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Adam Posen: Welcome back to the Peterson Institute for International Economics. I'm 

Adam Posen, President of the Institute. And it’s our great pleasure today 
to not only welcome our guests, the people watching online and on tape 
when we post the recording, but our friends and colleagues from China 
Finance Forum 40, which is our primary partner in China and with whom 
we've had now, I believe, it's five or six years of conferences in Beijing. 
And this is our second annual joint conference here in the US with the 
CF40. 

 
 We, last year, held a conference in New York, and we’re grateful to Cyrus 

Capital and Steve Friedheim for making that possible. And we had a very 
intensive structured discussion pairing US and Chinese or I should say 
US-based, not only US, Chinese economists on various issues of China's 
reform and US-China economic relations. And we're trying to follow the 
same model again this year, although this year more on the record more 
open. And again, I'm very grateful to Haiming Wang who's the Secretary 
General of CF40 and our friends there for joining us in this effort. 

 
 We have three sets of panels today. The first one in some sense would be 

the juiciest on the exchange rate and SDR issues. My colleague, Rory 
McFarquhar, who's a visiting fellow at the Institute and previously 
handled US-China economic issues for the National Economic Council in 
the Obama White House will be chairing that panel. He will introduce the 
distinguished group. We are going to have a very thoughtful pair of 
comments from experts on China's SOE reform process right after lunch 
and a panel as well on engaged discussion with some innovative thoughts 
on trade with contributions from both PIIE and CF40. 
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 Obviously, this all takes place against a background of political 
uncertainty as was focused on in the New York Times today for the US 
people to realize there is potentially a bit of a political transition or at least 
midterm analogous to in a sense a midterm election, I guess, we'll call it 
for the leadership in China. But, of course, most of the attention rightly 
unfortunately is on the potential political risk in the US. 

 
 We will not be dealing with it directly today during the on-the-record 

portion of the conference. But as I hope all of you aware, two weeks ago, 
we released a major study by Marcus Nolan, Gary Hufbauer, Sherman 
Robinson, and Tyler Moran on the trade policies as declared by the two 
US presidential candidates. And a key part of that was assessing the 
mutual harm that would be done if Mr. Trump's policies were pursued 
with respect to China, Mexico, and others. 

 
 And we'll take that as writ and move on from there and today focus more 

on the economics that if we somehow end up with a presidential 
administration that's open to reasonable economic advice what's the 
underlying economic issues that they should be facing in the US-China 
relationship and how to deal with them constructively. 

 
 So let me turn it over briefly to additional words of welcome from my 

colleague, my friend Haiming Wang, and then we will get on with the 
program. Thank you very much. 

 
Haiming Wang: Good morning, ladies and gentlemen. Welcome to the Second CF40 PIIE 

China Economic Forum. Now, let me give you a brief [inaudible 0:03:59] 
about the CF40 and the program. Adam once said the CF40 is like 
committing with [inaudible 0:04:15] and the PIIE. On one hand, we are 
platform for the [inaudible 0:04:25]. On the other hand, we are taking up 
the CF40 Institute Foundation in this group. The PIIE is our most 
important partner in the US since 2012. Every year, we have a conference 
in Beijing and starting our conference from the last year in the US. Today, 
we helped them in putting in major speakers to debate the China's 
economic and financial reform. I believe we can do much better than the 
last year with the conference a big success. Thank you. 

 
Rory MacFarquhar: Good morning, everyone, and welcome again to the Peterson Institute for 

International Economics. I have the great privilege of moderating the first 
panel on the RMB Exchange Regime Form, China-US Currency Conflict, 
and the SDR. This is extremely timely. As you all know. The Chinese 
renminbi was included in the IMF's Special Drawing Rights basket on the 
1st October of this year. So it’s an extremely timely moment for 
discussing this set of issues. And obviously, the other contextual factor is 
the looming US elections. And anyone who watched the first presidential 
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debate a little while ago understands that the Chinese RMB is becoming a 
very salient issue in the political discussions in the United States. 

 
 I'd like to briefly introduce our extremely distinguished panelists. They 

will speak and give initial remarks for about 10 minutes to leave room for 
questions. And we are going to move in reverse alphabetical order. 

 
 So first of all, the first speaker will be Dr. Tao Zhang who has just arrived 

in Washington as the new Deputy Managing Director of the International 
Monetary Fund. He comes from the People's Bank of China where he was 
the Deputy Governor. And before that, he was the Head of the Legal 
Affairs Department. He's also previously been at the IMF as the Chinese 
Executive Director and done stints at the World Bank and the Asian 
Development Bank. 

 
 Our second speaker will be Fabrizio Saccomanni who is a distinguished 

visiting fellow at the Peterson Institute at the moment. He as you will 
know was the Minister of Economics and Finance in the Enrico Letta 
government of Italy in 2013 and 2014. Before that, he had a long very 
distinguished career at the Bank of Italy culminating in being the principal 
Deputy Governor of the Bank of Italy. 

 
 The third speaker, Haizhou Huang, is the Managing Director and Head of 

Sales and Trading at the China International Capital Corporation. Before 
that, he was Co-Head of Research at CICC. He has worked at Barclays 
Capital. And earlier in his career, he taught at the Chinese University of 
Hong Kong and the London School of Economics. 

 
 The fourth speaker, Tao Guan, is a senior fellow at the China Finance 40 

Forum and Chairman of the CF40's Education Development Foundation. 
And before joining CF40, he was Director General of the Balance of 
Payments Department at the State Administration of Foreign Exchange, 
China's reserve management agency. 

 
 And last but certainly not least is the Institute's own Fred Bergsten who 

really needs very little introduction given that this room is named after 
him. But he, of course, was the Founding Director of the Peterson Institute 
and one of the most influential think tank economists, I believe, of all 
time. 

 
 So without further ado, Dr. Zhang. 
 
Tao Zhang: Good morning, everyone. I'm very glad to be joined by many friends and 

colleagues here and so very glad to see you all here. The conference 
organizers, Haiming, and Dr. Posen asked me to say something. And I 
obeyed to the orders. So let me take a few minutes. 
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 First, thank both of you in inviting me to speak today at the Peterson. We 

all know this institute is one of the world’s leading think tanks on the 
international economy issues, of course, many other issues as well. So 
that's why I feel very privileged. And I am also very glad to see my 
colleagues from the CF40 coming all the way from China. So welcome all 
to Washington. 

 
 Let me take a few minutes to speak on the topic, which is now central to 

IMF and also particularly it seems to me it is integral to the link between 
China and the international monetary system. Of course, this is the point 
which we have discussed one of these days particularly recently; the 
historic inclusion of the RMB in the Fund’s basket of SDR currencies. 

 
 So with this step, the RMB joined the dollar, euro, yen, and pound sterling 

in playing a central role in the financial operations of the IMF. The 
inclusion in the SDR basket also has a deeper significance for China and 
the global economy as well. So in the time I have today, the next couple of 
minutes, I would like to highlight the importance of this initiatives and, of 
course, the work behind it and what is the steps around the world. 

 
 As most of you know, the SRD, Special Drawing Right, is an international 

reserve asset that serves to supplement the reserve assets of the Fund’s 
member countries. It was created by the IMF in 1969 at the time when 
supply of the two key assets—gold and the US dollar—was insufficient to 
support the expansion of the world trade and the financial transactions. 

 
 For the composition of the SDR basket has shifted over time as most all of 

you might know from 16 currencies in 1974 down to 4 before the RMB 
was added last Saturday. Decisions on its composition are part of a regular 
5 years' review by the Executive Board of the IMF. In November 2015, 
which is last year, the Executive Board of the IMF decided to expand the 
SDR basket and to include the RMB into the basket to be effective on 
October 1st 2016, which is last Saturday. 

 
 Based on the established framework by the IMF, the RMB’s inclusion in 

the SDR basket reflected the size of China’s exports and, of course, also in 
effect the emergence of the RMB as a freely usable international currency. 
What does it mean? It means, as defined by the Fund’s Articles of 
Agreement, the currency has been deemed to be widely used to make 
payments for international transactions and widely traded in principal 
exchange markets. 

 
 So the inclusion of the RMB recognizes a significant increase in the 

internationalization of Chinese RMB in recent years, which was 
underpinned by policy reforms, of course, to achieve China’s transition to 
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an increasingly open and market-based economy. So there are few 
evidences or development I want to mention briefly at this point. 

 
 For instance, last year, in the lead up to the completion of the SDR 

Review, the Chinese authorities took a broad set of measures that allow 
the IMF and its entire membership and other SDR users to have 
unrestricted access to onshore foreign exchange and fixed-income 
markets. This allows all of them to perform Fund-related and reserve 
management transactions in RMB. 

 
 Another example is in the months following the 2015 review, there have 

been notable developments in preparation for the SDR expansions. For 
example, China had begun to report a representative portfolio of 
composition of its reserves on a partial basis to begin and had committed 
to gradually increasing to full coverage in the next two to three years. And 
of course along with London and other centers, New York was added 
recently as another clearing center for RMB transactions, which placed the 
currency at the heart of the principal international markets. 

 
 So more importantly, the Chinese authorities have worked diligently 

together with the Fund and its members to prepare for conducting 
operations using the RMB and to facilitate a smooth transition to the new 
SDR basket. So what major changes will occur now that the Chinese 
currency is in the SDR basket? 

 
 First of all, the major change to me is the inclusion means the RMB now 

becomes a freely usable international currency. This means that the 
members, IMF members, now can receive the currency in their 
transactions, receiving disbursements and making payments in RMB. And 
as an issuer of the freely usable currencies, China will be expected to 
collaborate with the Fund and other members on what the Fund called a 
“best effort basis” to exchange RMB into other freely usable international 
currencies in the context of such Fund-related transactions. This is our 
obligation. And this obligation could be particularly relevant at times of 
market stress. So, in a sense, RMB becomes integral to a future crisis 
response when crisis arises. So I think that's very important. 

 
 So this is the first time in history that the number of currencies in the SDR 

basket has increased. This makes the composition of the SDR basket more 
representative of the currencies being traded around the world. And it also 
makes it more attractive of SDR as an international currency as well as 
RMB as an international traded currency. And in that sense, it's 
contributing to greater risk diversification and of course in a way help to 
spread and manage the global risks. So I think that's a positive good news 
for the market. 
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 And of course, it’s very important that the inclusion of the RMB in the 
SDR basket will strongly support China’s commitment and continued 
effort to reform its monetary, foreign exchange, and financial systems. It 
will help facilitate the country’s increased integrations in the global 
financial community. 

 
 So in this regard, inclusion should help consolidate the process of RMB 

internationalization, which is a theme I believe of this morning's seminar 
or the session today. The past experiences showed that the currency 
internationalizations can encourage the development of deeper and more 
liquid financial markets. It can also deliver more predictable 
macroeconomic outcomes, assist the development of strong credible 
institutions, and secure integrity of the international financial market. 

 
 So of course, these are very positive. And these are the outcomes we're 

looking forward to. But we understand that these will not be able to be 
achieved overnight. It takes time and takes our steady commitment and 
continued effort. But all have been said. These developments are very 
crucial for China’s continued emergence as a source of economic growth 
and financial stability around the world. So we believe at the Fund that the 
continuation and deepening of these reform efforts, of course, with 
appropriate safeguards are essential to support the growth and stability of 
China and the global economy as well. 

 
 So finally what's the future of the SDR? Many of you have noted at the 

recently completed G20 summit in Hangzhou the report from the summit 
that supported an ongoing examination of the broader use of the SDR, 
including issuance of SDR-denominated bonds and broader reporting in 
SDR terms. This is the work the Fund is now undertaking. 

 
 And particularly in this regard, it was important to see that the World 

Bank’s IBRD issued a landmark of 500 million SDR-denominated bonds 
in the Chinese market last month, which is the first in the past 35 years. 
And the first tranche of that bond which is 2 billions—the first tranche the 
500 million SDR is the first tranche of the entire 2 billion SDR issuance 
program, which is successfully completed. 

 
 What's more down the road is the Chinese financial reforms. These 

reforms will continue to enhance the RMB internationalization and 
improved stability of the international monetary and financial system 
stability. As for the Fund, of course, all of these represent milestones. And 
of course, we stand ready at the Fund to adapt to all of these changes not 
only at the Fund but also in China and also in international monetary 
system as well. 
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 And so the work, the outline, the plans, I think has been formulating at the 
Fund. And details, plans, and outlines, it’s being prepared and will become 
at a time known for the Board to consider once that is done and of course 
as usual let the public know. 

 
 So that's all I want to share this morning with you. And before I leave the 

podium, I want to say a few more words. So first of all, please allow me, 
of course, to wish every success of this today's seminar. And I wish I 
could have more time to stay with you to exchange views and listen to 
your suggestions and comments, how to move forward. This is very 
important to me and also to the Fund as well. But I have to apologize and I 
have to run for another event. This is the annual meeting season. But 
nonetheless I once again thank Haiming and thank Posen to invite me to 
be here this morning. And I hope our dialogue will continue in the future 
whenever it comes. Thank you. Thank you very much. 

 
Fabrizio Saccomanni: Well, good morning, everybody. Let me also thank the Peterson Institute 

and C40 for inviting me to participate in this important first roundtable. I 
feel somehow squeezed in between the two giants that are exchanging 
views on these very important issues for China for the United States, but 
also for the world economy, the international monetary system. But I also 
feel sort of challenged to offer some sort of frank views as I'm no longer 
associated with any institution. So I don’t have to be very sort of 
diplomatic in expressing my views. 

 
 I think there are basically three topics here; the reform of the RMB, the 

currency conflict between China and the United States which is a very sort 
of delicate issue, and the role of SDR. I would say something briefly on 
these three topics. 

 
 First of all on the RMB reform, I've noted this morning that in the CF40 

Bulletin there is a very detailed article that describes the reform as an 
unfinished game of chess. So still at the same time, I think that the 
evaluation that I've heard and seen, for example, in the IMF of the 
outcome of this process basically is broadly positive. So I think the reform 
has been a success. I think the exchange rate regime made a transition to 
sort of a more effective floating regime, which of course, we'll have to 
take in connection with the evolution towards a market-based monetary 
policy which is already underway. 

 
 So I think the result of that reform is that the IMF now and speaking under 

the control of the Deputy Managing Director that the current value of the 
RMB is broadly in line with the fundamentals. And in their projections, 
the current account surplus of China is expected to decline to less than 1 
percent of GDP by 2020. 
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 So I think the process the further steps in the game of chess are moving, as 
I said, toward a more effective floating exchange rate system which is 
seen as crucial to allow market to play a role in supporting economy 
activity in absorbing shocks and also maintaining an independent 
monetary policy as the capital account is opened up. 

 
 But what is very interesting is that the IMF believes that in order to ensure 

that this transition to a fully effective floating exchange regime is not 
destabilized by sort of destabilizing capital flows and there is a need to 
avoid overshooting. Then they basically suggest the implementation of 
what we used to call a managed floating with a bond around the 
equilibrium exchange rate and at the center and margins that would 
involve intervention policy by the Central Bank. 

 
 So this is an important point, I think, because it is a significant 

qualification of what is meant by moving towards a sort of floating 
exchange rate system, which of course recognizes the crucial importance 
of that regime, but at the same time recognizes the need to avoid 
overshooting and then destabilizing. So I think this is an important point 
that I wanted to make, which is also linked to what I'm going to say 
towards the end concerning the role of the SDR. 

 
 Now, the second point, the currency conflict between US and China, I 

really don’t want to enter into this. I'm sure that other would have more 
sort of a comprehensive assessment. But basically, my point as an outside 
observer is that given the reforms that are underway in the exchange rate 
regime and the prospect for a significant current account adjustment, I 
really hope that there would be no conflict at all and that we, I'm sure, can 
avoid sort of the risk of currency manipulation or competitive devaluation 
on the part of China. 

 
 I think China has been indeed over time quite a significant pillar of 

stability in the Asian region. So I don’t think they are going to give up that 
role just now. And in any case, if there are pressures that may develop on 
the exchange rate because of financial conditions, financial uncertainties, 
I'm sure that China has ample reserves to counter this kind of pressures. 

 
 Now, let me turn on the question of the SDR. And as the chairman 

suggested, I will try to say a few things about what are the implications for 
China of this entry of the RMB in the basket but also what are the 
implication for the SDR. 

 
 Now, the implications for China as it has been said are an important 

recognition of its growing role in the world economy and the international 
monetary system, and also in the Asia region. I think the RMB is now sort 
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of an important currency and I think it has an impact that goes certainly 
beyond its border. 

 
 It is also an important gesture by the international community in the 

process of rebalancing of the distribution of powers in international 
financial institution which was I think an objective that it was pursued for 
quite some time and is now being finally materialized. 

 
 Of course, as it has been noted in the CF40 report, I think the entry of the 

China in the SDR is implicitly a commitment for China to continue to 
move towards full external convertibility, financial integration, and 
opening of capital markets. This is certainly a process that we'll have to go 
on in the medium term. And I think they have to be seen as part of the 
overall process of policy reform that is underway. 

 
 And of course I think as it has been mentioned by the Deputy Managing 

Director of the Fund, I think this will certainly entail I'm sure a greater use 
of issuance of bond-denominated securities not only by the World Bank, 
but I've seen announcements by other Chinese institutions that may do 
that. So I think this is quite important. 

 
 Now, the implications for the SDR and the international monetary system 

are more complex as you can imagine. I think China has expressed several 
times the idea that the SDR could play a role in correcting the 
shortcomings of the current international monetary system. And I think 
from the speech that was made by the President of the People's Bank of 
China, President Zhou, in 2009, there has been reference to the fact that 
we would move towards an international monetary system that is not 
dominated by individual currencies, but is more relying on sort of an 
international currency. 

 
 And the idea behind this is that if there is sort of a system in which the 

role of dominant currencies is overwhelming, then the interest of these 
countries may not necessarily be the interest of the system as a whole or 
the rest of the world. So I think that has been probably manifested with the 
monetary policies spillover that has taken place in the recent past. 

 
 But the key shortcoming of the monetary system and on this, there is a 

broad consensus of international institution is certainly the fact that there 
is a tendency the system is not able to stop the alternation of phases of 
boom and bust in the financial cycles. And that has of course created the 
need for a number of countries, particularly in most emerging countries to 
rely on non-capital controls or intervention in the foreign exchange market 
and also massive accumulation of official reserves. 
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 So in this scenario if these are the shortcomings of the monetary system, 
it's not quite obvious how the SDR could help. And as I've seen in a recent 
paper by the IMF, they've described the potential role of the SDR. But 
they reserve, as the Deputy Managing Director indicated, to do further 
reflections. 

 
 Now, one thing that could be done is certainly to have a greater role both 

of the official SDR and the so-called market SDR. Certainly, there is 
nothing that prevents the market participant to create a market. And in this 
recent paper by the IMF, there was a comparison between the experience 
that we had in Europe with the development of a private market in the so-
called European Currency Unit or the ECU as a forerunner of the euro. 

 
 Now, my feeling is that this is not really a precedent that is applicable on 

the world scale. I think behind the ECU there was a strong commitment of 
the European countries to move towards what they eventually did like a 
currency union. But in the meantime, I think there was a lot of I would say 
support for the development of an ECU market including, for example, the 
establishment of an ECU clearing system within the BIS and the active 
participation of all central banks in ensuring that the ECU payment system 
would function smoothly and so forth. So I think this kind of things could 
indeed play a role in developing sort of greater solidity and soundness to 
the activity in SDRs. 

 
 But to the extent that the SDR would become sort of an additional 

currency alongside the existing currencies, I mean I see that it’s not to be 
taken for granted that this regime would be more stable and more 
manageable than the current one. I mean a multi-currency system would 
probably be a source of instability. So I mean we are in between a system 
in which there's one dominant currency which is undoubtedly the role of 
the dollar or a system in which there are several currencies including the 
SDR. 

 
 But certainly the SDR could play a role in the global financial safety net. I 

think recent work by the IMF assessing the adequacy of the global 
financial safety net concluded that this concept shows that the safety net is 
limited and fragmented. And therefore, as I mentioned, there is the need 
for countries to supplement with accumulation of reserves this kind of 
safety nets, which of course, has an impact on the level of economic 
activity. 

 
 So let’s not forget that the SDR actually the G20 in 2009 basically used 

the SDR as a financial safety net. And it was a significant new issue. So I 
think if the SDR has to play a role in the global safety net probably we 
would have to allow for a sort of a decision to have constant new 
allocation that would supplement over time the reserves and reduce the 
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need for countries to accumulate reserves, which are not used for more 
supporting domestic purpose. 

 
 Finally, the key issue of the monetary system if is indeed the instability 

capital flows, I think probably this is an area where I don’t see what one 
can expect from the SDR. Basically, there is a need to develop a new 
approach to capital flow management. The IMF has come up with a 
number of analyses, and the Bank of the International Settlements is also 
doing a lot of work. But the key issue is to have sort of new rules for 
managing economic policies of member countries looking greater 
attention to the financial accumulation of financial imbalances and not so 
much only on current account imbalances which are important but 
apparently are on their way to be reduced. 

 
 So I think to conclude, there are important things that the SDR can be 

done. But if we really want to stabilize the international monetary system, 
we will have to look at the new ideas to the issues of sort of global capital 
flow management and what are their implications. Thank you so much. 

 
Haizhou Huang: Good morning. It’s a great pleasure to come back to the Peterson Institute 

and for attending this very important conference. And I certainly want to 
take this opportunity to thank Adam Posen, President Posen. And also, it’s 
a great honor to speak really in the Bergsten Conference Center in front of 
Mr. Bergsten and also [inaudible 0:43:14]. 

 
 The two previous speakers, Mr. Zhang, Deputy Managing Director from 

the IMF, and also Minister Saccomanni, focused more pretty much on 
SDR. So I'll be focusing more on the policy coordination. The title of the 
session consists of three parts. One is the exchange rate, renminbi 
exchange reform. The second part is China-US currency conflict. I hope 
after my presentation that there would be no conflict. So I think that's 
important and also the SDR. So the two previous speakers focused on 
SDR. I'll be talking about the policy coordination. I'm sure that Mr. Guan 
Tao will be speaking about the exchange reform with sincerity. And Mr. 
Bergsten can speak also on any other related subjects here. 

 
 So my goal is to try to discuss and provide some perspective about 

monetary policy coordination. Hopefully as I said that after my 
presentation there will be no conflict between US and China monetary 
policy. 

 
 Before that, I think I want to provide some short-term perspective and then 

some longer-term perspective. Short-term perspective probably would 
provide in a way some tensions and background about where we are and 
why we are facing some of the challenges. Longer-term perspective 
probably would provide some historical lessons about how we can 
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coordinate if we really want to get out of the mess globally not just US 
and China. 

