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China’s Declining Current Account Surplus, Part IV

William R. Cline says China’s declining surplus has been driven by a significant appreciation of the yuan, but the

surplus will likely rise again in coming years.
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For many years, the United States has called on China to allow the value of its currency
to appreciate as a way to reduce its current account surplus. William R. (Bill) Cline of the
Peterson Institute is here with me, Steve Weisman, to evaluate recent trends on China’s
currency. Bill, you've done another study. What are your latest findings?

The really big fact about China’s current account surplus is that it’s fallen from a huge ten
percent of GDP in 2007 to less than three percent of GDP last year. What I've been doing

is trying to see why. And the bottom line is that they've actually carried out a lot of real
appreciation to currency. The currency has risen by 28 percent in real terms from 2005 to now.

The other major factor here that I think is going to effect a lot of the policy discussion is

that the IMF [International Monetary Fund] is likely in its forthcoming world economic
outlook to say that the future surplus of China will be quite a bit lower than they used to be
predicting. A year ago, they were saying that in 2016, the surplus would be back up to eight
percent. It’s highly likely they will come out with something more like five percent. So I think
the policy environment is shifting. There has been some progress on the current account.

There are other factors. The appreciation of the currency is the largest factor, but what are
some others?

There’s been some reduction in the surplus from higher oil prices. It’s about a half of a
percent of GDP. There’s been some reduction from 2007 actually on what they earned
on their holdings of U.S. Treasuries and other bonds because it’s a low interest rate
environment. That seems to be also worth about a half a percent of GDP.

Against that, they have a time trend that increases their surplus by more than a half a
percent GDP each year. It’s a well-known phenomenon that rapidly growing developing
countries tend to have a rising trade surplus if they don’t have an ongoing compensating
correction in their exchange rate.

Does China still have more to do to allow the value of its currency to fluctuate without
intervention by the Chinese government?

Many would say that this is really the acid test. The calculations that we do of how much
they need to appreciate the currency are aiming at a target of a surplus no higher than three
percent of GDP. And by the way, I see that going back to four to five percent of GDP by
2017, in part because of this time trend. Many people would say, many economists would
say, “Well, that’s not good enough. They shouldn’t be intervening in the exchange market
to hold the currency at any level.”
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Right.

And if the market would mean that their surplus would go all the way down to zero, so
much the better. They're a developing country, they shouldnt be exporting capital. They
should be at least not importing or they should be either importing capital or not having
any imbalance at all.

So yes, there’s a lot more they could do. They could be much more liberal in not fixing the
exchange rate, not intervening. That would also have, as a domestic counterpart, much
less need to artificially hold down the interest rate that the banks can pay people on bank
deposits. So it would help liberalize the internal economy in China.

It’s always been said this is two sides of the same coin. It sounds like China has made more
¥
progress on its fundamentals to correct imbalances than the United States has.

The United States has a long term problem on its fiscal [deficit]. We all know that. It is
uncanny actually that if you look at my projections of China’s current account surplus is
almost exactly going to be the same size as U.S. current account deficit over the next three
or four years --something in the range of three percent.

Should the United States be doing different things? Our policies have to be driven very
much by what is the smart thing to do to get the economy back to full employment, A and
B, to create a creditable environment where the markets will understand that we're going to
be making our fiscal correction in the future.

But that is the main thing that’s lacking. I hope that we can do it in a fashion that doesn’t involve this last
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minute cliff hanger at the end of the year when the tax cuts expire and all kinds of fiscal

triggers get triggered.
Thank you, Bill.

Thank you, Steve.



