recent example of the ratchet-up approach is Washington’s proposed
Information Technology Agreement. In the November 1996 Manila summit, the US
sought APEC's support on the zero-tariff pact for computers and related products before
putting it on the table at the inaugural meeting of the WTO in Singapore a month later.

It is one thing to embrace avision; it is quite another to transform that vision into reality.
There are huge hurdles that must be overcome before further substantial economic and
trade liberalization can occur. APEC member-country economies differ dramatically,
creating different liberalization priorities and implementation difficulties. Nor isit clear
that all members view the“Bogor Vision” in the sameway. In the 1994 Osaka summit,
the members adopted the principle that in moving toward the long-term goal of free trade
and investment in the region, the APEC will employ voluntary efforts by individual
economies and collective actions.

The loose structure of the APEC organization, its non-binding “consensus’ approach,
implies that without active supports from its dominant members, no APEC initiative is
likely to be successful. APEC provides a valuable structure for US engagement in Asia
and alowsit to practice the joint leadership of the future that involves mainly US, China,
and Japan. As economic interdependence among the three countries degpens, the US and
Japan will increasingly engage Chinain their coordination of economic policy. How a
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fully devel oped and thus powerful Chinawill choose to play itsrole in the world economy
isone of the biggest unknowns of the next generation. But in all likelihood, China will
learn about its new role by sharing responsihilities with the US and Japan to safeguard
growing common interests of all three. The continued devel opment of a trans-Pacific
economic community will dispel the Huntingtonian notion of East-West civilization
confrontation.

B. Current Status of National Policies and Economic Activities
Country-Oriented Trade Policies and Region-Wide Production Networks

Therapid expansion of trade, investment, and technology flows among Asia-Pacific
countries over the past four decades is most remarkable. On the one hand, it has
generated national economic growth rates unseen in the past and innovative regional
production networks destined to lead in the future. On the other, this close and enduring
economic cooperation has been achieved without the benefit of a formal regional
organization, such as the European Union. Instead, economic integration of the Pacific
Rim devel oped under the driving forces and organizing influences of private competition
and public coordination between its two dominant economies, the US and Japan. For
example, early American investmentsin Asia, mainly in eectronics, were motivated by
both Japanese imports and US policy. Accelerated Asian investment and trade flows over
the past decade were likewise launched by US-Japan trade imbalances and consequent
coordinated currency realignments.

Although the rapid integration of the Asian economic region has blurred the issues of
nationality, the basic approach to trans-Pacific trade politics remains highly country-
oriented rather than region-oriented. Thisisnot just because of the non-binding structure
of APEC. The practice of the Section 301 and Super 301 of the US trade laws, in
particular, reinforces the traditional country-to-country emphasis. The designation of
“priority foreign countries’ that “unfairly” restrict American exports focuses public
attentions and trade negotiation efforts on individual countries. Looking through the lens
of past frustrations, US legidators and the American public seein Asiaonly “smaller
Japans’ or “ancther Japan,” rather than recognizing the Asian economic region as a group
of countriesincreasingly integrated into a production system.

The mismatch between a country-oriented approach to dealing with trade tensonsand a
regional supply base that transcends national bordersis both ironic and problematic. Itis
ironic because US pressures on Japan and the four East Asian newly industrializing
economies to appreciate their currencies were the driving forces behind the rapid
development of cross-border production networksin Asia. Figure 2aand 2b illustrates the
link between dollar policy and Asian economic integration.

The top of Figure 2a shows the increasing shares of the US in total East Asian exports as
the dollar appreciated in the early 1980's. When the dollar depreciated after 1985,
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Japanese and NIEs firms held on to their US market shares partly by relocating their
production to southeast Asia and China, whose open-door policies greatly facilitated
overal Asian trade adjustments. These relocations drove up theintra-Asia direct
investment flows. By 1993, Asia, not including Japan, accounted for an astounding two-
thirds of its own inward direct investments, while Japanese FDI accounted for another 17
percent. Consequently, East Asia (excluding Japan) also became its own foremost
destination of exports and foremost source of imports, as shown in Figure 2. Japan has
become a more important source of imports, particularly components, as firms from other
Asian countries upgrade their products. But its shares of Asian exportsremain largely
unchanged.

Shifting Surplus and Business Networks

The mismatch between country-oriented trade policy and region-wide supply baseis also
problematic because together they frustrate efforts to reduce trade tensions. Table 1 and 2
and Figure 1 show the differential effects of dollar policy in reducing America s trade
deficitswith Asiaand the rest of theworld. On the one hand, the trade deficits with Asia
were never significantly reduced by the cheaper dollar. Japanese surpluses, in particular,
remain high. On the other hand, the exchange rate adjustments shifted Asia’s surplus with
Americato concentrate increasingly in China.

Without addressing the saving-investment gaps in the American economy, the efforts of
the US government to push down the dollar vis-a-vis the currencies of individual countries
merdy shifted America’ s trade deficits with Asia among countries. Astotal trade deficits
remain high, the protectionist pressures on US officials and legidators are not reduced.
Moreover, unfair trade allegations against China, fueled by growing bilateral trade
imbalances, may prove more difficult to deal with than the protectionist demands against
Japan. The Japanese government has the capacity and the channelsto orchestrate
Japanese businesses in response to US pressures. The overseas Chinese networks that
generate alarge part of Chinese exports, by contrast, exce at neutralizing the official
policies of their host governments.

Chinese business networks have been devel oping rapidly from a complex fusion of firms
with very diverse origins and ownership. Although their business patterns are still
evolving, it isaready clear that some dements of the emerging business community can
destabilize the broader relationship, as exemplified by the network of overseas and
mainland Chinese pirating firms that looms large in recent US-China trade confrontation.
Better knowledge about the devel oping Chinese business network is thus crucial in
promoting China-US-Japan economic cooperation.

The key to understanding the seemingly elusive international Chinese business network is
to view it as the product of a triangulation process. Chinese businessesfirst entered Asian
Pacific trade and investment as subordinates of the Japanese and the American networks.
They linked up and Chinese business evolved into a network in its own right only in the
1990's. Although its operation is very different from its Japanese and American
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counterparts—Iess formal in structure and more flexible in conduct—its devel opment has
been constantly shaped by its interactions with the two older networks. In the foreseeable
future, economic integration in the Asia-Pacific will still be the outgrowth of such a
triangulating process—an inchoate group realizing its potential through collaborating and
competing with the established and known networks of Japanese and American
businesses.
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C. Real Impact of Industrialization and Development Policy

The increasing concentration into China of East Asas trade surplus with the USiis
pushing the two countries onto a course of system frictions. Although US dollar
diplomacy was at least partly responsible for the relocation of final goods production,
destined mainly toward America from the four EANIEs and Japan into China, the surging
bilateral trade imbalance is not any less troublesome in American trade politics. Sureto
follow are more American demands for reciprocity, for opening up the Chinese marketsin
indugtries traditionally reserved for China's state enterprises. Such requests may at times
be difficult to reconcile with the East Asian view of “trade and investment liberalization as
areal tool for economic development.” Particularly important is the message of the 1996
Manila APEC address by China's President Jiang, that technology transfer and
cooperation must proceed in conjunction with trade and investment liberalization.

The development palicy for building richer and stronger Chinaimplies that China must
attract technology and know-how from abroad—and not just from overseas Chinese. It
needs the big multinational corporations from Europe, Japan, and the US in aerospace,
autos, eectronics, etc.—afull range of advanced technologies for which the multinationals
have become the principal instrument of geographical diffuson. These multinationals are
likely to play two key partsin China's modernization strategy: trading critical technology
for market access and defending China's growing trade surplus with the US.

Scale defines China's development policy. Market size, and tightly controlled accesstoit,
is Chinds principal trade and industrial development instrument. It will not be discarded
despite WTO accesson. On theinbound foreign investment side, the combination of the
lure of the giant market, the controlled access, and the existence of competing MNCs,
from different national bases for almost every key technology, will enable Chinato
continue to swap market access for technology.

The combination of large trade surplus and controlled market access in China inevitably
generates unfair trade allegations in the American politics of liberalization. Although US
firmsin the “new China lobby” provide substantial counterweight to protectionist
pressures from import-competing producers, the ranks of the latter will also expand as
China moves up the ladder of value added from goods Americans no longer make to
goods directly competitive with US output. In the long run, the bilateral US-Chinatrade
imbalance has to be kept within manageable proportions. The balance of interestsin
American trade politics will not allow the US to be the market of last resort, especially not
for an exporting country of the size of China.

The current rate of growth in the US-China trade imbalance will not be politically
sustainable. Adjustments have to take place either through an expansion of Chinese
imports from the US and/or the absorption of more Chinese exports e sawhere. Japan has
been running a small trade deficit with Chinain the 1990s, while maintaining big surpluses
with both the US and the Asian NIEs. It isinteresting to see whether Japan, as she further
deregulates, can absorb substantially more exports from China. The Japanese and the
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Chinese arerightly proud of their own devel opment histories and growth records. They
need not, and probably should not, be "more like US." However, if American openness to
foreign trade and investment iswhat East Asans "like about US," it is definitely in their
own interests to help the US in keeping the balance of interestsin American trade politics.
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“A U.S. Vison of Liberalization of Trade and I nvestment”
Alan Wm. Wolff,*
December 1996, Tokyo

The primary objective of American trade policy has been to create a single world market,
free of barriers, discrimination, and subsidies. To this end, the US government has
devoted over sixty years of unrelenting effort, from the passage of the Reciprocal Trade
Agreements Act on June 12, 2934 to the present. During thistime, US policy has been
the antithesis of mercantilism. Asageneral policy matter, it has eschewed government
intervention in trade, either at the border or at the source of trade, the point of
manufacture.

America’ s trade philosophy is, of necessity, evangelical. It isnot enough that America's
borders remain open for both its exports and imports, but also that the international
trading system provides a global regime which is equally open, for no good, service or
investment can cross America’s border (in either direction) unimpeded without there being
antoher market sufficiently open to allow that transaction to take place. America has
generally been the principal champion of the GATT. Its negotiators were instrumental in
designing the new World Trade Organization (WTO). The WTO and GATT systems
were painstakingly constructed to assure that borders are open. But thisis not sufficient.
The heart of what America seeksis that foreign economies be at least as open as our own,
i.e. market-driven. We want othersto bejust like us. Borders must not only be freely
permeable but markets must also be contestable¥x that is, they must operate fully on free
market principles. For thisto occur, all actors (buyers, sdlers, investors) must be
motivated solely by commercial considerations, thus America’'s support for privatization of
foreign government-owned and operated enterprises. Market factors¥a not bribes, cartels,
or group loyalties¥a must determine competitive outcomes,

Few, if any, of America strading partners would concede to Americaamoral superiority
in trade matters. But for the purpose of thisanalysis, it is not necessary to debate this
point, nor to defend past American policies or actions or to determine its morality in
matters of international trade.

US Policy Towards Japan

Japan and the US may have the most troubled bilateral trading relationship in the world.
Japan has historically resisted all calls for trade liberalization for any specific product or
service which has benefited from a scheme of Japanese government-supported protection.
A Japanese policy of industrial targeting was practiced for decades in alarge number of
sectors, with sophisticated protectionism included as a central element. Japan’s
negotiating style was to deny reality and yield ground only very dowly. Wherever
possible, it first denied the existence of a problem. The Japanese approach, until recently,

* Alan Wolff is Attorney at Law with the firm of Dewey Ballantine, Washington, DC.

24



was at the same time relatively pragmatic, agreeing to painstaking negotiations initiated by
itstrading partners which were allowed to result in very sow, but discernable, progressin
bringing about some liberalization.

Most of the attention to the Japanese market access problem has come from the US.
There was until recently something of a state of equilibrium reached in US-Japanese trade
relations. America would make its claim and Japan would resist. Then, with the
generation of more heat than light, a compromise would be reached that resulted in
greater, not lesser, two-way trade. The trade relationship might have continued for some
time along this uncomfortable but not very dangerous path had the Cold War not
unexpectedly cometo an end. This event coincided with a natural renewal of Japanese
nationalism. Pragmatic bilateral trade negotiations, conducted with grimaces and grudging
liberalization, have in some cases recently been supplanted by Japan’s rgjection of further
foreign pressure (gaiatsu.) In other cases, such asinsurance, the prior cyclical pattern of
resistance, gaiatsu and compromise have been maintained.

The policy of regjection was first popularized by Shintaro Ishiharain hiscal for “The Japan
That Can Say ‘No!’” Itsrealization may be attempted by Prime Minister Hashimoto and a
school of “hard-lin€’ MITI bureaucrats. Some of them believe that it is both inappropriate
and unnecessary to respond positively to American requests, demands or threats regarding
further access to the Japanese market for foreign goods and services. For American trade
policy and the fledgling WTO, this poses amajor challenge. Japanese thinking appears to
be compartmentalized on trade in away reminiscent of the irrational incompatibility of
Soviet pronouncements favoring peace and its concurrent belligerent actions during the
height of the Cold War. In trade matters, Japan holdsitsef out to America and Europe as
amodel of complete openness. Japanese industrial policy and protectionism, although
well-documented in official Japanese sources, are not so much denied as treated by Japan
(its government, press, and scholars) as non-existent, although this stance is at odds with
Japanese leaders own callsfor liberalization of the Japanese economy as a means of
assuring the future competitiveness of Japanese industry. Bilateral requests for
consultations or negotiation on trade barriers are treated as affronts to Japanese
sovereignty.

The WTO system is based implicitly but most definitely on each member (most particularly
large members) reciprocating benefits received with meaningful trade concessions. This
requires having a functioning domestic market. If thereisabassfor believing that alarge
member is not meeting this threshold requirement, and there is no ready meansto rectify
the deficiency, not only are the seeds of a major conflict sown, but the basis for the WTO
compact itself is called into question.
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An Assessment of Chinese Thinking on Trade Liberalization
Jialin Zhang®
December 1996, Tokyo

Tariff rates (nominal) in Chinaremain high, and non-tariff barriers exist. Nevertheless,
one should not ignore the fact that only ten years ago, Chinaturned away from a
completely closed society relying on a centrally planned economic system. The transition
from that old system to a market economy could not be done overnight. Trade and
investment liberalization can only be achieved in a gradual, incremental way. What is most
important is that the Chinese dite have increasingly realized the urgency of trade and
investment liberalization because of its positive effects upon the domestic economy. The
leadership has become committed to reforming its trade regime on a unilateral basis.
Economic reform and growth, rather than foreign pressure, have necessitated further
liberalization. So far, bold trade liberalization programs have been launched, and
sgnificant progress has been made, especially in the 1990's.

This paper discusses how the Chinese dite's conceptions of liberalization 1 and their
learning curve have evolved, outlines the Chinese attitude toward regional liberalization-
the APEC and finally, describes the liberalization steps China has so far taken and their
constraints.

Evolution of Economic Thinking

Under a centrally planned economy, China closed its market for nearly 30 years. During
this period, China considered it acceptable and desirable to use high tariffs and quotas to
restrain imports, maintain fixed exchange rates, and use foreign exchange rationing as a
further trade-restricting device.

The dominant economic thinking in China at that time was the "sdf-reiance’ theory. That
argument held that using the country's limited foreign exchange to import selected
technologies and to build domestic industries would achieve rapid industrialization.

As the economic reforms continued and a market economy was proclaimed, however, the
merits of import substitution-driven protection were not so unquestioningly accepted asin
earlier years. A policy of attracting FDI and expanding exports and imports itsalf, the key
element of economic reforms, callsfor trade liberalization. The market economy, in
essence, is an open system, incompatible with trade protection. Although some protection
was inevitable a theinitia stage, the full implementation of the market mechanism
necessitates not only free competition in the domestic market, but also a free international
trade policy and the integration of Chinainto the world economy.

® Jialin Zhang is Senior Fellow, Shanghai Institute for International Studies, and Director of the Board of
CPS (Council of Policy and Strategy), Shanghai.
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A central element in intelectual and policy devel opmentsin mid-and-late 1980’ s was the
reevaluation of trade policy and the trading system. "The economic lossincurred by
protection had been underestimated,” recalled a scholar, "while its positive effects were
overstated.” (Chen Feixian 1996) A perception was growing amongst academicians and
state planners that import controls helped maintain inefficient and high cost intermediate
and capital goods sectors of the state-owned enterprise. Depressed prices for raw materials
and production inputs, when combined with the high tariffs for most intermediate and
capital goods, have produced high effective rates of protection for these industries and
penalized downstream activities. The desireto limit the imports of nonessential consumer
goods only reinforced incentives to expand the domestic production of these commodities,
thus contributing to excess capacity and irrational investments designed to meet the needs
of aregionally segmented market. In the absence of a flexible exchange rate policy, the
trade regime has also been used to control the demand for imports for balance of payments
purposes. Ultimately, thiskind of an economy is prevented from obtaining the benefits
derived from access to more efficient foreign products.

The high rate of protection, some scholars argue, also inhibited the import of capital goods
and new technologies, which are necessary for modernization. Some new theories of
international trade had been introduced into China at that time. According to the
"spillover" theory, technology spillovers take place when advancements in knowledge made
by one economic unit are adopted by another economic unit. Liberalization increased the
prevalence of technology spillover as trade barriers were reduced. (Gunter and Meldrum,
1993) Spillovers could decrease the cost of innovations and increase an industry's
competitiveness. Del Me o and Robinson (1992) suggested that these externality effects
are an important factor behind the superior performance of export-led countries relative to
those committed to import substitution. Chinese scholars believe that import restrictions
eliminate externality effects, limit competition, generate inefficient administered protection,
and ultimately harm export performance. (Hai Wen, 1995 and Zhao Guosheng, 1996)

Other side effects of protection include the following: high tariff rates cause rampant
smuggling, while imposing import quotas and licensing lead to widespread corruption.
Nevertheless, there has been an ongoing debate over the issue of whether infant industries
should immediately represent a kind of intervention into the allocation of resources that led
to price distortion and low efficiency.

This should not mean, however, that China needs no protection at all. The "infant
industry” concept is not a Chinese invention. It was Friedrich List, the German economi<t,
who stressed the protection of infant industry during industrialization a century ago.
(Warren Hunsberger, 1964) In earlier phases of their development, several East Asan
economies combined export devel opment with import protection. Japan, Korea, and
Taiwan, for instance, provided substantial import protection to their infant industries
through trade barriers and financial incentives. Development theoriesin the 1950's and
1960’ s endorsed this approach. (World Bank, 1994)
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Nor should government intervention be abandoned regardless of the concrete conditionsin
specific country. Given the imperfections in the markets of credit, labor and technology in
many developing countries, it iswishful thinking to assume that the marketsin these
countries would provide correct pricesignals. In fact, state intervention is precisay called
for, if only to overcome the distortions imposed by market imperfections. (Chakravarty,
1988) Even now, the new international trade theory embraces the "strategic trade
protection” concept. Governments can select a number of long-term and strategy-oriented
industries, according to this notion, for protection by enacting policy incentives. Japan and
other developed countries followed this policy during the post-war period, although such
protection was short-term, and always moved from one industry to another, referred to by
Givens as "the narrow moving band." (Krugman, 1990) The objectives of protection were
to generate spillovers and increase productivity and competitiveness within a short time.

Government role in supporting export development and sustaining outstanding economic
performancein East Asian nations was a so highlighted. "Looking ahead, both
liberalization and government efforts to ensure adequate regulatory frameworks will be
important." (World Bank, 1994)

The challenge that the Chinese government faces, scholars propose, isto pick theright
products, not necessarily industries, to protect in the context of a strategic development
policy. Usingindustrial or consumer policiesinstead of trade barriers might be less costly
in the short term. (Ha Wen, 1995)

Since the early 1990's, consensus among Chinese devel opment theorists was moving
toward further trade liberalization. (Chen Feixian, 1994, 1996; Hai Wen, 1995; Wang
Qinfang, 1996; Zhao Guasheng, 1996) This thinking was reinforced by the positiverole
played by FDI. The experience of most East Asian countries showed that they are unlikely
to give up protection without a credible alternative for acquiring technology. That
alternative exists. Industry now can be promoted more effectively through FDI than
through import subgtitution. Chinaisusing FDI for devel opment of competitive industries
such astextiles and e ectronics.

Thetrade-FDI link in East Asais often illustrated by the “flying geese” hypothesis,
according to which the dispersion of technology that influences trade patternsis transmitted
through FDI from the lead country to follower countries. (Akamatsu, 1960) Lead-country
firms combine their technological advantage with the lower factor costs in follower
countries and move their production of "second tier" products offshore. The combination
of foreign capital and cheaper production costs makes the follower country's products more
competitive in world markets. Sotheir exportsrise. Japan is usually regarded as such a
lead country, followed by the early NIES, which in turn have been followed by Malaysia,
Thailand and, more recently, China. The distribution of production is determined by
comparative advantage and the ability of the host countries to absorb the technol ogy
embodied in the FDI flows within an increasingly open trading system. Foreign investors
pressure the host country governments to relax import restrictions, often contributing to a
more open traderegime. FDI promotion, therefore, is attracted by liberal trade regimes,
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contributes to export growth, and in turn creates pressure for further trade liberalization.
The World Bank called these processes a "virtuous circle.”

In sum, trade liberalization is not a result of foreign pressure, but an intrinsic necessity of
economic reforms. Thereisageneral consensus among the Chinese dite that theinitial
stage of trade liberalization in China might be painstaking. But thisis the transaction cost
the country has to pay during itstransition to a market economy. In thelong run, greater
openness should help the country reduce the current inflationary pressures and increase the
market discipline of state-owned enterprises. An important objective of trade reform, then,
isto rationalize the allocation of resources by placing enterprise decisions in the context of
international price signals, and to boost national welfare.

An Approach to Regional and Global liberalization

During thefirst ten years of the Chinese economic reforms, their emphasis focused upon
domestic problems. There was insufficient attention paid to policy and the issues of
international economic cooperation. Some scholars maintained the dogmatic view that
economic integration congtituted the exploitation of underdevel oped countries by the major
€Cconomic power's.

As China s economy opens to the outside world, there is a growing awareness that
economic interdependence and free trade are irreversible trends.  Eliminating protection
and opening the market are just a matter of time. Asthe world economy grows healthily
and interdependence increases, China sinterests clearly are linked with an open and
multilateral trading system. Hence, Chinaiswell advised to participate fully in all initiatives
to promote multilateral trade liberalization. Actionsin the regional context will be of
interest if such initiatives are non-discriminatory. For China, the benefit of aregional
approach to liberalization would be a potential increasein its exportsto East Asaand
sustained FDI inflows with substantial technology transfersto China. Both developments
would serve to provide opportunities for export market diversification and dampen the
adverse impact of liberalization on the current account in the short term.

Asthelargest developing country in the region and the world, China’s salient features of
economic devel opment should be taken into account when participating in such regional
integration. Although the economy grows extremely fast, its productivity is very low; the
newly-born market system isimmature and imperfect; agricultureis particularly backward,
and its suppliers of products can not endure foreign competition; and many sectors like
automobile, eectronics, finance, insurance, and communications are ill in their infant
stage. But the domestic market potential is enormous, and demand for technology and
management skillsis huge.

It isdesirable that developed countries obligate themsalves to extend some assistance to

deveoping countriesin technology transfer, building infrastructure, environment
protection, human resources devel opment, improved management, etc. Japan's promise of
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10 billion yen contributions, made at the Osaka meeting for these purposes, was widdy
praised.