 
 This slide shows basically that among the major economies, of course this 

is the US economy; I presented the deleveraging ratio of four sectors; 
financial, non-financial, household, and also the government. As you can 
tell that by 2008 that the two important sectors, financial and household 
deleverage, are too much, probably the household sector in particular. And 
then basically, there was a subprime crisis and the US by and large, I 
think, completed the deleveraging process and that's very important. And 
US, I think, is ready in my view to leverage up and certainly the Fed is 
getting ready to hike up interest rate. And the Fed did hike our interest rate 
in December of last year and probably would do it again this year. 

 
 I would skip this slide. Basically, I think that one concern from the market 

perspective as of now, I think, is about the asset price levels. The three-
month QEs were helpful really for the US economy and also for the global 
economy. One of the set effects is the QE pushed out asset price of US 
level to a high level in my view while the US recovery still continues in a 
way that the current gross level of US GDP is only about two-thirds of the 
pre-crisis level in a way that we haven't really noticed much inflation risk. 
So I think that to some extent that the asset price levels in the US would 
have constrained US monetary policy. I think that's something that the 
market certainly is concerned. 

 
 This is the same chart showed by the Europe. Europe, basically, that again 

generally leveraged up to 2008, but not much progress of deleveraging 
after 2008. And in addition of concept, Europe certainly would need to 
know about the structural reforms. [Inaudible 0:47:11] for a number of 
years, I think those issues have been discussed for the last two or three 
decades. I think certainly there are ongoing discussions. And we have a 
minister here from Italy. I think this is an issue that's not just applied to 
Italy, but to many other European countries. So Europe's deleveraging is 
not over yet. And also some of the European countries' risk levels are still 
I think a concern to the market. And also in some countries except 
Germany probably is also a reason for concern in the marketplace. 

 
 In the case of China, [inaudible 0:48:02] of course is that if you look at 

deleverage ratio by and large, I think, it continued to leverage up in the 
household sector and also in the financial sector. Dr. Liang Hong, our own 
chief econ, will talk about China's reform. And I think that [inaudible 
0:48:27] at the CICC is that probably fiscal policy is a little too tight in 
China and the government probably has no room to leverage out. 

 
 And renminbi for the time being, I think, still faces some pressure of 

depreciation. My own view on this is that probably renminbi is somewhat 
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around the equilibrium level despite what they're calling the market 
pressure on the depreciation side. Recently, a year today, I think that 
probably the market again in China in particular in so-called Tier 1 cities 
raised some concern and this is where China is. 

 
 I wouldn’t go to the NPL. I will leave this question to Dr. Liang. And this 

slide is taken by [inaudible 0:49:19]. 
 
 In a way, the China still has room to low interest rate if needed, reserve 

requirement ratio if needed, and more importantly, I think, China has a lot 
of room to do fiscal stimulus if needed. That basically, is a short-term 
view of about where we are of these three big blocks; US economy, 
European economy, and also China's economy. 

 
 If you think about the global monetary policy coordination, I think that 

we'd probably need to go back to history. I think that's really, really 
important and Mr. Bergsten played a very important role in some part of 
the history. Peterson Institute certainly has been playing a very important 
role in that part of history. 

 
 [Inaudible 0:50:00] I think that numerous countries are facing negative 

interest rates; low interest rates and then negative interest rates. If you 
think about the country monetary policy I think this is one of the issues 
that we need to think about. 

 
 And in a way, that among major economies two nations stand out; China 

and the United States. In all the measures on interest rate, the China and 
the US are still in positive territory while China's nominal interest rate 
levels are highest in this table. If you think about Japan and if you think 
about many of the European countries I think that their negative interest 
rate is a serious issue. 

 
 When you think about it from a longer-term perspective like this chart, 

certainly probably we're going to go back to this, we used from 1945 to 
2016. We completed a big cycle. The 10-year US treasury went up in 1945 
1.6 percent to 16 percent in 1980. Mr. Bergsten, you know of this very 
well. Now, it went back to 1.6 roughly. If you look at this chart, this is a 
full cycle. The inflation was very low. This is the end of Second World 
War. The premium [inaudible 0:51:18] was accredited and then basically 
there was a world recovery. And gradually, 10-year US treasury interest 
rate went up. 

 
 Then, of course, in 1971, the dollar was de facto to gold and then basically 

the high inflation was hit in virtually all the economies. And the US CPI 
reached the 15 percent, but in other western European countries in France 
and the UK over 20 percent and even in Japan. So that's 1980. Chairman 
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Paul Volcker hiked up the interest rate, Fed fund rate, to 20 percent in 
1979 and 1981 twice. And that gradually brought down global inflation 
and the 10-year US Treasury. Globally basically that was the inflation 
targeting [inaudible 0:52:13] worked very well. It worked too well in 
terms of dealing with inflation. 

 
 We are in negative interest rates territory, many nations and many 

economies facing deflation, dis-inflation. We are back to square one. If we 
think about where is that square one? That's 1945 if you judge in 10-year 
US Treasury. I think this is very telling. How can we get out of that? I’ll 
show you another chart which is again showed that we are back to square 
one. This is basically pretty much like G10 Central Banks monetary base. 

 
 Around 1945 that is a spike. If you look at the monetary base of G10 plus 

China including major countries there, again, they are rising. Again, there 
is a big cycle from 1945 to 2016, roughly an 80-year period. Over an 80-
year period in the middle of what happened is really that inflation was 
very high globally and the US nominal interest rate—I mean 10-year 
treasury hit 16 percent. So I think that the full cycle is more clear in a way 
that, now, how do we get out of that. 

 
 This is my last slide and then I would stop. Why the global economy was 

hit by high inflation in the 1970s and 1980s in addition to the strong 
actions taken by G5 Central Banks, G7 Central Banks, in particular by the 
Fed led by Chairman Paul Volcker as I mentioned in 1979 and 1981. The 
Fed hiked up the Fed fund rate to 20 percent to combat inflation. 

 
 In terms of international monetary policy coordination, two important ones 

you know I think that is in history. One, of course, is the 1985 Plaza 
Accord that was reached among the G5 nations. And then of course as the 
Plaza Accord that was reached in 1987 among G7 nations. Those really, 
really have fallen in a way. In my view, the just concluded G20 Summit 
highlighted that there's growth of international policy coordination 
including fiscal and monetary. But I think on monetary I think that we 
probably need another round of Plaza Accord negotiation. Otherwise, I 
don’t know how to get out of that. 

 
 So I'm glad I have this opportunity to present in front of the audience and 

also President Posen and also Mr. Bergsten. This is a very important issue. 
I think the Peterson Institute should provide a leading role. CF40 would be 
happy. So I hope there would be no conflict between US and China 
monetary policy. There would be better coordination between US and 
China in and then also Europe, Japan, and other part of economy. And 
that's really what we need to do. Thank you so much. 
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Tao Guan: Good morning, everybody. It’s my great pleasure to be here. I would like 
to make a few remarks on the exchange rate policy. First, let me 
summarize my conclusion on achievements [inaudible 0:56:08] by China 
up to August 11th policy change. Then, I would like to make brief 
comments on implications of SDR basket inclusion on RMB exchange 
rate policy. 

 
 In my opinion, the first achievement for China up to August 11th policy 

change is world-based market-oriented regime was established. So the 
new fixing price formation mechanism consists two parts. One is the 
previous day closing price. The other part is the past currency movement. 
So it improves the transparency of the exchange rate policy in China. 

 
 The second achievement I think is the status of fixing price as market 

benchmark has been improved or has been set up. The deviation between 
CMI and fixing price has been narrowed. And the spread between CNH 
and CNY has been decreased a lot. 

 
 The third one is the PBOC's communication skill has been improved after 

reform due to the lack of communication between market. At the 
beginning of the reform, it generated [inaudible 0:57:55] both in domestic 
financial market and the international market. 

 
 The fourth one is the development of forex market made new progress. 

Actually, China further liberalized the interbank markets of foreign 
investors and also tried to make new progress to further liberalize capital 
flows [inaudible 0:58:29] liberalized capital inflow and the relaxed 
restrictions on foreign exchange for RMB that kind of stage. 

 
 The sixth one is China also introduced some macro-prudential not just to 

deal with capital outflows such as introduction of match requirement on 
forward purchase of foreign exchange derivative transactions. 

 
 The seventh one is laterally speaking the pressure of capital flow has been 

eased in this year. In the first eight months of this year, the decrease of 
foreign exchange was amounted to $145 billion, but it dropped by 49 
percent compared with the same period of last year. 

 
 And to be honest, I just wanted to say China has accomplished backdoor 

entry to reform. So there are still some new challenges faced by China. 
The first one is more tolerance of exchange rate fluctuation is needed. 
Both [inaudible 0:59:56] and their market entities should be more tolerant 
to fluctuation of RMB exchange rate. It should not over-integrate or 
overreact to two-way movement of RMB exchange rate. It would be 
normal on increasing mobility of capital flows. 

 



16 

 The second challenge, I think, would be the fixing price formation 
mechanism needs to be improved. If you read the change of bilateral and 
the multilateral exchange rate movement this year, it’s very interesting. In 
the first eight of this year, RMB against the US dollar dropped by about 
less than 3 percent. But the multilateral exchange rate index dropped by 
more than 6 percent. So it’s a reflection of the new fixing price formation 
mechanism. 

 
 Both parts of the new mechanism have some impact reinforcing the 

depreciation or appreciation expectation. And on the other hand, we know 
on the [inaudible 1:01:25] regime that many factors could affect the 
movement of exchange rate. But the new regime, there is only the major 
currency movement drive the change of RMB exchange rate. It’s not 
enough. In the future, we have to improve the new mechanism. 

 
 The third one is the Central Bank has yet to improve his communication 

skills with the market. It’s also required from the IMF. As we know just 
recently, IMF made a statement on RMB exchange rate policy laterally 
speaking it satisfied what the PBOC made efforts to once market or entity 
reform, but it also the emphasized the PBOC should improve 
communication in the market and improved the transparency of exchange 
rate policy. 

 
 And the fourth one I think is the need to improve regulation on capital 

flows. As we know to tighten capital control on outflows is a major 
instrument to deal with downward pressure on the exchange rate. But this 
time it’s different. China usually issued some window guidance so it 
created a program such as inconsistent [inaudible 1:03:13] policy. It 
makes both domestic enterprises and foreign enterprises more difficult to 
do business. The last one I think is China has to improve monetary policy 
framework to make full use of independence of monetary policy then to 
make full use of benefit from flexible exchange rate regime. 

 
 And as we know as of October 1st of this year, RMB is effectively 

included into the SDR basket. As I mentioned before, the IMF is satisfied 
with the efforts made by PBOC of last year. But it also urged and 
encouraged PBOC to improve communication between the markets and to 
advance exchange rate reform by achieving effective floating within two 
or three years for there's still a long way to go for China. 

 
 In our opinion, first of all, there is no institutional arrangement that could 

guarantee a weak or strong currency no matter it is SDR basket currency 
or not. It could be appreciated or depreciated. No institutional arrangement 
could guarantee a strong or weak currency that's the first point. 
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 The second point compared with the situation without the SDR basket 
inclusion, it could be at least marginally increased international investor's 
appetite on the asset allocation. It could help China to attract more capital 
inflows. In some extent, it provided good or better situation for China to 
smoothly translate from current regime to more macro-entity regime. 

 
 The third one, probably, there are three scenarios for China to advance 

RMB exchange rate regime reform. The basic scenario could be if most of 
the market participants still believe PBOC has the ability to stabilize the 
fluctuation of RMB exchange rate than due to the high rate of RMB asset, 
the market will not attack the currency. Then it could provide some room 
for China to smoothly forward to a more flexible exchange rate regime. 
That's the basic scenario. 

 
 The good scenario is with the improvement internal and external 

fundamental factors if the domestic economy reached pattern it could 
achieve [inaudible 1:06:46] recovery, then stable economy could provide 
support for stable currency. Or from the outside market if the dollar is not 
so stronger, it weakened a little bit. Probably, it could provide favorable 
environment for further reform of RMB exchange rate. So with support 
from fundamental improvement, it could provide desirable environment 
for RMB exchange rate reform. 

 
 The bad one I think without improvement of fundamental factors and the 

market participants don’t believe the authority has [inaudible 1:07:39] 
ability to stabilize fluctuation of RMB exchange rate. So in that case, 
RMB exchange rate will be under continuous currency attack. So probably 
it would make the situation for further reform to be much more 
complicated. 

 
 So in China we always we try hard to get best result but prepare for the 

worst scenario. So probably it’s desirable for authority to make a scenario 
analysis and prepare for Plan A, Plan B, Plan C, and so on to deal with 
different situation. Let me stop here. Thank you. 

 
Fred Bergsten: Thanks very much to our previous speakers and to all of you for attending 

today to discuss these very important topics. I would like to address what I 
think are the two key international aspects of RMB liberalization and the 
things that had been discussed so far. 

 
 One, of course, is the accession of the RMB to the SDR basket what that 

may mean for the international monetary system. And then the other is the 
so-called China-US currency conflict. And I will turn to each of those in 
order. 
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 The first and I think most important point is for all of us Americans to 
greatly welcome the accession of the RMB to the SDR basket. This is a 
historic development. It’s a very important of China's overall rise as a 
global economic power. It’s a reflection of China's willingness to accept 
increased responsibilities as a leader of the international economy and 
international monetary system. And I think it’s wholly desirable. 

 
 We in the United States certainly welcome an additional key currency. 

The evolution of a multiple currency system is I think in fact one of the 
positive things we can look forward to in the evolution of the monetary 
system. And the role of the RMB will be very central to that. 

 
 I do think the accession of the RMB to key currency status is actually 

historic for another reason. To my knowledge and I confess to not having 
researched this deeply, but I believe this is the first case in which a 
national currency is becoming a global currency very much at the behest 
and initiative of the issuing country. The dollar was chosen by the 
markets. And when the US started up the dollar and developed US 
monetary policy, it never really had much thought about the dollar 
becoming a global currency. 

 
 The same for the pound sterling even more in earlier periods, and the more 

recent currencies that played an international role, the Japanese yen, the 
Deutsche mark before the euro and now the euro itself have taken 
international roles pretty much as a result of market responses. And in 
fact, the issuing governments sometimes were even reluctant to see their 
currency play much of an international role. 

 
 So I think China is blazing new territory here in actively seeking a very 

responsible, orderly, timely way an international forex currency. I think 
it’s historic in that sense as well as rounding out the international financial 
market behind all these currencies. 

 
 So as I say, we welcome it. We think it’s a good thing for the monetary 

system. I would warn my Chinese friends that you have to be ready for 
some unanticipated consequences. Somebody might even start 
manipulating your currency one of these days as you play an international 
role. And so you have to be prepared for a variety of things that might well 
occur. As I say, with it of course goes international responsibility. China 
has exercised that brilliantly, I think, by keeping its exchange rate fixed 
during the Asian crisis by leading the global stimulus program in response 
to the great recession recently and resisting excessive depreciation of the 
RMB. So China clearly has those thoughts in mind. And I would think that 
the accession to the SDR will enhance that probability. 
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 I would say as China now plays this increasingly integral role in the 
monetary system, we all together, the key currencies, the key countries 
should begin thinking about its evolution over time. What I suspect is 
going to evolve over time is basically a tripartite monetary system based 
not on the SDR itself, but based on the dollar, the euro, and the RMB. 

 
 And so as we do our medium- to long-range strategic planning, it seems to 

me that should be the central focus how the three relate to each other, how 
they work together. And so in that context, I would make it institutional 
proposal. 

 
 I would propose and I picked up this idea in part from my good friend and 

former World Bank President, Bob Zoellick. I would propose the creation 
of an SDR Council where the five countries including the EU, the euro 
zone, whose five currencies make up the SDR now should form an 
institutional arrangement and call it the SDR-5 or call it the SDR Council 
to begin brainstorming and developing plans for the evolution of the 
international monetary system. 

 
 People who worry about international governance have thought for many 

years about how to form a new governing organization that would include 
the main advanced countries. But also China but talk about expanding the 
G7, but China doesn’t like that. Some G7 don't like that either. But this is 
a natural opportunity now that we have Japan, UK, euro zone, and US 
joined by China to create an SDR Council, which would be a natural form 
inside or outside the IMF to plan for the future evolution of the 
international monetary system. 

 
 So I would commend that idea to our Chinese friends, American 

colleagues, and others. We could pick up Mr. Huang's ideas that he just 
mentioned for a Plaza 2. That would be the kind of thing that that group 
could discuss. But also as I say the longer-run evolution of the system, the 
role of the currencies, the role of the SDR, but the evolution of a multiple 
key currency system, which I think, is likely the operational future that we 
must all be prepared to operate and try to make as stable and successful as 
possible. 

 
 Then let me turn to the second question, the famous issue of China-US 

currency conflict about which there is massive confusion. Donald Trump 
says on day one in office he would designate China as a currency 
manipulator. Well, what he obviously did was pick up the talking points 
from the previous Republican presidential candidate, Mitt Romney. Four 
years ago, Romney said the same thing. Trump took the talking point, put 
it in his book, says it now. 
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 One big problem, of course, there is no Chinese currency manipulation. 
Repeat, there is no Chinese currency manipulation. Indeed if there's any 
manipulation it's what I would call positive manipulation. As I mentioned, 
China has been resisting excessive weakening of this exchange rate. As 
you all know for the last couple of years, China has not, repeat, not 
intervene to limit the appreciation of the RMB as it did for much of the 
previous 10 years and that's what caused the problem. 

 
 But for the last couple of years, it has not happened. China in fact has sold 

over half a trillion dollars of its reserve to keep the RMB from weakening 
further. And so Mr. Trump, in the very unlikely case that he were to be 
elected our president, would not have much basis for labeling China a 
manipulator and re-raising that issue into a prominent point at the time. 

 
 However as Adam said at the start, there is still an issue. Both presidential 

candidates not just Mr. Trump have talked about currency manipulation. 
Our Congress in addressing the legislation for the Trans-Pacific 
Partnership has resisted for several reasons, but one has this concern that 
there is not firmer arrangements in place to resist any, repeat, any renewal 
of currency manipulation be it by China or anybody else. So the issue is 
still very alive in US politics. And the question is what is to be done? 

 
 Well, one thing that is to be done which I hope you're aware of that you 

may not be is that the United States itself has adopted a new currency 
policy. Those of you who watched these things know that the Congress 
passed legislation early this year, which substantially changed US 
currency policy. It took off from the old legislation under which the 
Secretary of Treasury is supposed to designate countries as currency 
manipulators which raises the question of intent, which has never been 
satisfactorily addressed. 

 
 The new legislation sets out a set of objective criteria for determining 

whether a country is manipulating its currency to the disadvantage of the 
United States. It lays out three very straightforward objective criteria. If 
the country has a large bilateral surplus with the United States, we here 
don’t like that because we don’t like bilateral surpluses but that's in the 
law. Secondly, a material global current account surplus. And third and 
that's the key one persistent one-sided intervention in the currency 
markets. 

 
 So US law right now says if a country meets those three criteria, the 

president shall, I repeat, shall. It’s not optional. The president shall 
commence enhanced engagement with that country to talk about the issue. 
And if the problem is not resolved in a year, the president shall, repeat, 
shall take one of a lists of indicated policy actions; none of them all that 
severe, but nevertheless requiring some action. 
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 Now under that legislation, the Treasury was required to indicate how it 

planned to interpret the new law. And it published a report in late April in 
which it did that. And it said that a material global current account surplus 
means a surplus above 3 percent of a country's GDP. And persistent one-
sided intervention means intervention in the currency markets over the 
previous year in excess of 2 percent of a country's GDP. These are 
objective criteria, very clear, easy to figure out who meets the test. 

 
 Well, the Treasury quite rightly said no country, no country, now meets all 

three criteria. It did say that five countries including China meet two of the 
criteria, in China's case big bilateral surplus with the US, big global 
current account surplus. But as I said before, and Treasury fully 
recognized, China has not been intervening in one-sided way in the 
markets to keep its rate from rising. And so, it did not meet that test. So 
the Treasury created what they called a monitoring list to indicate the five 
countries that they so designated including China, but no action to be 
taken further at this time. 

 
 If you look backward and take the three criteria and look back over the last 

15 years, China would have met the test in maybe 8 or 10 of the years. So 
if that law had been in place in the past, China would have been indicated 
as a currency manipulator under the objective criteria. So the situation is 
now clear. China has not now manipulating. We do now have a law that 
has not talked about intent but simply looks at the objective outcomes to 
see whether a country is to be indicted or regarded as causing currency 
manipulation problems. 

 
 So the only issue going forward I think to avoid any renewed China-US 

currency conflict is simply for China and other countries to make sure that 
they do not run afoul of these three criteria. Now, it's pretty clear China 
will continue to run big bilateral surpluses with the United States. It’s also 
likely but not sure as Fabrizio said that China will continue to run global 
current account surpluses, although if the IMF is right, the surplus might 
be less than 3 percent, in which case China will be okay. 

 
 But the one thing that China can surely avoid is running afoul of the 

criteria which says one-sided persistent intervention in the currency 
markets exceeding 2 percent of GDP. Which in the Chinese case would be 
about $200 billion a year, which is roughly half the level of intervention 8 
and 10 years ago, but still fairly large amount of money that China would 
have to intervene with in order to trigger these criteria and raise problems 
going forward into the future. 
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 So that's the current status. That's why there's now no US-China currency 
conflict at the moment. I think there's an easy way to avoid that conflict 
going forward in the way I've indicated. 

 
 The one additional point to make, however, is that the continued political 

attention given to the currency issue in our presidential debate, many of 
our congressional races, and in the congressional deliberations over the 
Trans-Pacific Partnership and future trade agreements. That debate will 
probably continue to discuss the currency issue and may require some 
additional US policies to assure the Congress and assure the public that 
currency manipulation will not come back. 

 
 The way Joe Gagnon and I put it in our book which we're about to publish 

on this topic is that the whole currency manipulation issue is now in 
remission. It's like cancer when you’re lucky it’s in remission. But what 
you have to be sure of is it does not come back. And I've tried to suggest 
how we could be sure that it would not come back. But there will be a 
debate in our Congress as it looks at the future of US trade policy, US 
globalization policy, as to whether additional steps are needed to deal with 
the currency problem to the extent that the issue remains in remission. The 
chances of that calling for additional new tougher stronger policies will, of 
course, be reduced. But if the problem comes back, then the pressures will 
again rise. And there would be a stronger domestic demand here in this 
country for additional steps to be taken. 

 
 So that's the state of play. I think we have a clear path forward to avoid 

renewal of the currency conflict. That's why I said it’s now a so-called 
currency conflict. It’s been with us in the past. It has been very serious. It's 
now in remission. Let's keep it that way. Thank you very much. 

 
Rory MacFarquhar: So can I ask the panelists to come up on stage? So those were some very 

interesting presentations. We have just over half an hour left. And 
certainly I'm sure that there are going to be a number of questions from the 
audience. But I will take my prerogative as moderator to put a first 
question to this panel. 

