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There are some important issues that China should be taken to task for if it is to become a better citizen of the world, but they are not the two for which the Asian giant has recently felt the most heat. 

** Success as an exporter of clothing. The Multifibre Arrangement, which allowed for the imposition of export and import quotas on textiles and clothing--long illegal on other products--was at last phased out on Jan. 1. Since then China's exports of these goods have surged. This was predictable because of China's low labor costs and other comparative advantages and because importing countries didn't eliminate the bulk of MFA quotas until the last moment, contravening the plan to allow a gradual adjustment to the new regime. 

Unfortunately for consumers, protectionist reaction didn't take long to emerge. Based on a special provision in China's accession agreement to the WTO, the U.S.--unilaterally--and the EU--through "negotiations"--have already reimposed quotas on some key Chinese textile and clothing exports. China is being told by the two leaders of global capitalism that free-market outcomes aren't welcome when they affect certain special-interest groups. 

** The yuan as a scapegoat. The U.S. is at the forefront of those bullying China to revalue its currency. China is being accused of manipulating the yuan, keeping it too cheap in relation to the dollar. This--so the accusations go--is in turn worsening the U.S. trade deficit and taking jobs away from the U.S. and other countries. In a very menacing gesture some U.S. legislators are considering imposing high tariffs on all Chinese exports to the U.S. if the yuan is not allowed to float freely. 

Frankly, no serious economist concurs with the accusation that China is manipulating the yuan exchange rate. True, there are respected voices suggesting that it would be in China's best interest to revalue the yuan soon and to eventually have a more flexible exchange-rate policy. This is well-intended advice, but other respected experts question it. For example, Robert Mundell (Nobel Prize in economics, 1999) has warned that a yuan appreciation would cause China to lose foreign direct investment, suffer an increase in bad loans in its banking sector, be stricken with deflation in its agricultural sector, experience increased unemployment and see its impressive economic growth cut sharply. 

But beyond all this, a revaluation of the yuan would serve no significant purpose in helping correct the U.S. economy's present imbalances. Federal Reserve Chairman Alan Greenspan, a proponent of a more flexible yuan, admits that an appreciation as large as 10% of that currency would have no noticeable corrective effect on the large U.S. current account deficit. In fact, a much bigger revaluation of the yuan could be poisonous, as it could not only cause higher inflation and interest rates in the U.S. but also dry up the now-important source of Chinese funds that are financing the U.S.' substantial fiscal deficit. 

The Right Response

The big question is whether there is something China can do to take American pressure off its back and avoid surrendering to protectionist interests while preserving its own high economic growth and assisting other economies in fixing their imbalances. The answer is yes. For one thing, as Mundell has advised, China could move somewhat faster--although carefully--to make the yuan fully convertible. Gradually China's exporters and savers would have more freedom to invest abroad, which would alleviate monetary pressures from accumulating foreign exchange reserves. 

More important, China could use its present situation to complete its own trade liberalization faster than any other emerging economy. China now knows from experience that freer trade is good for growth. Therefore, it should consider rapidly and unilaterally dismantling its remaining trade barriers on goods, as well as opening up substantially in services. Conceivably, without risking serious domestic disruption, China could become a more open economy than most OECD countries. Under such circumstances only cynics would dare accuse China of being an unfair competitor. The dangerous protectionist pressures currently directed at China would ease. Beijing would find itself in an offensive position instead of a defensive one, on a playing field leveled by its accelerated trade liberalization. It would also be setting an example for other big developing countries, such as India and Brazil, that continue to be overly hesitant in opening their economies to global competition. 

Not a Good Play

One possible argument against this proposal is that China should hold its negotiating cards until it can play them effectively later in the WTO Doha Round. Well, that's not a good argument. The alternative for China is not a quiet wait in the status quo until serious talks in the Doha Round take place. We're already witnessing the alternative: the unleashing of brutal protectionist forces that could lead to a nasty trade war with serious consequences for all involved. Besides, no one should be betting on a successful and timely conclusion to the present round. If it's concluded at all, the results will fall far short of the original expectations and commitments. And for that, China need not hold out any cards. 