In China sview, in the final analyss, liberalization is a matter of opening markets. Only
with advanced technology and sufficient funding, provided by the developed countries, can
industries of devel oping countries become more competitive, and their markets open up.
Unfortunately, the US has opposed making APEC a vehicle for development projects and
"poaling” its development aid with other APEC donors. (Ortblad, 1996)

Concerted Unilateralisn: Since the Seattle meeting, there has been atrend that APEC
could turn into aregional trading arrangement with binding rules. Most Asian member
countries, however, oppose this, asthey believe this organization should be open to
nonmember countries. Many scholars admitted that ingtitution-building in APEC isa
protracting, painstaking process. Too hasty an effort to erect the superstructure risks
toppling the whole framework.

Unliketraditional trade areas that enforce their agreements through binding mechanism,
APEC rdies on consultation and unilateral commitment of individual countries. The Osaka
meeting reasserted the "Asian way" of reaching decisions through consensus. Asfor the
best way to achieve trade and investment liberalization, there were two different
approaches. "collective action” as advocated by the US involves collectively-agreed action
plans of liberalization for all members, while "concerted unilateralism” allows each member
to move forward independently. China, Japan and other Asian members were inclined to
support the latter. In recent years, unilateral initiatives are favored in many countries of
East Asia, where they have been responsible for more market opening than concessions
produced through tough bargaining. New Zealand, Indonesia and China are notable
examples. (Wain, 1995)

In China s opinion, each country should set out its own plan of liberalization according to
its domestic situation, then decides the priority, scope, sequence, and pace to implement
the plan. Concerted unilateralism should have three dimensions. 1) Collective action
formulated on the basis of unilateral action plans, i.e. unilateral action as the mainstay and
collective action as a supplement. 2) Unilateralism does not mean doing as one pleases.
Individual action plans should abide by common principles which are agreed upon by other
member countries. Where possible, they will be "concerted" through a process of
consultation and review. Hence, the action agenda will include a section setting out
objectives and guidelines for both individual and collective actions across a wide range of
issues. 3) Egtablishing an appraisal and assessment mechanism. All individual plans must
be comparable. During consultation, member countries can compare each other's action
plan, revise and coordinate them. So, each country movesin roughly the same direction in
an even way.

Nondiscrimination. In China's view, the fruits of APEC's liberalization should be enjoyed
by al member countries without discrimination. In other words, MFN treatment among
APEC members should be unconditional. Otherwise, "open regionalism" is nothing but
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empty talk. Linking human rights to China’ s trading status and annual review of MFN is
another absurd tactic. The MFN treatment has become a global standard for normal trade.
It does not render afavor, but assumes reciprocal obligations. More than 120 countries
now have lower tariff rates than those under MFN by enjoying the Generalized System of
Preferences (GSP). Thistactic will only inhibit the liberalization process of APEC.

Isthe China Market Closed?

Does China have the highest tariff rate in theworld? Yes, itsnominal average tariff was 43
percent in 1992. No, its effective tariff was only 4.6 percent in the sameyear. This
paradox reflects the distorted tariff structure that originates from the old system and the
new measures taken by the authorities trying to open China s economy.

In aclosed, central planning economy, the tariff was regarded as the embodiment of
sovereignty. Its functions were assigned to ensure government revenue and to protect
domestic industries. Liberalization can cost the government much on revenue grounds.
Acting on this principle, Chinaimplemented a high tariff policy during 1949-1979. In the
process of the economic reforms, however, the thinking on the functions of tariffsin policy
and academic circles has changed. Tariff are no longer regarded merely as a source of
government revenue, but asatool for regulating imports and exports, expanding foreign
economic relations, and rationalizing the domestic industrial structure. The consensus
reached isthat high tariffswill not generate increased government revenue. Judging by the
composition of imports, the major imported goods were not those subsi stence ones that
China cannot produce and supply. Given alarge dasticity of supply, high tariffs on these
goods will restrict imports and thus decrease tax revenue. Asaresult of this thinking
change, the country consistently cut tariffs after 1991.

In November 1995, President Jang Zemin announced at the APEC meeting in Osaka that
China had decided to cut tariffs by at least 30 percent, at the same time revoking various
tax exemptions. These tariff reductions that came into force on April 1, 1996 covered
approximately 4,000 commodity lines that bring Chinals average tariff rate down from 36
percent in 1995 to 23 percent. The new duties on average represented a 40 percent
decrease from the 1994 rates. Thiswas amajor step for unilateral liberalization in
compliance with the agreements reached at previous APEC mestings.

In addition to tariff reduction, Chinals entire trade system has also undergone major
changes. Since the start of the economic reforms, Chinals trade system has moved from
planning and carrying out al trade through a handful of foreign trade corporations (FTCs)
to one in which the role of planning is much diminished. Since 1985, export planning has
been eroded by the decentralization of FTCs. Foreign trade can be conducted by local
government and local FTCs on a contract basis. All FTCs are responsible for their own
profits and losses, and they no longer monopolize foreign trade.

Over 5,000 domestic enterprises and hundreds of foreign-funded firms now have the right
to engagein foreign trade. On theimport side, the coverage of the plan fell from 40
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percent of al importsin 1988 to 20 percent in 1992. Later, the government announced its
decision to eiminate mandatory import plans, reduce the scope of import controls on
machinery and e ectronics equipment, diminate licensing and quota requirements for some
products, and ssmplify import procedures. On December 31, 1995, 176 non-tariff
measures, totalling 30 percent of total import quotas and licensing, were phased out.

In addition, reforms of exchange rate management, including the unification of the rates
and the abolition of retention quotas, have resulted in currency convertibility for current
account. This has diminated an important source of economic rents and the need for
government intervention in the allocation of foreign exchange.

These devel opments demonstrate that over the last few years China has made a big stride
toward unilateral liberalization. Nevertheless, China's trade restrictions, both tariff and
guantitative, remain relatively high. Therecent cut of the average rate to 23 percent is ill
short of the simple average rate of 17 percent maintained by most devel oping countries. As
many government officials have stated, the next step might comein afew years. Foreign
countries also point to some 300 non-tariff measures, including licensing requirements,
import quotas, and certification requirements.

In fact, China s market is far more open than that of Japan, Korea, or Taiwan at
comparable stages of their development. Although China has a trade surplus with the US,
itincurred a $12.2 hillion global trade deficit in 1993 and has done so in two of every three
years since the late 1970s (Chart 1). It makeslittle sense to argue that the Chinese market
had been closed when Chinawas running a large current account deficit. (Lardy, 1994)

It isunrealistic and unfair, however, to demand that China abolish all barriersat once. For
trying to understand China’' s growth and devel opment objectivesin the global trading
system, it isimportant to emphasize how different the circumstances are for China and the
developed countries. China has a huge population and avery low per capitaincome. Its
industry, agriculture, and service sectors are still underdeveloped. Social didocations and
disturbance could worsen if the protections for certain industries were lifted, perhaps
destabilizing the region if not the whole world.

History has shown that economic liberalization in most countries has been an incremental
and progressive process. China accepts that different rules should apply for different
countries at various stages of development. Take the case of Japan. It took 17 yearsto
reduce Japanese tariffsto the levelsrequired by GATT. When Japan acceded to the GATT
in 1955, the one-third tariff cut wasitsfirst cut in this century and still, there remained
many high tariffs. Despiteits 40 percent cut in the Kennedy Round, Japan's tariffs
remained higher than that of other developed countries until 1972 when it promulgated a
unilateral 20 percent reduction that made its tariff level smilar to other OECD countries.
South Korea and other devel oping countries also acceded to the GATT under exceedingly
generousterms. The harsh conditions set and double standards used by Western powers to
regulate China's accession to the GATT only violate the principle of nondiscrimination.
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As indicated above, China has been committed to cut tariffs to those levels maintained by
most developing countries. To be sure, there are still non-tariff barriers, but they persist
everywhere. Neither Europe, nor North America can claim to have open marketsin terms
of non-tariff barriers. Moreover, it appearsthat such barriers are hard to define and
measure. Neither World Trade Organization (WTO) nor GATT, its predecessor, was
incapable of reducing these barriers. Whilethe USismost critical of non-tariff barriersin
other countries, one only sees the increased use of US protective measures¥s quotas, anti-
dumping and countervailing duties, safeguards, trade sanctions, and linking trade retaliation
to non-economic issues¥s againgt itstrading partners.

Even the US has admitted that the scope of trade openness must hinge on prevailing
economic conditions. As US Trade Representative Kantor once stated, in the 1950's and
1960’ s the US could afford to open its market because it controlled 40 percent of the world
economy, but in the 1990’ s its share of the world market has declined to 20 percent and it
cannot afford to do so any more. If so, why can other countries not decide the extent and
pace of their market opening according to their own economic conditions?

It would not make sense to argue which country is protectionist and which is a free-trader.
Any country moving towards unilateral liberalization or liberalization within multilateral
arrangements should be actively encouraged. We do not see a universal form of
liberalization as the US definesit. We do believe, however, that the broad trends across
the world are towards greater economic openness.
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China Plays a Constructive Role in the Dynamic Growth of
the Asian and Pacific Economies
Li Zhongzhou®
November 1997, Berkeley

Certainly, China shares common interests with Japan and the US in maintaining dynamic
growth of the APEC region. China's potentials for growth as a devel oping economy are
far from being exhausted. Chinawill continue to make efforts to contribute to the dynamic
growth of the APEC economies. In the coming four yearstill the end of this century,
China envisages to achieve an average 8 percent annual GDP growth. As the economy
grows in magnitude, growth rates will fall hopefully to around 7 percent for the first
decade of the next century. In other words, Chinawill continue to be an important growth
factor for the APEC region. The external sector has already played a very significant role
in the national economy. Import and export trade together is equivalent to some 40
percent of GDP. Although the method of comparison has been questioned, it doesn’t
change the basic fact that foreign trade has strong bearing on the national economy.
Import and export trade is envisaged to reach US$400 hillion by the year 2000. In other
words, for the coming four years, Chinawill create atotal demand of some US$700 billion
for imports.

Encouraging foreign investment is one cornerstone of China' s open policy. By the end of
1996, China had absorbed a cumulative foreign direct investment of US$177 hillion.
Foreign investment accounts for 17 percent of total domestic investment. The Chinese
government has undertaken to further improve the investment environment by
guaranteeing profit repatriation (already significantly facilitated by convertibility of RMB),
accelerate law-making, and enhance policy transparency and administrative efficiency. In
keeping with the national focus on infrastructure construction, the government will
continue to use foreign loans and credits as well as encourage foreign investment on
infrastructure projects.

The service sector assumes rapidly increasing importance as the economy grows in size.
Great efforts are being made to build a regulatory system to prepare for further
multilateral negotiations on trade in services.

China, Japan and the United States will substantially benefit from dynamic growth of the
APEC economies. Previous paragraphs described the constructive role China could play in
promoting APEC economic growth. Appropriate policies by Japan and the US could
interact with each other to create the momentum of growth.

Japan is China s most important trading partner, with the exception of Hong Kong. For
the period of 1991-1995, China’simport and export trade with Japan was US$190 hillion,

¢ Zhongzhou Li is Minister Counselor (Economics & Trade) in the Permanent Mission of Chinato the
United Nations at Geneva.



accounting for 18.74% of China s global trade during the same period. China s export to
Japan was US$87.76 billion accounting for 16.93%. In theimport scene, Japan took
20.62%, amounting to US$102.29 billion. Given the complementality of the two
economies and the geographical vicinity, thereis still large potential for further trade
growth. Japan can take on more goods from China and can also create greater demand by
investing morein China. Japan’s sharein China s foreign investment has actually dropped
sharply from 32.69% for 1986-1990 to 11.27% for the period of 1991-1995. Protectionist
pressure in Japanese domestic industries such as textiles and clothing may create problems
for bilateral trade relations. The two governments need to work together to find
appropriate solutions to promote both trade and investment.

Economic and trade relations between the US and China have the largest untapped
potentials. Given the high degree of Complementality between the US as a highly
developed industrialized country and China as a fast growing developing country, there
are no conflicts of interest. China's mgjor exportsto the US are |abor-intensive products
such astextiles and clothing, footwear, and other light industrial products which the US
no longer produces. China imports a wide range of products from the US. Largeitems
includes wheat, chemical fertilizer, civil aircrafts, industrial equipment, etc. At present,
Chinaisthetop buyer of American wheat aswell as a maor buyer of American civil
aircrafts. Up to date, China has purchased 308 crafts amounting to US$8.72 billion.

The USis aso one of the major sources of foreign investment. About 100 of the 500 top
American enterprises are investing in China. Five American banks have established eight
branchesin China. Out of the six foreign insurance companies approved by the Chinese
government to open business, three are American firms.

China-US trade relations started from scratch in 1976 by signing the first bilateral trade
agreement in which both parties mutually granted most-favored-nation treatment. That
agreement ushered in a period of expansion of bilateral trade with an average 18% growth
rate. The US quickly become China sthird largest trading partner after Hong Kong and
Japan. Obvioudy, constructive bilateral relation isthe basis for expansion of bilateral
trade. Unfortunately, recent political debatesin the United States have distorted the actual
constructive bilateral economic and trade relations and dramatized the so-called “threat”
of Chinese economic growth. The fundamental MFN principle prevailing in international
tradeislabeled a“privilege’ granted to China. Extremist groups advocated trade
sanctions. Trade will occur only when both sides benefit from it. The withdrawal of MFN
islikely toinflict a destructive impact on the dynamic growth of the whole APEC region.
Processing tradeis amajor component of China's trade accounting for 55.8% of total
trade. The withdrawal of MFN will serioudy hurt suppliers of intermediate goods and
foreign investment enterprises engaged in processing in Chinaincluding many American
enterprises such as Nike. The Chinese government and the US administration are working
together to defuse the explosive issue. It isimportant for the academics and the
administration to explore the true story of the most touching issue of trade deficit that
caused so much emotion in the US. A joint expert group consisting of Chinese and
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American statistical experts was established to investigate the issue. The group discovered
three aspects that divide the two parties.

First, US imports statistics overstated imports from China by omitting value-added in
further processing by third parties. The added value ranged from 40% to 100%, but till
counted as Chinese goods without discounting the added value. According to US data,
only 20% of Chinese goods imported into the USisdirectly delivered by China.

Second, US exports statistics omitted transshipment through Hong Kong to China, which
valued around US$2.3 hillion (1993).

Third, problems also arise from rules of origin, which need to be further investigated.
Analysis based on thefirst two factors revealed that the US trade deficit has been
exaggerated by at least 60%. Confrontation touched off by emotion based on inaccurate
information could mislead us to overlook the real mutual interests of constructive
relations. Both parties should discourage emotional debates and carefully ook into the
areas where common interestslie. The US should not lose sight of the fact that Chinais
the fastest growing market for the US; American investment and direct export to China
alone create at least 300,000 jobs for the US. China should bear in mind that the USisthe
most important market for Chinese goods, a major source of foreign investment, and a
supplier of high technology badly needed for economic development. The trade balance
issue could be resolved constructively through friendly consultations.

China has already undertaken liberalization of market access on three fronts, namely WTO
concession, APEC individual action plan, and unilateral measures taken as part of the
overall economic reform program. The Chinese government took other major stepsin
market access liberalization and made autonomous tariff reductions covering 4,874 tariff
items. Thisrepresents an average 26% reduction. Asaresult, the average tariff level has
dropped from 23% to 17%, alevel very close to our committed target of 15% by the year
2000. China has done its utmost within its ability and will continue to do so. The US may
need to make its own effortsto increase exportsto China. The most important thing to do
isto resolve the uncertainty of US-Chinatrade relations, lift export restrictions on non-
military technology and equipment, enhance competitiveness in competition with Japan
and European enterprises, permit American enterprises to participate in public tenders for
infrastructure projects and provide export financing generally available for other countries.

China’ s approach to the liberalization of trade and investment

Asexplained in Section |, China adopted a progressive approach to economic reform in
thelight of China's special conditions. It isa practical and pragmatic approach which is
also applicable in the liberalization of trade and investment.

Development strategy
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The objective of development strategy is to achieve high, sustainable, low-inflationary
economic growth by full utilization of internal and external financial resources aswell as
theinternal and external markets. The open policy adopted in 1978 has resulted in rapid
development of the external sector. By any standard, the external sector is already very
largein proportion to the national economy. Total value of imports and exportsis equal
to around 40% of the GDP. Foreign investment accounts for 17% of total national
investment. Foreign investment enterprises take 47% of import and export trade. This
suggests that the Chinese economy is already highly integrated with the world economy
and will continue to move toward an even greater degree of integration. Depression of
the world economy will have immediate impacts on the Chinese economy and the sharp
decline of China's dynamic growth will in turn inflict heavy loss on its partners particularly
in the APEC region. China shares common interests with APEC economies in maintaining
dynamic growth in the region.

International division of labor and Complementality

As demonstrated in the above section, China's main exports are low val ue-added |abor-
intensive products, over half of which are simply processed products with 10-20% value-
added. Our industrialized partners no longer produce such products or maintain
production at high cost through protection. China's main imports are high value-added
industrial equipment, technology and food grains. This complementary pattern of tradeis
awin-win game based on comparative advantage.

This pattern of trade, however, now faces a danger of being short-circuited by
protectionist measures such as unilateral restrictions, discriminatory anti-dumping actions,
and biased rules of origin taken by China sindustria partners. In textiles and clothing for
example, China has been downgraded from first to third biggest supplier in the US market.
At the insstence of the US, a new agreement expanding quota restriction coverage and
reducing growth rate of existing quotas was signed. The US side insisted on putting pure
silk products on quota restrictions even though the US has no domestic silk production to
beinjured. Theonly result isincreased cost for consumers. Such protectionist measures
always cause chain reactions. The European Union wanted similar agreement by claiming
MFEN treatment. Japan threatened to impose unilateral quotas for the first time for fear of
trade diversion as aresult of US and European restrictions. This had been done when the
Uruguay Round Agreement on textiles and clothing to phase out all quota restrictions
within ten years came into effect. If thistendency continues, China's liberalization efforts
may be bounced back as its comparative advantage is dented by protectionist measures. It
should also be recognized that the globalization of production has blurred the traditional
country-to-country division of labor. Restrictions on a product produced in one country
may affect one or several other countries. For example, US footwear manufacturers are
hurt by EU quota restrictions on Chinese footwear.

Correlation between protection of infant industry and upgrading industry
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China has no intentions of providing permanent protection for sunset industries. The basic
objective of protection is to give infant industries adequate time to achieve a scale of
production which allows them to enter into international competition. The ultimate goal is
to upgrade the industries rather than insulate them forever from international competition.
Questions have been raised about China’s protection of the auto industry. Three factors
haveto be bornein mind. First, the world auto market has been carved up by intra-firm
transaction and governmental market sharing arrangements. China could emerge as a new
competitive market. Auto producers are teaming up for manufacturing in China. Thereis
likely to be healthy competition. Secondly, auto production is globalized. The Chinese
auto industry to emerge will consist of multinational ventures with benefit-sharing.
Thirdly, the auto industry is regarded as a pillar industry which has broad linkage effects
proliferating into sted, glass, paints, motors, road constructions and auto services. Itis
not a question of protection, but a question of development.

Regionalism vs. multilateralism

China favors multilateralism and supports regional cooperation, which is consistent with
multilateral rules. China does not wish to see regional cooperation arrangements drifting
into exclusive trading blocs, because that would be detrimental to China's full-fledged
open policy and her efforts to diversify her trade relations. China has actively participated
in the APEC liberalization of trade and investment, and reiterated her emphasis on
unconditional MFN. This has been the fundamental principle of international trade for half
acentury. The US il has reservations about this principle. APEC liberalization will not
be smooth-going short of strict observation of this principle.

Integration of China’s economy into world economy

China views WTO membership as an effective instrument to promote integration with the
world economy. WTO provides a comprehensive framework of rights and obligations for
al members. Chinaisready to take this framework as the basis for economic reform.
China has aready accepted the Uruguay Round package by signing the final document in
Marrakech. Theremaining issueisto reach agreement on market access concessions.

The mgjor trading partners took advantage of the negotiations to demand that China pay a
high price which China considers to be beyond the level of her economic devel opment.
Thereis aso the outstanding controversy over the major trading partners insstence on
having provisions permitting WTO members to apply trade remedy measures beyond what
is provided for in the existing legal instruments of the WTO. China does not accept such
discriminatory protectionist provisions.

System Friction and Level Playing Fields
The world economy consists of diversified economic systems and divergent levels of
economic development. Thereis no single modd which is universally applicable for all

countries. If each of our countries carries out trade only in accordance our own systems,
then thereisareal system friction. We need a common denominator to regulate our trade
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reations. The WTO, notwithstanding all itsinequality and imperfection, has been
accepted as the common denominator for countries to observe in the conduct of
international trade. While recognizing the marked improvement of the dispute settlement
procedures, one should not take for granted that the WTO can in all cases guarantee fair
play and provide for level playing fidldsin international competition. To alarge extent,
economic power is gill theforcein rulemaking. Small economies can in no way prevent
things from happening which may cause harmsto their economic interests. Latecomers
are normally asked to undertake more obligations and pay a higher entrance fee than
existing members. China has taken the position that it will do its utmost to make greater
market access concessions to the maximum extent possible, but it will not accept
discriminatory rules inconsistent with existing WTO legal instruments. All major trading
partners of Chinaincluding the US and Japan have in one way or another maintained
discriminatory trade measures against China. Accession to the WTO will of course
require Chinato make radical trade policy and system adjustments. It also requires
China s trading partners to diminate discriminatory measures against China. We are
aware that vested interests strongly resist such policy adjustment. That is the background
behind the demand for trade remedy clauses to be included in the future Protocol of
Accession. China saccession isactually left at the mercy of its major trading partners.
Top Chinese leaders have made it clear that China wants to be part of the multilateral
trading system but will not sacrifice its fundamental economic interestsin order to accede
to the WTO. Within the WTO, China has an important role to play in maintaining
sustainable, dynamic economic growth in the Asian and Pacific region, aswell as
strengthening the multilateral trading system. China has come to terms with Japan on the
accession but has yet to reach a common understanding with the US.

The US administration’s position on China's accession to the WTO has been heavily
influenced by the emotional reaction to the exaggerated trade deficit in goods, overlooking
the substantial benefits the US has gained in the overall positive economic and trade
relations. Thisreation isadynamic onein nature. It has served to accelerate the process
of structural reform in both countries. It isinappropriate to focus only on the imbalance
of trade in goods. There are many more positive e ementsto talk about in our bilateral
trade and economic relations. The balance in China s favor only temporary and only in
goods. TheUShassurplusin services. The US began to have deficitsin tradein goodsin
1972 and never regained a surplus. But the deficits in goods are compensated by surplus
in services. In 1996,the United States had a record high trade surplus of US$72.6 billion
in services, offsetting 40% of the trade deficitsin goods. (CSl Reports-The Service
Economy by Joseph P. Quinlan) It isadynamic structural adjustment in USinterests. It
reflects the continuous upgrading of the US economy. It means more white collar jobs,
less blue collar jobs. The US economy isin extremely good shapes with a strong dollar,
comfortable growth rate, low inflation and low unemployment.

For China, the expansion of the external sector and the reform and open policy are
interacting with each other. Without rapid growth of exports, there would have been no
rapid expansion of imports (five folds between 19 and 1996). Without a substantial
increase in foreign exchange reserves, we would have not been able to abolish the foreign
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exchange certificate, multiple exchange rate and foreign exchange retention scheme. And
we would have not been able to achieve the goal of RMB convertibility on current
accounts so soon. Also, there probably would noe have been so many American banks
established in China.

China-US bilateral relations should be assessed from a long term perspective and a
broader framework. The two governments should work closely to avert disruption of this
constructive relationship by emotional debate on particular issue such as trade deficitsin
goods. We do not underestimate the problems, but assert that it should be examined on a
economy-wide basis, not on sectoral reciprocity.