 
 On the issue of the RMB's inclusion in the SDR basket, there was some 

very interesting discussion of what that has meant already for China's 
precise exchange rate regime management. There's been some interesting 
reflection on the role of the SDR going forward whether there's a place for 
coordination among the SDR member countries. 

 
 The question I have for this panel is does China's inclusion in the SDR in 

any way changed the system due to the difference between the way China 
runs its economy and the way other countries run their economy? Will the 
SDR going forward have Chinese characteristics given that Governor 
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Zhou has spoken of managed convertibility as the endpoint of China's 
reform, not the kind of classic free flow open capital account that you see 
among the other SDR countries? 

 
Tao Guan: Thank you for that question. It was said the initiative for China to try to 

bring RMB into SDR basket is to use the strategy by pushing forward the 
domestic reform using open our policy. So that's inclusion of RMB into 
SDR basket currency would impose a great incentive for China to advance 
domestic reform and open up. 

 
 Actually, it’s argued the main purpose for August 11 policy exchange was 

intended to meet some technical criteria for review of SDR basket 
inclusion. There are some technical issues for exchange rate policy 
compared with the SDR basket currency regarding the exchange rate 
arrangement. So that's why on August 11, 2015, The PBOC launched 
another reform on RMB exchange rate regime. 

 
Haizhou Huang: I would like to take this opportunity also to echo what Fred Bergsten had 

just proposed. In a way that if you think about to answer your question, I 
think that if you think about the current SDR on what characteristics the 
current SDR has. The current SDR has SDR characteristics I mean at least 
before October 1st not a major characteristic in a way. 

 
 Going forward to more extent is characteristics of SDR after including the 

RMB would change. And with that, you would have China's 
characteristics. I think that would probably critically depend on what Fred 
had just proposed, which is that the governance structure of SDR going 
forward will be very important. 

 
 So I think that I welcome Mr. Bergsten's proposal. I think that in my view 

I think that the current status let's say US and China monetary policy as he 
put there's no conflict. I share that view. I was joking that after my 
presentation there could be no conflict. And I think that's a good starting 
point and also that the RMB's inclusion into SDR is a very important 
milestone for China's opening up the reform. So I think that this all set a 
great stage for the five currencies to work together in the new era to 
improve the governance structure. 

 
Fabrizio Saccomanni: Well, I tend to agree with what has been said. I mean I've been in the 

business of international monetary cooperation since the SDR was created. 
And I must say that I don’t recall that there was a period in which any 
specific country included in the basket could be seen as orienting the 
international monetary system one way or the other that happened when 
there were 16 countries' currencies in the basket than there were it used to 
then the euro came in. So there had been quite a lot of changes. 
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 I think it all depends on what—I mean countries that have this important 
responsibility planned to do in the broader sense of managing the 
international monetary system. So I think the entry of China is certainly an 
event of such magnitude that could indeed herald sort of a more sort of 
manage the international monetary system. And the idea of having an SDR 
Council is an attractive idea, which I hope would be pursued because the 
experience of the G7 I think is that you know if the group is relatively 
small it’s easier to sort of introduce concrete policy actions. So that has 
been probably the difficulties with the G20 except in moments of extreme 
crisis. 

 
 So I think it is important that the China is in. But per se the presence in the 

SDR basket I don’t think it implies anything unless it is followed by more 
cooperative approach to managing the international monetary system. 

 
Fred Bergsten: Like Fabrizio, I've been involved in the evolution of the SDR really from 

its start which is now almost 50 years ago and I've been a strong supporter. 
But the truth is it's not very important. And the truth is the SDR does not 
play a significant role in the international monetary system. That does not 
denigrate the RMB becoming part of it. It’s hugely important 
symbolically. It's important for some of the governance reasons I 
mentioned. 

 
 But the SDR itself does not play a big role in the international monetary 

system. That could change in the future, but I doubt it to be honest. What I 
think is more important is what I try to stress a bit in my remarks is the 
interaction of the key currencies. And I do imagine the evolution of a 
basically tripartite system over time; dollar, euro, and RMB. The timing of 
that would depend of course on the extent in which the Europeans 
overcome their internal crisis and not only maintain the euro but restore its 
strength, but also how rapidly China moves to full convertibility, 
eliminates the capital control, and thereby qualifies the RMB to be a full 
international currency a la dollar and euro. So timing is very uncertain. 

 
 But I think those will be the key drivers in operational terms on the 

financial side of the monetary system. The even more important side is 
what happens by way of reform of the adjustment process. That's where 
we talked about currency manipulation, exchange rate coordination, 
monetary policy cooperation, and the like. Those are the things that I think 
we now have the opportunity with a SDR-5 or SDR Council of the five 
really key countries to get serious about. 

 
Rory MacFarquhar: So we have a mic at the back for anyone in the back who wants to ask a 

question. We have a floating mic for anyone closer to the front. We have a 
question here. 
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Krishna Guha: Thank you. Krishna Guha with Evercore Partners. While the political 
debate as several [inaudible 1:34:57] said lacked, based in past currency 
manipulation practice, I think the markets are more focused at the moment 
on the extent to which China has now secured some greater exchange rate 
flexibility relative to the US dollar. Such that if we would see a 
resumption of dollar strength, for instance, associated with the Fed moving 
forward with rate hikes would China be able to navigate this in a way that 
didn’t transmit too much tightening of monetary conditions to China, but 
also avoid causing disruptive conditions in global markets. 

 
 I'm interested in the panel's view as to what extent you feel China has now 

say since May or since the post-Brexit depreciation achieved the ability to 
vary the currency against the US dollar without unleashing disorderly 
dynamics and in what kind of a magnitude of depreciation could be 
managed before it starts to spiral with capital flows. 

 
Tao Guan: Thank you for your question. As I mentioned before, actually since 

February of this year, PBOC established a new regime for fixing price 
formation. So this new regime consists of two parts. One is previous day's 
closing price. The other part is the major currency basket movement. 

 
 So I think probably as you mentioned since late of May and especially 

after the Brexit referendum, RMB exchange rate again is weak against US 
dollar much more than before, but it did not generate market panic. I think 
this time most market participants interpreted the depreciation or 
weakening of that exchange rate as appreciation of strengthening of dollar 
in the international market due to various reasons. So it's not scared 
markets. It means it’s not the Chinese government who intentionally to 
competitively depreciate its currency. So in some sense, it helps calm 
down the market sentiment. 

 
 On the other hand probably most of the market participants focused on 

uncertainties generated by Brexit. They did not pay too much attention to 
the movement or the trend of RMB exchange rate. To be honest, on the 
other hand, the improvement of the transparency of exchange rate policy 
helps to reduce uncertainty prevailing around the market. It helps to 
improve like capital outflow. 

 
 On the other hand as I mentioned, the authorities, the domestic authorities, 

strengthened control on capital outflow. It also helps to reduce capital 
outflows. That's my answer. Thank you. 

 
Haizhou Huang: I just want to add two related points. Number one, I think that since the 

discussion of RMB to be included in SDR in particular since August of 
last year I think that there had been a lot of progress on RMB exchange 
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rate formation including on the regime and also on the equilibrium 
exchange levels. So I think that a lot of progress has been made by PBOC. 

 
 Secondly, I think that a very important milestone in terms of market 

confidence was achieved right after the Brexit referendum in a way that if 
you pay attention to the exchange rate movement. Renminbi weakened a 
little 2 percent, I think, against dollar or roughly. There was no virtually 
attention paid by international investors outside China or by Chinese 
depositors or investors in China. And then, of course, in August or in 
September, renminbi also has risen. Again, there was virtually no attention 
paid by international capital markets or the domestic capital markets in 
China. 

 
 In a way that renminbi steadily improves exchange rate regime steadily 

improves its flexibility is all welcomed. And so in a way that I think a 
major important milestone in terms of getting confidence as achieved in 
June. 

 
Fred Bergsten: I would mention two or three pretty fundamental points that I think 

reinforced that view. The Chinese economy is very strong. All this worry 
in the market, well, they've slowed down to 6, 6.5, maybe 7. Still pretty 
impressive by any historical standard by international comparative 
standards, I think those rates of growth are likely to continue. Nick Lardy 
has analyzed that in depth. 

 
 It’s like China is likely to remain along with India the fastest growing 

large economies in the world and likely to maintain a very strong 
fundamental base. Part of that will continue to be a very high-saving rate 
that looks like according to David Dollar or their experts, Nick, staying 
quite high and providing the underpinning for a continued strong external 
financial position. 

 
 China has by far the world's trade surplus. Its current account surplus is 

still quite sizable. I'm in fact skeptical of the IMF forecast that it’s going to 
come down a lot. In fact, I would be just as prepared to see it rise in the 
future because of the high saving rate because of the continued dynamism 
of its competitiveness. So the underlying Chinese position that at the end 
of the day does determine the exchange rate and its direction is very 
strong. 

 
 The other point to remind ourselves is that China's foreign currency 

reserves still are well in excess of $3 trillion. They did have this 
downward movement over the last year or so. They resisted it by spending 
half a trillion dollars. But it leaves them still with well over $3 trillion 
particularly when you include the sovereign wealth funds and the offshore 
holdings and the pension funds and the like. 
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 So China's reservoir of ammunition to respond to any unwelcomed 

downward pressure in the exchange rate is immense. It’s enormous. They 
could spend another trillion or two easily without getting below any kind 
of minimum level they might feel they needed to hold for bad weather 
reasons in the future. 

 
 And so when you combine their strong fundamentals with their huge 

reserves, the result of all the past manipulations incidentally, it’s kind of 
hard for me to see an uncontrolled downward movement no matter market 
sentiment may suggest in some of these periods. So I'm bullish by the 
RMB. 

 
Fabrizio Saccomanni: Just an additional comment, I think I share a lot of what has been said by 

Fred. But I mean I tell to our Chinese friends that to have a more market-
based currency policy implies to know what moves the markets. And in 
the old law of the foreign exchange market is sell on rumors and buy on 
facts. And for some reason or another, there has been in this period in 
which the renminbi was under pressure, a lot of pressures. I mean would 
the deceleration of the economy stop at the very healthy 6.5 percent or 
would go below? I mean I heard people say ah but it could go as low as 3 
percent and so forth so there would be. 

 
 And if the economy decelerates that may make more difficult for China to 

carry on the process of transformation in the model of managing the 
economy and also may sort of create problems with the state-owned 
enterprises with the shadow banking system. I mean there are lots of 
rumors that indeed have played a role in recent times. 

 
 So having said that, I fully share what Fred had said about the strength of 

the economy and the massive amount of reserves that can be deployed to 
stop tensions on the exchange rate. But I repeat what I said earlier. I think 
the IMF, to me, is quite a novelty that they indeed expressed support for 
an idea of a managed floating which would indeed on a more normal basis 
would allow the central bank to intervene on both sides of the market in 
order to -- and being guided by an indicator which would not be a parity 
set arbitrarily, but would be the effective equilibrium exchange rate that 
can be determined in various techniques. 

 
 So I think that is indeed a step that it's quite important in understanding 

how the situation could be managed. 
 
Rory MacFarquhar: We have a question in the second third row. 
 
Male Speaker: Thank you very much. My name is [inaudible 1:45:27] with China Review 

News Agency of Hong Kong. My question is for Mr. Bergsten. I still 
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remember several years ago you raised a concept of G2. But obviously it 
was now rejected by the US government and Chinese government to 
accept. 

 
 But right now, you're raising another concept of SDR-5. I'm wondering if 

it's just another concept or you have any other detail to propose a solution 
and what kind of mechanism or framework should establish to implement 
currency policy coordination between five countries. And I'd also like to 
hear the comments from other panelists on the SDR-5 concept. Thank you. 

 
Fred Bergsten: Well, I'm a bit stubborn. I'm not sure that my G2 idea has been totally 

rejected. You remember when I said it I also said they should never admit 
doing it. Not only should they not announce it, they should not even admit 
doing it. It’s what I call the Nike strategy. Just do it. Don’t announce it. 
Don’t talk about it. In fact, you can even deny it, but do it. 

 
 And so I would argue that the enormous amount of interaction, 

consultative interaction, between the US and China over the last 10 years 
since I made that proposal is at least part of moving toward a G2. My 
colleague here on the right carried out enormous intense seemingly never-
ending consultations with his Chinese counterparts when he was running 
this set of issues in the White House. And many others in the US 
government do it. 

 
 President Obama and his Chinese counterparts have met almost every 

quarter on average over Obama's eight years in office. This is 25 to 30 
meetings of the head of state which was part and parcel of my proposal 
that they talk to each other very frequently. And that's not even to mention 
the phone calls that all that happened in addition. They've cooperated 
pretty effectively on some things like climate change where they have 
taken a global lead. 

 
 My point was simple that unless US and China agree, not much is going to 

happen on most global issues. Well, they agreed on climate change in 
large part and a lot has happened. The Paris Agreement would not have 
happened without the US and China. Call it a G2 if you want. So I 
wouldn’t be quick to say it failed. 

 
 Now, I never suggested G2 should substitute for other groupings certainly 

not G7, G20 in particular, level of IMF and the formal institutions. It’s at 
the core of a series of concentric circles. And another part of that group 
would be an SDR-5, SDR Council, focused on a specific topic of 
international monetary management which to be candid has not gotten 
much concentrated and effective governance attention in recent years. 
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 And it just seems to me that this is an enormous opportunity. I don’t have 
a detailed blueprint yet. Joe and I are working on that. We'll be publishing 
a book on it soon. We'll be back to you with more details. But I don’t want 
to have too many details at the start, anyway, because that would cloud the 
concept. The important point is to think about the concept of using this 
opportunity which brings these five key players together to broaden the 
opportunity that they face now and exploit that for purposes that would be 
at all of our interest. 

 
Rory MacFarquhar: So another question in the front table. 
 
Macchia: Macchia of the Goldman Sachs. Listening to the panel and the speeches, I 

feel a bit like we’re operating in parallel universes where you're talking 
about the G5 and the importance of the SDR, comparisons of current 
situation in China to the advanced economies and the Plaza Accord. 
Meanwhile, we're only 10 months away from—we talked about $120 
billion in outflows in the quarter. We're 10 months away from over that 
amount of $150 or $200 if you count estimates of offshore intervention of 
outflows a month. We're only 10 months away from multinationals being 
strong-armed after many years of not enforcing regulations to submit 
paperwork for repatriating profits for people who want to get their $50,000 
not being allowed to take the full amount at the beginning of the year. 

 
 So the question I really have for all the panel is given that we've had a 

Goldilocks period that's allowed destabilization in China thanks to the 
delay in the Fed hikes and looser monetary policy globally and weakening 
of the dollar. Why shouldn’t you welcome more currency depreciation? 
Obviously, no one is talking about a large one-off depreciation. But given 
that some of this growth we talked about is built on the foundation of 18 to 
20 percent credit growth when you account for credit growth correctly and 
add in credit creation from non-bank financial institutions, which is 35 
percent of GDP like as much as Spain before the crisis and also credit 
growth from the local governments would have taken a lot of debt swaps 
and used that money so far not for swapping, but for new spending. 

 
 The government is rightly worried about all of these things. Dealing with 

all of them will require a slowdown in credit growth and slowdown in 
growth. So why not allow more depreciation. And maybe to focus in on a 
specific situation which I didn’t hear the panel answer back to Krishna's 
question, how much further currency depreciation do you think is viable 
politically within the country in order to deal with these problems without 
causing panic? 

 
Tao Guan: I think it’s a theoretical issue. Actually, no one could know what would be 

the appropriate equilibrium exchange rate level. So from the common 
point of view, it's emphasized the fundamental strong support for RMB 
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has no room for massive depreciation for RMB exchange rate. But from 
the market point of view, they emphasized the high leverage and some 
financial weakening give great downward pressure on RMB exchange 
rate. So there's different view. So we cannot know quite well what would 
be the appropriate level for RMB exchange rate. That's one point. 

 
 The second point is why China is so keen to maintain stability of RMB 

exchange rate. I think probably it’s both in the condition of China's 
interest and the international rate. Actually, the world economy is so 
strong and it has so many uncertainties prevailing around the market. So 
as we know due to the August 11 policy change, it generated more 
uncertainty to the market and led to fluctuation in domestic and 
international markets. 

 
 So that's why Chinese government took responsibility from point of view 

to act as a responsible lot international economy. And also to take into 
account to balance the reform—developing the reform and the stability in 
different condition that the three domestic targets would put—which target 
would put that in priority is up to on which kind of condition that countries 
face. 

 
 So when Governor Zhou Xiaochuan interviewed with Caixin Weekly in 

February, it mentioned from Chinese perspective the government to 
balance the conflict among development reform and stability very 
seriously if left hand window will advance the market-oriented reform. 
But it’s not good timing. Probably we can stop and see. 

 
 But in my opinion, I don’t know what exactly level of depreciation 

[inaudible 1:55:19]. The government did not make it public. We don’t 
know. But I think the market tried to test the bottom line at which level the 
government will heavily step in the market to pump up the currency. 
That’s' my opinion. 

 
Haizhou Huang: I just wanted to add three quick points. The first point I think is Fred had 

just said basically that China still has current account surplus trade surplus 
reserves. And on top that, I also want to add one more point. I think that if 
I remember correctly, Nick Lardy, that probably China's GDP size is 
bigger than what it appears so in addition to other [inaudible 1:56:09] so in 
a way that renminbi doesn’t appear to have foundation [inaudible 1:56:17] 
to weaken. I think that's the first point. 

 
 The second point I just said that basically that if you think about the Brexit 

referendum and this shock is generated globally to all the markets. 
Chinese market has done quite well and also that the renminbi is slightly 
weakening against dollar was not really an issue [inaudible 1:56:38] into 
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August. So I think that in a way that in terms of confidence I think major 
markets is just behind us. That's the second point. 

 
 Thirdly, I think that we at CICC [inaudible 1:56:57] in China. So I suggest 

that [inaudible 1:57:00] all the difficult questions. So you're welcome to 
stay on or you're welcome to chat with us. So all the difficult questions he 
can answer. 

 
Rory MacFarquhar: So we have time for one more question. But before that, I wanted to 

follow up that last question with a quick question for Fred. So Fred laid 
out the criteria under US law for which action needs to be taken against 
what we're no longer calling currency manipulation. My question for Fred 
is if the Chinese RMB depreciates without intervention to push it down by 
the authorities, current law aside, does that mean that it won't be a political 
issue in the United States? Or is there a scenario in which a depreciation 
entirely market-driven could still create political tensions between the two 
countries? 

 
Fred Bergsten: Well, it’s a very good question. And to be honest, no one knows the 

answer. The answer may seem obvious. The obvious answer would be yes 
that if there was a big depreciation in the RMB or for that matter the 
Japanese yen that would cause additional political problems here by 
making US competitiveness more difficult. The imbalances would be 
rising again. And problems would occur. The reason I hesitate to give that 
answer is because of a very peculiar circumstance that happened last year.  

 
 As Macchia mentioned, as Krishna mentioned, the dollar rose very sharply 

from about the middle of 2014 and to early 2015. They're very sharp 20 
percent rise in the dollar. Trade weighted against almost everybody. The 
Congress paid no attention. I can tell you because I was in the middle of 
dozens of discussions with them at the time they were considering the 
trade promotion authority legislation. And we’re literally linking it to the 
currency issue. 

 
 They cared enormously about currency manipulation as China has done in 

previous times because they viewed it as having very adverse effects on 
the US economy and because they viewed it as an unfair trade practice, 
which it was. But it was the combination of the two things that concerned 
them. And even though I briefed them on the fact that the dollar was rising 
sharply against everybody that was going to lead to a deterioration of the 
US trade and current account position, they did not care. 

 
 Now you might say that’s bizarre. It's different from what happened 30 

years ago that brought on the Plaza Agreement. The Plaza Accord was 
driven by huge protectionist pressure of the Congress which was in 
response to purely market-driven appreciation of the dollar under Reagan's 
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fiscal expansion, Volcker's high interest rates, and the like. That was 
purely market-driven. There was no manipulation. That was the biggest 
domestic political response to currency imbalances in the entire post-war 
period probably in the history of United States. So Jim Baker went out and 
did the Plaza Accord, drove the dollar down by 30 percent, restored some 
modicum of equilibrium. 

 
 But this time and that's a lot to do with China, the whole concern has been 

manipulation not market-driven rates. That's why I'm ambivalent in my 
answer. Now, it might revert to the traditional norm Plaza-type concerns. 
If the RMB went down a great deal, then I'm sure some of those concerns 
would resurface with or without manipulation. But I think as I said in my 
remarks, the safe course for China and it seems to me what the 
government is pursuing, anyway, for its own reasons is to avoid any 
renewed perception that it was trying to drive down the exchange rate. 
That's part of the international implication of Macchia's question. 

 
 If there were any such implication that China was aggressively trying to 

depreciate the RMB, then all hell would break loose because then the 
criteria of the law would be triggered. Then the domestic politics here 
would really erupt. And that would be renewed China-US currency 
conflict to a huge degree. But without it, hard to say, but we want to test 
that proposition rather than the alternative. 

 
Rory MacFarquhar: Okay. We have time for one more question just right there. 
 
Doug Rediker: Doug Rediker, International Capitol Strategy. Just picking up on what 

Fred was talking about on the suggestion about this new Plaza Accord. 
And I want to just push back and say in a Plaza Accord or any kind of 
similar accord, some country has to actually agree to appreciate. And my 
question to any of those of you who believe that this is a practical way 
forward or a plausible past history in the recent past Shanghai Accord and 
other rumored agreements. Who actually is going to be expected to 
appreciate? What would be the political consequences of that becoming 
either de facto or known as having occurred? And in a tension between 
central banks and finance ministries, who actually controls the levers to 
actually execute on that perceived or real agreement to appreciate? 
Because I just think that we are beyond the point in which the global 
markets are able to accept that kind of agreement at the level that you're 
suggesting. 

 
Fred Bergsten: Just to be clear, I'm not pushing for a new Plaza Accord at this point. 
 
Doug Rediker: Fred, I wasn’t [inaudible 2:03:05] I believe one of the other panelists. 
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Fred Bergsten: We just published a book six months ago on lessons from the Plaza 
Accord 30 years later. I did a chapter called, "A Plaza 2?" in which I said 
maybe one of these days but now in part for the reason you said. The 
technical point, of course, though is to remember that if the dollar goes 
down other people go up whether they take any action to do it or not. 
Whether the surplus countries take any initiatives to appreciate it, they still 
appreciate. So they can't escape some participation in adjustment process. 
But that's a separate question from who initiates and who takes the bull by 
the horns. And I think you’re probably right about the current confluence. 

 
Haizhou Huang: Yeah two quick points. Number one in the 1970s and the 1980s, inflation 

was very high as I mentioned. So during that time, of course, you couldn’t 
do much in a way on interest rate, not too much in a way despite Paul 
Volcker's strong actions. So in a way, much of the coordination relies on 
the exchange rate side. 

 
 If you compare the 1970s and 1980s problem which is a problem that 

we're facing globally, low interest rate, negative interest rate, and 
depreciation of major currencies. It’s the euro, the yen. Certainly, they are 
in the SDR basket. 

 
 So in a way, they're mirror image of whatever the issue or the symmetrical 

issue there versus the issues here. I think that countries should stop getting 
to negative interest rate. That's very important. And countries should stop 
pushing exchange rate for depreciation. Comparative devaluation is bad. 
That's why we need coordination. 

 
 So in a way that it's not necessary some currency would appreciate but 

stop depreciation. Stop getting into negative interest rate. Those are vital 
for the survival of the global economy. 

 
Fabrizio Saccomanni: Well, I think we are not in a situation that would require a sort of Plaza 

type of arrangements on any currencies. And I think all the major 
currencies have moved up and down. I mean the euro was probably one of 
the strongest currencies strangely enough during the period in which we 
had very serious internal crisis and that didn’t help at all. 

 
 But that's why I think going back to the point I made before, I think we 

need to develop a forum of cooperation at international level that prevents 
the build-up of imbalances like the one that were to be addressed with the 
Plaza Agreement, which it's true it was market-driven but was totally 
speculative-driven and also based on the assumption that the United States 
would never do what eventually they did. And so the speculators were 
seriously burned at that time. 
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 But the idea is that looking at financial imbalances, focusing on financial 
imbalances, and the question whether in China now there is a financial 
imbalance in certain sectors raised a credit boom as the gentleman 
indicated before. These are the issues that have to be addressed on a sort 
of more or less continuous basis rather than waiting for unsustainable 
movement to develop in exchange rates requiring shorter actions. 

 
Rory MacFarquhar: Great. So thank you very much for that. I think we need to bring this very 

interesting panel to a close. So please would you all express your 
appreciation to the panel. 

 
Adam Posen: And thank you, Rory, for chairing it to have such a distinguished panel, 

Fabrizio, Haizhou, Tao, Fred, and you, I think, was terrific plus the 
opening remarks from the new DMD was wonderful. It's my happy duty to 
now invite you all to grab lunch from the buffet at the back of the room. If 
you're short of vitamin D or coming from polluted Beijing air, you can go 
into the backyard for a bit. And at 12:30 in 20 minutes we will reconvene 
for the next session. Thank you. 
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Adam Posen: We're now going to resume our formal program that should not interfere 

with anyone continuing to enjoy lunch except our speakers. We had a 
terrific, I think, first session with some very high-level comments, high-
level speakers rather, and some very real comments on the RMB and 
exchange reform China. 

 
 Obviously, the world is watching on the real side of the economy not just 

the financial. What is going on in China? Where all this credit creation is 
going? What is happening in such areas as steel which are, of course, of 
international as well as domestic interest in Chinese reform and so on? 

 
 And we are delighted today to have two experts, one CF40 member, 

Shanwen Gao, Chief Economist of Essence Securities, and one our own 
Dr. Nicholas Lardy, the Anthony M. Solomon Senior Fellow at PIIE to 
discuss reform process. But we’re also grateful to have a colleague, 
Professor Jun Wang, Adjunct Professor of Finance at China Europe 
International Business School and CF40 invited guest to chair the session. 
So if I could call on Professor Wang to lead us off please. Thank you. 

 
Jun Wang: Thank you, Adam, and good afternoon, ladies and gentleman. Welcome 

back to the afternoon session. Finally, we are going to deal with some real 
issues. Well, by that, I didn’t mean the issues in the previous session are 
false but this is really down to those practical issues that could potentially 
have implications for what went down during the first session. 

 
 Now as Adam said, not to interfere with your continuing eating, let me fill 

you in with some background information to lay the ground for the 
discussion in this session not to prolong it. As you know, SOEs in China is 
they're loved. They're hated. And the reform has been going on for 
decades beginning from the Communist Party's decision at the very early 
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stage of financial sector reform, economic reform, opening with the slogan 
of separate the party from the government and the government from the 
enterprises. At the time, all believe that it was a direction the strategy the 
orientation was set. 

 
 Until later on, a lot of slogan replaced this. It was during one of the 

administrations with Zhu Rongji as the prime minister who said the 
strategy was to keep the large and let go of the small. And afterwards, we 
heard about the decisions at the 3rd Plenum of the 18th Party Congress 
where the strategy had been shifted to manage—the focus of the reform 
shifted to something like mixed ownership structure of the SOEs. 

 
 So this has been going on and on. But to make it short, the SOE reform 

agenda remains open. It has become by now a perennial issue. But then 
why are we concerned with the SOE reforms? Because anybody familiar 
with the China's economy would immediately understand that the SOEs 
really hold strategic implications for the China's economy. They are large. 
Well, Nick may hold a different view. But certainly the size has been 
declining from the region of 100 percent or near 100 percent to 
somewhere down to 50 or 20. So the direction is clear. They have been 
shrinking, diminishing in importance and size and even the shapes. But 
they remain important in any case. 

 
 They hold implications for the Chinese financial sector reform and we 

often hear about the soft budget constraint that has been difficult to deal 
with. The so-called guaranteed bubbles or another way to put is the 
mandatory repayment imposed on the financial institutions whenever 
some default occurred. So just to make it short, the issues are still there 
and that's why we are here. 

 
 To pave the way for the discussion of this session, I would put down a few 

issues for the panelists as well as the participants to consider. These are 
very simply but basic. One is how do we look at the SOEs as a whole? Are 
they doing—well that might be at the risk of simplification or simplicity—
but are they really useful? How do you judge the usefulness? Do you use 
efficiency or quality as the yardstick? Are there any other means to 
evaluate the SOE's usefulness? 

 
 The second set of questions may be what to do with them. That's 

essentially what is the vision strategy of the future SOE reforms what to 
be achieved. What are the objectives of the future SOE reforms? And then 
finally, how do you implement them and what would be the performance 
indicators to gauge the success or failure of the SOE reform in the future? 

 
 With this on the table, let me invite two of the distinguished speakers who 

need almost no introduction. One is Mr. Gao Shanwen, Dr. Gao Shanwen, 
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Chief Economist of what is the English name for your company? What a 
shame. Well, you are too familiar with people you tend to neglect their 
association—who is well known analyst economist in China. And if we 
keep listening to him, it's almost ensured that you can make a fortune. Gao 
Shanwen, please. 

 
 And the other one is, of course, Nicholas Lardy, who is a recognized 

authority on the Chinese economy. Please, Nick, would you please come 
on the stage? I'm sorry. My thought was for three of us to sit on the stage. 
But I think you have the choice either to stand here or to speak there. 
Okay. So the floor is yours. 

 
Shanwen Gao: Hell, everyone. Thanks for Peterson Institute and China Finance 40 Forum 

for the opportunity to stand here and talk about some issues related to 
China's SOE reforms. 

 
 This topic is a very tough issue for the time being at least for me partly 

because it's very politically sensitive and partly because it’s also 
technically very complicated. However, I'd like to offer some flavor of the 
SOE and its ongoing reform from the angle of overcapacity from the 
macroeconomic viewpoint. And finally, I'd like to offer some preliminary 
explanation for the logic behind ongoing SOE reform for the time being. 

 
 First of all, I would like to share with you with figure which tried to 

measure the overcapacity degree of different industries concerned. The 
basic logic is that we tried to measure the degree of overcapacity from the 
deviation of profitability from its long-term trend for the industries 
concerned. We measured profitability in two ways. One way is to measure 
the return on assets for the industry as a whole. And the other is to 
measure the profit as a share of sales volume for the industry as a whole. 

 
 And the different industries, the point of different industries was scattered 

across this figure. The further upward of the point, the most severe the 
overcapacity for industry concerned is. Therefore, for those five points 
concerned we circled around, we could perceive a firm as the most severe 
overcapacity industries in China. And for most other industries even 
though there may be some degree of overcapacity, the degree may not be 
perceived as severe as those industries we encircled here. 

 
 First of all, I’d like to offer some descriptive statistics of the industries 

with most severe overcapacity. We can see that in terms of output, in 
terms of value added, in terms of employment, in terms of tax rates, and in 
terms of banking debt, the overcapacity industries we have just encircled 
out roughly accounted for 10 to 20 percent of all industries. 
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 However, for those industries concerned, the share of state-owned capital, 
state-owned capital as a share of the whole capital has almost 50 percent. 
So it’s quite remarkable that for those industries and the share of the total 
output and employment and tax and even banking debt, it's not that high. 
But for the concentration of SOE, for the concentration of state-owned 
capital, it’s very, very high. 

 
 And this is geographic concentration of the overcapacity industries as 

described here on the Chinese graph. We can see that it's mostly 
concentrated around North China around the Beijing even though for East 
China and part of South China there are also some concentrations of 
overcapacity industry. 

 
 One interesting point I’d like to raise here is that how can we explain the 

difference in overcapacity degrees across different industries? Here, we 
tried to explain the difference, cross-sectioning different reforms angle of 
SOE concentration degree for different industries. And for the vertical axis 
is the deviation of return on assets from its long-term trend. And for the 
horizontal axis, it’s the SOE concentration degree as measured by state-
owned capital as a share of the total capital of the industries is concerned. 
We can see that in fact SOE concentration could be interpreted as very 
important factor behind the overcapacity across different industries. 

 
 Another important point is that some cyclical factors may have played 

some role in explaining the difference. Here, the variable I’d like to offer 
here is at the peak of the cycle. It's at the peak of the cycle the deviation of 
profitability from its long-term trend of the industries concerned. And we 
can see here that those cyclical factors also play some role. 

 
 In fact, those two different factors; one is SOE concentration degree, the 

other is a cyclical factor. These two factors jointly explained almost 50 
percent of the difference of overcapacity across different industries. 
Therefore, even though cyclical factor is very important, we can see that 
the existence itself of SOE could be a major distortion factor from the 
viewpoint of macroeconomics. 

 
 And here I’d like to compare those industries as a whole. We divide these 

industries into two groups. The one group is those industries with the most 
severe overcapacity and all other industries in the other control group. We 
can see easily. It’s easily imaginable and understandable that the decline in 
profitability for those industries with most severe overcapacity has worse 
profitability both in term of gross margin and also in terms of return on 
assets. However as a whole, the share of employment, value added, and so 
on is not that different. It's not that different. 
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 However, the difference in SOE or state-owned capital concentration 
degree is very, very high as we can see from the last line of this table. For 
industries with huge overcapacity, SOE concentration can be as high as 50 
percent and for other industries it’s just less than 20 percent. 

 
 And here are some data or some figures for different specific industries as 

shown here and which further clearly demonstrate the difference of all 
capacity in terms of profitability in term of employment output and also in 
terms of SOE concentration. And we can see that SOE concentration is 
really a very important related issue. 

 
 In the first part, I tried to emphasize that even though overcapacity is a 

very important macroeconomic phenomenon structurally even though 
some cyclical factors have contributed to overcapacity, however, SOE and 
the existence and the concentration of SOE is a very important part of 
overcapacity, which may be easily understood even when the profitability 
is very bad. It’s very difficult for the enterprise to get out of the business 
because of the implicit support from the government and the banking 
sector and so on. 

 
 My second part is to try to explain the change in the overcapacity in the 

past year or so, in the past half year to three quarters. Here is PPI change 
quarter on quarter, sequential change of producer price index quarter on 
quarter. We can see that from the beginning of this year or end of last 
year, the PPI jumped quite a lot. The PPI jumped quite a lot. And the 
degree of its jump could be compared to that happened in 2011 when the 
economy was perceived as too hot. Actually since 201 when China's 
economy began to decline, we have never seen such dramatic jump of 
price index, producer price index. 

 
 What's most striking is that even though the price jumped quite a lot, the 

increase in industrial output let alone GDP is not that high. The jump in 
industrial output in GDP actually is very small. If we calculate the 
elasticity of change of price divided by change of industrial output, the 
elasticity is highest in the past 10 years or even longer time. 

 
 What's behind this very dramatic change of the price even though the 

output is basically stable, it climbed up a little bit. An important 
explanation is ongoing supply-side reform. The ongoing supply-side 
reform can be divided into two parts. The first part is the consolidation of 
industries whose overcapacity is severe and whose profitability is very 
low. And the market force began to play some major role in many 
industries. And the second half of last year, those industries began to 
consolidate and all supply capacity began to shrink. 
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 And another important maybe equally important or more important part is 
production quota imposed by the government on steel and the coal mining 
industries as the government tried to curb overcapacity in those two 
industries, steel and coal mining industries. Because of the very strict 
quota restriction, the price of steel, the price of coal jumped quite a lot 
because of the quota restriction. 

 
 However, even if they exclude those two industries concerned, the jump of 

producer price index is also quite obvious quite apparent. So what 
explained this figure is the combination of those two parts, the market 
reentry consolidation and also the state-directed curb on production 
particularly in coal and steel industries. 

 
 And why is the quota curb imposed by the government could be so 

effective, could be so effective, which was not expected at the beginning 
of this year at least as market participants for us. One important 
explanation is the benefit of hindsight might be that those industries are 
also very SOE concentrated. So that put those SOEs on the more tight and 
the more direct control of the party and the government. In the shorter 
term, the government has successfully curbed the oversupply and 
overcapacity in those two industries and which lead to a very big jump in 
price. 

 
 And as a result of the jump in PPI and in price, the profitability of all 

industries and particularly in those two industries improved a lot. The real 
question is not that for the time being—for the time being if the price stays 
at that high level the profitability of all industries particularly the cyclical 
industries is quite high. There's real time and the question is if that's 
sustainable if as time going on as the curb of quota imposed by 
government is not that strict will that be sustainable. And that posed an 
even bigger challenge pressing to the ongoing SOE reform that if the 
ongoing SOE reform is strictly directed and put on the very tight control 
of the party in the short run from the viewpoint of macroeconomy, it has 
made very apparent effects. And whether that effect will be sustainable in 
the long run is open to question. 

 
 My final part of the presentation is to try to propose a preliminary 

explanation behind the logic of the ongoing SOE reform. For much the 
participants as me, we think the SOE reform has taken an unexpected turn 
recently or since last year. We all expected that SOE reform will be more 
market-oriented. The SOE will distance themselves more from the 
government and as a party. 

 
 However, what happened in the past two years was that the government 

and the party put more tight control of the operation of SOE. Put more 
direct control of the SOEs. And what could explain the abrupt change at 
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least for us as market participants, and to be candid, I don’t know the 
answer. We cannot convincingly explain the abrupt change. 

 
 However, a preliminary thesis for me could be like this. First of all, I 

wonder what's the top priority for the government and particularly for the 
Communist Party. Is it economic development? Is it national security? Is it 
the emergence of China as a major power in the global arena? I doubt. 
And I think the most important top priority for the Communist Party is its 
own survival. 

 
 And in the past, the survival of the party is assumed to be almost equal to 

economic development. It's assumed that economic development greatly 
enhanced the probability of the survival of the party forever eternally. And 
for the time being, economic development is still perceived to be very 
important but possibly not sufficient. Economic development is still 
perceived to be very important, but not as sufficient condition to ensure 
the survival of the party to face the challenges now and in the future. 

 
 For example, it’s perceived by some that the government has been facing 

many challenges from many different fronts apart from economic 
development, for example the rampant corruption, for example the 
increasing income gap or wealth distribution gap and so on. And let alone 
the encroachment of western values and the potential peaceful evolution 
by foreign powers as -- partly in China at least. And how to tackle and 
how to face the other challenges that the government or the party at least 
has to fight simultaneously on different lot of fronts. That's what we have 
observed in the past three years or so. 

 
 And on economic front to fight to put the party and a more stronghold, the 

party needs some lever. And one important lever is to put the SOE under 
more tighter control over the party itself as a lever to face economic 
challenges in the future. 

 
 So in my interpretation for the ongoing SOE reform, the party is trying to 

do two things simultaneously. One thing is to put under direct control of 
the party for SOE. The other part is to make SOE more market-oriented 
and more efficient. Whether that makes economic logic is open to 
question. However, from the viewpoint of the survival of the party that's 
quite populous and apparent. So let's conclude my remark here. Thank 
you. 

 
Nicholas Lardy: Well, I want to thank Jun for the introduction and for chairing our session. 

I'm going to give you my views on SOE reform looking at a number of 
both long-term trends and some very recent developments. But first my 
slides have to come up. Okay. Thank you. 
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 The negative things we've heard a lot about and I'll continue on that theme 
for a while. We still see a very rapid growth of credit to non-financial 
corporations, not much talk about curtailing the flow of lending to the 
large number of firms that are losing money that have cash flow less than 
their interest payments, which the Fund now estimates accounts for about 
15 percent of debt. 

 
 And I think that's up from about which is roughly tripled over the last five 

years. And the WEO just released today talks about China's dependence 
on debt is a growing and emergent danger. It's growing at a dangerous 
pace. So in the aggregate of data, I don’t see much slowdown. Maybe 
there's some consolidation as Shanwen said, but it’s not showing up very 
much, at least, in the financial sectors so far. 

 
 Instead of having some financial discipline in a market-oriented SOE 

reform, we've seen a resurgence of mergers and acquisitions. Now maybe 
this is part of consolidation. These are just a handful of the big mergers 
that have been announced in recent months. And I am very skeptical that 
this would produce the kind of results that is going to continue to 
contribute to China's economic growth. 

 
 And I said that because we saw a lot of mergers during the Hu Jintao-Wen 

Jiabao period between 2003 and 2013 when SASAC was created. That's 
the State Asset Supervision and Administration Commission, which took 
200 of the largest non-financial corporations in China. They were charged 
with improving their efficiency. They have this slogan bigger is better. We 
need to create national champions. They merged them until they got down 
to 113 companies. They didn’t shed any assets. They just rearranged them 
and this was the result. 

 
 The return on assets declined almost continuously. And at the endpoint 

was very low substantially less than the cost of capital. And so my view is 
that this was an experiment that failed. The endpoint here is 3.6. So the 
return on assets of these firms by the end of this period was 3.6 percent. 
It’s very hard to see that the current new wave of mergers. Remember, 
these are not opportunistic private firms who see assets that are not 
performing well, they're going to try to take over and operate them more 
efficiently. These are directed from top down. This is the NDRC and other 
people in the planning part of the government in Beijing that are deciding 
to merge these companies. 

 
 I think the explanation of what happened here is very simple. They took 

industries that had oligopolistic market structures and they converted them 
into more monopolistic structures and that had negative implications for 
innovation, productivity, growth, and so forth. And the evidence is very 
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clear. And it’s not clear that they’ve learned their lessons from this decade 
long merger and acquisition. So I'm very skeptical. 

 
 So my first two comments about SOE reform are that I don’t see much 

reduction in the flow of credit to the SOEs that are losing money. And 
secondly, there's still far too much emphasis. In fact, there is a renewed 
emphasis on merger activity as a solution to the problem of SOEs in 
China. Maybe it will be this time around, but I remain to be convinced. 

 
 In the long-term as Shanwen mentioned or maybe it was Jun who 

mentioned, the SOE sector is getting smaller. And in part, it's explained by 
this diagram which is just simply showing us how much investment is 
being undertaken by the state and how much is being undertaken by 
private companies. And you can see in the time period recovering here the 
state share went from almost half down to barely in fact even slightly 
under a third while the private share went up. 

 
 Now in my view, which I've expressed in some detail in other 

publications, this was one of the major reasons for China's economic 
growth that the private sector grew substantially and contributed 
disproportionately to the growth of output for the simple reason that the 
return on assets of these private companies is substantially higher than 
state companies. So as their share of investment improved given an 
amount of investment generated more and more growth. 

 
 This is for the industrial sector. And you can see that the gap was always 

substantial. By the time we get to 2015, we’re looking at about almost 11 
percent for private company return on assets and under 3 percent for state 
companies so that the gap is almost 4 to 1 about 3.7 to 1. 

 
 In the service sector, we don’t have very good data for the private sector. 

But this is a diagram taking data from Ministry of Finance which shows as 
you saw on the last diagram the industrial sector state companies are not 
doing very well and the service sector companies are doing even worse. 
Their returns have declined from a peak of grand level of 4 percent in 
2007 down to less than 2 percent by 2014. 

 
 So whether you’re looking at services or industry, private firms are doing 

much better. We know private firms are doing much better in services 
because from the 2008 economic census the return on assets of state 
service sector firms was about half that of private firms. So, private firms 
are doing almost four times better in industry and roughly two times better 
in the service sector. 

 
 So needless to say, I was quite worried when it was data announced this 

year by the National Statistical Bureau showing that there's a very sharp 
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discontinuity in the relative importance of state and private investment in 
2016. You can see the big jump up in state investment and a very sharp 
decline in the rate of growth of private investment. 

 
 Now, it turns out this private investment that they're talking about isn't the 

same concept that I use when I talk about private activity in China. It’s 
this minjian concept of private. Minjian means people, people-run, which 
you may think as private. But a big component of minjian is collective and 
cooperative firms. This has been a shrinking universe in the Chinese 
economy for a long time. Some of these companies have ties to local 
government. So I don’t think of them as purely private. 

 
 So I want to know what the measure of true private investment is. The 

number reflected here I think it’s for August or maybe it's July—I don’t 
remember—is the private investment growth has slowed down to 2.1 
percent and state investment growth is in excess of 20 percent so a 
massive discontinuity. 

 
 One of the problems just to delay slightly in the methodological question, 

one of the problems is we don’t get high frequency data on private 
investment. We only get high frequency data on the investment of private-
registered firms which is a big chunk of the universe of private firms. But 
there are a fairly large number of limited liability companies where the 
sole majority or dominant owner is private what the Chinese referred to as 
privately controlled firms. 

 
 So these are the data. And the black line is showing what's the ratio 

between privately controlled and privately registered if you look at the 
right hand side. And you can see it’s a fairly stable line. So I believe that 
it’s reasonable when we don’t have the data from our recent quarters to 
use the rate of growth of private-registered investment as a proxy for the 
overall rate of growth of private investment on this broader universe that 
I've just identified. 

 
 And here's the picture again looking longer term. If you remember the 

earlier diagram, we had a very sharp increase in private investment as a 
share of the total. And it’s because from 2006 to 2011, the rate of growth 
of private investment was 2.6 times that the rate of growth of state 
investment. From 2011 to the end of last year that multiple was reduced to 
1.4 times. And so far this year through August, private investment is 
growing at only about 0.4 times the rate of growth of state investment. 

 
 So the underlying problem or the underlying reality is that private 

investment growth relative to state investment growth has moderated quite 
a bit since 2011 and now has slowed down even more. And I just want to 
spend the last few minutes of my time to talk about what's the explanation 
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for this. Why is private investment moderating relative to state 
investment? 

 
 Well, one factor is that the rate of growth of investment in infrastructure 

relative to overall investment this year is actually—this is the ratio 
between the two. We all know there's been a lot of infrastructure 
investment in China since the beginning of the global financial crisis. 