With the rapid advance of modern technology and profound structural changesin the
world economy, many of the traditional concepts such as “nationa treatment,”
“reciprocity,” “asymmetry,” and “fair trade’ haveto change. All these concepts were
developed on the basis of international movement of goods with relative static state
factors of production. Now all factors of production have become active actors of the
world economy by moving across border extensively. Indulgence in sectoral balance by
argument of reciprocity, asymmetry or fair trade only delay the dynamic process of
structural adjustment of the world economy. It does not make sense to talk about
asymmetry in the labor-intensve sector when the major industrialized countries have
actually monopolized the high technology and service sectors.

The two countries should work together to narrow the gap by way of positive balance, in
other words by expanding trade to grow out of the imbalance on an overall basis. China
on its part has been undergoing drastic economic reform and has taken incessant measures
to facilitate the transition toward a market economy system. In spite of high
unemployment of more than ten million, China has made four rounds of autonomous tariff
reductions which effectively brought down the smple average tariff rate by more than
60%. Mogt of the non-tariff measures have been eiminated and the remaining will be
phased out in the framework of WTO negotiations. China has also substantially liberalized
its foreign exchange regime by abolishing the exchange allocation system and multiple
exchange rate, and has achieved the goal of current account convertibility, completing the
transition from IMF Article X1V to Article VIII within an unprecedented short period.
However, US trade officials continue to assert that the widening trade gap is attributable
to protectionist measures by China. Such an assertion gives the business community a
wrong message to scare them away from the Chinese market. Chinaisin a process of
dynamic, liberal reform, moving rapidly towards globalization. Asmentioned in previous
paragraphs, foreign investment enterprises account for 47% of China simports and
exports trade and 17% of China' s domestic investment. Sustainable, dynamic economic
growth isno longer amere national pride of China, but a magjor contribution to regional
economic growth for which all three of our countries share a common responsibility.
Many in the USfail to observe thisfast evolving trend. They are obsessed with trade
sanctions. Sanctions do hurt China, but they hurt the US aswell. It never solves
problems, but create problems. The US has missed many of the opportunities through its
own faults: bans on exports of high technology and nuclear power equipment, withholding
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export financing, discouraging American enterprises from participating in international
tenders for the Three Gorges projects, etc. High technology and huge projects provide
effective solutions to narrow the trade gap. The US wishesto maintain its existencein
Asa. Active participation in Asia s dynamic economic growth is the most effective means
of achieving that objective.

Accession to the WTO will lock in China economic and trade regime with WTO rules and
accelerate the integration with the world economy. If the issueis to be resolved, the
misconception that China has not made commercially significant offers hasto be
corrected. How can one argue that China' s offer is not commercially significant when
negotiators privately admitted that China's package offer outweighs the total concessions
of the whole Tokyo Round? How can such negotiating rhetoric be convincing, when
China as an agricultural countries gives up the right to provide export subsidies for
agricultural products (when all major agricultural exporting countries continue to provide
large amount of agricultural export subsidies well into the next century), commits to phase
out al non-tariff measuresinconsistent with WTO, and further reduce tariff level along
with its economic growth?

Chinais aware of the need to make necessary legal and administrative adjustment to meet
WTO obligations. But the ultimate goal isto build a system that will ensure sustainable,
dynamic growth, increasing purchasing power and progressively expanding market access
for foreign goods and services. The adjustment will include adapting to a tariff-only
system by making commitment to phase out non-tariff measures which are incons stent
with WTO and making sharp tariff cutsin response to WTO members requests. China
has committed to bring down its tariff to an average level of 15%, making major structural
change in the foreign trade regime and gradually replacing the foreign trading right system
with aregistration system, phasing out trade-related investment measures (particularly
local content requirement), adjusting towards current account convertibility (this has
aready been accomplished), and accderating preparation for further liberalization of trade
in services. The General Agreement on Trade in Services only sets the framework for
negotiations. Bargaining for concessions will follow in the years to come.

Thisisan illugtrative list of broad areas requiring China to make substantial adjustment.
Many more detailed, specific adjustment requirements are contained in the Uruguay
Round package agreements. We are confident that we can manage to meet those
obligations within the framework of WTO. Imposition of additional obligations beyond
the WTO will distort competition and sow discord in future trade relations between China
and WTO members.

National Treatment
Finally, afew words about national treatment. National treatment isa broad term. It has
different ramificationsin different contexts. National treatment in GATT relates only to

non-discriminatory treatment for imported productsin respect of internal taxes and
regulation of marketing and distribution. It has nothing to do with treatment of foreign
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enterprises and foreign natural persons. National treatment in GATS (General Agreement
on Tradein Services) does relate to legal natural persons. But such treatment is
negotiated case by case; it isnot automatic. Negotiated national treatment may be
qualified, modified or limited, depending on the writing of the schedules. China
recognizes national treatment for imported products and are negotiating qualified national
treatment for selected sub-sectors of services.

National treatment in respect to foreign investment hasto be dealt with differently in
different contexts. What has been frequently referred to by foreign investment enterprises
reflects their interests in gaining equal access to foreign exchange, accessto public
services at the same prices available to Chinese citizens and Chinese enterprises, and
access to bank loans and credits. The achievement of convertibility on current account has
aready solved the problem of accessto foreign exchange. As market-oriented reformis
being intengfied, state pricing for production inputsis disappearing. The government has
decided to unify prices for public services. The reform of the banking system requires that
commercial banks operate on market principles. Domestic enterprises are going to have
advantages over foreign enterprises.

Another side of the matter is how to deal with preferential tax exemption for foreign

investment enterprises. The government has to respond to domestic enterprises demand
for the right to compete with foreign investment enterprises on leve playing fields.
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1. WHY A TRIALOGUE MAKES SENSE

Main | ssues:
Thetriangular regional production system
Economic integration through investment and trade

Selected excer pts:
A. “Viewson Trade and Investment: Perspectives of Japan,” by AkiraKgjima
B. “ Asan FDI Inflows and Outflows. Patterns and Trends,” by Dennis J. Encarnation

C. “Scenariofor Asian Pacific Economic Growth,” by Heizo Takenaka

Summary: Why a Trialogue M akes Sense

Holding atrialogue between the US, China, and Japan is an effective way of
discussing the issues at large because the triangular regional trading system between the
three nations yields a high level of economic integration, through mutual trade and
investment, and will play integral rolesin the continued devel opment of the region.

The authorsin this section discuss the structure of Asian regional production and
its futureimplications in light of the recent changes and developmentsin regional trade
and investment patterns.

Theincreased importance of investment over trade, as Kojima notes, has profound
implicatiosn for Asian economic development. The astounding increase in direct
investments and mutual economic interdependence since the late 1980’ s was caused by
several Smultaneous conditions, including the Asian nations' economic systems
renovations, which opened them to other countries and led them to develop direct
investment strategies. (Kojima2) Direct investment has since become vital component of
bilateral and multi-lateral trade adjustments, which helps solidify the relationship between
trade and investment, to the point where the emphasis of the world economy has shifted
from trade to investment, says Kojima, to the point where trade has become an “index” of
investment. (Peter Dragger, from Kojima 2)

Several trends have marked the elevated importance of capital shifts over trade of
assets and services, including the creation of the WTO in 1995. While GATT expanded
free trade opportunities and supported the development of a world economy, the post-
Cold War WTO isinvolved with direct investments aswell astrade. In addition, notes
Kojima, there have been accelerated internationalization of enterprisesin both advanced
and devel oping nations, dramatic increases in overseas direct investments by advanced
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countriesin developing countries, and lower national barriersallowing for greater
flexibility in choosng among global production sites.

Intra-Asian FDI is now more important than intra-Asan trade in determining the
magnitude and pace of regional integration, according to Encarnation.

During the 1990's, East Asia has become not only a major site but also a
significant source for foreign direct investment (FDI). FDI in Asa, concentrated largely in
the manufacturing and service sectors and natural resource-based industries, have altered
the nature of Asian trade and has increased regional integration beyond what trade alone
accountsfor. (Encarnation 1)

The Asian Pacific economic triangle—Japan as technology supplier, developing
Asian nations as producers, and the US as consumer—could not, however, be sustained in
the long run; when US trade balances reached heavy deficits in the mid-1980's, the
political decision to devalue the dollar was made with the expectation that Japan would
absorb much of the US' consumption role. (Takenaka 2)

Japan’s structural economic reform allowing for increased consumption never
devel oped and by the end of the decade, the NIESs took over that role, surpassing Japan’s
total import volume. The “revised Pacific triangle,” as Takenaka callsit, seesthe NIEs
operating as absorbers and suppliers of technology and capital to some extent. Rising
income levelsin the NIEs alow them to expand their imports from ASEAN countries and
their FDI has become the largest source of capital for ASEAN and China, surpassing that
of Japan and the US. (Takenaka 6)

While the largest contributorsto FDI in Asiaremain Japan, the US, and the EU,
the relative share of industrialized countries has declined over the last twenty years. FDI
outflows from other Asian countries, excluding Japan, have outpaced that from their
European counterparts and from most industrialized sources. Growth has been further
stimulated by relaxed capital controls on FDI outflows from and liberalized capital
controls on FDI inflows to several of the Asian countries. (Encarnation)

The developing Asian nations dependence on the US and Japan has declined in
this period and will continue to follow this trend, predicts Takenaka. They are beginning
to focus within the regional economic zone for export markets and investment funds
sources, thus creating what Watanabe calls the “ Asian Sdf-Generating Structure.”

Of the myriad possibilities for the future of Asian Pacific economic devel opment,
Takenaka claims that the region’s economic devel opment in the 1980’ s was not some
fluke but instead has a solid foundation, and predicts that it will continue at relatively high
levelsin spite of adowdown. In addition, China's purchasing power will increase
significantly, US trade dependency on the Asian Pacific region will rise, and Japan’s
influence on the Asian countries will fall.

Despite the economic boom of sortsin Asia, several shortcomings must be
addressed. The host governments are not entirely equipped to deal with the recent trends,
warns Encarnation. They have too few offices to handle the rapid inflow of investment
from the NIEs partly because, while they have designed incentives to attract FDI from
industrialized countries, they still debate over their fdlow Asian investors from devel oping
countries. These governments also have not had enough time to adjust to the recent, rapid
outflow of investment from their own economies.



Within this scenario, APEC will play alargerolein determining theregion’s
economic paths. Within APEC, the seeming conflicts of interest between the US' push for
rapid liberalization and the Pacific nations desire for Asan-style development while not
losing the opportunity to liberalize contribute to the complex “web” of relationships
between the member states, for which Japan, who has attained an income level comparable
to the US through Asian-style growth mechanisms, can serve asthe “glue.” (Takenaka)

On the global scale, APEC itsdlf will bethe “glue’ in the world trade system, says
Takenaka. Western trade with the APEC nations will grow and in order to liberalize
world trade through the WTO, APEC will become the glue connecting the three regional
associations of the EU, NAFTA, and APEC.
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Views on Trade and I nvestment: Per spectives of Japan
Akira Kojima’
December 1996, Tokyo

One of the megatrends in the world economy since the late 1980’ s has been the changing
character of the economic game, which resulted from the overwhelming increase in direct
investments unrestricted by national boundaries, as well as the mutual economic
interdependence among countries and regions.

The conditions evolved due to the ssmultaneous occurrence of the following: 1) The
consolidation movement that devel oped in Europe under the EU system; 2) The
renovation by each country, especially the Asian nations, of their economic systems from
the opening up of such countries to other countries and from the adoption of direct
investment strategies for their economic development; 3) The dramatic end of the cold
War which completely demolished the former Soviet “control and order-type’ economic
system, thereby creating a“domino effect in favor of a market economy even among
former Eastern countries and Chinaaswell; and 4) Direct investment, a decisively
important means in corporate management strategy, which arose from the dynamic
reevaluation of the exchange rate following the 1985 Plaza Accord among the five major
advanced nations.

Asaresult, direct investment came to be incorporated as a crucial aspect of bilateral and
multi-lateral trade adjustments, consequently significantly strengthening the relationship
between trade and investment. 1t wasin 1989 that Mr. Peter Dragger, the elderly
management specialist of the US, described the “era of investment” as followsin The New
Reality, hisnovel that predicted the collapse of the USSR:
“The world economy has changed from an international economy to atrans-
national economy. The global economy has come to greatly influence the domestic
economy. Thisisnot moved by the trade of assets and service but through the
shift of capital. In the future, trade will come to follow investment more and more.
Actually, trade will become the index of investment. The main role of the world
economy has shifted from trade to investment, in contrast to the conventional
pattern where investment followed trade.”

Asshown in Diagrams| and |1, direct investment has expanded drastically since the latter
half of the 1980's. In 1995, the WTO was born, taking over the GATT regime that
expanded free trade opportunities and supported the devel opment of the world economy
after World War 11.

The fundamental characteristics of theWTO are: 1) It isthefirst full-fledged,
international organization established since the end of the Cold War; 2) Intermsof its

" Akira Kojimais Chief Editorial Writer, Nihon Keizai Shinbun.
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important areas of coverage, it isinvolved with direct investments aswell astrade; and 3)
It isaglobal institution that assumes the entrance of new nations that are starting to adopt
the market economy, such as China (in contrast to GATT which played an important role
during the era of Cold War when the “Eastern” and “ Western” economies were
completely separated.)

Movement toward liberalization in the area of trade during the days of GATT focused on
lowering non-tariff barriers such as duties on trade assets, restrictions on import
guantities, and conventional transaction customs. Asaresult, tax rates were lowered
greatly, while non-tariff barriers were dropped. In particular, import and export duties,
the border adjustment factors of price, came to be limited in terms of their practical
economic effects due to the fluctuating bond market system adopted in 1973.

Under the WTO regimein the post-Cold War and post-GATT days during which time
direct investments have rapidly expanded, the newly evolving, important themes were how
direct investment should be positioned in the international arena and what is relationship
with trade and its influence over the domestic economy of each nation was.

The UN “ World Investment Report 1996,” released in September, proved the correctness
of Dragger’s prediction from seven years ago by noting the following points:

a. The speed of internationalization among enterprises has accel erated
dramatically. Together with technological progress and intensified
competition, more and more corporations from devel oping countries are
promoting internationalization in the same pattern as companiesin advanced
nations. The annual billing among the many overseas subsidiaries and related
companies of such multi-national enterprises well exceed the six trillion-dollar
mark.

b. Thetotal amount of overseas direct investments made by advanced countriesin
developing countries increased by 40% in 1995 on a flow basis to 315 hillion
dollars. Of thisamount, 100 billion dollars was spent on developing countries,
including investments totaling over 38 billion dollars to China.

c. Thereationship between trade and investment is starting to be transformed.
Higtorically speaking, manufacturers conducted trade before investing. Today,
however, the relationship between trade and investment has become more
complex and is creating new opportunities. During the 25 years until 1993, the
number of multi-national corporationswith their headquartersin the 15 most
advanced nationstripled to 23,000. What is more important is that the
creation of a new economic environment (decreased physical, technological
and political obstacles for the flow of goods, services, capital and corporate
activities, greatly improved the transfer of production e ements due to
technological progress, and so on) have expanded the freedom of choice for
corporations as to whether to produce products domestically for export, to
produce products locally for local sales, or to produce productsin athird
country for export to a second country.
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d. The main concern among corporations today is already shifting to what kind of
corporate activities that offer additional value should be conducted in which
country. This means that the moment a destination is chosen, the flow of
capital investment and trade is determined.

e. Corporations are starting to think of investment and trade on a global scale.
The amount of intra-firm trade againgt the total trade volume of multinational
corporationsisincreasing. Asaresult, the transfer of goods, services,
intellectual property, and so on of corporations unrestricted by national
boundaries isincreasing, while competition in international businessis
progressing, thereby creating a new economic-structure on a global scale.
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Asian FDI Inflows and Outflows: Patterns and Trends
Dennis Encar nation®
May 1997, Shanghai

During the 1990's, East Asiafinally joined North America and Western Europe as
both a major destination and a principal source of foreign direct investment (FDI). Not
only has Asia attracted such investment from more traditional FDI sources¥s Japan and the
US, followed by Europe¥s but the region has also become its own source, given the strong
intrasAdan bias of its sizable and growing FDI outflows. Hong Kong is the largest of
these Asian sources, followed by the region's other newly-industrializing economies
(NIEs). While a few such economies are both sources and destinations for FDI, most are
not, serving more often as host than ashome. The largest such host in recent yearsis
China, at least in terms of annual FDI inflows. But Singapore and the rest of Southeast
Asiaremain sizable hosts for FDI stocks accumulated over several decades.

Those multinational corporations (MNCs) supplying Asiawith FDI vary widdy in
size, from small-to-medium sized enterprises (SMES) to the world's largest companies,
many of which areincreasingly based e sawherein theregion. Most of Asias largest
MNCs started either as family-owned businesses or as state-owned enterprises (SOES);
but today, many have evolved, as elsewhere, into widdy-held, publicly-trade companies.
Most of these Asian MNCs, plus their American and Japanese counterparts, have
constructed complex production and distribution networks, either through their own
diversification and integration, or through external linkages with unrelated buyers and
suppliers. Such networks are especially common in the manufacturing sector, which has
attracted the largest share of FDI in Asia, led by eectronics and electrical goods, then
textilesand garments. The next largest shareis concentrated in the service sector,
especially in physical and financial infrastructure, as well as trade and distribution. What
remains of FDI in Asaislargely invested in natural resource-based industries, from agri-
and agua-business, to forestry and derivative products, to mining and petroleum. Taken
together, this FDI in Asian manufacturing, services, and natural resources servesto alter
the value, composition, and direction of the region's trade, bounded by larger macro-
economic forces. Yet at the sametimethat FDI helps establish the prevailing structure of
Asdan trade, it has al so worked to increase the magnitude and pace of regional integration
in Asia beyond that evidenced by trade alone.

These severa patterns, all common to FDI in Asia, are analyzed in five sections
below: geographic sources and destinations, firm and industry characteristics, and
regional operations. While the general findings presented in each section are consistent
with data from a variety of sources, many of which are identified at the end of the paper
(see “Note on Sources’), any such findings are nonethel ess constrained by the general lack
of available, comparable dataon FDI in Asa. Moreover, the rapid pace of change

8 Dennis Encarnation is Director of the Pacific Basin Research Program, Harvard University. Please
note: Tables referred to in this excerpt can be found at http://brie.berkeley.edu/BRIE/.
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affecting this FDI means that any conclusions reached today are best viewed as hypotheses
to be tested tomorrow. Given these data constraints, moreover, our findings are largely
limited to a highly specific cluster of Asian countries: the 4-NIEs, the ASEAN-4, and
China. Here, the paper consistently employs several geographic terms with very specific
meanings. The 4-NIEsinclude the newly-industrialized economies of Hong Kong, Korea
(Republic of Korea), Singapore, and Taiwan; while the ASEAN-4 include Thailand,
Malaysia, Indonesia, and the Philippines, all four members of the Association of Southeast
Asian Nations (ASEAN). Moreover, unless otherwise noted, Asia as used in this paper
excludes Japan to produce a short-hand term that aggregates the 4-NIEs, the ASEAN-4,
and China. Outside of these few Asian economies, sizable FDI outflows are largely
nonexistent, and FDI inflows also appear to be relatively minuscule.

Finally, this paper will conclude with a brief analysis of the broader implications of
our findings for both host and home governmentsin Asia.

Geogr aphic Sour ces

Analyzing the geographic sources of FDI flowsinto Asia, at least four significant patterns

have important implications for both host and home governments:

1 Japan and the US remain the two largest national sources of FDI in Asia, both well
ahead of the 15-member European Union.

2. The most rapidly growing sources of FDI in Asia are economies lying e sewherein
theregion.

3. Of these other Asian sources, Hong Kong is the largest, followed by the regions
other newly-industrializaing economies (NIES).

4, While afew of these economies are both major sources and principal destinations
of FDI, most are nor, serving more often as host than as home.

Industrialized Economies

Worldwide, Japan and the US¥4 plus the fifteen members of the European Union%: are the
largest national sources of FDI. Asiais no exception. Through 1992 (the most recent
year for which comparable data are available), these industrialized countries together
accounted for 55 percent of cumulative FDI stocks invested in the region [see Table 1].
Japan was the largest contributor at 23 percent, followed by the US' nearly 18 percent and
the then-twel ve members of the European Union with just over 14 percent. Whilelarge,
these percentages do fall below comparable shares e sewhere in the world, where the five
largest national sources of FDI34 US, Japan, UK, Germany, and France¥s generaly
account for roughly 70 percent of all flows [UNCTAD].

Moreover, the re ative contribution of these industrialized countriesto FDI in Asa
has actually declined over the past two decades [APEC]. For example, through 1980, the
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EU, Japan, and the US together accounted for 66 percent of cumulative FDI stocks
invested in the region. While Japan's relative contribution remained roughly constant over
the following decade (roughly 24 percent in 1980 and again in 1992), the relative
contribution from both the US and the 12-member European Union declined significantly.
Indeed, in 1980, the relative contribution of the US and Japan was roughly comparable
(between 23 and 24 percent); by 1992, even as Japan's rel ative contribution remained
constant, that from the United States declined over the decade from 23 percent to 18
percent. Similarly, the relative contribution of EU membersfell from 19 percent in 1980
to 14 percent in 1992. Such a declineisless a function of the numerator than of the
denominator in the calculation: Even though EU and US FDI flows to Asia have grown
considerably over the decade (see below), their growth has failed to keep pace with FDI
from e sewhere¥s namdy, from Japan and especially from other Asian economies.

Asian Economies

The fastest rising sources of FDI in Asia are economies lying e sawhere in the region,
outside of Japan. Together, these other Asian sources contributed over 25 percent of
cumulative FDI stocks invested in the region through 1992 [see Table 1], up from 20
percent in 1980 [APEC]. Back then, over a decade ago, these other Asian sources
collectively ranked behind Japan and the US as sources of FDI stocks, just alongside the
12-member European Union. But over the next decade, fresh FDI outflows from these
other Asian sources grew dramatically, so that by the mid-1990's, they had even grown to
exceed FDI outflows from most industrialized sources, including recession-hobbled Japan
[see Table 2]. No other cluster of newly-industrializing economies could boast such a
record. Latin Americaand East Asia, for example, recorded roughly comparable FDI
outflowsin the early 1980's, but a decade later, by the early 1990’s, the value of these
Asian FDI outflows was already ten-times larger. During that decade, and especially after
1985, several factors combined to greatly accelerate Asian FDI. In Asias4-NIEs (Korea,
Taiwan-China, Hong Kong, and Singapore), the rapid appreciation of exchange rates and
the rapid rise of relative factor prices (especially labor) combined with the growing loss of
key export markets (most notably, the US) to push investment out in search of new
production sites.

Growth received afurther stimulus with the relaxation of capital controls on FDI outflows
in several home economies (notably Korea and Taiwan), and with the liberalization of
capital controlson FDI inflowsin several host economies esewherein Asia (notably
China). Indeed, at least after 1992, some of the surge of FDI from other Asian sources
can be explained by the preferentia treatment afforded foreign firmsin China, prompting
erstwhile domestic enterprises to seek foreign status by moving capital abroad and then
back home again, in a process known as “round-tripping.” To remove the distorting
effects associated with China "round-tripping,” assumed by the World Bank to be
somewhere between one-quarter and one-third of China's FDI inflows, recorded levels of
outward FDI from Asia need to be adjusted downwards. On the other hand, recorded
levels of outward FDI from Asia also need to be adjusted upwards to include unreported
(and perhapsillegal, until the recent relaxation of capital controls) FDI from Taiwan.
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None of these adjustments, however, altersthe fact that Asian FDI outflows today have
reached unprecedented levels.