 
 But what this diagram is showing us is that relative to overall investment, 

the rate of growth of infrastructure investment is now about twice. In other 
words, infrastructure investment is growing twice as fast as all investment 
compared to something in the neighborhood of a little bit less than 1.5 in 
2009 when we had the first big infrastructure investment pushed. 

 
 Well almost by definition, infrastructure investment is undertaken by the 

state. So, one of the factors pushing up the share of state investment this 
year is the fact that infrastructure investment is particularly important 
compared even to earlier like 2009.  

 
 But there are some deeper questions and they're posed by looking at this 

diagram. The red is showing us state investment and the blue is showing 
us profit of state companies. And the takeaway from this slide is that 
between 2007 and 2014 state investment fully doubled. But their share in 
the rate of growth of pretax profits was only about 50 percent. In other 
words, the investment doubled but pretax profits only went up by 50 
percent. So clearly, state companies are getting substantial additional 
access to funding beyond retained earnings. 

 
 So that suggests that a second explanation is that some form of crowing 

out has been an important source of the decline in private investment in 
China over this period even starting back as far as 2011. The direct 
evidence on this from bank lending is limited. The main external sources 
of funding for state investment appeared to be bond issuance. And 
surprisingly, I found a substantial increase in the role of the budget in 
financing investment in China. 

 
 The issuance of non-financial corporate bonds has picked up substantially 

in recent years. And on most recent data for 2015, 84 percent of the value 
of these bonds was issued by state firms, only 11 percent by private firms. 
So the private firm access to the bond market is very, very limited. And 
we may applaud moving away from bank finance which probably would 
be good in the long run. It’s not helping investment by more efficient 
private firms. 

 
 But the other factor which is probably more important in the bond market 

is that investment financed through the budget in 2015 was almost 6 times 
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what it was in 2007. And if you assume as I do that if you’re getting 
financing through the budget, it’s almost certainly going to a state project. 
The share of state investment being financed by the state budget has gone 
from about 10 percent to something close to 30 percent. 

 
 So these are some factors explaining why state investment is doing so 

well. In part it’s because of the huge emphasis on infrastructure 
investment and in part that state firms have gotten better access to what 
you might think of as external funding either on the form of bonds, bank 
credit, or the state budget. 

 
 Now, I have to quickly say that the private sector is still doing very well 

even though their investment has come down. This is for the industrial 
sector this year about being produced by state companies. It went from 
about 80 percent at the beginning of the reform down to about 20 percent 
or 25 percent by 2011. They don’t publish this type of data anymore, this 
gross value of industrial output. Actually, they have now begun to publish 
more systematically by ownership the growth of industrial value added 
which is actually a better measure. 

 
 And this is what it looks like 2012 through 2015 of the growth of output 

measured in value-added terms here by year. Private firms have expanded 
by about more than well over 50 percent or 54 percent to be exact. The 
output in value-added terms of state companies has only gone up by about 
a fifth. So the private sector is still doing very well in terms of growth. But 
they're not doing so well in terms of investment. 

 
 So I think the implications of this analysis are that the rise of private firms 

particularly the growing share of investment undertaken by these firms has 
been a major driver of China's economic growth in the reform period. And 
secondly since the productivity gap between private and state firms has 
actually widened enormously in recent years, this more than offsets the 
moderation in the growth of share of private investment. So the 
importance of private firms' investment as a source of growth has 
increased substantially since the global financial crisis even though their 
share of investment is moderating. 

 
 But on a more negative note that while private industrial firms continue to 

dramatically outperform their sate counterparts if the slowdown in private 
investment that we've seen so far in 2016 continues, I think it will be quite 
adverse for China's medium-term economic growth. Thank you. 

 
Jun Wang: Let me thank the two speakers for their excellent presentation. And I don’t 

say this out of courtesy but from the bottom of my heart. I really enjoyed 
their presentation very much. 
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 From what they presented us, we have almost a complete picture about 
how the SOEs are doing, where they are concentrated, their contribution to 
GDP, their shares in the output, their profitability, and their impact on the 
credit expansion. Before I open the floor for discussion, I have a couple of 
questions. I wish this can also help frame the discussion. 

 
 If the conclusion is clear that the SOEs post a drag on the economy, 

they're inefficient. They do less well than the private sectors. Then the 
simple conclusion may be just to let them go to privatize them. Then why 
this is not happening in China versus elsewhere because we have heard of 
drastic privatization programs. 

 
 One of my colleagues in the World Bank before my retirement in Sweden 

his sole job was to shrink and finally privatize the state-owned companies 
and he accomplished that. But in China we have seen that this is still 
dragging. 

 
 So the question is why this is not happening. Then the reason may be there 

are certain industries in the sectors and the services where the SOEs can 
play a useful role where the private investors are not interested. And as we 
all know, this is in the public goods area or natural monopolistic 
industries. There is such a case. What can the government do to improve 
the management of the SOEs through strategic planning, improvement of 
the governance structures and practices, et cetera, et cetera? 

 
 So my question to them is, first of all, to give thoughts to these questions 

and share with us their thinking about the future of the SOE reform how 
they should be proceeded. As I said at the beginning in my introductory 
remarks, what should be the objective of the SOE reform in the future? 
And with that behind us, what would be the performance measurement, 
and finally, how to implement the SOE reforms? 

 
 You don’t have to respond to me right now on these unless you have a 

strong urge to do so. Let’s take questions from the floor. Before we 
conclude, I will invite you to address these issues. 

 
 Please. The same rule applies. Indication of a name and affiliation and also 

to keep the questions short. You can always come back with additional 
questions, of course. 

 
Wendy Dobson: Wendy Dobson from the University of Toronto. So could I just add? First 

of all, thank you. It was very informative analysis. What's missing? So I 
add to the list that Jun Wang has just put to the speakers. What about 
layoffs? When you look at the map and the concentration of state-owned 
firms particularly in the industries that are quite troubled, they're 
concentrated in one part of the country. What will people do if they're laid 
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off in the millions? And I think this is part of the discourse, but it would 
be very interesting to hear your views as well because underlying that is 
the whole issue of stability and party legitimacy. 

 
Shanwen Gao: It’s true that unemployment used to be a very big issue and continues to be 

so for the time being. However, one important point is that ever since 
2012 or 2011, China's working population began to shrink which greatly 
reduced the pressure for the adjustment of the labor market. 

 
 And then for myself, I think that unemployment figure in China is not that 

credible. And the most credible figure I used most is the change of the 
wage for farmers who migrated to cities to find a job. Those wages can be 
easily formed. And in my opinion, it’s quite flexible and may well reflect 
the pressure in the labor market. 

 
 And what makes it striking is that possibly and later 1990s because of the 

adjustment and the consolidation of the economy and also because of a 
huge population increase. When the economy slowed down and the 
consolidation occurred, the growth of so-called peasant workers declined 
quite a lot to a very, very low level. 

 
 However for the time being, the growth rate is still around 6 to 8 percent. 

And in 2011, the growth rate of the wage is more than 20 percent. And for 
the time being it’s roughly in line with the growth of the GDP. So even 
though it’s still a big issue now partly because of the shrinkage of the 
working population but partly because the labor market for China as a 
whole is quite flexible particularly for farmer worker market, the pressure 
is not that acute. 

 
Nicholas Lardy: Two points of reference that I think are important. The total employment 

by all state-owned enterprises, services, industry, et cetera is today about 
40 million, which is 10 percent of the workforce. In the Zhu Rongji 
reforms, 30 million people lost their jobs in state companies. And at that 
time, state employment was much I don’t remember the exact number. But 
at that time, the share of the workforce in state companies was much, 
much larger. 

 
 So I think the employment constraint is much less today than it was 

before. Secondly, from the Zhu Rongji experience, China knows how to 
do this. What do they do? They had extra unemployment insurance. They 
had retraining centers. They had allowed some people to retire early if 
they were within some window of retirement. So they'd start getting the 
retirement income early. And the government has put aside a pool of 
money to do the same thing this time. And it also includes provision to 
pay for people to relocate which I don’t think was part of the Zhu Rongji 
period. 
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 And Wendy that goes to your point. A lot of these remaining state-owned 

companies are in sectors like coal where it's the only employment for 
miles around. And so the returning option isn't so attractive. But I think 
they're still moving very, very slowly. You don’t see much evidence of 
layoffs. Not everybody works in a one-company town where there's excess 
capacity. 

 
 So I think it just reflects the fact that they’re moving very slowly on this 

agenda. And quite frankly, I don’t understand it entirely because the 
employment growth is fairly strong. The economy is still growing at 6.5 
percent or maybe a little bit more. And as pointed out, the labor force 
working age population is beginning to shrink. So it should be a little bit 
easier environment to reabsorb many of these people than it was in the 
Zhu Rongji reforms. 

 
Male Speaker: My name is [inaudible 0:56:29] of George Mason University. I just 

returned from China where I'm participating in a research project with 
several Chinese professors. And we interviewed many private investors or 
private owners of private companies to ask them about the reason for the 
slowdown in investment. 

 
 And the reason that they most commonly gave was that uncertainty, 

uncertainty primarily caused by plant closures and about how the 
government is dealing with excessive capacity. So because they see a 
pattern of plant closures was very arbitrary, they are very reluctant to 
expand their activities at this particular time. 

 
Jun Wang: I didn’t get. What was the question? I thought it was an observation. 
 
Male Speaker: [Inaudible 0:57:33] an accurate indication of the source of that sentiment. 
 
Jun Wang: Okay. Why don’t you give it a shot, Shanwen? 
 
Male Speaker: You’re asking what the question is. So the question is whether you with 

your experience view the business sentiment that we picked up from our 
interviews as reflecting an accurate sense of what's going on and whether 
this is really what needs to be addressed is the levels of uncertainty with 
regard to investment and also levels of uncertainty with regard to 
corruption. So we also heard that many companies were not investing or 
many processes, business processes, regularly processes, have become 
log-jammed because of the inability to get bureaucrats to act because of 
the questions of government dealing with corruption. So these 
uncertainties are in the air and is dramatically impacting the business 
climate. This is what we understood from our interviews. We interviewed 
more than a hundred people. 
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Jun Wang: It more has to do with the business environment doing business stuff than 

the SOE reformation, right? Do you wish to respond, please? 
 
Nicholas Lardy: Well, in some ways, this reminds me of what the Republicans say about 

Obama that there's too much new regulation and too much uncertainty. 
And that's the big reason we have slowed down in the business investment 
in the United States. I don’t know. Maybe it’s true but it’s very hard to 
know exactly how important that factor is. 

 
 I would put it in a broader context and that is a broader question. It’s a 

question, not a statement. I think in some ways we're seeing a resurgence 
of the party and the state in China as Shanwen said at the outset. The party 
is playing a bigger role. The state is playing a bigger role in the economy. 
Xi Jinping is concentrating power at the very top of the system in a way 
we haven't seen in decades. And so I could easily believe that private 
investors are a little bit reluctant to start putting their money to work in an 
environment where you're seeing a resurgence of the state and maybe a 
rollback of some of the liberalization that had occurred over the decades. 

 
 But again, it’s very hard to quantify. But we certainly see some evidence 

of it in the investment data. And you certainly see it in some evidence that 
the party is assuming a much greater role in enterprise management and so 
forth. So maybe private entrepreneurs don’t feel this is a good 
environment into which they want to expand their investments. 

 
 The other thing I would say is that other explanations are a little bit more 

benign. A lot of investment by private firms is in the manufacturing sector. 
The role of the state in manufacturing investment is down to about 8 
percent. And a lot of the manufacturing sector is in weak condition as we 
heard at the outset. 

 
 So one way to get private investment in a more robust trajectory is to 

liberalize some of the sectors where private investment has not been 
allowed. And that would include significant portions of the service sector 
which have been off limits. In other words, the manufacturing sector has 
been pretty open to private investment and also foreign investment I might 
add for decades. And they've assumed a very large role. But the service 
sector has many areas where private firms have very little traction and 
foreign firms frequently have very little traction also. 

 
 So if you want to get the benefits of more productive private investment, 

one thing that should be done is to liberalize access to the closed off 
portions of the service sector where state firms are still very dominant. 
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Shanwen Gao: I’d like to add some points. Actually, I agree with your point. If we 
decompose the data of overcapacity concentration geographically and the 
change of private investment, an interesting pattern is that for the area 
where the overcapacity concentration is most severe. The most severe is a 
drop of private investment. It's also occurring in those areas. So this 
pattern suggested that overcapacity and the curb of our supply is ongoing 
process may have some effects closely related to the change in private 
investment. 

 
 However, two other points may be raised. It's like this. Actually last year, 

it was the first year for more than 30 years that the volume of China's 
export actually shrink. The volume of China's export actually shrink for 
the first time in the past more than 30 years even though globally the 
export trade volume is still growing. 

 
 So export or entity investment is a very important of private investment 

and because of the overvaluation of renminbi partly and because of the 
shrink of export volume. I think it could be partly attributed to the change 
in private investment. 

 
 And I also agree that another factor might be related to political 

uncertainty which may be a result of the ongoing fight against rampant 
corruption. Thank you. 

 
Jun Wang: From table 1 and then the back. 
 
Male Speaker: A quick question for Professor Lardy. You showed at the beginning of 

your presentation the chart of SOE leverage and I believe in the first of 
these conferences last year you showed a similar chart. The number back 
then was 150 percent, 55 percent. Now, it’s 170. This obviously can't go 
on a straight line forever. So what impact do you think that has on the 
medium-term growth prospects for China? And secondly and linked to 
that, you've been a big proponent of the view that in the rebalancing 
private sector growth will come and make up for a slowdown in public 
sector growth. Given what's happening in private investment, do you still 
feel that that's the best case? Or are you giving more probability to charts 
like we see in the IMF's Article IV where they have a no-reform scenario 
with and without crisis with significant slowdown in growth? 

 
Nicholas Lardy: I agree with the premise of your first question that the trajectory in terms 

of debt to GDP is now sustainable. That's why that's one of the first things 
I raised in arguing that reform is proceeding too slowly that firms that 
can't pay their interest apparently are still borrowing and rolling over—
and borrowing to pay the interest and rolling over the principal and that 
there has not been a tightening of credit that would lead to a smaller role 
for the companies that detail the distribution with very low returns. 
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 I think the best case on rebalancing is still pretty strong because disposal 

income continues to grow more rapidly than GDP, again, partly for labor 
market factors that Shanwen alluded to. Larger and larger share of 
consumption is on services. So the service sector is growing more rapidly. 
You've heard me say this before, but I think the service sector which now 
accounts for 54 percent of GDP. The service sector has been the driver of 
China's economic growth since the 3rd quarter of 2012. 

 
 So I think it would be—the best case would be stronger if they liberalize 

more in the service sector. But there has been some liberalization of 
private investment activity in the service sector. But it needs to move a lot 
further. So we're seeing quite a bit of private investment in health and 
education, for example, tourism, hotels, restaurants, things like that. And I 
think that will continue to grow. 

 
Jun Wang: Question from the back. 
 
Ding Ding: Thank you. My name is Ding Ding. I'm from the IMF. I have two 

questions for the panel if I may. The first is on the timing of SOE reforms. 
One argument is that in order to—well, the Chinese authorities in order for 
them to implement structure reforms they will have to keep growth 
momentum strong at about 6.5 percent and above to accommodate 
structure reforms. 

 
 So I would like to know if the panel shares this view because if we believe 

structure reforms you have to believe it will have some natural impact on 
growth. And in order to achieve the growth target, some of the stimulus 
will have to be implemented through SOEs that's not really consistent with 
the objective to reform SOEs and reduce overcapacity. So that's my first 
question. 

 
 My second question is on the recent measures on SOE reforms. As you 

probably know starting from later last year, the government did implement 
several measures including more recently the setup of the creditor 
committees for the distressed SOEs, distressed firms to be more precise 
and mergers and acquisitions. And there are also reports about possible 
debt-equity swaps. 

 
 Do you believe these measures are indication of a serious SOE reform 

cycle or do you believe that these are just more superficial financial 
engineering [inaudible 1:08:49] the debt to the SOEs? Thank you. 

 
Jun Wang: Financial engineering that's quite a term. So would you like to respond to 

this? I think Nick alluded to some of the measures he just questioned such 
as the mega-merge of the SOEs in the services and the manufacturing 



53 

sector. But the other measures such as the debt-equity swap and what was 
the first one— 

 
Nicholas Lardy: Well, I can take a first crack at Mr. Ding's questions. I know it’s very 

common to assume that aggressive reform is going to slow down growth 
before it picks up. But when I look at my diagram and see that asset return 
in these private sectors is 11 percent and in the state sector it’s 2 or 3 
percent, why not reallocate assets from the state sector to the private 
sector? And I think you don’t have to have a massive privatization 
program that could raise political questions. And this to some extent, I'm 
not addressing the question that Jun raised at the outset. 

 
 Those firms should be subject to much tougher budget constraints. If they 

can't pay the interest on their loans, they should be forced to sell assets to 
more productive private companies. People lose sight of the fact that state 
companies—I'm not talking about the value of land or government office 
buildings or fleets of cars but of enterprises of state enterprises—is 126 
trillion RMB which the scale is roughly twice GDP. These assets are 
generating almost no return. 

 
 So I think the way forward is not to try to have a wholesale privatization 

which would be politically difficult but to have higher budget constraints, 
require money losing state enterprises to sell down some portion of their 
assets. Get the assets into the hands of private players that can utilize them 
more efficiently. In many cases, they'll be able to hire some of the workers 
that were associated with those assets. And I don’t see why you have to 
have a big slowdown in growth by reallocating assets from extremely low 
return activities to much higher return activities. So I think you can have 
your cake and eat it too. 

 
 Now as to the list of measures that you mentioned that were announced 

starting late last year and then continuing, I think some of these is just 
engineering. I think that equity swaps are absolutely terrible idea. And the 
commercial bank law in China actually precludes banks from being equity 
owners in non-financial corporations and for a very good reason. 

 
 And I think to overthrow that and to try to rescue some of these money-

losing companies by turning their debt into equity which could easily be 
worthless. It’s rearranging the deck chairs on the Titanic as far as I can 
tell. 

 
Shanwen Gao: Almost 20 years ago around the Asian financial crisis, the bottom growth 

rate of China was supposed to be around 8 percent. And what it achieved 
truly in that year was questionable. Some economists speculated that it 
could be as low as 3 or 4 percent. However, I think the labor market was 
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very stressful at that time from the macroeconomic viewpoint, nothing 
very bad occurred. 

 
 And just a few years ago, the bottom growth rate was supposed to be 

between 7 and 7.5 percent. And now, it’s below 7 percent and that's 
actually the growth rate of the wage for migrant workers is quite high 6 to 
7 percent at the very least. 

 
 So the real point is that the government is very afraid of social unrest and 

the labor unrest. And it didn’t know the real bottom growth rate which will 
trigger labor unrest. And even now, the real growth rate is a little bit above 
6.5. And some economists speculate that it could be below 6 percent the 
labor market is still okay. 

 
 So I think the real point now is that the government is not as serious as 

before regarding its growth target if it has been very serious before. But 
for the time being, it’s not as serious as before. And I personally think that 
the President Xi Jinping does not care so much regarding the economic 
growth rate. I personally think. 

 
 And for the second point, I personally totally agree with your point that no 

very serious fundamental reform is occurring in China. What we have seen 
is actually very superficial financial engineering. And I think actually the 
central government and the central political bureau committee may not be 
so satisfied with what's going on. However, I do not [inaudible 1:14:42] 
the process is largely manipulated by, for example, local governments. 
Some ministries benefit from the process to lay burden to the central 
government and the banking sectors rather than themselves, which is 
basically superficial financial engineering rather than more fundamental 
reform. 

 
Jun Wang: All right. Thank you very much. Between the two of you, I have also 

found some discrepancies that are a little bit difficult to put the whole 
picture together. 

 
 We understand that the inefficient SOEs would present a hindrance to the 

economic growth. So if the growth rate is that important, then the logic is 
to reduce the share of the SOEs and to give a bigger plate to the private 
sector in order to maintain the targeted growth rate not to mention, not to 
mention that I believe that the GDP growth rate is that important. But 
that's one which we probably may wish to clarify a little bit further. 

 
 The second one is that we heard from Nick that the Chinese authority has 

been so good at laying off workers giving them the retraining and 
replacing them. But on the other hand, we heard that the survival priority 
of the preoccupation with survival of the Communist Party made it 
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difficult to further undertake SOE reforms because they may take away 
the so-called foundation of the leadership. Indeed, there's some vested 
interest holders who somehow said almost scared the reformists that if the 
SOE is privatized then the foundation of the communist leadership may be 
weakened. 

 
 These are important issues because they are really underlying the progress 

or the lack of progress for the SOE reform. I don’t know whether the two 
of you or either one of you would like to further clarify on these. Nick, do 
you have anything to add to this before we go on? 

 
Nicholas Lardy: Well, I didn’t comment on this. But one thing I'm a little bit unclear about 

which Shanwen just said is that the top leadership is downplaying 
economic reform. But then why Xi Jinping only a few months ago said 
that the growth rate could absolutely not go below 6.5 percent per year 
every year from now until 2020? 

 
 I think many people have argued—many people from China have argued 

that this is distorting decisions that it’s leading to a continuation of this 
credit-driven growth because nobody wants to take the risk that growth 
might fall below 6.5 percent. So it’s a little hard for me to square this with 
your argument that the top leadership doesn’t care that much anymore 
about economic growth. 

 
 I agree with what you said at the beginning that they do want more control 

or they're getting more control. But I'm not sure control is completely a 
substitute for growth. So, anyway, that's an area maybe where we disagree 
a little bit. 

 
Jun Wang: I take from what you said, Nick, that if the maintenance of the state 

ownership share helps to keep up the economic growth and the social 
stability just to put it mildly, then why bother? It's almost too good to be 
true. It's says if you’re eating the cake and have it too. So Shanwen, what 
is your take about this? It’s you who started this survival technique. 

 
Shanwen Gao: Firstly, regarding the growth target, I agree that the average growth rate 

between now and the 2020 cannot be below 6.5 percent to achieve the goal 
of that party. However, that does not mean that every year it has to be 
above 6.5 percent since the cyclical factors also play some role in this 
process. So this year it could be 6 percent and then the next year it could 
be 7 percent and [inaudible 1:19:49] average is about 6.5. And the final 
goal is achieved. That is the point as I understand it. 

 
 And as for the survival hypothesis, I agree. I totally agree that control of 

SOE by the party is not a substitute for growth. Therefore, we can observe 
two parallel approaches. On the one hand at least so far, the government I 
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think is serious to encourage the development of private sector. At least, it 
has not taken any measures to intentionally hamper the development of the 
sector and its market development. 

 
 On the other hand, it also has taken measures to take the SOE and the 

more tighter control of the party. For me, it could be interpreted as 
following the development of market and the development of private 
sector could promote growth which will promote the probability of the 
survival of the party. 