Hong Kong

Among other Asian sources of FDI, Hong Kong has emerged the largest [see Tables 1 and
2]. Aslong ago as 1980, Hong Kong contributed by far the largest share among Asian
sources outside Japan¥a roughly 10 percent¥s of cumulative FDI stocks invested across the
region [APEC]. Subsequently, at least during the late 1980's, Hong Kong was joined by
Taiwan in accounting for most of the region's new FDI outflows [see Table 2]. By the
1990's, however, Hong Kong emerged preeminent among Asian sources, including Japan,
even after correcting for the circular flow ("round-tripping") of FDI from, and then back
to, China¥ nearly all via Hong Kong. Of course, remaining estimates of Hong Kong's
FDI outflows are undoubtedly boosted by Hong Kong's intermediation of capital
ultimately destined for China, but originating either from outside the region or in other
Asian economies. But even after making these corrections, by 1992, Hong Kong
contributed roughly 14 percent of cumulative FDI stocksinvested in Asia[see Table 1].

In addition to Hong Kong, the number of Asian economies reporting FDI outflows has
begun to proliferate. Indeed, each of the other 4-NIEs (Korea, Singapore, and Taiwan-
China) has also recorded rapid and rather comparable increasesin new FDI outflows
during the 1990s [see Table 2]. And in addition to official statistics, unrecorded
increases¥s at least in the case of Taiwan and Korea¥z may be even larger. Moreover,
outside of the 4-NIEs, China has begun to emerge as a new Asian source of outward FDI,
even after again correcting for the distorting effects of "round-tripping.” Finally, among
the ASEAN-4, Malaysia had also emerged as a new FDI source, followed by Thailand.
Elsawherein Adia, from Indiato Indonesia, FDI outflows remained negligible. Even so,
the diversity of Asian FDI sources continues to be quite pronounced.
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Scenario for Asian Pacific Economic Growth
Heizo Takenaka®
December 1996, Tokyo

Pacific Triangle

Table | shows economic growth rates for the various Asian Pacific countries since 1980.
All developing Asian countries show a continuing high growth rate, and the entire region
is strengthening its position as a global growth center.

Clearly, the distinctive feature of Asan countriesis that each has achieved high economic
growth through expanding exports. Consequently, the share of global exports held by
seven countries—the Asan NIES plus Thailand, Maaysia, and Singapore—grew from
3.0% in 1965 to 6.0% in 1980 and 9.1% in 1990. Without a doubt, increased industrial
competitiveness has driven this growth. Presently the total exports of these seven
countries exceed Japan'stotal exports. Remarkably, the Asian NIEs now account for
6.7% of all exports, indicating clearly that thisregion is supported by export-led growth.

However, the Asian Pacific economic growth mechanism has hardly been uniform, and |
have probed the differing patterns at different times. During the high-dollar period (the
early 1980’'s), an economic triangle formed among Japan, developing Asian countries, and
the USA. This stage (Period 1) displayed a dynamic devel opment mechanism.

During this period, Japan exported capital and intermediate goods to developing Asian
countries. Japanese exports included machines and parts and, incidentally, the export of
“technology.” By combining this technology with their own ample domestic labor
resources, devel oping countries such asthe Asian NIEs and ASEAN established
themselves as a global production bases. Success stories abound pertaining to the
industrial devel opment of various Asian countries during this period.

However, the fulfillment of the economic mechanism requires that products produced in
this manner be purchased by some other country. The country that contributed the most
as consumers (absorbers) of these export products was, quite smply, the US. Therefore,
adivison of labor arose placing Japan in the role of technology supplier, developing Asian
countries as producers, and the US as consumers. Thiswas the birth of the Pacific
triangle. Thistriangle made the region's energetic economic development possible.

This mechanism could not, however, be sustained over the long run. Around the middle
of the 1980's, US trade balances sank heavily into thered. The high dollar and the deficits
in the current account balance of payments had to be reconsidered. The result was the
Plaza Accord (1985), a political agreement to revalue the dollar.

® Heizo Takenaka is Professor, Faculty of Policy Management, Keio University.
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After the relative value of the dollar was reduced, Japan was expected to play a major role
in continuing regional development as a consumer (absorber). The Maekawa Report in
1986 intensified expectations that Japan would increasingly deregulate and open its
markets. In fact, for two yearsimmediately after the Plaza Accord, exports from the
Asian NIEsto Japan shot up, and Japan appeared for atimeto be fulfilling the absorber
function. However, economic structural reform was soon stymied by domestic political
scandals and other problems. Japan was unable to adequately play the role laid out for it.

Instead, it was the Asian NIEs that stepped in to make a significant contribution to the
economic development of the Pacific Region. Their rising income levels enabled them to
expand imports from ASEAN countries. By the end of the 1980’s, the total import
volume of the Asian NIEs had already surpassed that of Japan, In addition, economic
growth generated upward pressure on wages in the small l1abor markets of many countries.
In response, factories shifted overseasto ASEAN countries; direct overseas investment by
the NIEs expanded. In some ASEAN countries, NIESs investment now exceeds Japanese
investment.

In other words, with the NIEs functioning to some extent as absorbers and suppliers of
technology and capital, they formed a “revised Pacific triangle.” This period in the recent
development of the Pacific economy is known as Period 11.

All over theworld, the end of the Cold War structureis plainly visible, but the typical wars
that took place during the Cold War (the Korean and Vietnam Wars) were fought in Asia.
Significantly, the regional economic zones that will ultimately dissolve Asan socialism are
forming and flourishing on sites that were previoudy enemy territory. The areas where
regional economic zones are forming—Hong Kong and China, Taiwan and China, and
Thailand and the three countries of Indochina—were areas of military tension and conflict
during the Cold War. The expression “ My neighbor is my greatest enemy,” is particularly
apt here. For regional economic zones to emerge from among. These same neighbors are
asymbol of current economic development in the Asian Pacific.

Another characteristic of Period 111 is aweakening of the pattern of excessive dependence
on the US and Japan. This dependence is being replaced by a turning within the economic
zone for export markets and supplies of ‘investment funds’ Table 2 compares the Asian
Pacific Region Trade Matrix in the last half of the 1980’ s (1984-1988) to recent years
(1988-1992). Asl| stated earlier, during Period 11, (the last half of the 1980’s), regional
growth was supported to some extent by the absorber functions of some Asian NIEs.
According to the table, while the NIEs did not increase their imports as much as the US
did, they more than doubled Japan’sincrease in imports. The import increases of the
Asian Pacific NIES are even more conspicuous in recent years, growing at more than
triple the rate of the US. (During the same period, the US was concentrating on
increasing its trade within NAFTA..)

The NIEs have also become the largest source of capital for ASEAN and China. Of
investmentsin ASEAN from 1990 to the first half of 1994, NIEs accounted for $23



billion, which exceeded Japan ($19.1 billion,) and the US ($7.1 billion). Investment in
China (as of 1993) displays the same trenddrawing from a powerful network of overseas
Chinese—65% comes from Hong Kong and 11% from Taiwan, while the US and Japan
together are a distant third, comprising a collective 13%.

Watanabe (1995) refers to these recent trends as the "Asian Sdlf-Generating Structure.”
By strengthening their absorber and capital supplier functions, Asian NIEs are reducing
their dependency on advanced countries outside the region and marshaling the conditions
necessary for even greater growth. Expecting Japan to act as driving force in both supply
and demand, Asian countries spoke regularly of “the Japan effect” and “the Japan
opportunity.” Now, however, it is suggested that the “NIEs effect” holds far more
meaning for regional devel opment.

The Asian Pacific economy has flourished because no palitical framework has been forced
upon it. Asregional economic zones demonstrate, practical economic development across
political boundaries unencumbered by theoretical or ideological structureis precisely what
has given the Asian Pacific economy its special flavor. The approach differs markedly
from the EU and NAFTA, which bind countries on the basis of palitical proclamations and
treaties. Period |11 however, will require a new type of framework, one based on firmer
commitment to regional cooperation. We need a peace to debate regional security for the
purpose of facilitating disarmament. To eliminate regionalism, we need areliable forum
for multinational discussion. Therole of APEC in this effort is vital.

The Asian Pacific and APEC in the 21st Century
Scenario for the Asian Pacific

In creating a scenario for the Asian Pacific economy in the 21st century based on the
points described above, many aspects are obscured by unknowns. However, the following
can be predicted with confidence.

First, economic growth in Asian countrieswill dacken but will continue at relatively high
levels. In the preceding section, | showed that Krugman's hypothesis questioning Asia's
ability to grow is not necessarily applicable. Based on this premise, WEFA (1994)
projected growth rates for each country. Asshown in Table 7, their projections show the
developing countries of Asia continuing to grow, expanding their relative economic base
by the year 2000. The economic base of the nine selected devel oping Asian countries
(except India) is expected to grow, with respect to the US, from 23.3% in 1992 to 34.2%
in 2000.

A second definite element in our scenariois, against a background of overall growth in
Asia, that Chinawill acquire the status of the world's second highest level of purchasing
power. This point is confirmed by the notes column in Table 7. However, according to
Noland (1994), who analyzed the implications of Asian economic growth, the Chinese
economy, which already rivals Japan in earnings, only from the perspective of international
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average price, will continue to increase its share of world earnings from the present 9% to
13-16% in 2003. Furthermore, the share of other Asian countries will grow to 10-11%,
roughly equal to that of Japan (8-9%). Naturally, future risks associated with China are
considerable, but we can be certain that, at least in terms of size, the Asian economy of the
future will cease to be as centered on the US and Japan as it has been to this point.
Stability will require balanced management among the US, Japan, China, and other Asian
countries.

Thethird point of the scenario isthat US trade will continue to increase its dependency on
the Asian Pacific region. Following the growth scenario above, US trade with Asiawill be
twice itstrade with Europe in the year 2003. Asian countries, on the other hand, will
trade more with other Asian nations and less, in terms of share, with the US. Despite
intensifying US trade friction with Asian countries, the traditional strategy of threatening
to close the market (unilateral bans on imports) will loseits effectiveness. Asaresult, the
importance of conflict mediation between US and Asa at the level of multinational bodies
such asthe WTO and APEC will increase. APEC in particular will assume extremely
critical adjustment and coordination functions.

Fourth, Japan's influence on Asian countries will decrease significantly. Japan will
continue to be the primary source of economic aid in the region, but the development of
Asian countries will reduce the need for such assistance. The Asian “sdf-circulation
structure” mentioned earlier will largely supplant the former “Japan effect” with the “NIEs
effect,” and the influence of both the US and Japan will decline.

Given the above scenario for the 21st century, APEC, the primary multinational
organization providing balanced management of the crowing Asian Pacific region, will
clearly assume far greater importance. At the sametime, the direction in which APEC's
basic functions and character evolves will largely determine the economic future of the
region.

Conclusion: Japan as Glue

Asian Pacific economic development, which went into full swing in the 1980's, stands
without question on afirm foundation; that trend isnot likely to change. At the same
time, it must be recognized that problems have appeared in the region's economy, another
reason to strengthen the APEC framework.

However, within APEC, awide chasm divides the US and the devel oping countries of
Asia. The US, wanting rapid liberalization in order to realize the fruits of expanding trade
with the new frontier of Asia, will tend to push for a stronger framework. While opposing
American-led liberalization and pushing for Asian-style economic development, Asian
countries are trying not to lose the opportunity to liberalize. The interests represented by
APEC, which comprises countries with vastly different levels of economic devel opment
and historical and social backgrounds, are tangled in aweb of complexity. Within that
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web, Japan, which has achieved an income leve rivaling that of the US based on Asian-
style growth mechanisms, will play a critical role as“glue’ in these relationships.

Asregiona economic unions such asthe EU and NAFTA develop, APEC itsdf will have
to play akey role as glue in the world trade system. As pointed out above, reflecting the
rich growth potential of the Asian Pacific, Western trade with APEC countries will grow
steadily. Therefore, in theinterest of liberalizing world trade through the WTO, APEC
will become the glue connecting the three regional bodies. Actually, the GATT Uruguay
Round at the end of 1993 managed to reach an agreement because the strong movement
toward liberalized trade and investment evident at APEC's Sesattle Conference several
months earlier had fostered a sense of crisisrelated to GATT's very existence.

Today, when we cannot expect any country to wield the overwhelming political power
required to lead the world as the US did previoudly, atriple track approach dependent on
global, regional, and bilateral agreements will become essential to managing the
international economy. Any new mechanism will be required to utilize the creative tension
among the three tracks. Thefirst condition for a global organization will be a strong core;
at the sasmetime, it will need sufficient glue to bind the three regional economic bodies.
Standing firmly on the principle of multinational diplomacy, Japan must become the glue
of APEC. APEC, in turn, must become the glue of the world trade system.
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[11. THE IMPACT OF DIFFERENT LIBERALIZATION
PROCESSESON THE “ASIAN MIRACLFE”
AND ECONOMIC RECOVERY

Main | ssues:
Each vertex of the triangle holds a key to the economic recovery of the region.
Different processes of liberalization impact prospects for further liberalization in
theregion asawhole.
The need for structural reformsin Japan and Chinato support their initiatives for
regional economic recovery.

Selected Excer pts:

A. “Roles Played by the Yen in the Global and Asian Financial and Capital Markets,”
by Teruhiko Mano

B. “Evaluating Japan’s ‘Big Bang' Financia Deregulation,” by Edward J. Lincoln

C. “Multilateral Economic Cooperation and China's Macroeconomic and Financial
Problems,” by Lin Zhiyuan

D. “ChinasFinancia Reform: Achievements and Challenges,” by Barry Naughton

Summary: Theimpact of different liberalization processes on the" Asian Miracle"
and on economic recovery from the Asian financial crisis

The diverse methods of liberalization in Asia affect the prospects for further
liberalization in theregion asawhole. Each country has avital role, complementary to
that of the others, in recovering from the Asan financial criss. The authorsin this section
advocate various changes and reforms for the region’s recovery from the criss and
continuance on the path of liberalization. In particular, they believe that Japan and China
must absorb more imports, and these countries will have to undertake structural reformsin
order to fulfill their roles.

According to Mano, three problems have aggravated the currency disturbancesin
recent years. (1) thefall of the US—possessor of the most powerful international
currency—into a large and growing net debt; (2) the appreciation of the US dollar and the
Japanese yen due to capital transfers; and (3) increasing competition among the
deveoping Asan nations.

The US cannot remain spender of last resort while running increasing deficits and
yet continue to absorb exports from Japan and Europe. Thisisthetime, say Mano and
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Lincoln, for Japan as the largest net creditor nation to step in and absorb exports from its
surrounding countries. Though Japan hasits own structural deficiencies, its account
surplus makes it more stable option than the US' account deficit.

Mano advocates that Japan do the following: 1. Make financial contributions
toward stabilizing the currency crisisin Asiathrough cooperation with the IMF; 2. Expand
its imports and absorb exports from other Asian countries; 3. Further internationalize the
yen, thus allowing yen users to utilize the lowest interests rates in the world and
eliminating rate fluctuation risks from yen-dominated debts. The last item would make the
yen akey international currency, thus reducing the instability of the US dollar, and would
require Big Bang-type financial and capital reform.

Mano notes that he does not advocate that all Asian currencies be linked with the
yen, nor that the US dollar’ s role be eiminated. Despite the weakness of relying on
multiple international currencies, he says, given the US' reduced share in the global
economy from nearly one half in 1955 to approximately one quarter in 1990, the US can
no longer support the entire world economy and thus nations cannot rely on asingle key
currency.

The proposed “Big Bang” deregulation of Japanese financial markets by 2001 will
ostensibly create the structural changes necessary for Japan to open its economy and
absorb more exports, but reforms are being implemented more dowly than the rhetoric
clams, warns Lincoln, and there are few answers to the many questions this plan raises.

It isunclear whether the reforms can induce international financia stability by
correcting the problems of market price distortion and incorrect signaling (attracting too
much capital to some investments and too little to others), difficulties which Japanese
financia ingtitutions had in the 1980's. Underlying management and personned problems
which contributed to previous lapses and |osses have not been changed. Japanese
ingtitutions must improve risk analysis, says Lincoln, or chance continued interjection of
inappropriate financial asset pricing into the international market.

This can be achieved if more of Japan’sinternational capital flow moved through
foreign financial ingtitutions with stronger analytic capabilities, which isa part of the Big
Bang reforms, but the Ministry of Finance does not seem particularly eager to use
deregulation to enhance therole of foreign financia ingtitutions, says Lincoln. Also,
keiretsu structures causing reliance on long-term relationship only increase the possibilities
of adequate project appraisal. (Lincoln 58) These enduring structural problems leave the
financial system inefficient and vulnerable to moral hazard problems, and it is unclear how
open the system will actually become after the reforms.

But Japanese financial reform can provide some noteworthy lessons for China, as
the latter tackles privatization and financial sector reform. The former’s heavy
government control over itsfinancial sector has proven less than optimal and, Lincoln
warns, China should carefully consider the problems inherent in such systems when
determining the rules for its own.

The Chinese economic and financial system possesses many problems and
contradictions which hinder its ability to maintain stahility, to aid in resolving the financial
crigs, and to liberalize. Problems with the monetary and banking system and with
financia supervision have inflicted heavy costs on foreign exchange reform and led to high
inflation and massive lay-offs.
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The main obstacle lies within the central bank system, according to Lin. The
centrally planned economic system had only one bank and did not distinguish between
central and commercial banks. Under bank reform, the PBC expanded its privileges even
in the commercial realm, but did not change its internal organization accordingly.
Personne management, function accountability and supervision, credit planning, and
income distribution still follow the old model, which does not respond to the market
environment. Monetary policy remains dependent upon traditional administration, which
has asingle target of inflation or money supply and lacks comprehensive and
macroeconomic considerations; this hindersits performance and retards policy reactions.
New regulations on investment funds and investment banks have also not yet been
developed. Efficient banking supervision isrequired for maintaining stability of the
banking system and before devel oping and opening the domestic financial market. (Lin)
Naughton notes that the role of enterprise restructuring in resolving bank debt problems
remainsunclear; current laws can beloosdly interpreted.

While Chinareforms, it is particularly vulnerable to financial crises. But it cannot
protect its financial sector with regulatory protection forever if it isto open its market, so
China must undertake comprehensive rather than piecemeal reform, saysLin. China's
cautious financial reform has succeeded in establishing important new institutions and
channeling large national savings flows to end-users, says Naughton. Itsfinancial system
has begun to diverge from that of the standard command economy model to resemble that
of most market economies. Chinais also putting in place basic administrative structuresto
govern the banking system, but development of capital markets has been much s ower.
Conseguently, most of the financial degpening has been channeled into the banking system,
which means that the growth of competition to state-owned banking has been too dow.
(Naughton)

Economic management—in the areas of business accounting, cost-output
valuation, exact accountability, supervision, and fair competition—is crucial in reforming
enterprises, government organizations, and banking institutions. Lin advocates applying
economic management methods to governmental organizations responsible for
macroeconomic control. The continued lack of progressin creating more efficient
ingtitutions and coping with poor previous lending decisions create significant risks for a
major financial criss.

The dangers which threaten China are significantly different from those threatening
the southeast Asian countries, says Naughton. Because it has relatively little private debt
denominated in foreign currency and limited interaction between volatile domestic
financial markets and foreign currency markets, China does not run a high risk of
contagion from the southeast Asian economies financial problems. Its own risks stem
from uncertainty which would cause short-term financial problems reducing growth rates
and retarding fundamental financia reforms. (Naughton)

Economic stabilization in the reform and restructuring process has both favorable
and stressful effects upon the system. Positivereal interest rates and less policy
intervention have been countered by sudden exposure of previoudy protected firmsto
tough market competition, thusincreasing the risk for default and the concentration of
“hot money” speculation in real estate development has led to the overbuilding of cities.

But Naughton sees some promising possibilities. Capital market development will
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accelerate, he predicts, while bank expansion is likely to proceed dowly. The Chinese
government appears willing to shift its financial structure away from the banking system
toward capital markets, says Naughton. The government has approved the creation of
mutual funds and islikdy to approve pension funds and insurance companiesin the near
future. It may also reduce government ownership of banks and create opportunities for
banks to monitor and discipline enterprise behavior.
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Roles Played by the Yen in the Global and Asian Financial and Capital Markets
Teruhiko Mano™
November 1997, Berkeley

Problemsin the international currency system

In addition to those internal reasons mentioned above, there are three other external
factorsthat acceerated the currency disturbances related to the US-dollar dominated
currency baskets. Let me discuss these external factors, while comparing post-war Japan
to the current situations in other Asian countries.

Thefirst factor isthe quality change in the US dollar, which is ill the de facto key
currency. In other words, the country of the key currency has become a net debtor. After
World War |1, the US dallar functioned as a value standard, supported by the absolute
economic power of the US. Also, an ounce of pure gold was pegged at US $35, and
foreign governments were given the right to change the dollar’s balance to go at that rate.
The IMF system was a gold-US dollar standard exchange rate system. The IMF's fixed
rate played an important rolein Japan's post-war recovery. Thefixed rate worked as a
stable system with which to obtain foreign currencies, allowing resource-poor Japan to
restore its economy.

On the other hand, the convertibility with gold kept the US economy in order. Thanksto
the sound economy of the US, Japan was able to use its current account balance as the
criteriafor its economic performance. When a deficit was recorded in the current account,
Japan adopted atighter financial and fiscal policy, and when a surplus was recorded,
growth policies were employed.

However, along with the economic recovery of Japan and European countries, the role of
the US started to change. At the time of the “Nixon Shock” in August 1971,
accumulating overseas debt forced the US to lift the convertibility to gold, and it shifted to
afloating system. At that time, the quality of the US dollar became equivalent to that of
the Japanese yen and the German mark.

Nevertheless, the US dollar remained the most powerful international currency, dueto the
country's political leadership and military power during the Cold War, the lack of a
replacement currency, the nation's rel ative advantages (such as the size of the US dollar
market) and past inertia. Thisloosened the discipline of US economic palicies, and the
US turned into an international debtor in 1987. The main cause of the current exchange
rate ingtability isthat the currency of the largest debtor country is still used for
international settlements. Thisis also one of the major causes of currency instability in
Asa.

19 Teruhiko Mano is Adviser to the President, The Bank of Tokyo-Mitsubishi Ltd.
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In 1995, the yen-dollar rate reached 80 yen/dollar, the opposite story from the current
situation. | consider thisto have been the result of a combination effect of the cheap
dollar, which was caused by the fact that the strong yen resulted from atrade surplus, in
addition to the clear revelation of the extent of US debt in the wake of Mexico's crisis.

The US accumulated net debt is projected to reach $1 trillion at the end of thisyear. The
vast size of the US economy can still endure this enormous debt. However, it should be
noted that the US also has a structure, just like those of Mexico and in Asia, where
insufficient domestic savings are covered by international borrowing, and the nation's total
debt is further growing.

Second, another factor which acceerated the currency disturbances was the appreciation
of the US dollar and the cheap yen, which resulted from capital transfers. The exchange
rate eventually settled at a rate to appropriately reflect relative comparisons of
fundamentals, such as each country’s growth rate, unemployment rate, inflation rate, and
current external balance. However, the exchange rate often fluctuates temporarily due to
capital transfers caused by the gap in interest rates.

Since the US economy is moving favorably at present, and because of the need to make up
for insufficient domestic savings by utilizing non-residents’ capital, US interest rates tend
to be st higher than theinflation rate. Therefore, the actual interest ratein the USis high.
Capital transfers encouraged by high interest rates caused the current appreciation of the
US dallar and the cheap yen, despite the account balances of Japan and the US Under
these circumstances, ASEAN currencies, linked to US-dollar dominated baskets, were
further overvalued againsgt the US dollar, the Japanese yen and European currencies.