 
 And on the other hand, the more tight control of the SOE better party 

could also enhance the survival of the party. So it’s taking two parallel 
approaches regarding different sectors simultaneously. And even for SOE 
reform, on the one hand, it tries to put it under its direct control. On the 
other hand, it tries to put it more market-oriented. And the real challenge 
is that so far I think nobody knows how to achieve that firstly. 

 
Jun Wang: We have about less than 10 minutes. And so we have time for more 

questions. But before we go on, please put up with me if I poke further 
with the two panelists on the stage. 

 
 It’s a complex picture. It’s very complex. The survive technique, for 

example, strategy implies that non-SOE elements potential threats to the 
system which is hard really to understand because we also see corruption 
of corrupted officials within the system. So potentially, those also pose a 
threat to the system to the governing regime on the [inaudible 1:22:22] 
survival. 

 
 So as I said again and again, then a logical framework to think about this 

SOE reform to put it simply is that if you really believe that they're 
inefficient and they depend on the monopoly and the budget subsidy, then 
you should get rid of them wherever and whenever you can as fast as 
possible. But then there are certain areas where you find it justified to have 
certain SOEs to provide the basic services that a private sector is unwilling 
or unable to provide, that is, the public goods area. 

 
 And finally if you keep the SOEs and really practice what you advocate 

that the system should be mixed economy, you should have ownership-
neutral state policy which is not to discriminate against the private sector. 
Then you should put in place serious competition policy to fight against 
monopoly to treat the private and state-owned enterprises on the same 
footing so that the private sector investors are not disheartened, 
discouraged, disillusioned, and stop producing. 
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 So overall, we should have a coherent picture in this. So I don’t know 
whether this is consistent with your thinking. But apparently, we are still 
far from this. Any last minute questions? We still have about five minutes. 

 
Nicholas Lardy: Let me just make a comment on the public goods. I mean I think 

everybody would agree that the government has to provide certain public 
goods that the market is not going to provide. But I don’t have a number. 
But my guess is the share of state enterprises that are providing public 
goods is extremely low. 

 
 Remember, there are 45—in addition to the 40 million people working for 

state companies, there are about 45 million government employees in 
teachers, doctors, the police, et cetera, et cetera. That's where the public 
goods are being provided. They're not being provided by PetroChina or 
any of these monopolistic state companies. 

 
 So I’m going to shy away from giving any justification to the idea that 

China needs a lot of state enterprises to provide public goods. I think the 
provision to public goods by enterprises is very small. But there is a 
question of natural monopolies like electric power distribution and 
generation that can be handled various ways. You can certainly have state 
ownership of those kinds of services. But most of state employees and 
most of the state enterprises are in areas like coal and steel and aluminum 
and other goods that should be subject to competition and should be 
opened up more to private firms. 

 
 So I very much agree with your idea about competition. And as I already 

indicated, I think one of the reasons this decade long merger, these mega-
mergers by SASAC in the Hu Jintao-Wen Jiabao period didn’t really 
generate much in terms of economic returns as the incentive for 
innovation went away as you moved increasingly towards monopolistic 
market structures. 

 
Jun Wang: All right. Shanwen, anything to add? Okay. Fred? Sorry. Did I miss? Yes. 

I think— 
 
Fred Bergsten: You all agree on the desirability of increasing the role for private 

enterprise in all the sectors that are still heavily state-owned. Is there any 
supply side problem in China? Suppose policy did open up like you say. 
Would there be plenty of Chinese entrepreneurs available to come in and 
take advantage of the opportunities? Or would you need to include some 
foreign firms to enhance your objective of privatizing the sectors and 
improving their efficiency? Could it all be done internally or would you 
need to lean somewhat on inputs from the outside? 
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Shanwen Gao: I think different people have different answers. For me, I think it’s equally 
important that we include foreign entrepreneur and private entrepreneur 
from domestic China as well, which is very important and even key to the 
success of the privatization and to promote the competition edge of SOEs. 

 
 However, what's happening is that for key decision-making, SOEs now it 

has to be first approved by the party committee. And only party member 
can attend the party committee. And then the party committee makes key 
decisions and then these decisions are delivered to the board to execute. 
And [inaudible 1:28:16] foreigners will be keen to join the Communist 
Party let alone to be a member of the party committee. So, in fact the 
answer proposed by the government is that only Chinese, only the party 
member of the Chinese has the opportunity to— 

 
Jun Wang: Shanwen, you never know. You should give them a chance to apply. 
 
Nicholas Lardy: Fred, in response, I don’t think there's a supply side problem. I think we've 

seen as more and more sectors have been liberalized. There's been a huge 
response, millions and millions of new private firms have been created to 
move into the sectors that have been liberalized. And I'm very confident 
that even more would be created if some of these closed off sectors were 
liberalized. 

 
 Yes, in some cases having foreign participation would be a plus. But I 

think a lot of it can be done just with domestic private firms. I have the 
fear that if you tie this liberalization or opening up to private investment to 
including also foreign investment it becomes politically much more 
complicated. I’d like to see what they did in the manufacturing sector. 
Remember in the manufacturing sector, they kind of went in parallel. 
Foreign firms got a lot of access to the manufacturing sector. They're 
producing 25 percent of the output. That occurred kind of in parallel with 
indigenous private firms also getting access and being able to invest. 

 
Jun Wang: Thank you. Obviously, this relates to the earlier question of business 

environment competition policies without which even foreign and private 
firms may not have the desired results. So Krishna— 

 
Adam Posen: And this would have to be the last question. 
 
Krishna Guha: Krishna Guha with Evercore Partners. I think there's obviously broad 

agreement in the panel and in the room about what China should do over 
the period ahead by way of more budget discipline on the SOEs, more 
competition policy, opening up investment opportunities to private sector 
and restricted services sector and so on. 
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 What's your forecast? What do you think will actually happen over the 
next one to two years? What would you describe is a good baseline 
scenario? What would make you think things were moving faster on 
supply side reform to the upside? And what would represent 
disappointment to you? 

 
Shanwen Gao: Supply side reform is a very broad phenomenon. And if the folks on SOE 

reform—actually, for myself, I do not forecast any important radical or 
fundamental progress in this area. But in some other areas like competition 
policy and like the consolidation of the overcapacity industries and so on, 
actually, rapid progress has been made. And we expect that will continue 
to be so. 

 
Nicholas Lardy: I'm not sure what will happen in the next one or two years. I think we got 

to get past the party, congress, and the new leadership before we see too 
much action on a lot of these issues. 

 
 For the medium-term though, I am still of the view that eventually they 

will liberalize more. Yes, they are in a big control kick now with 
enhancing the role of the party. I don’t think this is going to produce very 
good results in terms of the economic performance, which I think at the 
end of the day is the source of legitimacy of the party. 

 
 For the last three and a half decades when that's been control and party 

control versus liberalization, ultimately they've always gone for some 
liberalization or maintain growth. And I think that trade off will still be 
there. Medium-term, I think they’ll still go for growth because I think 
that's how they survive. 

 
Jun Wang: I think we're past the deadline. With this, we conclude this discussion. I 

wish to put in a word for my friend, Shanwen, for the friends from the 
media to treat the so-called survival technique of priority carefully. If I 
were you, I would not work on this because we have seen the phenomenon 
recently that some people from China speaking abroad would get their 
speeches transmitted to the Chinese media quickly then only to cause them 
to revise or to clarify afterwards, which is really counterproductive. So I 
think we might as well keep that part within this room. 

 
Male Speaker: [Inaudible 1:33:25] 
 
Jun Wang: To frame it more positively, okay, all right. 
 
Adam Posen: Professor Wang, Dr. Gao, Dr. Lardy, thank you all very much. That was a 

great session. Thank you. And we'll take a brief coffee break. 
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Adam Posen: Thanks again, to Jun Wang, Shanwen Gao and Nicholas Lardy for a 

terrific session. We all made the puns as Professor Wang did about 
moving to the real side of the economy. 

 
 One of the things about the Peterson Institute relationship with China 

Finance Forum 40 is of course the China Finance Forum 40 was originally 
concentrated on finance. And, whereas of course the Peterson Institute 
also deals with issues of trade and investment, not just global financial and 
macro issues. 

 
 But of course, in the US-China relationship more broadly, which both see 

a 40 in PIIE are concerned with, issues of trade and investment are 
important to growth, important to the broader relationship, important to 
reform, and seemingly important to our presidential candidates. 

 
 As many of you know, we’ve published a series of recent works by many 

of our colleagues on these issues including a couple years ago, the seminal 
book on US-China potential free trade by Gary Hufbauer, Fred Bergsten 
and Sean Miner. We also of course published a study of the US-China 
potential bit bilateral investment treaty co-edited by aforementioned Sean 
Miner who is our China Program Manager here at the Institute and he will 
be chairing this next session. 

 
 Sean. 
 
Sean Miner: Thank you, Adam. I’m Sean Miner. I’m the China Program Manager here 

at the Peterson Institute. So, first of all, I want to just thank the previous 
panel and the participants, Dr. Lardy and Gao Shanwen for a great session 
and also Wang Jun for moderating, very fascinating stuff there. 
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 Before we begin, I wanted to kind of set the stage for trade and investment 
for China and the global economy. China has been increasing for global 
foreign investment dramatically in the past several years especially 
acquisitions and diversifying its acquisitions from what are used to was 
more natural resources to more infrastructure, and now more in Tech and 
buying up brand names and consumer goods, and just a lot more diverse. 

 
 China’s--our direct investment is now greater than its inward direct 

investment. So, this is a shift that’s not likely to reverse. I think we will 
see that gap increase over the next few years and beyond. But there’s also 
a kind of dichotomy here because China maintains a more restrictive 
foreign investment regime than its trading partners. 

 
 Second, China’s current account is perennially a matter for discussion in 

our international economics. Currently, their current account is at 2.7% 
where it was in 2015 and the trade surplus has swollen since 2013 slightly 
partly due to falling import prices. If you look at it little further, you see 
that the goods surplus alone is 6% of GDP, which is quite extraordinary 
and a large part of that is it’s US-China, the US-China trade because the 
US buys so many more goods from China than it exports. 

 
 Third, the environment right now with Chinese trade is facing a lot more 

growing trade disputes. We have coming up this year the issue of market 
economy status, which will likely go into the 2017 year. We have seen 
increasing trade remedies and the use of the WTO dispute settlement 
system and more and more talk of China’s industrial policy especially 
looking at steel and aluminum that has affected the global prices for these 
products and caused a lot of international concern. 

 
 So next, I want to introduce our incredible panel of distinguished guests. 

First, we have Chad Bown who joined the Institute just this April and 
previously served as a Senior Economist for International Trade and 
Investment in the White House on the Council of Economic Advisers and 
he was also previously at the World Bank. 

 
 And then, we have Brad Jensen, he’s a non-resident Senior Fellow here at 

the Institute. Brad is a Professor of Economics and International Business 
at the McDonough School of Business at Georgetown. And, he’s also the 
author of Global Trade in Services, a book that I’ve relied on heavily in 
my work here, some of my work here. 

 
 And then, we have Liang Hong, she is the Chief Economist and Head of 

Research at the China International Capital Corporation, CICC. She’s 
been there since 2008 and has held several roles including the Head of 
Capital Markets Department and the Co-Head of Sales and Trade 
Department. 
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 So now, I like to invite Chad to come up here and start the presentations, 

and then, once the three have finished, we’ll come up here and have a 
panel discussion. Thank you. 

 
[Applause] 
 
Chad Bown: Thanks Sean. I think I have some slides. Perfect, they’re going to show up 

here. 
 
 Thanks for the opportunity to be here. The title of my talk is The China 

Shock and the Future of Contingent Protection. So, what is contingent 
protection is the first question that you should ask and this is policies like 
antidumping, first and foremost. But also as I’ll get into, countervailing 
duties, so anti-subsidy policies and then safeguards. And I lumped them 
all together into this terminology referred to as contingent protection 
because they’re quite substitutable for one another and sort of both within 
a country, across countries, over time, they have quite tangled into 
relationships for some of the reasons that I’ll get into. 

 
 The purpose of my talk is really to deal with the question of non-market 

economy status or market economy status I guess depending on where it is 
that you’re talking about. And thinking about that not only in United 
States but also a decision in Europe this year or India, Argentina, Brazil, a 
host of countries are confronted with this deadline of December 2016. 

 
 The first point I want to make when we’re thinking about this issue of the 

future of contingent protection is it’s happening right now and in many 
respects, it’s already happened. It’s not happening through a new 
negotiated agreement that we might see under the WTO, no Doha round 
agreement on antidumping or on countervailing measures or on subsidies. 
That’s not the way that the change is taking place. 

 
 How is it taking place? What’s the process? Well, the basic process is the 

following. The United States since 2005, 2006 or so has started to 
experiment with how it uses contingent protection with respect to imports 
from China. Before that, it had used antidumping primarily to deal with 
product specifics, surges and imports of dumped imports from China. But 
starting in 2005, it started to contemplate a major change to its laws and its 
procedures in considering its use of countervailing duties or the anti-
subsidy law. 

 
 Why is this important? Because how the United States chooses to 

implement contingent protection really sets the stage for how countries 
around the world typically do this. So, as soon as the United States change 
its own procedures and started using countervailing duties against China, a 
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number of other countries implemented countervailing duty laws of their 
own. And so, it’s really been a first step in that direction. 

 
 Now, why is this important? When United States has changed its laws and 

not only is this an issue with respect to China but in some other areas as 
well, the way that the reform typically happens is a trading partner 
challenges those laws or the way that the United States has done. So 
through a formal dispute in Geneva at the WTO, the US defends itself, it 
may lose some aspects of the dispute, it win some aspects of the dispute, 
that which it loses on, it comes back to the United States and makes 
reforms to its existing procedures and laws, fine. 

 
 Those are subsequently again re-challenged down the line through formal 

disputes in Geneva. And when they’re upheld through these legal 
decisions, they tend to get enshrined in terms of the process of what 
United States is actually doing. 

 
 And so, that is what we’re seeing happening. That’s what I’m going to 

argue is what we’ve seen happened over the last eight or nine years 
especially in what has been a move in United States getting ready for 
today, essentially December of 2016. 

 
 And so, what is December 2016? Again, this is the 15-year anniversary of 

China’s entry into the WTO where there was widespread expectation that 
China’s non-market economy status would be lifted. We’ll see if it is 
politically or not when the date arises, that’s not what I’m going to get into 
here. 

 
 But what has happened in the intervening 15 years is as we’ve already 

seen in the last session, China’s economy has transformed substantially. 
There’s been a major reduction in the size of the state or the role of the 
state in a number of major areas of the economy. And yet, it hasn’t 
transformed into a form of market economy that United States, Europe, 
most of the existing members and key actors in the WTO system would 
necessarily recognize or necessarily be comfortable with and quite 
understand. So, it hasn’t gotten all the way to a form of market economy 
that the rest of these existing members were comfortable with. 

 
 So, this is how the process is changing. Now, you might say, “Well, why 

aren’t they just negotiating a new set of rules or a new set of an agreement 
if there’s disagreement between the United States, Europe, China with 
respect to where China’s market economy status lays?” This is just 
because you can’t do this anymore really at the moment under the WTO. 
We have kind of gridlock in making major substantive changes due to the 
way that the WTO is constructed. So these changes are happening more 
bit by bit through changes in domestic law, litigation in Geneva, that’s sort 
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of getting enshrined into the new way that the United States and 
ultimately, other countries are going to end up doing business. 

 
 So, what I’m going to argue as the result of this is if and when United 

States actually does grant China market economy status and no longer 
treats China as a non-market economy under its antidumping law, it may 
not even really matter all that much economically. 

 
 Why? It’s because United States has already been moving and shifting its 

use of contingent protection in advance in recognition of this would 
someday happen to using these other policy countervailing duties its anti-
subsidy policy. 

 
 And what I might argue is if you’re thinking about this from China’s 

perspective, it may be the case that non-market economy status. The old 
days of antidumping may have been better because there’s going to be a 
lot more gray area, a lot more potential for disagreement, disputes, lack of 
clarity occurring under the new regime that may be potentially worrisome. 

 
 So, that’s what I’m going to argue and I’m going to argue that the United 

States is also shifting in this direction as its writing its own new trade 
agreements. So, if you look at the TPP agreement in particular, the State-
Owned Economy, the SOE chapter of the TPP agreement basically lays 
out the same sorts of provisions that the United States is arguing are what 
should be the determining factors for allowing the use of countervailing 
duties under that law. And what it’s attempting to do through that 
particular policy. 

 
 So, there’s a part of what is from an outsider’s view sort of a consistent 

perspective that the United States is taking on this. But at the end of the 
day, what I will argue is this isn’t going to leave the international trading 
system in a very good position. There’s going to be a lot of he said, she 
said types of disputes where one side is going to be claiming that there 
either are subsidies. The role of the state is playing an important and 
underappreciated role in providing an unfair advantage to certain 
producers, to certain firms, to certain exports and it’s going to be very 
difficult for the other side to be able to disprove that in any sort of way. 
And that’s what we want to be able to think ahead about a little bit as 
analysts and it start to potentially help us head off that path. 

 
 Because I think there are some really big picture questions that arise once 

we realize that this is the path that we’re heading down, which is, does this 
threaten to undermine potential long-run cooperation between the major 
economies in the multilateral system? 
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 And if so, can we get around that somehow? Can we start to think about it 
in an advanced some ways of potentially incentivizing China to do 
essentially what the path that a number of folks already laid out today is 
potentially taking place but to do so more openly more transparently. And, 
is there a role for other international groups, international organizations in 
particular that put together data and act dispassionately and what new 
measures and what new metrics might we need to have out there to be able 
to help us get around and address these potential problems? 

 
 There’s a paper. You can’t see this but let me walk through some of the 

arguments here. First, let me try to convince you that contingent protection 
both matters to China and it doesn’t matter. I mean, it certainly matters 
politically, this issue with non-market economy status and I know I won’t 
deny that it doesn’t but economically it also matters as well. 

 
 TTBs, so what are being measured in this particular chart are the 

collection of all these contingent trade policy instruments, antidumping, 
countervailing duties, safeguards. So, temporary trade barriers is what I 
used to call them when I was collecting this data at the World Bank. 

 
 What this plot shows is the share of China’s exports to the G20 over time 

that it basically been held back or restricted because of these Temporary 
Trade Barriers. In 1995, it was only about 2% of China’s exports. By 2013 
and we’re in the process of updating this data given some recently 
available that’s just come in to get to levels as of 2013 at least that worth 
7%. Now, you might say, “Wow! 7% of exports to the G20.” That’s a 
large number and it certainly is. 

 
 A different way to look at this though is to say, actually, 93% of China’s 

exports to the G20 are not being affected by antidumping, countervailing 
duties, safeguards. So, as you look at the massive growth in China’s 
exports and its export expansion, as it came into the WTO system. As the 
existing WTO membership in 2001 had to move their tariff schedules, 
their applied tariffs toward China toward their general MFN or 
nondiscriminatory rates, this is actually somewhat amazing, right, the fact 
that it perhaps wasn’t even more. 

 
 That being said, 7% is still a big number and when we break it down by 

countries, this is just the chart to show you that it’s not just the United 
States that does this kind of thing, that uses in particular policies like 
antidumping and countervailing duties against China. It’s a lot of the G20. 
So, the United States, the estimates as of 2013 were say 9% of China’s 
exports to the United States were being impacted by these policies 
upwards of $40 billion or so. 
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 But the numbers are similar for Europe, about 8% of China’s exports to 
Europe. To India, in percentage terms even larger, more than a third of 
China’s exports to India are being affected by things like antidumping. 
And again, India, Argentina, Brazil, all of these countries treat China 
currently as a non-market economy in their antidumping investigations in 
particular. 

 
 So, this is an issue not just the US-China issue but the other countries will 

likely take--follow the United States as lead on this but it does have 
implications for a lot of China’s trading partners. What this table basically 
is meant to show is while the United States is also not only one of the 
biggest global users of contingent protection in the form of antidumping 
and countervailing duties, the rest of the G20 are primed and ready to go 
to switch to using countervailing duties as well. All of the major countries 
now have a countervailing duty law on the books. They’ve started using it, 
though not all that frequently yet, right, and this chart basically shows the 
share of their imports as of 2013 that were subject to antidumping and 
then countervailing duties. It’s small for most of these other countries but 
the laws are there on the books and they could potentially shift like the 
United States as well. 

 
 I’m going to skip through these charts. This is basically just to make the 

point that so far the United States’ use of countervailing duties has 
basically just been simultaneous sort of a redundant policy alongside 
antidumping. So when you use CVDs, you do it at the same time as the 
antidumping. 

 
 What that means though is all of a sudden if you decided to take off all of 

these antidumping import restrictions because you were forced to adapt 
some new methodology, you couldn’t use non-market economy status 
anymore. There would still be lots and lots of contingent protection that 
would remain at least in the United States because of this other policy, 
countervailing duties and that’s been basically since 2007. 

 
 Why does China care? Again, this chart just basically shows you that 

when you take off these import restricting measures, the antidumping 
duties, in particular, China’s exports surge. So, when you have them 
imposed in the first place, the imports to the United States, Europe or 
whatever, they fall off dramatically and they still low while the measures 
are being imposed because frequently, these duties are on the order of 
20%, 50%, 100%, so they’re large. They’re designed frequently to be 
prohibitive. But once they’re removed, exports resume and China, that 
case is quite different for many of the other countries that are targeted with 
these types of import restrictions and that’s basically the other comparison 
charts up there. 
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 So, the key question that we’re left with is, is China a market economy? 
And we’ve already talked about that a bit today. And why does it matter? 
Why does it matter not from the economic sense but why from the 
perspective of thinking about this in the design of trade agreements, which 
is what I’ll focus on today. 

 
 So, from the perspective of trade agreements, well, we have to think about 

what is the purpose of the trade agreement in the first place. And so if 
we’re thinking about rules being designed under the multilateral system, 
the GATT and now the WTO, the perspective that I take is trade 
agreements are largely there to coordinate the behavior of the large 
players, to try to prevent them from imposing externalities on one another. 

 
 The United States by and large, there are probably strategic reasons that 

it’s concerned with China, fine, I won’t get into those. But from an 
economic perspective, we’re not interested with the United States. It’s less 
interested in China and its role of the state because we want to help its 
own internal reform just out of the goodness of our heart. We’re worried 
about these things if they impose externalities on us. Say, that’s the main 
purpose of a trade agreement, to get all sides together that coordinate 
policies so we stop imposing externalities on one another. 

 
 Maybe if you think about what the job of policymakers are once we have 

these trade agreements is basically to watch over the policies that are other 
countries are imposing. So that we can be alerted to the fact that, “Hey, 
they’ve done something that’s imposed actually or likely to impose an 
externality on us, so let’s bring it to light.” 

 
 Now, what do markets have to do with this? Despite the WTO doing an 

incredible job at increasing the transparency going on around the world of 
what countries are actually doing in terms of their policies, whether we’re 
talking about not only new import restrictions but subsidies, local content 
requirements, what have you. There’s a lot of stuff that countries can get 
away with because they’re not observable. The policies are not observable. 

 
 But luckily with markets even if the policies are not observable, we can 

frequently see what’s going on by changes in market signals, by changes 
in prices and quantities, we can frequently trace that back to underlying 
policies and call each other out on it, whether it’s through a formal dispute 
or consultations in other form or what have you. 

 
 Once prices and quantities are no longer meaningful signals because 

they’re not telling us useful information, that leads to break down in terms 
of cooperation in the underlying agreement. And so, that’s the sense in 
which I think we might see this is potentially damaging to the international 
system. 
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 Now, is China a market economy? We’ve already seen Nick presented a 

longtime series of evidence to suggest that certainly the macro level that 
it’s made tremendous strides to head in that direction. But certainly, it’s 
not all the way there for reasons that we’ve heard. There’d been recent 
resurgences and concerns in certain areas. But even once we dig down into 
certain particularly politically sensitive sectors: steel, mining, coal, et 
cetera, and even finance, the role of state in banking. It becomes clear that 
the role of the state has not been fully expunged. 

 
 Now, it is not to say the role of the state is fully expunged from all 

economies and certainly even United States but the lack of transparency, I 
guess, is not helping. So, it’s certainly an unsettled question out there. It’s 
to the status of China as a market economy and that has the possibility of 
raising additional questions that are of concern to the international trading 
system. 

 
 Now, why now? Why do we care about this right now? I won’t go into this 

because it really doesn’t need a whole lot of additional reflection but 
there’s a tremendous amount of new research that’s been brought to light 
over the last two or three or four years in the United States especially that 
the China shock -- the role of the massive surge in imports from China has 
actually led to a previously underappreciated amount of dislocation across 
the United States economy both in manufacturing, employment leaning to 
other long-term effects, et cetera. 

 
 So, this is certainly on the radar at this particular moment in time. And, 

it’s being documented by the economic profession, the top economist out 
there. So it’s not something that we can just sort of wave our hands at 
anymore and say that it’s not economically meaningful. 

 
 There’s other issues of changes that I would get into if we had more time. 

Let me just say one minute about this process here. So, you cannot read 
this, I understand that. These are incredibly small fonts. But what I try to 
do here is to lay out the arguments for how the United States is actually 
been changing its laws and procedures for implementing contingent 
protection over the last decade in anticipation of today. Not necessarily as 
a grand strategy to deal with but de facto this is what has happened. 

 
 So, again, dating back to the end 2005, 2006, the United States first 

decided to change the way it addressed non-market economies, previous to 
that for the prior 20 years, the United States wouldn’t consider non-market 
economies under its countervailing duty, its anti-subsidy law. It only 
would use antidumping law. It said, “Well, if it’s a non-market economy, 
we don’t understand the relationship between the government, so we can’t 
possibly define the size of subsidies, identify benefit of the key elements 



69 

under the anti-subsidy law to be able to implement it,” so we’ll just refuse. 
Beginning 2005, 2006, it changed its strategy entirely with respect to 
China started to consider imports from China in various cases. 

 
 And, China has fought back a little bit at the WTO through disputes, 

formal disputes. But the legal decisions that have come out of Geneva 
have largely upheld the process of the United States seems to be taking 
here, the definition of what a public body is, what it would need to show 
that there is still a link between the state and a particular industry, a 
relationship between subsidized inputs and downstream users, whether 
we’re talking about hot world steel and downstream cold world steel, 
galvanized steel producers that may be benefitting from subsidized inputs. 
In any case, United States’ strategy for dealing with this over the last 10 
years now seems to be accepted to some level in the rules in Geneva and 
what’s happening there. 

 
 And the United States have been pushing this. Again, it’s a process. If you 

look at the state-owned enterprises chapter of TPP, the process that it 
decided to adopt for handling a lot of these elements of the countervailing 
duty cases into its new trade agreements, recognizing that this was a very 
important issue for the future. 

 
 So, what’s the path forward and I’ll conclude on this. Again, I can imagine 

a scenario in which at some point politically, the United States, Europe, 
the major players perhaps not December of this year but maybe after a 
dispute in Geneva or something agree to grant China market economy 
status but that only affects how they treat China in antidumping 
investigations. 

 
 And what I would argue is that’s going to have a much smaller economic 

impact than we might think because we have this separate, we, the United 
States, Europe, everybody is prime to have the separate policy instrument 
called countervailing duties that’s ready and now able to replace it to 
basically do the job that antidumping had been doing over the first 15 
years that China was in. 

 
 The difficulty is I don’t think that the parameters and the legal provisions 

for what makes a subsidy for China are explicitly clear. I don’t think 
China has necessarily agreed to this or would sign up to them. And so, I 
see future disputes along these lines and there still needs to be a lot of 
thinking about what the data collection community could do, what perhaps 
the negotiators could do to establish benchmarks that might allow China to 
convince the outside world that, “Well, no. There are still some of these 
relationships between corporate entities and the party or the state that are 
different from what happens in United States or Europe or elsewhere but 
they’re not affecting markets in a non-market economy way. They’re not 
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acting as implicit subsidies.” There still needs to be worked on there to 
help clarify those issues. 

 
 Thank you. 
 
[Applause] 
 
Brad Jensen: Good afternoon. I’m Brad Jensen. I’m going to talk about some joint work 

with my colleague here at the Peterson Institute, Lee Branstetter and a 
PhD student of his, Broderick Lennon. And what I want to talk about is 
the potential, I think a potentially large win-win opportunity for China and 
the United States that could be achieved through a robust US-China 
Bilateral Investment Treaty. 

 
 The basis of this is that China I think by many observers reckoning has a 

relatively small in relatively unproductive service sector. This small and 
unproductive service sector because services are important intermediate 
inputs to all industries, the lack of a robust service sector in China is 
holding back growth in China. The United States has a relatively large and 
globally competitive service sector. Many of these activities are tradable 
and the United States would benefit by exporting more services to 
countries like China. 

 
 So, this is I think a potentially big win-win. I will end my talk by trying to 

quantify how big this impact could be for China. It will be an imprecise 
estimate, but I think that the magnitude is such that it warrants paying 
attention. So, I want to build the case for how this win-win might work. 
So, China, the service sector and this is for the labor force in all of China 
and we see that the service sector accounts for about 35% of the labor 
force in China. In contrast in developed economies, the service sector 
typically accounts for something like 75% to 80% of the economy. 

 
 So, the overall in China, the service sector is relatively small. If we look at 

urban China, which is still a very large economy in the global system, 
urban China looks different than all of China. Rural China is still 
relatively undeveloped. But within urban China, services are still 
relatively small and if we look at subcomponents of services and I want to 
focus on business services, and business services are the types of things 
like finance, information, so telecommunications, internet, professional 
services, so accountancy, legal, architecture, engineering. Those are all 
things, again, important intermediate inputs to many sectors in the 
economy. 

 
 In China, the business service sector in urban China is about 10% of the 

economy. So, in contrast, the manufacturing sector in urban China is about 
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30%. So, in a second, I’ll show the pie chart for the United States and it 
looks quite different. 

 
 Maybe that’s not a fair comparison because of the level of development, 

differences between the two economies. But in research that others have 
done, they compare China to other developing economies for the stage of 
development and we see that services share of GDP is low in China 
relative to other developing economies at the same level of development. 
Yeah, I could put up here the chart for the labor force and it would also be 
the service sector is small in terms of labor share, again, controlling for 
level of development. 

 
 So, it’s small. In addition, it is relatively unproductive. A number of 

studies have tried to compare service sector productivity in China with 
other countries, and again, this is messy business, the data are less than 
desirable to do this kind of productivity comparisons. But by most 
reckoning, China’s service sector has relatively low productivity. So, it’s 
small and it has low productivity. 

 
 In contrast, here is the share breaking down the labor force in the United 

States. United States, if we look at business services, it’s about 25% of the 
labor force in the US economy. So, this is a relatively large business 
service sector. And, I could go back to the productivity numbers, the 
OECD, you see has relatively high service sector productivity. I haven’t 
run the numbers but I am confident and this is an assertion or a conjecture 
that the United States is at the upper end of service sector productivity for 
OECD economies. 

 
 So, the United States has a large and globally competitive service sector 

particularly for high-end business services, again, things like information, 
finance, professional, scientific and technical services. 

 
 The source of this and I’ll assert that the United States has comparative 

advantage in these activities. The source of this comparative advantage but 
these activities are skill-intensive. They are much more likely to use 
college-educated workers than other sectors of the economy. These 
tradable business services are skill-intensive and the United States has 
historically been skill abundant. So, this chart shows for workers 60 to 65, 
the size of the bubble is the size of the labor force in the economy and it 
shows average educational attainment. Which you can see is that the 
United States has historically been an outlier even compared to other 
developed economies in terms of educational attainment. This is why the 
United States has comparative advantage in these high-skill business 
services. The United States is skill abundant. 
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 That’s its history. And, we can see on the left-hand side that China has 
historically had low educational attainment. The world changes. And if we 
look at educational attainment for 25 to 30-year-olds, we see that much of 
the world has gotten the message that higher levels of education 
attainment are associated with higher standards of living. So, the rest of 
the world has made tremendous progress in educational attainment and we 
can see that average educational attainment in China for 25 to 29-year-
olds is approaching that of 25 to 29-year-olds in the United States. This 
will eventually solve that productivity problem in high-end business 
services. 

 
 The question is, will it take 20 years or 30 years or 40 years for this to 

percolate through to create a globally competitive service sector? And how 
much will it be a drag on Chinese growth on the meantime? 

 
 So, overall, what I want to assert is that there’s a different way. I 

understand that people often say that the Chinese are patient. And so, 
patience will solve this problem. The question is, is that the only solution 
to this problem? I’ll assert that no. When a country doesn’t have the 
resources it needs, it can import them. Many of these business service 
activities where the United States has comparative advantage, where 
China needs high quality inputs can be traded. 

 
 The mechanisms for trading services, it’s not like goods, we’ve talked 

about tariffs and countervailing duties, and antidumping protection. For 
services, it’s not so much cross border, cross border is one way that 
services are traded but there are other ways for services to be traded. 

 
 Mode two is consumption abroad. So, if Chinese consumers travel to 

Disneyworld, that would be another way to import services from the 
United States. 

 
 Mode three is commercial presence. If McDonald’s wants to serve 

Chinese consumers, it needs to open a restaurant in China. 
 
 Mode four is temporary movement of natural persons, so this is--you can 

think of this as experts, financial services experts, management 
consultants, marketing experts, architects and engineers, who travel to 
customers. 

 
 We had historically talked about these four modes as being quite distinct 

that a company would pursue mode one or mode two or mode three or 
mode four. As I have studied this over the past several years, I am 
increasingly persuaded that these four modes are not independent, that all 
of the modes need to work together to support a robust service delivery. 
So, I’m a Professor at Georgetown and we like to think of ourselves as a 
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globally competitive service provider. We need all of four of these modes 
to be globally competitive. 

 
 Our primary delivery mode is mode two where we have students from all 

over the world come to Washington, D.C. to study on our campus. That’s 
mode two. We need mode two to work. We are increasingly delivering 
services online via mode one. We need mode one to work to support our 
on-campus presence and to support students around the world. 

 
 We need mode three. We are increasingly opening campuses around the 

world and looking for partnerships around the world to be commercially 
present in foreign countries. And we need mode four to work. We need to 
move experts, our professors, our faculty around the world to support 
education activities around the world. If any of these modes were shut off, 
it would make our business model unviable. 

 
 That makes services trade very sensitive to policy. It’s not just tariffs. Lots 

of different ways to impede services trade. And I want to focus on mode 
three, commercial presence, because I think it’s particularly salient for 
China. So, China has--if we look at US foreign direct investment stocks in 
China, China is an outlier. The United States foreign direct investment 
stocks in China are relatively low for a country the size of China. That’s 
overall. I know China is a long way away, much farther away than some 
of our North American or European trading partners but if we look at 
American foreign direct investment in China relative to other Asian 
economies, we see that China is again relatively smaller given the size of 
the Chinese market. And if we look at the composition of the foreign 
direct investment by American firms into China, it is predominantly 
manufacturing. 

 
 Foreign direct investment by American manufacturing firms into China 

has been beneficial to China. Foreign direct investment by American 
manufacturing firms into America despite the rhetoric in the current 
political campaign has been beneficial to the United States. It’s been a 
win-win. But for sectors like services, foreign direct investment lags. 
Financing and insurance, again, foreign direct investment stocks in China 
are relatively low given the size of the Chinese market or if we look at 
professional scientific and technical services, it’s also low. 

 
 Why? Why are our US stocks of foreign direct investment in China low? 

There could be a multitude of reasons, business practices, culture, 
language. I think the first order explanation is policy. Measuring that 
diverse spectrum of trade barriers in services is difficult but the OECD has 
spent a lot of time and energy trying to quantify barriers to services trade. 
And here is data for China and what you see is that the bars are for sectors, 
a high bar means that there is a lot of impediments to services trade. The 
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bright red portion is that, which is due to foreign direct investment 
barriers. The triangle that you see kind of midway through is the OECD 
average total barrier to services trade. 

 
 So, what you see is that China’s barriers to services trade are much higher 

than the OECD average. And, the barriers are for many industries and 
maybe most industries predominantly barriers to foreign direct investment. 
So, if you took away the barriers to foreign direct investment in these 
industries, barriers to services trade and China would be at or below the 
OECD average in almost all industries. 

 
 So, this is the basis for where a US-China robust US-China Bilateral 

Investment Treaty could be an important means of increasing services 
trade between the United States and China. Just to think about the 
mechanisms that it would work foreign affiliates of US firms could 
immediately offer a range of high quality business services and this in and 
of itself, by just allowing American firms to deliver products in China, 
services in China would immediately raise productivity of China’s service 
sector. 

 
 The competitive pressure of the presence of these foreign multinationals in 

China would drive a competitive dynamic among Chinese indigenous 
firms that would likely raise productivity among China’s indigenous firms 
and there would be learning by doing all the kinds of spillover effects that 
we envision happening and that are likely to have happened due to foreign 
direct investment in the manufacturing sector. 

 
 So, how big could this effect be? Really tough. Really difficult to quantify. 

So, we’ve had the audacity or the temerity to try to quantify this. I think 
there is--some skepticism is warranted on these estimates. But in terms of 
scoping, not a lot of existing literature but we found a number of studies 
that helped us benchmark what the impact of a robust liberalization of 
China’s service sector could be in terms of overall GDP growth. 

 
 Drawing from a variety of sources, when we apply these increased growth 

rates to China’s baseline forecast from the IMF, what we see and you can 
run it a lot of different ways. But after 15 years, or by 2030, if you have 
this robust services liberalization and it had the kinds of impact that have 
been found in other studies, China’s GDP would be 15% to 20% higher 
than it would be otherwise. That’s significant. Even if it’s half that, that’s 
significant. That’s a significant gain to growth. Yeah, a lot of reasons to be 
skeptical about that. I won’t belabor the empirics but it looks like a big 
opportunity. 

 
 So, just to conclude, China service sector is relatively small and 

unproductive, and potentially holding back China’s growth. Eventually, 
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increased educational attainment in China will solve this problem but 
that’s a generational exercise. In the meantime, China could import 
globally competitive services from foreign firms, a US-China BIT could 
play a potentially important role in catalyzing productivity growth in 
China. 

 
 Thank you. 
 
[Applause] 
 
Liang Hong: When the topic was given to me, China’s role in trade investment, I 

actually thought that in the past two days, we have visited quite a few 
institutions in the states. And one of my colleague had post a question to 
our counterparty, if you think about the major top three risks next year, 
what would they be? And, all of our counterparty has put China as either 
number one or number two risk factors in the next year or two. 

 
 And actually, we asked deeper why. And I think the answer we thought 

that I saw was most interesting was most because China has become such 
a systematic important economy in the global economy but also the 
understanding of what’s going on, remains very messy and some cases, 
very divergent views on China exists. 

 
 So, I’m not going to talk about detailed information about trade or 

investment but I’ll try to put some pictures on--if I look at where China is 
in global trade and global investment. But of course, I will also touch upon 
one of the favorite topics of that in [audio cut 00:50:01] I think if I look at 
what I have been thinking through those issues, I got most quite nervous 
but at some levels when everybody is nervous, I’m a little bit more 
sanguine. 

 
 So, again, I think the first part is no surprise. China has come a long way 

to become a major player in global economy particular in the tradable 
sector. 

 
 The second part, this is what scares me. The underlying--one of the [audio 

cut 00:50:41] people have been talking about is I think the underlying 
structural factor is the saving and where saving is. But the last one is the 
part I felt sanguine about. 

 
 This is what China is. If you think about unbalances and the economy--

one of the charts that is missing here is 37 years close to 10% per annum 
real growth. That only so far give China aggregate GDP is $10 trillion, the 
second largest economy. However, on per capita terms, $8,000 per capita. 
Globally, runs 85th. So, if we’ll talk about potential for growth, it is still 
there. 
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 However, should we think about it as emerging economy, should we think 

about it as G2? Or, this is something we have never seen before. So, on the 
right-hand side, this is in current dollar terms where China is relative to 
the other G3 and that’s by PPP terms. And this is straight and that posts 
the interesting question on the currency issue, too. If you look at China’s 
export as a percent of global exports, the level has surpassed, I think even 
US at the peak of its global share. But its imports are still relatively low. 

 
 So, if I think about the currency, if it depreciates, it definitely will have 

impact here. So, any argument for the currency to be overvalued and any 
time when I would post a question that why don’t China just let it go? I 
ask, “What do you think will be the secondary impact of a 10% RMB 
depreciation?” And, despite all the reports about China losing 
competitiveness in exports, I don’t see it in data at all. And I thought all 
along what were needs is on the import side. If China imports more, if at 
some point in time, let’s say next three to five years, China becomes the 
largest importer. It should become better friend for the rest of the world. 

 
 But the weakness, the cyclical weakness in the last few years has really 

only tapered that line, the import line, and that has given to China’s trade 
surplus as a percent of GDP or current account surplus either as a percent 
of GDP or in current the dollar terms rising. 

 
 So, a lot of the contractionary policy people think about or talk about or 

even policymakers in China need to think about the global impact here. 
This is much work. I think the impact of China cyclical growth 
particularly in the tradable sector, the impact is much larger than the US 
now. 

 
 So, when China sneezes, the rest of the world, think have pneumonia, not 

cold. And this is even more striking. This in current dollar terms, the size 
of China’s manufacturing. This is a pretty much if you add US, either plus 
Germany or Japan. So, China clearly is a price setter in tradable goods or 
in manufacturing. Although people talk about that services is tradable. 
That’s I think--in that area is relatively less impactful. Here is where I 
think why industrial production and the percentage point move in China’s 
industrial production is greatly felt outside of China. 

 
 It has built -- China has built up its domestic capital markets. It is not 

having the second largest equity market, also, the third largest bond 
market, probably it’s going to be the second largest bond market very 
soon. But it’s mostly close to the rest of the world. And this is global asset 
to allocation to China, equity or bond about 1.3%-ish, very small. 
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 This is again where China is very different then if we think about Japan at 
this stage of development how open their capital market, how much 
interlinked they are with the rest of the world in capital flows. This one, 
portfolio investment wise, China is very, very close to the rest of the world 
and the rest of the--so, again, you have a situation the Chinese needs to 
diversify outside of China. But also, clearly, I see the benefits for global 
savings to diversify in this as a class. That has not happened. That’s 
mostly due to policy in China and they are gradually opening that up. But 
you can see that if we think about share of GDP, as probably a proxy for 
where--at some point, where the share should be. We’re in the very early 
days. 

 
 And this is another one interesting. We have talked about or heard a lot 

about China’s investment overseas have jumped. But this is so far the data 
I got. This oversees assets of percent of GDP. Actually, that line for China 
has stagnated in the last few years. So, China lost official reserves that 
become private investment outside of China but roughly that stays at about 
50% to 60% of GDP. 

 
 If you look at where Japan is, that’s where I think it’s interesting because 

the next couple charts are scary in my mind. 
 
 So, I put the conclusion here. So, each year, the amount of saving, net 

saving China generates is multiple times of the US and more than those 
combined by the G3. This is World Bank’s statistics. But either way, it 
seems either you measure as growth saving or you minus depreciation, 
some of the other stuff out. 

 
 And as we all know, China has not integrated with the global capital 

market or investment flow yet. And most of that, one of the conclusion I 
had on the summary page is--so this investment before 2014, 2013, was 
mostly investing onshore in China and that has driven down investment 
returns in China quickly. It has been going out before 2012, mostly in the 
forms of US treasury, so it has been depressing only one particular asset 
returns. Now, we see them in real estate in New York, Vancouver, 
London, Hong Kong, Singapore and you saw a lot of them, those 
government has putting all restrictions or special taxes for foreign 
purchases. The only place that are still open is pretty much the US but you 
saw some of that. 

 
 If the Chinese major cities, 15 of them now, putting down restrictions on 

purchase for Chinese but who are not resident of that particular city, this is 
a problem. And, that saving in my mind are driven by two things. One is 
the one-child policy, the demographics. So, people rather than having kids 
as their social safety net are saving as an alternative. But there’s also a part 
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of that what I call as forced to saving, and now I’ll show you what that 
meant. 

 
 So, this is relative to the US. Actually, when I did this chart, what 

surprised me was also how little Japan saves now. So not saving from 
Japan is close to zero. So, as that population really age and the absolutely 
size of the population declines, you do see they start to taper into their 
saving. But you could say that’s maybe 30 years from now for China. But 
in the interim, as I said, you see no signs of this thing slowing at all. 

 
 So, one implication is whatever they do, it would take time for them to 

translate into changes in savings. So, one implication as I said is be 
prepared for real returns to be going down further from here everywhere. 

 
 So, this is the part I’m sanguine about. Because if you think about savings, 

it will be mostly termed to into some form of investment and so far 
actually, the scary part is most of that Chinese saving has taken the form 
of real estate, property, has not being securitized yet. And, for the security 
type part, 80%, 70% are bank deposits. And, if they are banking deposits, 
it will be reflected on the other side as debt. 

 
 So, this is a chart most people will show you only the red line, debt-GDP 

ratio. But they don’t show you the upper part because that is financing 
some assets. And most people’s assumption is that assets or real estate or 
factories, non-liquid stuff but here is bank deposits, cash. And actually, 
before 2012-ish, they have more bank deposits than that. That’s why the 
Chinese banks, we could argue they’re at some points maybe insolvent but 
never illiquid because one banking regulation requires loan deposit ratio to 
be kept at 75%. They only relaxed that rule recently. 

 
 And, China does not have a very low interest rate. So, banks still earn 

something like 270 BPS min. Why is that? Why people borrow but also 
accumulates deposits? And that’s an active carry of the magnitude about 
5% to 6% of GDP each year. And, we could think maybe it’s the 
distribution. But think about the distribution here. 