Thethird factor is competition among devel oping countries. Japan was able to
concentrate on catching up with the US. It was after the Japanese income level increased
substantially that Korea, Taiwan, and other NIEs countries emerged as competitors. The
average annual per capitaincomein Thailand and Malaysiais about US $3,000. With this
income level, these countries must survive ever-intensifying competition with surrounding
Asian countries, including China. Although theincome level is yet fairly low, with much
room for improvement compared with that of developed countries, these countries are
also facing competition with even lower level countries. In this sense, the existence of
highly populated countries such as China and India, the population of which would exceed
Chinain the coming century, is significant.

Labor power is one production element but it involves people. Different from other
production e ements, transfer of labor across national borders hasitslimits even in this
international era. In order to overcome this problem, other production e ementsthat are
relatively easy to transfer, such as capital or technologies, are moving across national
borders and combining with labor and land in each local area. However, thisresultsin
discord between liberalization and the domestic economy, particularly unemployment
problems. Thisissue clearly reminds us of the confrontation between the US and Europe
in the summit meeting held this year.
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Needless to say, the principle of capital activitiesis the expected return on investment. It
isnot easy to withdraw direct investments, while movement of financial and

securities investments can be abrupt. Invested countries should be aware of this and
prepare appropriate measures.

Measures should be prepared in accordance with the devel opmental stage of each relevant
country, and should not always be the same as those for developed countries. Each
country hasits own history, traditional culture, and national interests. The recent currency
disturbances reminded us of the risksinvolved in liberalizing capital account transactions
more than the current account. Asian countries need to plan the liberalization of their
capital accounts in accordance with each country's devel opmental stage and capacity.

Roles of Japan and the yen

| have analyzed the internal and external factorsin Asian countries with regard to currency
and finance, and have also pointed out that the US has become a debtor country. In the
post-war period, the US functioned as an absorber of exports from Japan and Europe.
However, it isdifficult to expect the US to function in the same way while the country
runs current account deficits. Now it istime for Japan to make a contribution. Japan is
the largest net creditor nation, although the amount of the surplus has shrunk somewhat,
and it isthe only country that can absorb exports of surrounding countries.

The amount of Japan's accumulated current account surplus matches that of the US
accumulated trade deficit. However, this balance is not necessarily favorable for both
countries.

For Japan, where the aging of society is advancing, it is necessary to improve the
infrastructure to secure a comfortable lifestyle while savings are still abundant. It isan
urgent task for Japan to effectively utilize its savings to be used domestically. On the
other hand, the debt-burdened US economy is unstable, as proven by the quick reaction of
the stock market to Prime Minister Hashimoto's speech at Columbia University, just after
the summit.

Thethree roles of Japan and the yen can be mainly classified as follows.

First, needlessto say, Japan isrequired to make a financial contribution to the currency
crissin Asain cooperation with the IMF. Cooperation of regional central banks has
aready made a start on preventing a currency criss, mainly by procuring fundsin US
dollars. It isnecessary to diversify the cooperation and add yen or other Asian currencies.

Second, and more importantly, Japan needs to expand itsimports, in particular, absorb
exports from other Asan countries. Thiswill help exporting countries maintain their
growth while Japan, just like post-war US, can import cheaper products to increase the
domestic purchasing power of people whose income cannot be expected to rise further as



before. Due to the yen appreciation's affect on prices, the growth rate of imports
exceeded that of exports, and the product import ratio exceeded 60%.

Another method is the income effect from a higher growth rate. It refersto investing
Japanese savingsin domestic projects, in particular the development of infrastructures.
This does not mean expanding investments in public works, but rather utilizing private
activities (including entries from overseas) and increasing capital efficiency.

Third, further internationalization of the Japanese yen isinevitable. Users of Japanese yen
would then be able to utilize the lowest interest rates in the world, and could eliminate the
exchange rate fluctuation risk from yen-denominated debts, such as ODA. Japan would
also be able to avoid exchange rate fluctuation risk.

One purpose of implementing a single currency in Europe, the Euro, seemsto be to
minimize the fluctuation of US dollar exchange rates. Australia already keeps foreign
currency reservesin US dollars, yen, and European currencies, evenly.

| am not suggesting that Asian currencies should al be linked with the yen. | consider it
necessary to take trade and investment amounts into consideration when Asian countries
set their yen weight or ratios for ASEAN currenciesin their own currency baskets.

The purpose of my suggestion is not to eliminate the US dollar, but rather to reduce the
instability of the US dollar by replacing the US' accumulated external debts. Since the US
gross debt is nearly $5 trillion, if it once started to flow out, it would have enormous
destructive power, which could lead to a worldwide depression. Preventing such a
scenario isthe purpose of my suggestion.

Of course, there are some weak pointsin using multiple international currencies, when
remembering the bimetallic experience of the past. However, it isdifficult to produce one
powerful key currency given the current state of the global economy. The country
providing the international key currency must have sufficient centripetal force to support
the centrifugal force of other countries that use the currency.

Since the end of World War 11, the weight of the US economy in the world economy has
shrunk year by year along with the growth of Japan, European countries, and developing
countries. In 1955, the US had a 48.4% share, which isamost half of the global economy
and isa sufficient centripetal force. Thisfact supported the IMF s US dollar-gold
standard. The US' share had fallen to 27.3% by 1990, and is projected to fall to 23.6% in
2010. Thisisthelong-term background under which the dollar-yen rate has moved from
360 yen to the 110 yen level. One-fourth of the global economy cannot support the entire
world economy. Under current situations, we cannot expect to have asingle key
currency. Reducing the current instability to the extent possibleis today's task.

In this sense, Japan's best contribution to the world economy would be to expand its
function as a buffer to absorb exports from other Asian countries, for which thereislittle
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or no time difference, aswell asto increase the yen's international usageratio. The
currency disturbances in Asia can be considered an opportunity to do so.

Japan needs to reform its economy to further expand imports as well as undergo a Big
Bang typereform in itsfinancial and capital market, in order to make it easier to use the
yen. The Hashimoto administration's goal of reform isin line with this purpose.

Japan's Big Bang is preparing substantial reformation plans towards 2001. Compared with
the Big Bang in the UK, Japan’s Big Bang will take place over a shorter period of time,
and the areas for reform include not only the securities industry, but also finance and
insurance concurrently. Therefore, the impact will be bigger than that of the original Big
Bang in the UK, so we could call it the“Bigger Bang.” Thefirst step is complete
liberalization of exchange contrals; relevant laws have aready been drawn up and will be
implemented from April 1 next year. Thisliberalization promotes various reformsin Japan
by exposing the Japanese market to overseas markets and by letting them compete
according to the market principle. Some effects are already visiblein various fidds in
advance of the liberalization. One example isthe renewed entry increase of foreign
financia ingtitutions into Japan and related personne transfers.

Finally, | would like to emphasize once again that current account deficits can befilled up
temporarily by borrowings. However, it isadebt, and it needsto berepaid. Evenin an
era of internationalization and regionalization, each country must take responsibility for its
own economic problems and resolve them with its own methods.
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Evaluating Japan’s ‘Big Bang' Financial Deregulation
Edward J. Lincoln™
November 1997, Berkeley

In November 1996, Prime Minister Ryutaro Hashimoto called for a Japanese “Big Bang”
deregulation of financial markets, borrowing his rhetoric from the deregulation of London
financial marketsin the 1980's. Deregulation of many aspects of the Japanese economy
has been under discussion since 1993, with tepid resultsto date. But Prime Minister
Hashimoto has given the impression that the financial sector changes will be pursued more
vigorously and could be more significant than in other sectors by the announced

compl etion date of 2001.

What should we make of the proposed agenda of changes? Japan’s problems with its
financial system have aready had important implications for Japan’s economic partners,
including China and the United States. The proposed changes, should they occur as
planned, raise new questions about the international impact of Japan’s financial markets.
Some of the lessons of Japan may be particularly important for China, now struggling with
reform of state enterprises and the banking sector. Unfortunately, the conclusion of this
paper isthat Japan is not changing as much as the rhetoric suggests. The deregulation
initiativeisreal, and a number of changes will occur, but some of the current weaknesses
of the system may well continue despite these deregulation efforts. Thus, Japan’sfinancia
system may experience continued inefficiency and remain susceptible to moral hazard
problems, with other nations facing the prospect of coping with the international
ramifications of those problems.

The International Per spective

What does the “big bang” imply for US, Chinese, and Japanese international financia
activities? At thispoint in time, there are few answers, but plenty of questions.

Perhaps most the fundamental question isinternational financial stability. International
systemic stability can be a highly technical issue. But at a smplistic level, one can argue
that Japanese financial ingtitutions affected international markets adversely in the 1980's.
Because they failed to evaluate risk adequatdy, they damaged their own financial health
and caused inappropriate pricing of international financial assets. As noted by one market
participant of the 1980's, “No matter which [overseas] market the Japanese entered, they
distorted realistic relationships and accepted low returns.”*? Eager Japanese banks ended
up holding a huge 50 percent of short-term Mexican international debt in 1982 (and were
thereby the ones capable of driving Mexico into default because of the short due dates).
In the US, Japanese financia ingtitutions lost as much as $800 billion in the decade from

1 Edward Lincoln is Senior Fellow, Foreign Policy, The Brookings I nstitution.

12 Eugene R. Dattel, The Sun That Never Rose (Probus Publishing Company, 1994) pg. 90.
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1985 to 1995 from exchange losses, real estate |osses and other mistakes. Now Japanese
banks may be over-exposed in Southeast Asian markets.

Financial markets provide sophisticated and complex arrays of risk and return. To
function properly, it is necessary that markets clear in arealistic manner. When one st of
players, such as Japanese financial ingtitutions, distort the pricing of these markets, then
the signal's provided by the market are incorrect and potentially damaging (attracting too
much capital to some investments and too little to others). Japanese financial institutions
appear to have done exactly this during the 1980’s.

The question now is whether the “big bang” reformswill correct this problem. In some
sense, the problem may be resolved even without the reforms. Japanese institutions were
so badly damaged by their foray into international markets, that they have retrenched and
are proceeding more cautioudly. In thelong run, however, problems may remain. Few
executives have been punished for the serious lapses of the recent past. At Daiwa Bank,
the individual trader responsible for losing $2 billion has gone to jail, but the bank and the
Ministry of Finance joined ranks to ensure that responsbility would be confined solely to
him. The managers who should have known or did know what was happening have not
been punished. Furthermore, as noted above, the underlying personnd practices yielding
inadequate oversight are not changing.

This guestion matters because of the size of continuing net and gross capital flows from
Japan to therest of theworld. 1n 1997, Japan’s current account surplusislikely to be
approximately $100 hillion, and even larger in 1998. In bal ance-of-payments accounts, net
capital flow isequal in size to the current account, so that the net flow of capital from
Japan to the rest of the world in 1997 will be roughly $100 billion. Gross flows are even
larger. In 1996, when Japan’s current account surplus was ¥7.2 trillion (approximately
$64 hillion at 1996 exchange rates), the gross outflow of private capital was ¥14.6 trillion
($135 billion) and the gross inflow was ¥11.6 billion ($105 billion).** Most of this
investment is portfolio investment (bank loans, bond purchases, and portfolio equity
investments) rather than direct investment. If Japanese financia ingtitutions do not
improve risk analysis, then they possess the potential of continuing to interject
inappropriate financial asset pricing into international markets. |Isthe possbility of
continued inefficient Japanese financial behavior sufficient to undermine international
financial stability? No answer is offered here, but the question is worth asking.

Risk would be reduced if a higher proportion of Japanese international capital flow moved
through foreign financial institutions with stronger analytic capabilities. Presumably some
of the changesincluded in the “big bang” will provide foreign institutions with greater

13 Bank of Japan, Balance of Payments Monthly, April 1997, pg. 1, 33, 49. Note that beginning in 1996,
the government of Japan eased publishing its balance of payments datain dollars and does not include a
table of exchange ratesin its balance of payments publication. The figures for capital flow presented here
do not yield a net capital flow equal to the current account surplus. The difference comes from the
movement in official foreign exchange reserves (which increased by ¥3.9 trillion— US$35 hillion, avery
large amount) in 1996 and “errors and omissions” which showed an inflow to Japan of ¥131 billion (US$1
billion.)
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opportunities to handle portions of thisflow. For example, changes resulting from the
1995 financial services agreement between the US and Japan permit foreign institutions to
participate in the investment of social security funds. Currently, American investment
banks are quickly developing financial products for individuals to enable them to invest
overseas. How much of theinternational flow of Japanese money will move through
foreign ingtitutions remains entirely unclear, however, and the Ministry of Finance does
not appear to be very eager to use deregulation as a means to enhance the role of foreign
financia ingtitutions. Therefore, the extent to which foreign financial ingtitutions can
penetrate Japanese financial markets and participate in the international flow of capital of
Japan, remains a question with no clear answer.

Newly cautious Japanese banks could end up relying more heavily on servicing non-
financial Japanese firms abroad. This phenomenon is common; firms providing corporate
services (accounting, advertising, finance, logistical support) tend to follow manufacturing
firms of their country abroad. One of the possible implications in the case of Japan,
however, isthe continued construction of strong keiretsu ties abroad. Finance has been
one of the mechanisms for Japanese firms to enforce group loyalty or preference.

Japanese banks following Japanese manufacturers to China and other Asian markets are
likely to continue this practice. Stories already exist of Asian firms threatened with the
loss of their Japanese financing if they shift to non-Japanese or non-keiretsu parts suppliers
or sales outlets. In some ways, keiretsu structures enhance economic efficiency, but often
the reliance of these long-term relationships becomes smply an excuse to avoid adequate
project appraisal. Continued reliance of Japanese banks on their traditional domestic
clients as they lend abroad would, in fact, suggest that they have not responded to
deregulation by enhancing their risk analyss capabilities. But little information is available
on Japanese lending to Southeast Asia, so bank lending patterns remain a question.

Finally, it isworth noting that Japan’s efforts at financial reform provide some lessons for
China, asthat nation grapples with privatization of state enterprises and reform of the
financial sector. In recent years, the “ Japanese model” has been a popular concept for
economic development. Among the primary el ements of this mode is the use of
government guidance over the financial sector. Asargued earlier in this paper, Japan
appears to have managed a heavily controlled financial sector rather well from the 1950's
through the 1970's. Nevertheess, the problems Japan has faced in the past decade and
the difficulty in implementing reform of the earlier system provide sobering evidence of the
problems endemic to such systems. In providing the ingtitutional framework for nascent
equity marketsin China or reforming the banking sector, careful consideration of rules
matters greatly. The consequence of poorly designed systems is speculative bubbling and
collapse, adraining cycle that damages economic growth. Perhaps the lesson of Japan is
one of financia policiesto avoid.

Conclusion

Japan’s “big bang” financial deregulation isareal phenomenon. Some changes are already
dated for implementation next year, and much of therest of the proposed agenda should
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be in place by 2001. These changes respond to an extraordinary decade in which Japanese
financial ingtitutionsfirst created a heady and speculative asset bubble in the economy, and
then wallowed in bad debt and scandal ous revel ations during the 1990’ s when the bubble
collapsed. The US also experienced a series of financial scandalsin the 1980's (the
savings-and-loan bad loan problem, international bad loan problems, and insider trading
scandals in the junk bond and other markets). However, the scale of the problems and
scandalous revelations in Japan has been truly breathtaking.

Meanwhile, a quiet time bomb keeps ticking¥a the retirement financing for Japan’s baby
boom generation, due to begin retiring in another 15 years. With unusually low rates of
return in post-bubble Japan, the future financial security of this generation isnow in
jeopardy, as rates of return on their pension funds are well below necessary levelsto
finance their retirement income. True deregulation of financial markets, coupled with
shiftsin behavior of both financial institutions and non-financial corporations ought to
improve real rates of return by reducing inefficiency and misdirected allocation of capital.
Thiswould be beneficial for both future retirees and the overall efficiency and growth of
the economy.

But the conclusion of this paper isthat the present set of reformsin the financial sector
may not be sufficient to remedy the problemsin the system. Thereformsare certainly a
step in theright direction. Competition will be increased, some of the excessive fees and
commissonswill disappear, new financia instruments will appear, and foreign financial
ingtitutions will gain some additional business. Nevertheless, other problems arelikdy to
remain or change only dowly. Internal personne practices, reliance on personal contacts
and long-standing relationships rather than dispassionate financial analysis, and corporate
governance patterns will probably change only slowly.

Japanese investment funds matter to China, the US, and the rest of the world. We are all
better off if Japanese savings are invested efficiently at home and abroad. The “big bang”
includes a variety of stepsthat represent useful changesin the correct direction, even if
some of them are far more minor that the government claims. But increased rationality
and efficiency in Japanese financial behavior as aresult of the “big bang” is by no means
assured.
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Multilateral Economic Cooperation and China’s M acr oeconomic
and Financial Problems
Lin Zhiyuan™
November 1997, Berkeley

In the past 18 years, China’s reform of its banking and financial sector has made a great
contribution to its phenomena economic growth, about which alot has been said. This
paper will try to reveal the existing problems and contradictions in the Chinese economic
and financia system, in order to find ways to solve them. The currency turmoail triggered
by the sharp depreciation of Thai Baht since the early July and catching many other
southeast Asian countries, has inevitably led the international community to scrutinize the
soundness of China’s banking system. And thereis aso hope that China can play an
activerole in helping such countries cope with their financial crises.

In order to maintain the stahility of itsfinancial system in its economic reform and
development and to play a bigger role in the Asia-Pacific economic cooperation, it is
necessary for China to cooperate with the US and Japan on equal bases. For China, the
participation in the international trade and investment liberalization is a process of
integrating its economy into the world economy. China has made several rounds of tariff
cuts and the next step must be the reform of its financial and banking system, which means
that Chinawill have to open its financial markets much more to foreign investors and face
the fierce international competition.

Chinaisacountry in transition and at its early stage of economic development. It has
ingtitutional defects. In order to cooperate fairly with other countries, China must solveits
own problems first, especially those existing in the macroeconomic management and
banking system. China should be more realistic and serious about the existing problems,
trying to find ways to overcome the obstacles and seeking cooperation and support in the
international community.

Existing Problemsin the Monetary and Banking System

The great draining-out of the state financial resources in the banking system reflects the
serious shortcomings in macroeconomic management. Firgt, it isthe monetary system and
the central bank. Second, it isthe financial supervison and banking system. Because of
them, the macroeconomic adjustment haslaid a heavy cost on the 1993-94 foreign
exchange reform. According to the analysis of Table 8, since 1994, the channels of RMB
issuance have dramatically changed. The RMB issuance by budget expenditure and bank’s
credit changed not only from positive to negative, but the number isaso huge. In sharp
contrast, RMB issuance by the increase of foreign exchange reserve changed from
negative to positive, and the number iseven larger. It hasfully reflected the influence of

14 Zhiyuan Lin is Senior Fellow, Research Institute of Finance and Banking, People's Bank of China.
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the huge capital inflow of the foreign exchange, which had a big impact on the RMB
issuance and forced therigid constriction of the state budget and bank’ s credit.

Table 8: Annua Change of RMB Issuance by Different Channels

(in billion RMB)

Y ear 1992 1993 1994 1995 1996
By state budget (net) 42.85 18.83 -34.04 -24.50 -25.02
By bank’s credit (net) 86.42 134.27 -110.48  -123.32 -173.83
By foreign exchange reserve -12.23 -18.80 344.42 221.83 289.27

Based on Annual Report of the PBC 1994, Chinese Financial Outlook 1996.

Theresult of rigid constriction of budget expenditure and bank’s credit is a serious
disequilibrium of national economy which isreflected in, first, the high inflation in 1994-95
and second, the massive lay-offs. For the social and economic reform, thereis a serious
shortage of capital input in many less-devel oped areas, and both the housing reform and
the social security system reform also lagged, which further affected the reform of state-
owned enterprises.

The fundamental reason behind the weak monetary system and poor banking supervision
liesin the central bank system. The lagged reform of the commercial banks, their large
losses, and the large amount of non-performing credit assets are the outcome of the
backward banking supervision, as well as the problems of the PBC. Under the centrally-
planned economic system, there was only one bank and no distinction between central
bank and commercial banks. All the operations and business of the bank are controlled by
the State Planning Committee and the Treasury. The early reform (1979-84) established
three banks¥s Bank of China, Construction Bank of China, and the Agricultural Bank of
China¥s which started the initial competition in financial system of China. It was not until
1984-85 that a critical step of banking reform took place to organized the central bank by
removing commercia business from the PBC to the newly established Industrial and
Commercial Bank of China. Then the PBC began to play itsrole as a central bank with
RMB issuance and the distribution of planned credit. After that, a few functions including
state-owned capital distribution, which formerly belonged to the State Planning
Committee and the Treasury, were gradually transferred to the PBC. So the authority and
the privilege of the PBC have greatly expanded, but as an essential prerequisite condition,
there is no systematic regulation built in to supervise the PBC’ s behavior. Even those
formerly made by the State Planning Committee and the Treasury are not. With no
restriction on its behavior, the PBC has, as a central bank, greatly expanded its privileges,
even in commercial business. Its privileges have surpassed al the central banksin the
world, but itsinternal control and function performance remain unchanged. The IMF and
the World Bank have done much to help PBC with technical support in office-automation
and systematic statistics, but itsinternal organization, function accountability and
supervision, personng management, income distribution and motives, which are the basic
elements to determine the bank’ s behavior, still follow the old model of the government’s
bureaucratic organizations and cannot satisfy the demand for putting the central bank’s
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function into practice under the environment of a market economy. In recent years,
because of the environmental change and the status-raising of the central bank in China,
the problemsin the internal control of the PBC have severely harmed its function
performance as a central bank. Its monetary policy is ill depends on the traditional
administration, with only asingle target of inflation or money supply, lack of

comprehens ve and macroeconomic consideration and a deep insight into the mechanics of
monetary policy, which has caused bewilderment, retarded policy reaction, or even wrong
policies of the PBC. Asfor the banking supervision, the practiceis still at its primary stage
because of the weak function of the PBC and the lack of highly experienced staffs and
talented experts.

A considerable number of examples have showed that efficient banking supervision isthe
prerequisite for maintaining the stability of banking system, developing the financia
market, and opening the domestic financial market. But in recent years, China has had to
dow down the openness of domestic banking sector because the PBC has no adequate
supervision of foreign banks. The reform of state-owned commercial banksislagged
behind because many regulations of the old credit planning system are still in practicein
the banks and the development of some new financial ingtitutions, such as the investment
funds and investment banks, has halted because there are no adequate regulations to
control them. Some newly approved regulations still cannot meet the demands of market
economy, and some of which have even hindered the healthy devel opment of the financial
industry. All the facts tell us that the inefficiency of the banking supervison system has
become the obstacl e to openness of the financial market.

Asto those state-owned commercial banks, not only does their reform lag behind, but they
also face some serious problems. First, their capital resources from government budget
and central bank’s credit have been sharply cut since 1994 because a large amount of
capital was transferred from the government’ s budget and bank’ s credit to foreign
exchange reserve (Table 8), which forced the banks to raise their money from individual
deposits at a much higher interest rate than they got from the government and central
bank. Second, they began facing fierce competition with foreign banksin the market of
best performing investments and credits, and some of their market share has been lost.
Third, the reform of state-owned enterprises has a great impact on the bank’ s assets.
Many enterprises even try to evade their bank loans through false bankruptcy or certain
kinds of reorganization. Finaly, therisk of investment and credit and financial crimesare
still on the rise because of the loose control of banks. With such serious problems and
considering that they hold as much as 70% of the total national asset, the SOC banks may
impose an impact on the stability of China sfinancial system.

To Speed up the Refor m of Macroeconomic Control System and I mprove the
Economic M anagement

The experiences of many countries point to the fact that without a well-organized banking

system, the country is vulnerable to financial crises when itsfinancial sector is opened to
the outsde. Chinais a country in transition, and has had a history of rigid restriction on
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the money-cashing of deposits. Most the residents and enterprises are accustomed to the
postponement of their money cashing. So, even thereisaliquidity crises of banks, a
pervasive financial crisisisunlikdy to happen. But such regulatory protection cannot last
forever if Chinaisto take more steps to open its market. Therefore, only comprehensive
reform can solve al the problems. The basic idea of further reform isto do the following:
firgt, fully adapt to the demand of the market economy and the integration with the world;
and second, apply the economic management methods to the government’ s organizations
who are responsible for the macroeconomic control. The early stages of economic reform
in China have developed the market economy outside of the centrally planned economic
system. Now that the pervasive basis of market economy has almost been established, and
the old planning system has weakened under the impact of markets, the new economic
system must be established under the new economic base. Economic management
(including the practice of business accounting, cost-output val uation, exact accountability
and itsdivison, efficient supervision, fair competition and the mechanics of fittest
survival) isthe key to reforming enterprises as well as governmental organizations and
banking ingtitutions. They have no other way to go but to take such managerial reform if
they are to change their inefficient performances and to adapt to the new environment of
market economy. According to the actual situation of the Chinese financia system, the
following concrete measures can be taken:

1. Reorganize the macroeconomic control system. One of the basic ideasisto stop
up the draining-out of government’ s financial resources from the banking system in order
to increase the budget income of the central government and leave most of the tax revenue
to local governments and enterprises, which will help much to push the reform of
enterprises and the social securities system, and thus create a healthy social environment
for banks to improve their assets performance. To stop the draining-out, it is necessary to
readjust the division of accountability among the State Planning Committee, the Treasury,
and the PBC; make the division clear; and set up systematic checking standards on them.
Thereis also aneed to rebuild the financial supervision on both the PBC and the Treasury
according to the demand of market economy in order to make them quicken their stepsin
reforming and improving their functions as soon as possible.

2. Reform the monetary and central banking system by reorganizing the PBC with
itsinternal organization and interest motives. Asfor many countriesin the world, this has
to be donein order for Chinato cut down the revenue and the profit of RMB issuance
from the PBC and transfer them directly into the budget. At the same time, as a decent
central bank, the PBC should have new and legal sources of income. By reorganization,
cost-€efficiency analysis and its mechanics of restriction can be set on the PBC, which will
force the PBC to actively improve its functional performance and overcomeits
inefficiency.

3. Improve the current monetary and banking policies. First, cutting down the
interest rate of reserve deposits with the PBC will lead the interest rate of monetary
market to fall and thus reduce the inflows of hot money. Second, loosening regulations on
private capital outflow can help balance the capital account of the international payments,
reduce the impact on RMB issuance, and alleviate the congtriction of government’ s budget
and bank’s credit. Third, one should fully cut the ratio of the required deposit reserve to
the same levd asthat in many international finance market, reduce the restrictions on
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commercia banks with their investment and market policy of raising money and at the
same time push the reform of SOC banks with banking supervision, thus forcing them to
actively reorganize, make internal control powerful, improve their economic management,
face the international market, and enhance their competitiveness.

4. Makerigid regulations on the socia banking activity outside banking system.
The quick increase of social banking activity outside the government’s control isaresult
of the contradiction between the rapid economic development and the retarded reform of
banking system. Now, the ssimple prohibition on the activity cannot solve the problem.
Only when a sound legal system is established to lead this activity into a rightful way and
ensure its healthy development can the contradiction be thoroughly solved and the demand
of economic development at same time be satisfied.

Chinaisacountry in transition and its early economic reform took place under conditions
quite closed, when there were latent markets and the impulse of primary accumulation
everywhere. Only with some anti-traditional spirit can one quickly realize his or her
purpose of capital accumulation; thereis little demand for specialized knowledge and
managerial techniques. Such characteristics, reflected in the financia field, become the
base for quick expansion of financial ingtitutions and their employees in quantity, but not
in quality. The business operation and economic management of many banking institutions
till follow the old methods. Neither the central bank nor the commercia banks has any
idea of cost efficiency, nor isthere much demand for specialized know-how, service
quality and internal control techniques. So, the internal control in many financial ingtitutes
are quite confused.

But the period of primary accumulation quickly finished. China has stepped into a new
period of market system with fierce competition and the mechanics of survival of the
fittest, but many government agencies and companies do not have enough knowledge
about them. In the new period, the high level of economic management becomes the
prerequisite for survival and development. By the end of 1980's, the number of financial
ingtitutions increased and their types were more diverse. A primary financial market began
to emerge. In the middle of 1990's, the Chinese economic and financial system had
undergone more profound changes. At the beginning, there was the deregul ation on most
of commodities and their prices, then the development of both interbank financing and
inter-company financing, (both were not allowed in the centrally planned system.) After
that, equity and bond markets emerged, and this was finally followed by the large inflow of
foreign capital and the reform of many state-owned enterprises. All those have exerted
great impact onto the present banking system and forced all the financial institutions,
whether SOC banks or other financial institutions, to face the fierce market competition.

Though the PBC, as an authorized central bank, has no problem with survival, itis
responsible for the effects of macroeconomic control, guaranteeing its function execution
and the economic and finance stahility, and pushing the healthy development of the entire
financial indugtry. It has no other choice but to be actively improve its administration and
overcome its internal shortcomings.
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The basic eement of market economy is the pervasive monetary exchange. The central
bank, as a government’ sinstitution responsible for money supply and financial stability, is
at the center stage of the macroeconomic control system and plays a very important role
for the economy. In the history of world economy, as soon as a market economy
developed to a certain stage, there would appear the necessity to reform monetary system
and central banking system, in order to adapt to the economic devel opment at a higher
stage. For China, the historic course cannot go any other way. The reform in 1984-85 of
the PBC conformed to the historic demand, thus creating a necessary condition for a
decade of economic and banking development afterwards. But the reform at that time was
only limited to the establishment of institutions and privilege authorities; the function
performance of the central bank remained blank.

Today, China's market economy has gotten to a new stage. Not only has the social basis
been established, but also the whole financial industry has begun an essential transition
from the former government’ s subsidiaries responsible for the state capital distribution into
an independent industry of the national economy with the purpose of pursuing profit. This
will gradually form a financial market with competition and the mechanics of survival of
thefittest. Facing such new economic situations, the central bank runsthe risk of allowing
the financial market to crash if it can not perform its functions well. So, the second stage
of the reform of the central bank34 setting the basic principles and functions of the

PBC% has become an urgent requirement of our times.

In China, thereis a specia problem for the economic management of government and
banks¥s who is suitable for choosing the personne management for both government and
banks and how to choose and promote them to take the important positions responsible
for the economic administration. The personne management system of government and
banks certainly has some well written regulations, but most of their staffs are employed or
promoted not because they have specialized and professional knowledge, but because they
have certain reations. For them, well-written regulations become some blank papers.
Those few people who are employed because of their talents and expertise, not because of
relations, have to conform to the regulations and always become the sacrifices of such a
personnel system. Now, the government and banks have a large number of staffswho are
incompetent and lacking special knowledge for their jobs, but thereis no regulation with
which to dismiss or downgrade them, consequently causing all the government and bank
employees to shut their mouths and idle with their antiquated knowledge. And thisin turn
makes it difficult to absorb competent people into the system.

In recent years, because of the development of a market economy and the massive brain-
drain, it appearsthat the overall quality of the employees in the government and banksis
declining but their bureaucracy is on therise. If such problems could not be solved, any
measure of macroeconomic reform will be distorted, and finally become a blank form
without any crux of matter or even retrogress, such as the establishment of policy banksin
1993-94 and the State Taxation Administration. If the reform processis hindered, the
economic management will not be able to improve quickly, and afterwards, the unstable
elements of the social economy and the hidden peril in the banking system cannot be
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removed by simply improving economic and administrative management. Some
contradictions will even have deteriorated. So, we can conclued that the personné
management reform of the government and banks, at least in case of the PBC, is key to
the success of pushing the macroeconomic reform and removing the hidden peril from the
banking system.

Chinese economic reform has created great successes, but we should understand that
every step of successis realized only by overcoming obstacles. Today, our reform isagain
facing some new obstacles. We believe that only by making determined resolution to
overcome them can Chinese economic development stage on a new period of prosperity.
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China’s Financial Reform: Achievements and Challenges
Barry Naughton™
November 1997, Berkeley

The southeast Asian currency crises of thefall of 1997 have inevitably led to heightened
scrutiny of China' s financial reform. The economy of China and the economies of
southeast Asia share some important common features, both in terms of recent growth
experience and potential fragility of the financial syssems. Among all the regions of the
world, only the ASEAN countries are remotely comparable to Chinain terms of the real
development they have undergonein the past 20 years. production capacity has been built,
human capabilities devel oped, and financial systems have become more sophisticated,
more complex, and much larger. Y et despite those achievements, the southeast Asian
countries have today stumbled into a serious financia crisis. It is natural to ask whether
China, with smilar achievements and equally smilar financial shortcomings, islikely to
suffer smilar woes.

Particularly ominousisthe plight of Indonesia. Indonesia has had economic
growth approximately as rapid as China's. Moreover, Indonesia has had unrestricted
capital account convertibility since 1970 and a balanced budget. Nonetheless, its currency
has fallen by 35% since the beginning of the crisis, a serious credit crunch has stifled
growth, and the increasing burden of dollar-denominated debt has thrown into question
the financial viability of numerous Indonesian countries. More generally, Caprio and
Klingebiel (1996) argue that financial crisesin developing countries routinely exact costs
up to or exceeding ten percent of GDP.

Conversdly, the southeast Asian experience can also be interpreted as confirming
the caution of China's reform process. Numerous observers have commented lately on
China s emergence as a “bastion of stability” in the Pacific region. China sforeign
reserves of over $130 billion continue to grow, and the Chinese currency remains stable
with atendency toward appreciation. Most importantly, of course, China enjoys certain
fundamental factors which differ from those of the ASEAN countries. Most of the
massive capital inflow China has enjoyed has come in the form of foreign direct
investment, and the currency is not convertible on the capital account. Asaresult, thereis
less danger of a downward spiral caused by capital flight in response to expectations of
devaluation.

In light of contemporary problemsin southeast Asia, this seems a particularly
appropriate time to re-examine China's progressin financial reform. Inthisreview, |
argue that the cautious pace of financial reform has succeeded in important respects
particularly in establishing important new ingtitutions and channding large nationa savings
flowsto end-users. However, progressin some areas is threatened by the lack of progress
in creating more efficient ingtitutions and in dealing with the legacy of poor previous
lending decisons. Asaresult, there are significant risks of amajor financial crisis.

'3 Barry Naughton is Professor, IRPS, University of California, San Diego.
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However, the nature of the dangers that threaten the Chinese financial system are
quite different from those that affect the southeast Asian economies. Specifically, China
has relatively little exposure to private debts denominated in foreign currency, and the
interactions between volatility in domestic financial markets and foreign currency markets
arequitelimited. Thereisthuslittle danger for the present that Chinawill catch the “Thai
disease.” But China faces formidable problems of its own. These problems may prove
especially difficult to manage in the next year or two. Successful macroeconomic
stabilization and a renewed burst of enterprise restructuring create opportunities, but also
substantial uncertainty and difficult new situations. These difficulties could easily lead to
short-term financial problems that might reduce growth rates and set back hopes for
fundamental reforms of the financial sector.

Thefirst section examines the basic trends and main achievements of financial
reform. The second and third sections look at the banking system and stock market
respectively. The fourth and final section examines the current situation, with stress on
the impact of current restructuring initiatives in concert with current macroeconomic
conditions. The basic message is that while enormous progressis being made, thereisa
substantial danger of financial problems that could disrupt further progress.

Overall Trends and Achievements

Chinais both a devel oping economy and a transitional market economy. Financial
development in Chinareflects the influence of both these contexts. Economic
development is generally accompanied by a gradual process of financial degpening. The
ratio of various kinds of financial assetsto GDP increases steadily with devel opment.
Some work indicates that increased financial degpening in turn accel erates the process of
economic growth (King and Levine), but thisis controversial. Transition to a market
economy from a planned socialist economy is also expected to lead eventually to financial
deepening, but for most European transitional economies, this process was not a gradual
unidirectional change. Instead, in most of the European transitional economies, economic
transition was preceded or accompanied by substantial inflation and economic decline. As
aresult, inflation wiped out accumulated financial balances. Many households lost their
life savings. In those countries, transition took place in the context of a major
disintermediation process. in Russia, broad money declined from 80% to only 20% of
GDP between 1990 and 1993, and bank credit to enterprises and households declined
from 40% to about 16%. (Dittusand Prowse) That is, the financial system became more
“shallow.” At the sametime, the disruption of transition caused a major declinein the
flow of current saving. Households were not willing or able to increase saving quickly,
and saving by government and enterprises collapsed. The financial system had to be
rebuilt from the ground up.

The stuation in China was quite different. National savings were high before,
during and, presumably, after reform. However, the composition and institutions of
saving changed dramatically. Most dramatically, household saving increased very rapidly
during the early stage of transition, in response to the new opportunities created by
trangtion. Total household saving¥sincluding both in-kind and financial saving¥s jumped
rapidly from 7% of household incomein 1978 to 17% in 1982, and have continued to
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increase steadily since.® Even more crucialy, financial savings tripled, increasing from
2.3% of household incomein 1978 to an average of 6.8% in the years 1980-83. The
household share of total national saving increased from 11% in 1978, surpassing 35% in
1981. (Cheng Xiaonong 1991, Macroeconomic 1987) Changesin the composition of
savings are shown in Figure 1. Clearly, an important part of this smooth transition has
been the fact that the real value of household assets in the banking system has been
maintained, generally protected through the three major inflationary episodes that marked
the trangtion.

As aresult of these changes, Chinas financial system began to diverge from the
standard command economy model, and resemble that of most market economies. Saving
surplusesin the household sector were transferred primarily through the banking system to
fund investment in the enterprise and government sectors. The banking system has been
fundamentally transformed. Firgt, it has grown enormoudy in size. Bank lending to
enterprises and households increased from 52% of GDPin 1979 to 95% in 1996. M2
(narrow plus broad money) increased from less than 40% of GDP at the end of the 1970's
t0 109% in 1996. By this measure, China has had a “deeper” financial system than any
other major transition economy since 1992. (Caprio and Levine: 16) Broad money
reached 101% of GDP in 1994.

In addition, China put in place the basic administrative structures that govern
banking systemsin maost economies. The Peopl€e s Bank of China (PBC) was made into a
central bank, with the potential to control lending and monetary aggregates through
reserve regquirements and central bank lending. The beginnings of competition have been
introduced into the system. However, in the development of capital markets, China's
performance was much less evident. Thisisironic, given the attention that has been paid
to China' s stock markets. However, it isindisputable that if we limit our attention to
formally recognized and regulated institutions, the capital markets¥zi.e. financia
intermediaries outside the banking system%4 have been much less steady, and much less
impressive. Therewas very little capital market development during the 1980's. For a
period after 1990%2 when the stock exchanges in Shanghai and Shenzhen were
established¥ capital market development proceeded rapidly. But after 1993, devel opment
dowed markedly, and the atmosphere shifted from one of financial permissivenessto a
renewed stress on control and regulation. Aswe shall see, that dow-down was intimately
related to shortcomingsin the existing financial system. Figure 2 shows the devel opment
of the Chinese stock exchanges, relative to GDP, as well as several comparison
€conomies.

Besides the stock market, capital markets also include bonds and other fixed
income securities. At the end of 1995, government bonds (including treasury bonds and
all other government-backed investment bonds) amounted to 6% of the GDP, also
virtually unchanged since 1992. There had even been a contraction in the stock of
enterprise bonds outstanding, which peaked in 1992. Between 1992 and 1996, then, the
incipient growth of China's capital markets drastically dowed, while the real

!¢ Theincrease in household saving rates cannot be explained simply by the more rapid growth in
household income during those years. Instead, saving behavior shifted upward in response to the changed
environment. Barry Naughton, “ Macroeconomic Policy and Response in the Chinese Economy: The
Impact of the Reform Process.” Journal of Comparative Economics, X1:3 (September 1987).
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economy%z and the banking system% continued to grow. Asaresult, thefinancia system
still displayed the same fundamental characteristics as of 1996 that have marked its
development since the beginning of reform. It is a system that has undergone very
substantial financia degpening, but in which virtualy all of the degpening has been
channedled into the banking system. It is a bank-dominated system, and the growth of
competition to the state-owned banking system has been real, but much too slow.’

We will discuss below, in section 1V, the fact that this fundamental characteristic
of thefinancial system up to this time may now be poised for rapid change. A second
import cavest to the above generalization isthat informal financial markets are very
significant, but have been very poorly studied. According to the best available estimates,
rural informal financial markets surpassed formal ingtitutionsin size of total lending in
1986." In the investment accounts, “other” sources of investment, outside bank loans,
enterprise retained funds, and budgetary disbursements amount to about 4% of GDP
annually. These correspond to fairly large extra-budgetary funds often controlled by local
governments.

The Current Transformation

During 1997, extremdy rapid change in a combination of circumstancesis creating
significant uncertainty in financial markets. Economic stabilization has occurred in a
stuation in which further enterprise reform and enterprise restructuring is now
acceerating. Both factors create significant new stresses on the financial system.
Stabilization has a number of important effects. With much lower inflation and only
modest changesin nominal interest rates, real interest rates are significantly positive to a
degree unprecedented in the transition program. With positive real interest rates, the
implicit tax on the banking system has been reduced, and banks have an opportunity to
replenish their capital. Moreover, the tendency toward disintermediation is strongly
reduced, and policymakers will find it less necessary to impose restrictions on financial
innovation in order to maintain the health of the banking system. Overall, stabilization
creates favorable conditions for further reform.

But stabilization also brings substantial new stresses to the system. In the broadest
sense, the current stabilization isthe culmination of the entire market-creating transition
process. Firmsthat were protected for nearly twenty years by the initially underdevel oped
market and lack of competition are now fully exposed to tough competition from a variety
of competitors. State firms, in particular, have lost the protective market conditions that
gave them high profits under the planned economy and during the first decade of reform.
Start-up firms and foreign investors that initially enjoyed high praofitability in niche markets
now find their niches have been invaded by other firms, who may often be leaner and more
innovative producers. Under such conditions, al the mistakes of past loans outstanding

Y The introduction of competition into the financial system comesin threetiers: (a) Competition among
banks (including among state-owned banks, but with private and foreign invested banks obviously the
most sensitive), (b) Competition between banks and non-bank financial institutions (NBFIs), and (c)
Competition between bank finance and capital markets.

18 Wu Wiaobo et al, Zhonggho Nongcun Jinrong de Biange yu Fazhan 1978-1990 (Chinese Rural Finance
Change and Development, 1978-1990). Beijing: Dangdai Zhonggui, 1994, pg. 218-220. The estimateis
based on household survey data.
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areincreasingly evident. More firms are under intense competitive pressure, and the
dangers of achain of defaultsis clearly increased.

There are some markets in which asset bubbles are poised to burst. China s major
citiesare now serioudly overbuilt. Office spacein Beijing is jumping from 1.5 million
meters at the end of 1996 to 2.5 million at the end of 1997; Shanghai luxury rents are
already down about 20%, with another 10% fall in the cards. (China News Digest,
10/08/97) Real estate devel opment has been a favorite target of “hot money” speculation
in recent year. Funds have been diverted in substantial amounts, and some of those funds
might not now be recovered. Thus, the biggest current danger is that defaults by property
companies and defaults by production and trade enterprises might combine to rapidly
threaten the solvency of key financial institutions. One can expect the Chinese
government to respond promptly to such problems, and move to rectify whatever situation
emerges. But such crises can be complex, and not always easy to manage, even by
governments with the best of intentions.

The second major factor creating a complex and uncertain environment is the new
impetus that has been given to state enterprise restructuring in the wake of the Fifteenth
Party Congress. Thereisno doubt that “restructuring” as defined at the Party Congress
involves a much more rapid rate of ownership conversion, increased privatization, and
much greater use of joint stock corporations. Government limitations requiring that the
state maintain majority or controlling interests are being repealed. Clearly, aflood of new
firmsis about to be launched onto the formal and informal markets. A number of
guestions are unresol ved.

Firgt, the role of enterprise restructuring in resolving bank debt problemsis not yet
clear. The banks have substantial stakesin firmsthat are being restructured. The recently
adopted Banking Law has decreed a separation between the commercial and investment
roles of financial ingtitutions, thus prohibiting bank ownership of equity. However, this
law might be loosdly interpreted in reality. Banks might well package loans and sell them
as equity stakes, swap them to subsidiaries, or sell convertible bonds. Unquestionably, the
conversion of bank debt into equity and convertible bonds will be a non-trivial part of the
ongoing restructuring of enterprises.™ It islikdly that the overall trend of financial
development will shift. Capital market development is likely to accelerate, while bank
expansion islikely to dow.

Already, the Chinese government shows signs of being willing to facilitate a large-
scale shift of financial structure away from the banking system and towards capital
markets. The government has recently given its blessing to creation of mutual funds, and
these are likely soon to be joined in the market by other institutional players, including
pension funds and insurance companies. The government seems willing to countenance a
withdrawal of household funds from the banking system, so long as thisis accompanied by
some orderly write-down of bad debts. The banking system faces an unprecedented
opportunity to deal with its stock of bad debts. A combined program of enterprise balance
sheet restructuring and fiscally supported write-offs of bad debt could make a serious dent
in the bad debt problem.

19 See “ Who would bear the risks?” China Economic News, August 18, 1997. Pg. 1-2
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However, China' s banks have yet to resolve the flow problem. Ownership of the
state banks continues to be expressed in vague and inconsi stent ways that do not provide
bank managers with adequate incentives for making appropriate loan decisons. Even
more crucial isthe potential role of banks as monitors of newly restructured enterprise
management groups. Clearly, the banks are important stakeholdersin China's
corporations. Most SOEs rely on the banks for virtually the totality of their external
financing. Moreover, banks provide substantial amounts of long-term capital, which
strengthens the argument for long-term links between banks and enterprises, including the
formation of financial groups. Obvioudly this gives the banks a potentially strong role in
disciplining enterprise behavior, since enterprises have no aternatives. Banks should be
encouraged to put representatives on Boards of Directors, and the current prohibition of
banks holding equity should be relaxed (though not eliminated). Banks should be allowed
to hold small equity stakes, perhaps for limited periods (up to two years) as part of
restructuring efforts. Thiswould help banks gain experience, provide better incentives,
and prepare banks for a more active monitoring rolein the future® In addition, it is
essential that the government move quickly and decisively to restructure the banks
themselves. Enterprise restructuring without bank restructuring is unlikely, in the long
run, to be successful. Control over financial enterprises ought also to be restructured, and
the role of government ownership reduced.

It should be clear that the current period is one of great opportunity. But it isalso
one of substantial risk. The complexity of the problems facing China’s policy-makers has
increased sharply. It will be difficult to manage the changes that will emerge rapidly over
the next few years. Default risks are substantial. We have already mentioned risks in the
industrial and property devel opment sectors. Another key area where financial disorder
might arise isin the management of China s embryonic pension funds. Most regions now
collect a percentage of wages for investment in pension funds, but oversight over these
funds has been abysmal. According to preliminary reports trickling out of China, many of
these funds have lost substantial sums of money, and it may well be that significant public
scandals are brewing. Without proper management these problems could interact with
other weaknesses in the financial system to cause major disruption.