 
 It’s well known as nonfinancial corporations’ debt has been running up. 

Government debt has been relatively low; household is a net creditor. But 
on the other side, if you minus the deposits, you have two players in the 
economy that are in net cash position, not just the household but also the 
government. But even the corporate side, one-third of the Chinese 
corporate debt is covered by cash deposits. 

 
 So, you have recently one New York Times article, “Oh, realizing Chinese 

corporates have accumulated 1.2 trillion RMB deposits.” Why? Because 
the active carry over there is even bigger. So, the Chinese corporates also 
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has a very significant precautious saving and it’s not just the last two 
years. 

 
 So, in my mind when I look at that, if I think about this as one company, 

it’s very inefficient to run, the financial system sucks, but there’s no 
impending crisis of the sort. Low savings places like US experienced. 
And, what kind of inefficiency? We know--for example, the corporate 
side, in the past, one of argument for corporates to accumulate of cash was 
because the private sector doesn’t have access to financial services, so 
they need to save first before they can invest. That problem has been in 
my mind addressed more or less in the last couple of years. However, 
short-term financing in China, we don’t have a functional commercial 
paper market even like CICC, we’re a very large investment bank in 
China, we couldn’t have any short-term funding market we can go to. We 
have to stack up a lot of cash. So, when China develops short-end bond 
market, that should help alleviate some of this problem. 

 
 And, this is the government part. Again, rough statistics, China’s M2 GDP 

ratio, a lot of people said this about at 200% or deposit to GDP roughly 
two times. Only half of that is household. The other half is roughly 
divided between 60% corporates, 40% government. And, if you look at--
this is since 2011 when we had the data, the only part of deposit that has 
been rising is the government part. It’s not the corporate because corporate 
profits collapsed. It’s not the household. The household has been buying 
property. Other stuff, it’s the government and that’s--what is it? 
Something 20% or 30% of GDP here. 

 
 And, what are they? This is very interesting when we look at that, when 

we dig into more. So, that’s about 20 trillion RMB-ish what PBOC 
releases every month as government agency deposits. It has all the social 
security housing fund. So the Chinese 401 is in bank deposits. As I said, 
what’s interesting? After 1998, after the last round of SOE reform, China 
was given the advice, “You should build up a social safety net.” China 
followed that otherwise but nobody followed where they deployed that 
saving. So, all China’s social safety net, the five funds they collect are 
only allowed to be put into bank deposits and treasury. 

 
 If you think about US have a 401 and you can only be put into deposits 

and that’s by bank’s intermediation, it would come out as debt on the other 
side. But if you think about of the gap, also has been rising. And to me, 
that is probably reflecting some of the anti-corruption campaign efforts 
because those agencies are still collecting revenues and fees. Those are not 
SOEs. Those are government entities we’re talking about but they couldn’t 
recycle them back. And our estimation is this part of fiscally effective 
tightening has been contributing to 1.5 to 2 percentage point of GDP 
slowdown after 2012. 
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 So, all these agencies where it means are this is overtaxation, collecting 

fees from the rest of the economy. But in the past, they may still be able to 
drink mao-tai or buying something and got the money recycled back. But 
in the last few years, it did not. So, at the end of last year, this part of 
deposit was still growing at 14% year and year, when nominal GDP was 
barely growing at 6%. 

 
 So, if we think about either fiscal expansion or getting the government 

part of finance in better shape, here in my mind are the first order priority 
stuff because we’re talking about something easily 5%, 10% of GDP, 
trillions of RMB. And, it’s the Chinese balance sheet here needs a major 
financial reengineering, corporate finance structure needs to be changed. I 
don’t like that equity swap but I think if it’s all government stuff, they 
should do it. 

 
 One example, the Chinese high-speed railway, that borrows something 

like 2 trillion RMB, mostly through the banks. Why? They could issue 
bond anywhere in today’s world. They crawled out financing for private 
companies. Why the Chinese banks should be enjoying 270 BPS business 
by essentially issuing treasury and they can save themselves a lot of 
financing cost and take away some of the sustainability question mark on 
themselves. 

 
 So, again, this is a huge inefficiency, sometimes I couldn’t get my head 

around this, why are you doing this to yourself. If I’m the CFO for this 
company, I should be fired. But on the other hand, I think this has started 
to be known and you started to see actions particularly on this one, you 
saw the government trying to cut down fees and taxes and streaming line 
agencies but also try to deploy the social pension fund and housing fund 
into the capital markets. And China has a lot of room to cut corporate 
taxes because if you put the social burden as part of the taxes, China’s tax 
rate for the corporate side is very high. 

 
 So again, if we think about how China gets out of this problem and they 

also want to maintain growth, maintain--leverage doesn’t blow out, I think 
the way--or currency is stable as well, cut taxes, cut fees. So, if the 
exchange rate in some people’s mind are overvalued, I think it will be a 
disaster for the world economy but also for China as well to depreciate. 
Deflation is very painful and given how large their tradable sector is, when 
they deflate, the deflationary impulse is felt globally. 

 
 So the best way to handle that is to get rid of some of this taxation and tap 

into the accumulative savings the government has really accumulated in 
the last few years. This is the government’s side. I’m not talking about 
central government today, holds a 6% of GDP cash deposit of central 
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bank. That’s--they could use for a year, two, three and is very 
nontransparent part as well. But again, even on that note, they have a lot of 
savings. We’re not talking about SOE Assets; we’re not telling about they 
are selling anything. We’re just talking about a huge part of cash savings 
they have and that should be--if they can deploy that over the next couple 
of years, I think the rebalancing of Chinese economy will give everybody 
a little more assurance. 

 
 Thank you. 
 
[Applause] 
 
Sean Miner: I invite the panelists up. 
 
 Well, I want to thank the panelists for some very interesting presentations. 

We saw Chad discuss market economy status and the evolving role of 
contingency protection, I think that what you called it for the US in terms 
of antidumping duties, countervailing and safeguards. 

 
 We saw how Brad described the opportunities in the Chinese market 

especially in services where China seemingly has an opportunity because 
of its education rate over the next--maybe it will take up to 30 years for it 
to catch up. It could use trade and services to facilitate greater growth in 
trade especially manufacturing goods as well. 

 
 And, Liang Hong showed us that China’s manufacturing prowess is even 

stronger than many of us realized including pneumonia. And, also, gave us 
a rundown of the fundamentals of the Chinese economy and why some of 
the reasons we should worry and also some of the reasons why we can 
alleviate our concerns. 

 
 I have a few questions for the panelists but I think I’ll go ahead and open it 

up first to the floor, if you’ll please state your name and affiliation and 
we’ll go from there. Fred, first. 

 
Fred Bergsten: Fred Bergsten, I have two very different questions. First is to Miss Liang. 

When China was growing 10% a year, some of us said the surprise is not 
why it’s growing to 10%, it’s why it’s not growing at 15% because of the 
grossly inefficient allocation of capital, which was apparent even then. So, 
if you could wave a wand and do all the things you propose, where would 
that take the growth rate today? 

 
 Question to Brad, a very different question, I was with you right up until 

the end or maybe the start and the end, you have a fantastic diagnosis but 
your answer is the BIT. And I would have thought your answer is the 
TiSA if you’re looking for an international deal that would free up China’s 
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services sector, wouldn’t the TiSA or some combination of them be a lot 
more effective? 

 
Liang Hong: Yeah. I think if I look at inefficiency in the economy, there are still low-

hanging fruits for them. But if I just use a jargon like potential growth 
where it is, it looks to me it is still hovering around 7% above but that’s in 
the context of global trade being very muted in Europe, Japan are in the 
shape they are. If they are getting back to their feet, then I think it can be 
higher but if it just purely rely on domestic demand, it looks to me a 7%-
ish probably a little bit North. The reason is I think potential growth is a 
very hard number to measure but the prices won’t tell you a lie. So, when 
they grow anything south of 7%, you saw deflation. 

 
 And, I think this is a year they hit probably 6.5% and 6%, and you got 

about 2% inflation. Half of that is restricted by supply. But if they let that 
up, I would think the equilibrium is something 7% real 9% nominal. 

 
Fred Bergsten: But only that differs from your new reform. 
 
Liang Hong: No, this is--I would think they are not overheating but they can. If you 

look at China this year’s number, it still tells you it’s a very young 
dynamic or hungry economy. It’s very easily inflationary. So, despite a lot 
of people said there’s so much overcapacity-ish, I think Sean will present 
some of the charts but my view is a lot of those should be very close to 
inflection point. You have very little move on demand but you had a very 
huge move on prices. 

 
Brad Jensen: So, I think the reason that I propose that a BIT would be a good place to 

start is because of the major role that the OECD measures for barriers to 
foreign direct investment contributing to the high level of services trade 
barriers in China. I don’t think that I would recommend stopping at the 
BIT. It’s just something on the table that seems feasible in the near term to 
reduce barriers to foreign direct investment in China in the service sector 
certainly having China join the international services agreement would be 
a desirable development as well, absolutely. 

 
Fred Bergsten: For Liang Hong, you indicated that the capital market in China for inward 

investment is still very closed. But the impression one has picked up in his 
town recently is that there were quite substantial openings of the capital 
market as a consequence to the move to the STR participation. Now, 
maybe you mean close like the US is a closed economy because imports 
are not all that high relative of GDP, it’s just because it’s the size of close 
relative GDP. But I wonder if you could clarify just how much China has 
opened the access to its domestic bond and equity markets to international 
investors and whether it basically is now open or is effectively closed? 
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Liang Hong: Yeah, actually, if I look at China’s FDI as a percent of GDP, actually, 
China is much more open than Japan, Korea at this stage of development. 
But if I look at the portfolio capital flows, that’s where at this stage of 
development, Taiwan, Korea, Japan was much more open in the 
international community. It’s a two-way flow. Both sides are much more 
familiar with each other. 

 
 So, at this stage, they announced they opened capital equity market. 

Actually, because an active sentiment on China is so predominant. 
Nobody talks about this. They have in any sense opened up the equity 
market completely to the rest of the world potentially starting from 
December this year. But we see very little interest and MSCI is still 
debating whether to include A-share into the global index. 

 
 I thought, again, 1.3 global allocation equity. It would take a lot of time 

for the rest of the world, the investor to learn about that market and to get 
it ready to invest. It better start sooner than later in my mind. 

 
 For the bond market, we do see more interest particularly in global when 

so many inactive rates around and especially the Asian regional pensions, 
insurance, are less worried about the RMD currency because they think 
the bilateral of their currency vis-à-vis RMD is relatively still a one-way 
path. But on there, I think at the bond market relative to the equity market, 
it’s less developed, less products that can help you to hatch interest risk, 
effects risk, all of those market have not being developed even for the 
Chinese investor, so I think that would take some time. 

 
 But also, I think you saw the other side of flow. When we talk about BIT, 

I just thought about you really want that thing to come out and buying up 
so much of the stuff, and global capital flows that [audio cut 01:23:46 - 
01:23:54] because I don’t see Chinese investment being welcomed in 
many places. And, I also think it’s probably much important to help China 
to understand that saving’s trajectory is not going to do the Chinese or the 
world much good. We need to slow down that. And in particular, the 
forced saving part need to be addressed. 

 
Male Speaker: Yeah, [inaudible 01:4:25] George Mason. [audio cut 01:24:27 - 01:24:29] 

for Bradford actually has two parts. One, there are [audio cut 01:24:34 - 
01:24:39] the 35% estimate of total service sector size on their estimates 
because there is such a large quantity of informal activities in the service 
sector. So, if you would add that, you’d come up with a much larger 
number. 

 
 And, the second question is I noticed that you primarily talk about the BIT 

and the gains in the modern business service growth. And, you didn’t 
mention the other areas that are being actively negotiated, the health 
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sector, the logistics sector, finance and insurance. And I’m just wondering 
if perhaps there’s a difference in the degree to which those sectors 
represent the quick gain that you might have. So, I’m just wondering how 
you distinguish the modern business service sector from these other 
sectors that are still on the negative list. 

 
Brad Jensen: So, in terms of the actual size of the service sector in China, I’ll defer to 

others in the room as to how mis-measured it is 54% now, still looks small 
I think qualitatively what I articulate is I think in the right ballpark. 

 
 In terms of which service sector industries are most likely to be traded, I 

think I talk about business services and when I say business services, I’m 
talking about industries in the United States that are classified in the ’50s 
in the North American Industrial Classification System, that’s information, 
so think software, telecom, internet, it’s financing insurance, professional 
scientific and technical industries. So again, that’s the professions. It’s 
management of companies, so headquarters activities and then it’s back 
office stuff and waste remediation, some of those more tradable than 
others. 

 
 Logistics is not in business services. It’s in a different category but it is 

definitely an area where the United States has globally competitive service 
firms, an area where it would be probably beneficial to China to open up. 
Health is another area where the tradable stuff is skill-intensive and that 
would probably benefit China if US providers were allowed in. 

 
Male Speaker: We’ll go back to the floor, and I go I wanted to ask Chad, a question about 

his presentation. So, Chad, you mentioned that, okay, if the US grants 
market economy status to China in the WTO, it’s going to be much harder 
to use antidumping duties but they will be--let me say this right. They’ll be 
just substituted or they can substitute countervailing duties in their place. 
So, if the US granted MES now, would they just cover steel and aluminum 
with CBDs and would have the same effect, there would be no inflow of 
steel and aluminum into US market? 

 
Chad Bown: So, that’s exactly right. So, basically, for the last since 2007, 2008, most 

all of the antidumping investigations that the US has done against China or 
at least 75% of them or so had been conducted simultaneously without 
countervailing duty investigation. So, it’s the same products from the same 
country, the same firms, they’re doing it an assessment, not only are they 
dumping the products in the US market but using the techniques that 
they’re developing. Are they receiving subsidies as best that they can 
define them? 

 
 And, typically, they find yes and thus, they recommend the imposition of 

both in antidumping duty and a countervailing duty. The idea is obviously 
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you can’t double count, so they have accounting technologies to make sure 
that they’re not counting the subsidy when they’re counting or figuring out 
by how much the firm is dumping. But the idea is if you were to change 
the methodology by which they computed the dumping side and you took 
that piece away, so they wouldn’t be able to do that because of the change 
in the market economy status. There would still be this remaining import 
duty through the countervailing duty law that would exists. And so, you 
wouldn’t see a grand surge of imports necessarily coming in by just the 
revocation of non-market economy status and the inability for the US to 
use antidumping any longer. 

 
Male Speaker: Offsetting amount? How to countervail equal previous amount of 

countervail plus antidump? 
 
Chad Bown: No. The sizes would change. And again, we’re moving into unchartered 

territory to know that how they would fully do this but the idea is you 
wouldn’t see all of a sudden just a revocation of duties and thus the 7% or 
the 9% in the US case of Chinese exports to the US that are currently 
sitting under antidumping, all of a sudden coming in duty free. They 
would still have a countervailing duty sitting on top of them. 

 
 Now, it may only be 15% whereas before it was 25% or 30% or 50%, so 

the size of the duty effectively may fall considerably. But given that many 
of these are extraordinarily high enough [audio cut 01:30:44] and 
frequently prohibitive, they are still going to be relatively high. And yes, 
some imports might resume coming in even for the duties that are still in 
place or the products that are still sitting under them. But it’s not going to 
be a freeing up of $40 billion worth of trade instantaneously. 

 
Male Speaker: So, would you argue for the US to grant MES to China? 
 
Chad Bown: I don’t know. It depends on which how one is asking the question. I think 

the United States right now politically, it would face a very different--right 
now, it’s not the greatest political moment between the US and China, 
especially in the campaign. It’s not a great even putting that to the side, 
it’s not a great time to be talking about these sorts of issues given what’s 
happening with China right now in steel and aluminum, the industries that 
we talked about overcapacity. 

 
 So, what I could say is anything that China can do to help reign in these 

problems to improve transparency to show that it’s addressing these, this 
is all going to help when these discussions actually do get to the political 
phase of getting hammered out between leaders. 

 
Male Speaker: I want to ask a question to Hong and that is you pointed out that there’s 

been a large buildup of government deposits in the banking system and I 
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think I heard you say this is so large that 7% or 8% of GDP that this might 
be slowing down GDP growth, maybe 1.5 percentage points or something 
like that. But when we read the IMF Article 4 report, the last two years, 
they put a very large emphasis on what they called the Quasi-Fiscal 
Deficit. So, instead of the 1% or 2% or 3% official deficit, they say when 
you count all these government borrowing, the deficit is more like 7% or 
8% or maybe even 9%. It’s been going up. 

 
 So, are this offsetting in a sense or how do you take that into account? 
 
Liang Hong: I think the whole budget to reprocess in China is so murky. I think the best 

way to think about it is whatever the official budget is about half the 
budget they really spend, so the only way I can count is how much cash 
they have at the central bank and at the banking system. Those are two 
things. 

 
 So, about 5% to 6% still close to 6% of GDP cash deposits at the central 

bank belonging to Ministry of Finance. That’s cumulative savings from 
previous budget where they said they spend. And, this one I just show you 
is 20 trillion RMB, about 30% of GDP. So, that’s outside of the budget. If 
we look at that, half of that is social safety net, which they shouldn’t put in 
the banking system, they should invest it. If it’s a pension, it should be 
invested in long-term bonds or equity. 

 
 But the other half, the one that you saw a gap opening up, that Mr. Guan 

Tao or PBOC, only you guys know what is it. We have some estimation of 
what is it because we know what it is not. It’s not SOE and it’s actually 
not even financial part of the government because initially I thought there 
was the two exchange, things like that because they were growing faster in 
GDP. 

 
 Then, some people told me maybe it’s the parking tickets but from a 

macro perspective, that’s over taxation and it’s probably like Shell Gas in 
the US, it’s pockets here and there of all the different institutions, 
governments. But collectively that’s a number and the bigger problem was 
if I think that’s really doing overtaxation and the last four years, all 
government agencies were put on austerity measures. They can’t wining 
and dining, could not do any perks, so they couldn’t spend it. 

 
 So, from a pure macro perspective, that kind of revenue did not get 

transferred back, did not get to recycled. So that’s the 1.5% to 2% of GDP 
if I add those two together. It could be bigger if I use a bigger multiplier. 

 
Male Speaker: I would like to ask a question to Brad. I think that I enjoyed your 

presentation. I was in Britain before the briefs and after briefs on the 
British politicians. Where am I to welcome basically improving 
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relationship with China and I think that they’re really expressed the 
attitude to welcome China investment into Britain and so I think that--I 
guess that after Brits are probably--I think the antidote will probably be 
even better. 

 
 So, I think in this regard that the BIT, BIT in the US and China 

negotiations, certainly welcome. As [inaudible 01:36:35] said, I think that 
probably from China, the perspective in particular for all clients investor 
from China who want to invest to US probably some of them feel that 
they’re less welcome to the US than say to Britain. 

 
 So, I have two questions on this. Number one, in your view, to what extent 

that the current administration will conclude the BIT or how much 
progress can be made before President Obama’s term, that’s number one. 
Number two, both the running candidates, presidential candidates express 
some views about the trade and the--so, what would be your expectation 
about, say, even the current administration, would they reach some 
potential agreement with the Chinese counterparty on BIT? What would 
be the outcome of the, whoever will become the president or to be that the 
next administration’s attitude in the game? 

 
Brad Jensen: So, again, I think there are people in the room who probably know more 

about the US-China BIT negotiations and its political prospects that I do. I 
don’t know if any of those people would want to weigh in on this 
question. 

 
 To me, as a very outside observer, these are dark times in the United 

States for trade and investment policy. The political discourse around 
trade and investment is very negative particularly with regards to China. I 
don’t see that the election will clear that. Both candidates are backing 
away. Trump hard to know what he would do. Secretary Clinton is 
backing away from things that she has supported historically. So, I think 
that it is hard to be optimistic about the prospects for any trade or 
investment liberalization particularly with China. But again, there are 
other people in the room who know the ins and the outs of that better than 
I do. 

 
Male Speaker: So, picking up on that, I think that the juxtaposition of--that Brad--Brad, 

your presentation and Hong’s presentation were very interesting because 
traditionally, the view of the Bilateral Investment Treaty has been that it’s 
very asymmetric that essentially it’s asking China to do a lot of 
liberalization. But really, the United States is already a very open 
economy. 

 
 Hong’s presentation and Hong said directly that a lot of countries are 

putting up barriers because they don’t want to absorb this huge savings 
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glut and the United States is the one place that hasn’t. Well, a Bilateral 
Investment Treaty would tie America’s hands and prevent us from doing 
that and it may be that that’s not the mood globally and in fact until China 
deals with its incentives to force savings and so on. But that we shouldn’t 
be committing ourselves to not have investment protections because as 
Hong jokingly said, “Well, this is destroying investor returns in every 
sector that it hits starting with--,” I mean, it drives up investment returns 
when the money is coming and then presumably you can’t make any 
money after that. So, I’d be interested to your reaction. 

 
Liang Hong: I can theoretically think about if we’re really in ideal word of free trade 

and capital flows, it could be better if I thought about the word is aging 
and a lot of places are short of infrastructure including this place. If the 
two government can work together and don’t think just this is a political 
thing, I could think about rather than Chinese money going to real estate 
or unproductive places, it could finance infrastructure here. However, 
that’s not my call but I think that’s the area where it could be win-win for 
both sides. 

 
 But I do worry about because the size of savings, I don’t see there’s a deep 

enough market anywhere in the world that can take that on and then it’s 
not just one year it keeps accumulating. But I think for just in the short-
term, in a couple years, if that can finance infrastructure investment here, 
that’s probably a good thing. But so far, even political rhetoric on that was 
not very great, high-speed railway I heard China win a bit then because 
they are Chinese they are not allowed. 

 
Sean Miner: Okay, well, please join me in thanking the panelists for some great 

presentations and thoughts. 
 
[Applause] 
 
 Now, we’ll have some concluding remarks. 
 
Adam Posen: Thank you Hong, Brad, Chad, Sean. It was a good way in which to end the 

substantive portion of today about things that really matter to financial 
businesses and things governments spend a lot of their time worrying 
about. It was good to get into the details on that and I appreciate especially 
Hong from CF40 taking on this topic, for Brad and Chad of course, that’s 
their life’s work, so that’s okay. 

 
 We have come to the end of the formal program for today. This is the 

second annual CF40 PIIE China Economic Forum in the US. As I 
mentioned last year, we held a smaller event in terms of audience in New 
York, again, pairing up Chinese and American perspectives, not Ping-
Pong or not Rock’em Sock’em Robots but we hope complementary and 
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interesting. And I think all three of our discussions today, showed that 
good combination of places where there was agreement, places where 
there is disagreement but not simply people saying, “What we do is right. 
What you do is wrong.” And I never expect that from our colleagues either 
at CF40 or at PIIE but in the current context, I think that’s worth 
remarking on, and it was done with the actual substance. So thank you all 
very much. 

 