One areawhere Chinais clearly different from the Southeast Asian economiesisin
the links between domestic financial markets and foreign currency markets. Itisin the
interactions of those markets, both marked by substantial intrinsic volatility, that the
Southeast Asian economies have redlly faltered. China, with itsinconvertible currency,
and solid, appreciating currency, appears to be immune from these interactive effects.
However, thisisa short-run appraisal. In thelong-run, China s currency may now be
overvalued, and the capital account may not be as closed asit appears. Itisnot at all
inconceivable that in the not-too-distant future reductions in the inflow of foreign
investment could lead to a beginning of depreciation, which might be accompanied by
renewed capital flight.

In short, China sfinancial dtuation is quite different from that of the southeast
Asian economies, and there is no reason to think that Chinawill suffer from contagion of
that region’sfinancial distress. But China sfinancial system still suffers from important

20 |n Japan, banks hold 19% of corporate equity, and in Germany the figureis 10%. In the US, banks are
prohibited by the Glass-Seagal act from holding equity directly. See Dittus and Prowse, pg. 23.
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weaknesses, and these weaknesses are likely to intensify over the next year or two. It will
require extreme vigilance and skillful management on the part of China’s policy-makersto

prevent these weaknesses from leading to financial crises that affect significant parts of
Chind sfinancial system.



IV.SYSTEMSFRICTIONS AND CHINA’S
ACCESSION TOTHEWTO
IN THE CONTEXT OF A TRIALOGUE

Main | ssues:

Evaluating the scale and form of China s economy
The WTO debate in China

Selected Excer pts:
“Form, Scale and Limitsin China s Trade and Development,” by Stephen S. Cohen

“Ingtitutional Implications of WTO Accession for China,” by Richard H. Steinberg.

Summary: Systemsfrictionsand China’s accession tothe WTO in the context of a
trialogue

Because of its scale, form, uniqueness of ingtitutions, and regional disparity, the
Chinese economy will be difficult for the WTO to absorb and at the same time maintain its
political support and efficiency. The authorsin this section address the structural
difficulties involved in the accession.

The US main concerns about Chinainclude its size as both a producer and as a
market. It istoo largeto receive “exceptional, lenient treatment,” as Wolff says. But it is
China sform, not its size, which matters more, says Cohen. China seems more liberal than
it really is, which could cause concerns about gentle treatment to materialize. Central
sate planning is neither universally nor effectively implemented, the rapid growth is not
necessarily reflective of a sufficiently liberal market, and its exports have been limited to a
few product lines. (Wolff 9)

In order to reclaim national prestige and assert itself as a world power, China must
move economically from peasant farming and labor-intensive light manufacturing to more
“valuable’ complex manufacturing, such as automobiles, advanced el ectronics,
telecommunications, and aerospace. Cohen believes that Chinawill develop automobiles
asthe leading sector. Not only do automobiles themselves count under GNP, but so do
their maintenance and repair, which makes this venture “GNP intensive.” Emphasis on the
auto industry means that short- and middle-term growth rates will increase, but welfare
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may not, says Cohen. At the sametime, other problemswill arise from congestion costs,
scale effects, and environmental limits.

Chinawill not develop an open, free-trade, free-market economic system without
decisive strategic control. Japan can serve both as an example for China's development, in
regards to “developmental mercantilism,” and as the critical structuring variable in the
trilateral relationship. Its structural adjustment is necessary for Chinese entry. The
structural defectsin the US-Japanese relationship and Japan’s problematic rolein the
international trade system only compound the difficulties of fitting China into that system.
(Cohen 3)

China must attract technology and knowledge from foreign multinational
corporations, who will trade technological knowledge and export guarantees for market
access and will political defend China s large grade surpluses with the US, says Cohen.
China s principal instrument for trade and technological development is its functional
control of accesstoitsincreasingly large market after WTO accession.

But Cohen cautions that multinational corporations (MNCs) will become political
“hostages’ because they will do what they are told in order to gain accessto China's
market. MNCs are aso, however, political agents. They will accelerate China's
development and “engagement” with the outside world.

Theworld system will also be unable to accommodate China's presence for very
long without major structural adjustments. The structured Pacific system of investment,
specific, and trade is analogous to a complex production organization, afactory, that is
dependent on a positive trade balance with the US and Europe, says Cohen. Thisisdueto
Japan’ s unwillingness and/or inability to increase imports of manufactured goods. Thus, it
isthe form of the trade system, not China' s size, that causes the difficulties. (Cohen 4)
The unsustainabl e trade asymmetries between Japan, the US, China, and the rest of the
world are only reinforced by China' s roughly balanced overall trade.

Unless preventative action is taken, says Steinberg, political friction from the
accession of alarge, trandtional economy to the WTO combined with the organization’s
substantive and procedural rules may weaken the WTO as an international governmental
system. China's accession will expand the WTO' s jurisdiction to encompass a palitical
and economic system that operates in ways the organization is not designed to govern.
This may increase the perceived amount of decision-making gridlock, administrative
inefficiency, and ineffective dispute settlement.

Chinadiffers from the other WTO membersin several fundamental ways which are
not accounted for by WTO rules, notes Steinberg. State enterprises continue to play a
largerolein its political-economic structure, domestic rules and rule-making processes
lack transparency, competition policy rules lack meaning and legitimacy, the judicial
system is not entirely independent of palitics, several regions have considerable
corruption, central government authority and regulatory systems regarding the
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environment and workers rights are weak, and there are no democratic guarantees.
(Steinberg)

Unless these differences are addressed by either changing the WTO's
congtitutional procedures or China's accession instruments or by development of Chinese
domestic ingtitutions to more closely approximate Western institutions, the WTO will be
weakened as an ingtitution because the differences will generate trade disputes which the
WTO cannot resolve to the satisfaction of the members who count, thus leading to
decision gridlock.
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Form, Scale and Limitsin China’s Trade and Development
Stephen S. Cohen®
November 1997, Berkeley

Form may not follow function, but it sure constrainsit. And form itself islimited by scale.
Form, with itslogical concomitant of limits, is central in most intellectual discourses. It
does not, however, hold any place in the parlance of conventional economics, not even in
the conceptual bag of economics poor relation, institutional economics.

When | was very much younger | came upon an essay by an eminent Edwardian naturalist
which resolved a problem for me and has stuck with me since. It was called "On the
Importance of Being the Right Size," written by J.D.B. Haldane. Many of us learned as
kids that the common ant is enormoudy strong. It can carry several timesits own weight.
Wereit to beasbig asaboy, it could lift abuilding and carry it away. Haldane cleared up
that mystifying image. An ant could not beasbig asaboy. Period. Thelimit was
imposed by the ventilation system. The form could not scale up that far. In thelogic of
Economics |01, A Diamond as Big as the Ritz would have disappointing value. Chinais
about scale, and scale is about form. Discussion of China's economic development and its
entry into the world trade system must focus on form, for that is what gives scale meaning.
System truths about, say, Singapore which isroughly the size of Brooklyn, do not scale up
to China, almost three orders of magnitude bigger.

| would like to use two cases to illustrate how the constraints of form impose limits on
simple extrapolations of present trends, patterns, and ingtitutional arrangements, and pose
guestions and guideposts for policy¥4 both Chinese and US policy. Before weturn to
them, we should note that the operational meaning of limitsis not a brick wall, but a
steeply rising cost curve that imposes the kind of breathless effort that prevents ants from
getting very big.

Thefirst caseillustrates the idea of scale and form%4it concerns the choice of leading (or
driving) sectors. The second, the subject of this essay, concerns China's entry into the
system of international trade, in terms of thefit of structures and scale.

China, stripped now of ideology, exhibits a fierce determination to hold the unit, China,
together, to reclaim national prestige and to assert itself as a world power¥s a political,
economic and military world power. This means an ineluctably central and growing role
for nationalism. To achieve those ends, it must also grow rapidly, especially along lines
that define power. This means moving as quickly as possible up the "value chain” from
peasant farming and very labor intengve light manufacturing, mostly of commodity or near
commodity goods, to complex manufacturing such as automobiles, machine tools and
non-commodity chemicals. It means especially advanced e ectronics, telecommunications,
and aerospace which areinherently "dual use" technologies and define military capability.

2 Stephen S. Cohen is Professor of Planning and Co-Director, BRIE, University of California, Berkeley.
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Outside of the critical dual-use sectors the choice of aleading sector trandates, in practical
terms, into a choice about automobile lead growth. Should autos and the pattern of
development that comes with autos propel development or should housing and urban
infrastructure, which generate significantly different urban and developmental forms?
There is debate about this within the State Planning Commission, but | think the outcome
isforeordained: autos. This has some substantial consequences. economic growth rates,
especially in the short and middle term, will read higher, but not necessarily welfare. And
limits, or steeply rising effort curves, will assert themselves much faster in the auto modd.

Thisview can be expressed in terms of two well-known characteristics of conventional
economic statistics and the kinds of counting and thinking they permit. The categories
that structure economic statistics and analysis are not particularly apposite when it comes
to considering, that is defining, weighing, and judging alternative forms of devel opment.
They were created to compare changesin GNP over a short span, where not too much
structural change could be expected. They have a Keynesian, or pure growth bias.

A second characteristic of conventional economic statistics makes them not smply
monitors but active participantsin development strategy. It isthe biasinherent in what
gets measured and what does not; what counts as raising GNP and what does not. A
quick exampleis the growth accounting problem posed by immunizations, fifty-cent
treatments that statistically lower GNP while fabuloudy increasing welfare. Cars count.
So does ther fud, repair and extensive infrastructure. Involvement from home to work,
to schooal, to visit, to shop, if made by auto is, let us coin a phrase, "GNP intensive." The
same movements made by foot, bicycle, or public transit figure only lightly in GNP and
therefore generate low rates of recorded economic growth, but high rates of functional
mohility. In the auto-based model, higher and higher quantities of GNP are needed to
literally get to the same place. Thelitany isfamiliar, at least to city planners: congestion
costs that rise exponentially especially in megacities of the sort that already dot China and
continue to grow, the inherent tendency of the auto model to generate increasing
inequality and the cogts to the system of dealing with that, land use patterns that maximize
individual consumption of durable goods, the scale effects of an automobilized Chinaon
energy costs which will compound the GNP intensity of the modd (and a good many
international political problemsaswell), and the difficulty and costs of switching later on
to adifferent growth trgjectory. And all that comes before environmental limits assert
themselves.

These considerations lead us, albeit somewnhat indirectly, to a second set of considerations
and discontinuities imposed by form. In this case, they concern Chinas foreign trade
strategy.

1
| say strategy, rather than comparative advantage as economists dutifully intone, because

Chinaisnot, and is unlikely over the middle term, to become anything like an open, free
trade, free-market economic system, or indeed in a capitalist system operating without
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decisive strategic control, let alone liberal democracy. The plate tectonics of strategic
industrial policy rubbing against the sandy edge of an open market system will generate
substantial "system frictions," most noisily with the US but also with a set of frightened
developing states such as Thailand, Malaysia, Korea and Mexico who are most likely to
bear the early brunt of trade and investment diversion. These are not the smple squabbles
the US has with Europe over such matters as veal, landing rights, and even Airbus that
flare up and down within the context of fundamental, long term system complementarity,
balanced trade and satisfactory mutual interpenetration through direct foreign investment.
They are akin to the endless series of "disputes' with Japan, presented energetically by
both governments and by American economists as small squabbles, but understood widdly
as manifestations of long term, system frictions. Indeed, Americas troubled trade history
with Japan is the ghost at the US-Chinese trade banquet. Itsinfluence on US attitudes and
expectations is difficult to overestimate. (Is Chinato be a giant Japan in its trade patterns
and a military power to boot?) Japan's successful "devel opmental mercantalism” remains
the second great lesson for the Chinese leadership, after that of the ex-Soviet Union's
devagtating experiment with the double impact of smultaneous reform. (Glasnost and
Perestroika redefined and reinforced by advice from the IMF and American radical free-
market economists.) And itisnot just Japan's past history as a mode for big-country late
developers with a concern for national power. The structural defectsin the US-Japanese
trade relationship, and the singular and troubling role of Japan in the international trade
system (aswedll asits place in the Pacific system of trade and industrial specialization),
compound the difficulties of fitting Chinainto the world trade system. Despite the
appearances generated by current negotiations, fitting Chinainto the world trade system is
not just a US-China problem; it cannot be just a US-Chinadebate. At aminimum itisa
trilateral problem. Japan must be brought in or dragged in because Japanese adjustment,
not US adjustment, is the critical structuring variable.

If China enters the Pacific Trade system with a trade structure that defines that system, as
it isaready doing, that system will not be able to accommodate China for very long
without major structural rehabilitation of the kind that flattens eager, but unwary, home
buyers. The problem isnot just size, but form%a the architecture, if you will, of that trade
system. The Pacific trade system is a structured system of investment, specialization and
trade that link the different Asian economies with one another and with the rest of the
world, especially the US and Japan who together play the defining rolesin that system. It
can best be understood as a complex production organization¥s more a factory than a
fortress (as some have argued) or an international Ricardian system tending towards
equilibrium (as most economists posit)¥ that is, a salf-regulating, and self-directing system
of shy governments and contestable markets. It isafactory that is heavily dependent on a
huge net positive trade balance with the US and Europe (mostly the US), in good part
because of a persistent unwillingness or inability of Japan to radically increase imports of
manufactured goods to offset its exports.

Over the Long Period, 1980-92, Asa (including Japan) accumulated a trade surplusin

manufactures of about $2 trillion, that is two thousand billion dollars (with the US
absorbing about three times as much as Europe). Over the same period Japan by itself
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also accumul ated a trade surplus in manufactures of just about $2 trillion. Thisimplies
that the trade surplus of Asia (excluding Japan) with the rest of the world was equal to
Japan's surplus with the rest of Asa. In brief, Pacific trade, despite the enormous
complexitiesit contains, operates within a neat triangular form. Japan runs a big surplus
with the US and a surplus with therest of Asa. Therest of Asaruns a substantial deficit
with Japan (mostly in key components and advanced machinery), but offsetsit with a
surplus with the US (mostly in final products). And the US absorbs the output of this
production system, transforming itself from the world's biggest creditor nation in the early
1980’ sto the world's biggest debtor. The system's sustainability is limited, and inverse to
itsscale. Despite violent fluctuations of the yen/dollar rate and arapid increase in intra-
Asian trade so eagerly noticed by economists, this basic architecture has not changed
significantly in recent years. What is new is Chinas rocket-like increase in trade volume
from almost nothing a few years ago, to where it isnow%4in a dead heat with Japan for
the honor of the largest surplus with the US. For 1995 China (including Hong Kong and
Taiwan) ran a surplus with the US of about $40 billion and a deficit with Japan of about
$26 billion. So despite the fact that China's trade overall isroughly in balance, it
reinforces rather than aters the structure of Pacific trade pattern asit piles huge and
rapidly growing numbers (1996 surplus of close to $50 billion) on an already unsustainable
geometry.

China's devel opmental ambitions mean that it must attract technology and know-how from
abroad¥z and not just from overseas Chinese. It needs the big multinational corporations
from Europe, Japan and the US in aerospace, advanced chemicals, complex
manufacturing, transportation equipment, advanced tools such as steppers,
pharmaceuticals, telecommunications equipment¥4 a whole range of advanced

technol ogies, techniques and know-how¥ for which the Multinational Corporation

(MNC) has become the principal instrument of geographic diffusion. Unlike the case of
Japan, MNCs are to be a principal agent for China's ambitious trade and industrial policies.
Those MNCs are scripted to play two key parts: 1) trading critical technology, know-how
and export guarantees for market access, and 2) palitically defending China's massive
trade surpluses with the US.

Control of accessto Chinasincreasingly giant market is China's principal trade and
technological/industrial development instrument. 1t will be painful to discard although it
stsright at the center of the WTO negotiating table. It is, perhaps, prudent to assume
that even if trade negotiators reach a successful agreement for WTQO accession (successful
in USterms), China's control of accesswill persst at afunctional level long after its
abalition at the formal levd; this has generally been the case with large late devel opers.
The combination of the lure of the giant market, functional control of access, and the
existence of competing MNCs from different national bases for almost every key
technology will enable Chinato continue to swap market access for technology and, as
advertisersrichly imply, "much more." The MNCswill come to China and do what they
aretold, most often without having to betold. Therewill be some difficulties, especially
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when short-term profitability seems elusive, but those can easily be remedied. Oncein,
once profitable in amajor way (or while seeking entry, expansion, diversification, direct
access to customers, etc.), they are transformed into political hostages. Chinese strategists
believe that only the likes of Boeing, Ford, Citicorp, AlG, Goldman Sachs and GE will
fight off protectionist (aswell as human rights, anti-proliferation and environmentalist)
forcesin the US while China accumulates massive trade surpluses in manufactures with
the US. | think that thisisasmart political calculation; its soundnessis already being
proven.

But Multinational Corporations inevitably play a more complex role. They rapidly speed
up development, but they also accderate "engagement” with the outside world; they are
political hostages, but also political agents. On balance their magjor and growing rolein
Chinese economic development and in Chinas interface with the world trade and
investment system is amajor force for openness¥s openness in society and opennessin the
economy.

Fitting Chinainto the world system of trade and investment will be difficult. It will
necessitate, at the outset, a realistic assessment of how that system will have to change to
accommodate the reality of China. To date that assessment is absent, especialy in the
American debate, where the realists have been ditting in the back seat while squabbling
romantics fight to steer. On the one hand thereisa small but noisy crowd who rant about
keeping China out until it reforms; on the other, alarge group that seeks to minimize the
problems of system redesign in the hope that everything can be left to the market, if only
everyone takes the strict market pledge. Neither approach can contend with the problems
sketched out above, such as the necessity of major redesign of the Pacific system of
trade¥s especialy Japan'srole, or the problem of trade and investment diversion asit hits
Chinas neighbors and Americas critical client state neighbors. They do not even face up
to such lesser but awkward problems as how the World Trade Organization (the
repository of free marketeers hopes) will function with extensive Chinese participation.
The agendaislong and tough. It would be well to have solid US-European cooperation
on how to deal with it. To date, we have seen little of that, nor have we seen any signs of
Japan considering the implications for its own trade strategy and economic structure.
Romanticism is at best a mixed blessing in adolescent fiction; in politics and economics, it
isadisaster.
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Institutional Implications of WTO Accession for China
Richard Steinber g*
November 1997, Berkeley

. INTRODUCTION: WTO MEMBERSHIP, “ SYSTEMSFRICTION,” AND
INSTITUTIONAL STRENGTH

For fifty years, the General Agreement on Tariffsand Trade (GATT) system has
fostered the development of liberal multilateralism. Originally a short, fifty-page set of
rules that governed trade between just 23 "original" Contracting Parties, with only
provisional application because of the failure of several countriesto ratify it, the GATT
has evolved into one of the world's most well-developed international organizations. The
World Trade Organization (WTO) boasts over 120 member states (Members) who have
ratified its founding charter and thousands of pages of substantive rules. Perhaps most
significantly, the Uruguay Round negotiations bestowed upon the GATT system revised
rules of government, which many expect will vastly improve the system's institutional
strength.® With new dispute settlement rules, clarified rules of procedure for decision-
making by the Members, and the formal establishment of a genuine secretariat,* many
claim that the world's preeminent trade ingtitution is stronger than ever. Their hopeis that
thisrevitalized ingtitution can govern itsdf effectively, advancing international political
order and rules-based liberal multilateralism.

This paper considers the possible effects of China's accession to the WTO on the
WTO'singtitutional strength¥2 how China's accession could affect WTO governmental
processes and the extent of political support for the organization from leading Western
trading countries. During the past ten years, in which China has (of course) not been a
GATT Contracting Party or aWTO Member, there has been substantial “systems friction”
between China and some Western trading countries. Theterm "systems friction,” coined
by Sylvia Ostry® (but a notion attributable more accurately to Thucydides™ and then
Machiavelli*"), is usually thought of as the political tension between countries attributable
to their economic interaction in the context of fundamental differencesin the organization
and operating principles of their respective palitical-economic structures. The existence of
systems friction now associated with China-trade raises the question of whether WTO

2 Richard Steinberg is Acting Professor of Law, University of California, Los Angeles.

% During the Uruguay Round, Professor Jackson advocated establishment of a World Trade Organization
and many of the other organizational reforms that were eventually adopted on the grounds that it would
strengthen the multilateral trading system ingtitutionally. See John H. Jackson, Restructuring the GATT
System (Royal Institute of International Affairs: London, 1990).

% Previoudly, the GATT “secretartiat” lacked such a status and existed technically as the staff of the
Executive-Secretary of the Interim Commission for the International Trade Organization.

% See Miles Kahler, Regional Futures and Transatlantic Economic Relations (New Y ork: Council of
Foreign Relations Press, 1996), pg. 43.

% See Thucydides, The Peloponnesian War (The Crawley Trangation) (New Y ork: The Modern Library,
1982), especially Book I.

%" See Niccolo Machiavelli, The Discourses (New York: The Modern Library, 1950) Chapter LIX.
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accession for Chinais more likely to reduce and contain the systems friction or weaken the
WTO as an ingdtitution.

The analysis below suggests that the political friction associated with accession of
alarge, transgtional economy like China's, combined with the WTO's current substantive
and procedural rules, may weaken the WTO as an international governmental
system¥, unless some preventative action istaken. Chinese accession will expand the
territorial scope of the WTO and the levd of trade that it governs. It may also help “lock
in” the impressive steps China has taken towards economic liberalization over the last two
decades. But it will also expand the WTO'’ s coverage to include a political-economic
system that operates in ways that the WTO'’ s substantive and procedural rules were not
designed to govern. Thisislikely to add to a perception by some powerful trading nations
that on crucial issuesthe WTO suffers from decision-making gridlock, administrative
inefficiency, and an ineffective dispute settlement system. Thisis not to suggest that
Chinese accession will fatally or even substantially weaken the WTO, but unless corrective
action can be taken, it islikdy to marginally weaken its effectiveness as an international
governmental system.

Part Il of this paper provides atheoretical prologue that helps frame the analysis.
Comparative palitical theory and international relations theory provide tools for
understanding whether the rules of a particular ingtitution are well-suited to effective
governance of its constituent social units. These theories suggest considering the extent
to which an ingtitution’ s substantive and procedural rules are capable of resolving political
conflict between social units governed by the institution in away that is acceptable
politically to the most powerful units.

Part 11 analyzes the extent to which WTO substantive rules may not be designed
to fully intermediate trade and political friction between Western liberal, democratic
political economies and China’ s palitical-economic system. Chinais fundamentally
different from other WTO members, partly because of its size (which, as suggested by
Steve Cohen, does matter)®®, but also because of its particular political-economic
structure: a continuing large role for state enterprises; alack of transparency of some
domestic rules and rule-making processes; alack of meaningful competition policy rules, a
judicial system which, on commercial matters, isin the early stages of development and is
not always perceived as independent of politics, considerable corruption in some regions,
relatively weak central government authority; weak regulatory systems pertaining to the
environment and (ironically) worker rights; and an absence of democratic guarantees.
These are differences that are not accounted for by WTO rules. And if the palitical
friction associated with these differences cannot be addressed in another manner4 through
WTO constitutional procedures or China's Protocol of Accession¥sthen China s accession
islikely to weaken the WTO ingtitutionally.

%8 Stephen Cohen, “Form, Scale and Limitsin China's Trade and Development,” Journal of East Asian
Economics 8(4), (Greenwish: Al Press Inc., forthcoming).
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Part 1V of this paper examines relevant WTO constitutional procedures, showing
that the WTO’sjudicial, legidative, and administrative processes are unlikely to yied
substantive rules or other solutions that could resolve the tensions likely to arise from
China s accession. It is suggested that a broad reading of the Article XXI11 doctrine of
“non-violation nullification or impairment” would help provide a congtitutional solution,
but an adequately clear definition of that doctrine is unlikely in the immediate future.

Part VV concludes by suggesting that Chinese accession to the WTO islikdy to
generate substantial dissatisfaction by some powerful trading countries with WTO dispute
settlement results and a perception of WTO decision-making gridlock and administrative
inefficiency in the secretariat¥2 all of which will undermine support for the WTO. The
associated weakening of the WTO as an institution may be minimized or remedied to the
extent that China s Protocol of Accession addresses the substantive shortcomings of WTO
rules identified above, the doctrine of non-violation nullification or impairment is
interpreted broadly, and China continues to devel op along capitalist-democratic lines.

II. THE RELATIONSHIP BETWEEN INSTITUTIONAL RULES, SOCIAL
UNITS, AND INSTITUTIONAL STRENGTH: A THEORETICAL PROLOGUE

Whether a particular set of ingtitutional rules will foster effective government
depends not only on the rules themsealves, but also on the congtituent units of the system.
Political scientists and historical sociologists have long studied this relationship in the
domestic political context.”® Whether government is effective depends at least in part on
whether procedural and substantive rules fit those participating in the system. If rulesand
ingtitutions fail to develop along with underlying social or palitical change, then
government suffers, the ingtitutions of government are weakened, and political decay may
stin.

At theinternational level, realist regime theory suggests analogous relationships.
These theories suggest that the underlying distribution of power and interests among
states will determine regime rulesthat will in turn yield international behavior desired by
politically powerful countries.® Thisresembles Marxist arguments that international
structures perform functions demanded by capital,** except that (inter alia) realists do not
necessarily embrace an underlying economic dynamic, particularly not a Marxist dynamic.
A corollary of realist regime theory must be that if a regime's rules do not yield outcomes
favored by powerful states, then those powerful states are likely to withdraw support for
that regime. An international ingtitution’s substantive rules and constitutional procedures
must together create outcomes supported by nation-states with power.

% See, for example, Samuel B. Huntington, Political Order in Changing Societies (New Haven: Yale
University Press, 1968); G. Bingham Powell, Contemporary Democracies. Participation, Sability and
Violence (Cambridge: Harvard University Press, 1982); and Seymour Martin Lipset, The First New
Nation (New York: W.W. Norton, 1979).

% See Stephen D. Krasner, editor, Internatioanl Regimes (Ithaca: Cornell University Press, 1983)

3 See Jurgen Habermas, Legitimation Crisis (Boston: Beacon Press, 1975)
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Thus, history is littered with the remains of international institutions that collapsed
or were weakened because their rules were not well-matched with underlying power and
interests. The League of Nations and the International Trade Organization are but two
examples of international institutions that were still-born because of such rules. And the
UN General Assembly and the World Intellectual Property Organization may be present-
day examples of ingtitutions that have been weakened in their international role because of
procedural rulesthat do not reflect underlying power and interests.

This framework begs the question of whether China's accession to the WTO will
strengthen or weaken the ingtitution and its government, given the WTO' s existing
substantive and procedural rules.

1. WTO'SSUBSTANTIVE RULESAND THE CHINESE TYPE OF MARKET
ECONOMY: “SYSTEMSFRICTION” WITHIN THE INSTITUTION

As suggested above, thereis currently considerable systems friction between China
and Western capitalist economies. The nature of that systems friction may be seen
through alternative lenses. Neoclassical economics uses a deductive-axiomatic mode to
show that free trade between two liberal economies will yield optimally efficient
outcomes.** These conclusions are shattered, however, if the assumption of liberal
constituent economiesis suspended. From a strategic trade theory perspective,® trade
relations between alaissez-faire system and an economy with strong doses of state
intervention are also likely to yield an unsatisfactory outcome, at least from the vantage of
policy-makersin the liberal system. Hence, whether embracing optimal efficiency or
national economic welfare asagoal, it isnot difficult to understand why somein the West
are not completely satisfied with Chinese trade relations.

In aparticular ingtitutional context, the analysis of systems friction should be
somewhat different. Here the question becomes the extent to which the rules of an
international institution adequately account for and permit a process of intermediation to
take place between different political-economic systems. If the rules perform this function
well, then it islikely that the systems friction will not be played out within the ingtitution.
However, if the rules do not perform this function well, then the ingtitution islikely to
suffer from the effects of systems friction and experience governmental problems and
diminished palitical support from those countries perceiving inadequate rules.

Unfortunately, many dimensions of China's political-economic system are not
accounted for by current WTO rules. Thisis not surprising since those who drafted the
GATT and participated in the Uruguay Round negotiations did not give much, if any,

32 See David Ricardo, “ On the Principles of Political Economy and Taxation,” Works and
Correspondence, edited by Piero Straffa (Cambridge: Cambridge University Press, 1951) Pg. 133-49; and
Charles P. Kindleberger and Peter Lindert, International Economics, Sixth Editions (Homewood, IL: R.D.
Irwin, 1978)

% For a description of strategic trade theory, see Paul Krugman, Rethinking International Trade
(Cambridge: MIT Press, 1990)
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consideration to how the organization might intermediate relations between Western
systems and the Chinese type of market economy. WTO rules do not fully address at least
eight factors that could become sources of systems friction within the WTO.

First, even according to the most generous estimates of the extent to which China's
market has liberalized, at least 35% of Chinese gross domestic product is still produced by
state-owned enterprises. Action by state-owned enterprises has the potential to undermine
the four fundamental rules of the WTO system. For the most part, the GATT assumes
that economic decision-making is made by atomistic producers and consumers based on
price, but state-owned enterprises do not always make decisions based on price® For
example, it isnot difficult to see state-owned enterprises that consume computer chips or
steel deciding to purchase all of their consumption from state-owned chip or stedl
manufacturers. Thiswould effectively undermine the GATT s Article Il national
treatment provison. Similar arguments can be made about how state-owned enterprises
may engage in behavior that would underminethe GATT Article | commitment of most
favored nation (MFN) treatment, the Article 11 commitment to a schedule of concessions,
and the Article XI commitment against maintaining quantitative restrictions.®

GATT Article XVII was intended to discipline activity by state enterprises® but
the draftsmen could never have anticipated that this article would sufficiently address
problems created by the accession of a country as big as China's and with such alargerole
for state enterprises. The primary requirement of Article XVII isthat state enterprises
shall make purchases or sales "solely in accordance with commercial considerations.” But
this discipline cannot be effective in cases where the reason for purchases or sales by state
enterprisesis not transparent, like those that are sure to be encountered in China.

Second, more broadly, the WTO system assumes that members laws, regulations,
and administrative and legidative processes are trangparent. Thisiscrucia to the
effectiveness of many of the GATT'smain principles. For example, true national
treatment (Article 1) requires that both domestic and foreign producers know the rules of
thegame. Similarly, alack of transparency about rules or regulations affecting imports
could have the same effect as a quantitative restriction (Article X1). The formulation of
rules also demands a transparent process so that foreign interests can be represented to
ensure that theruleisnot discriminatory in its effect. And, as suggested in the preceding
paragraph, any meaningful discipline on state enterprises entails transparency.

GATT Article X requires the publication of trade regulations prior to their
application, but thisdiscipline is not broad enough to cover al of the kinds of

3 On this point, generally, see Donald C. Clarke, “ GATT Membership for China?’, 17(3) University of
Puget Sound Law Review 517 (Spring 1993)

% For thiskind of analysis applied to state-trading enterprises, see John A. Jackson, The World Trading
System (Cambridge: MIT Press, 1989).

% Thetitle of Article XXVII is“State Trading Enterprises,” but the text makes clear that the article
appliesto all state-owned enterprises, not just state trading enterprises. See John A. Jackson, World Trade
and the Law of GATT (Michie Press, 1969)
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transparencies encountered in China. For example, the WTO has no meaningful
requirement of procedural transparency, except, perhaps, in the context of formation of
technical, sanitary, and phytosanitary regulations. More problematic, the existence of
transparency is difficult to monitor since, by definition, governments do not broadcast
non-transparent directives or "administrative guidance." In short, it is often very difficult
to know at any given moment whether a pattern of behavior may be explained as an
Article X violation.

Third, Chinalacks any meaningful competition policy and the WTO system does
not require a member to have a competition policy. While there are few complaints at this
time about anti-competitive activities in the private sector in China, it does not take great
imagination to see that such problems could arise in the future. For example, to the extent
that China continues to reduce the role of state-owned enterprises, government authorities
could decide to give alegal monopoly to certain currently state-owned enterprises,
particularly in the early phases of privatization. Thisis a pattern that has been followed in
some other Asian countries and in Eastern Europe. Monopolistic or monopsonistic
behavior isthe private sector analogue to discriminatory behavior by state-owned
enterprises and can eviscerate the effectiveness and meaningfulness of basic GATT rules
just as effectively.

Fourth, the WTO system implicitly expects that memberswill have an effective and
impartia judicial system, which iscrucial to the effectiveness of many WTO obligations.
For example, it is difficult to see how a country with ajudicial system that is dow,
corrupt, or not independent of domestic political influence could offer reliable and
impartial enforcement of its laws. Yet reliable and impartial contract enforcement may be
the sine gqua non of equitable trade and investment relationships. A wesak judicial system
may be less troubling in issue areas where WTO rules require enforcement of particular
topicsin domestic law, e.g. intellectual property, but even in that context it is unclear
whether a WTO dispute settlement panel would be willing to condemn an entire legal
system as ineffective or lacking impartiality. China's legal system is developing quickly, but
most observers continue to question its impartiality in cases involving foreigners.

Fifth, the existence of wide-spread corruption (e.g. bribery, kickbacks, etc.) can
also undermine WTO rulesif nationals from some countries are permitted to engagein
corrupt activities while those from other countries are prohibited from doing so. US
nationals are prevented from engaging in specified corrupt activities under the Foreign
Corrupt Practices Act, whereas nationals from many European countries are not so
constrained. The absence of WTO disciplines on corrupt practices, combined with US
restrictions on such activities by US nationals, can yield patterns of purchasing,
investment, procurement, and regulatory administration (including customs) in countries
with widespread corruption that are inefficient and undermine crucial GATT rules such as
MFN treatment and national treatment. Many US businessmen have aleged that precisdy
such patterns exist in parts of China, particularly in the southeast.
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Sixth, the relative weakness of a central government with respect to sub-federa
entities (such as provinces, states, and local government) islikdly to reduce the
effectiveness and meaningfulness of WTO undertakings. The Understanding on the
Interpretation of Article XX1V of the General Agreement on Tariffs and Trade 1994
reiterates the obligation of Article XXI1V:12 that each member "shall take such reasonable
measures as may be available to it to ensure" observance of the provisions of WTO
agreements by regional and local governments and authorities within itsterritories.
However, the failure to define "such reasonable measures as may be available to it” and
the impracticability for some central governments to do so suggests that WTO obligations
will be less effective in national systemsthat are de-centralized in practice than in highly
centralized countries. The extent to which sub-central government authorities refuse to
obey central government rulesin China and the apparent impotence of the central
government to change that behavior are notorious.

Seventh, the WTO lacks rules to ensure minimal standards of environmenta and
social regulation in member states. Thisraises the possihility that big differencesin the
stringency of regulatory regimes across WTO Members may attract investment and jobs
away from countries that have relatively stringent standards and towards countries, like
China, that have rdatively lax environmental or workers' rights standards.®’

Eighth, WTO rules do not provide an exception from general WTO obligations for
trade actions taken in response gross human rights violations. Article XX:(€), which
permits trade restrictions relating to the products of prison labor, is about asfar as GATT
goes. Yet many in the US believe that there should be some linkage between US-China
trade relations and Chinese progress on human rights and democratization, more
generally.®

In summary, WTO rules are weak or absent on severa issuesthat are likely to be
sources of systems friction between the US and China. Weak or missing rulesin these
areas may be understood as ardic of the WTO's history. The institution was never
expected to intermediate trade rel ations between Western laissez-faire democracies and a
political economic system like that of China's, which appearsto be trangtioning from a
centrally planned, communist system to something as yet not fully defined. Thus, the
WTO's substantive rules are not equipped to address the systems friction that would likely
accompany Chinese accession.

V. WTO CONSTITUTIONAL PROCESSESASSOLUTIONSTO SYSTEMS
FRICTION WITH CHINA?

3" See C. Leigh Andersin, Richard R.W. Brooks, And Robert A. Kagan, “ Adversarial Legalism,
Transaction Costs, and the Industrial Flight Hypothesis,” BRIE Working Paper No. 93 (Berkeley:
Berkeley Roundtable on the International Economy, forthcoming)

% For evidence of demand for this linkage, see Title IV of the Trade Act of 1974, as amended (the
“Jackson-Vanik Amendment.”)
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Even if existing substantive rules do not address sources of systemsfriction, it is
possible that operation of the WTO's congtitutional processes could provide a solution.
More broadly, in assessing how well an ingtitution is likely to absorb a new social unit, it is
important to analyze how that institution's governmental processes will function after the
new social unit joinsit. The analyssthat follows suggests that the WTO's judicial,
legidative, and administrative systems will have difficulty resolving the systems friction
associated with China s entry into the world trading system. Combined with the WTO’s
substantive shortcomings, this may have the tendency to create a perception in some
Western countries that the WTO is aweak and inadequate institution, providing fodder for
those in the US who would like to see more "unilateral™ action and weakening support for
the WTO by at least one major trading power.

The Judicial Process: WTO Dispute Settlement

WTO dispute settlement is unlikely to render decisions that resolve the systems
friction associated with China's entry into the world trading system. In caseswherea
complainant can show that China has violated WTO rules, the WTO dispute settlement
system is likely to render ineffectual decisions that require Chinato change its behavior
and comply; moreover, if compliance is not forthcoming, the Uruguay Round
Understanding on Dispute Settlement ensures an automatic right to retaliation by the
injured WTO Member. But the problem isnot with potential violations of WTO
obligations by China. It is the weakness or absence of WTO rulesin key areas that islikely
to yield dissatisfaction with WTO dispute settlement by some countries. WTO dispute
settlement is unlikely to provide a remedy for behavior by Chinathat does not violate a
WTO rule. The preceding section of this paper identified several sources of systems
friction that are not adequately addressed by WTO rules.

GATT Article XXI11:1(b) provides a basis for the possibility of a successful claim
by a complainant based on a theory that another member has imposed a measure that
nullifies or impairs a benefit, whether or not that measure conflicts with WTO obligations.
Claims based on this "non-violation nullification or impairment” theory were relatively rare
in GATT jurisprudence. Moreover, many commentators and GATT pand reports have
suggested ardatively narrow reading of this doctrine. For example, at least one panel has
stated that the doctrine is intended to protect the balance of tariff concessions, a principle
that can be used to argue that the complainant must have negotiated a tariff concession
with the respondent on the product that is the subject of the daim.* Similarly, some have
read the text of Article XXI11:1(b) literally to suggest that the doctrine supports a claim
only if it is based on the "application” by another member of a measure, not if theclam is
based on the failure to apply a measure, i.e. afailure to enforce competition policy rules
could not be the basis of a non-violation nullification or impairment claim. And even more
limiting is the suggestion that the doctrine could be invoked successfully only upon a

391990 Pane Report on “ EEC-Payments and Subsidies Paid to Processors and Producers of Oil Seeds and
Related Animal-Feed Proteins.” L/6627 adopted on 25 January 1990, 37586, 126-7, 144.
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showing that the complainant had no reasonable expectation of the measure complained of
at thetimethat it negotiated the associated tariff concessions.*

At thistime, it isunclear how narrowly or broadly the non-violation nullification
and impairment doctrine will be construed by WTO dispute settlement panels and the
Appellate Body. A panel decision is expected soon in the US-Japan film dispute, and that
decision is expected to address the issue; however, an appeal isamost certain and it is
unlikey that the parameters of the doctrine will be fully fleshed out in the near term. A
broad reading of the doctrine would provide an important (though incomplete) lubricant
for systems friction associated with behavior that is not addressed by WTO rules. Such a
reading would not require the losing party to change its behavior, but would authorize
"compensation” for the complainant. In contrast, a narrow reading of the doctrine would
render the dispute settlement system incapable of resolving the political tension associated
with behavior that is not covered by WTO rules.

Moreover, since the WTO dispute settlement process permits relatively swift and
automatic action against a country that acts unilaterally i.e. retaliation without WTO
authorization, a narrow reading of the doctrine would leave the US with the
uncomfortable choice of either smply bearing the brunt of systems friction or taking
unilateral action that contravenes its WTO obligations and would weaken the institution.

The Legisative Process: WTO Consensus Decision-making

While there are specific voting procedures and proportions required to amend the
GATT 1994, to grant waivers, to approve accessions, or take certain other actions, the
vast proportion of WTO actions are taken according to the practice of consensus. The
WTO body concerned is deemed to have decided by consensus on a matter submitted for
its consideration if no Member, present at the meeting when the decision istaken, formally
objects to the proposed decision.* The consensus decision-making practice means,
therefore, that very little legidative action can be taken in the WTO if China (or any other
country) objectstoit.

This decison-making practiceis likely to render the WTO legidative process
incapable of adopting new rules that would address sources of systems friction identified
in the preceding section. Chinaislikdy to block a consensus on any rule that would
discipline Chinese practices that contribute to systems friction and that are not already
disciplined.

In assessing the WTO'’ s condtitutional capacity to address systemsfriction, itis
important to consider the relationship between the operation of itsjudicial and legidative
processes. In particular, abroad reading of the nonviolation nullification and impairment
doctrine, which would result in authorized "compensation” for Western countries facing

“0 For a discussion of the basis for this argument, see John H. Jackson, World Trade and the Law of GATT,
pg. 179.
L Article IX, Agreement Establishing the World Trade Organization, fn 1.
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injury from Chinese practices (regardless of whether the Chinese practices are permitted
under WTO rules) would likely facilitate legidative solutions to systems friction-- even
under the consensusrule.  The availability of compensation would provide bargaining
leverage for those Members seeking a rules-based solution. In at least some Situations, it
islikey that China and other Members would reach agreement on a rules-based approach
to some practices that have led to a non-violation nullification or impairment finding.

But in the absence of a broadly construed non-violation nullification or impairment
doctrine, it is hard to see anything other than legidative gridlock on proposals for
meaningful new rules relating to state-owned enterprises, transparency, domestic judicial
systems, and other topics that are likely to be sources of systems friction with China.

The Administrative Process: The WTO Secretariat

WTO accession isnot likely to render the WTO Secretariat more efficient or
effective. The WTO Secretariat, likeits GATT precursor, has not been considered to be
very bold or effective. That is understandable because the Secretariat serves at the
pleasure of the Members and cannot afford to take any action, depict any matter, or frame
any issue in amanner that a powerful Member or coalition of Members would perceive as
contrary to their interests. In so far as China would bring a host of new interests and
practices into WTO debates, its accession would marginally water down further the WTO
Secretariat's courage and effectiveness. And if Chinawere to insist upon the application
of UN staffing rulesin the WTO, then this effect would likely be magnified.

V. CONCLUSIONS: CATCHING THE TIGER BY THE TAILVERSUS
CONTAINING IT¥aALTERNATIVE PATHSFOR THE WTO

Without solutions to the problems suggested in the foregoing analysis, the systems
friction now being experienced with regard to China trade might be exacerbated by
Chinese accession to the WTO. Ultimately, "systemsfriction” isa political concept. Itis
certain to operate even under circumstances that neoclassical economists might find
acceptable. Since Chinais not currently a WTO member, anarchy® reignsin trade
relations between China and the countries of the West: China and Western countries
negotiate their trading relationships in a state of nature. This permits some Western
countries to threaten retaliation or otherwise demand change in Chinese behavior,
regardless of WTO rules. Asapoalitical device, thisworks. Chinese behavior changes
marginaly and Western government officials gain domestic political cover for maintaining
alargely open trade and investment relationship with China.

In the worst case, this changes with China's accession to the WTO. The
substantive rules and governmental processes of the WTO are intended to end anarchy and
constrain unilateral behavior, but in the case of accession for China, WTO rules may

2« Aparchy” in the sense that power and authority is decentralized, held only by the constituent units of
the system¥a the states. See generally Kenneth Waltz, Theory of International Politics (Menlo Park:
Addison-Wedley, 1979)
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attempt to do so without providing adequate procedural or substantive lubricants for
systemsfriction. This creates arisk that the WTO's governmental processes will become
deadlocked and incapable of resolving China’s trade tensions with some powerful trading
countries, undermining the strength of the institution and weakening political support for
it. Inthisview, whatever ben€fits are attributable to Chinese accession (and there are
many) would be offset by serious costs to the institution the WTO will have "caught the
tiger by thetail."

Some might believe that WTO accession for China would be worth this cost. They
might argue that: US unilateralism should be constrained, systems friction should not
stand in the way of liberalization, the "lock-in effect” on Chinese reforms associated with
WTO accession isfar more important than these ingtitutional effects, or that WTO
accession for Chinaislikdy to help amdiorate systems friction (and adverse ingtitutional
developments in the WTO) by virtue of the WTO’ s normative and cognitive impact on
Chinese government officials and Chinese palicy.

Regardless of how one strikes this balance, the foregoing analysis makes clear that
three sets of factors could reduce systems friction and make the WTO a more effective
ingtitution in dealing with China. First, a broad interpretation of the doctrine of
nonviolation nullification or impairment would help. 1t would help some powerful
Western trading countries tolerate Chinese accession to an instrument the substantive rules
of which does not discipline behavior that islikely to be a source of palitical friction.

Many Chinese practices that are not WTO-illegal but which do impact trade, could then be
addressed by WTO-authorized compensation for liberal countries without condemning
Chinese behavior. Thiswould not merely resolve domestic political pressures associated
with systems friction, but would also be a source of bargaining leverage for liberal trading
countries in negotiations to devel op rules-based solutions to China-trade systems friction.

Second, China's Protocol of Accession must be tailored to address as many of
these problems as possible. Ultimately, the analysis presented here explains why Chinas
Protocol cannot be atypical protocol modeled on those of countries who have preceded it
in the accession queue. Commitment and deadlines pertaining to tariffs, quotas, and non-
tariff barriers are not enough. Nor isit enough to also promise to phase in new domestic
statutes in China on Uruguay Round topics like intellectual property and investment.
China's Protocol of Accession should also include meaningful and verifiable commitments
pertaining to state enterprises; transparency; the assertion of central government control
over regional and local palicies; corruption; the adoption and enforcement of competition
policy; the adoption, maintenance, and enforcement of more stringent regulatory regimes,
the development of thejudicial system; and other matters. To the extent that thisis not
possible, the Protocol of Accession should except otherwise WTO-illegal trade actions by
other WTO Membersthat are taken in reaction to Chinese behavior in these areas.
Perhaps China could declare its acceptance of an interpretation of the non-violation
nullification or impairment doctrine that would permit "compensation” to Membersin
response to Chinese behavior in these areas. Negotiations on these matters will not be

easy.
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Third, ultimately, of course, the argument here suggests that the best solution to
these problems would be if China were to become more likeus. The faster and more
completely China evolves into a system with a small role for state enterprises, awell-
developed judicia system, a more modern and effective regulatory system, greater central
government control over regions and localities, and a more democratic character, the
better it will fit in with existing WTO rules that were designed for countries modeled on
Western democratic liberalism.
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