_Perspective

by Steve Hanke

US mercantilist machismo,
China replaces Japan

HE UNITED STATES HAS RECORDED A TRADE DEFICIT IN
each year since 1975. This is not surprising because sav-
ings in the US have been less than investment.

The trade deficit can be reduced by some combina-
tion of lower government consumption, lower private consump-
tion or lower private domestic investment. But you wouldn’t know
it from listening to the rhetoric of
Washington's politicians and special
interest groups. Many of them are in-
tent on displaying their mercantilist
machismo.

This is unfortunate. A reduction
of the trade deficit should not even be
a primary objective of federal policy.
Never mind. Washington seems to
thrive on counter-productive trade
“wars” that damage both the US and
its trading partners.

From the early 1970s until 1995,
Japan was an enemy. The mercantil-
ists in Washington asserted that unfair
Japanese trading practices caused the
US trade deficit and that the US bilat-
eral trade deficit with Japan could be
reduced if the yen appreciated against
the dollar.

Washington even tried to convince Tokyo that an ever-appre-
ciating yen would be good for Japan. Unfortunately, the Japanese
complied and the yen appreciated, moving from 360 to the green-
back in 1971 to 80 in 1995.

In April 1995, Secretary of the Treasury Robert Rubin belatedly
realized that the yen’s great appreciation was causing the Japanese
economy to sink into a deflationary quagmire.

In consequence, the US stopped arm-twisting the Japanese gov-
ernment about the value of the yen and Secretary Rubin began to
evoke his now-famous strong-dollar mantra.

But while this policy switch was welcomed, it was too late. Even
today, Japan continues to suffer from the mess created by the yen's
appreciation.

As Japan's economy stagnated, its contribution to the increasing
US trade deficit declined, falling from its 1991 peak of almost 60%

to about 11% (see accompanying chart).

While Japan's contribution declined, China’s surged from slight-
ly more than 9% in 1990 to almost 28% last year (see accompanying
table). With these trends, the Chinese yuan replaced the Japanese
yen as the mercantilists’ whipping boy.

Interestingly, the combined Japanese-Chinese contribution has
actually declined from its 1991 peak
of over 70% to only 39% last year.
This hasn't stopped the mercantilists
from claiming that the Chinese yuan is
grossly undervalued, and that this cre-
ates unfair Chinese competition and a
US bilateral trade deficit with China.

I was introduced to the Chinese
currency controversy five years ago
when I appeared as a witness before
the US Senate Banking Committee
on May 1,2002. The purpose of those
hearings was to determine, among
other things, whether China was ma-
nipulating its exchange rate.

United States law requires the
US Treasury Department, in consul-
tation with the International Mon-
etary Fund, to report bi-yearly as to
whether countries - like China - are
gaining an “unfair” competitive advantage in international trade by
manipulating their currencies.

The US Treasury failed to name China a currency manipulator
back in May 2002, and it hasn't done so since then. This isn't too
surprising since the term “currency manipulation” is hard to define
and, therefore, is not an operational concept that can be used for
economic analysis. The US Treasury acknowledged this fact in re-
ports to the US Congress in 2005.

But this fact has not stopped politicians and special interest
groups in the United States, and elsewhere, from asserting that Chi-
na manipulates the yuan.

Protectionists from both political parties in the US have threat-
ened to impose tariffs on imported Chinese goods if Beijing does
not dramatically appreciate the yuan. These protectionists even
claim that China would be much better off if it allowed the yuan to
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Percentage Contribution to US
Trade Deficit

EU -64.58% | -1.76% | 12.69% | 14.34%
Canada 5.70% | 881% | 12.14% | 8.96%
Mexico -10.17% | 2.17% 5.64% 8.03%
China -10.84% | 9.38% | 18.47% | 27.81%
Japan 41.04% | 38.16% | 18.31% | 10.85%
OPEC 162.41% | 22.75% | 10.88% | 12.68%

Note: The columns do not total 100% because some countries and regions are not
included in the table. Source: US Department of Commerce, Bureau of Economic
Analysis and author’s calculation.

become stronger vis-a-vis the US dollar.
This is not the first time US special in-

dollar price of silver and of the yuan shot up, China was thrown into
the jaws of depression and deflation. In the 1932-34 period, gross
domestic product fell by 26% and wholesale prices in the capital city,
Nanjing, fell by 20%.

In an attempt to secure relief from the economic hardships im-
posed by US silver policies, China sought modifications in the US
Treasury’s silver-purchase program. But its pleas fell on deaf ears.

After many evasive replies, the Roosevelt Administration finally
indicated on October 12, 1934 that it was merely carrying out a
policy mandated by the US Congress.

Realizing that all hope was lost, China was forced to effectively
abandon the silver standard on October 14, 1934, though an official
statement was postponed until November 3, 1935. This spelled the
beginning of the end for Chiang Kai-shek’s Nationalist government.

History doesn’t have to repeat itself. Foreign politicians should
stop bashing the Chinese about the yuan's exchange rate. This would
allow the Chinese to focus on important currency and trade issues:
making the yuan fully convertible, respecting intellectual property
rights and meeting accepted health and safety standards for their
exports. Ga
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purchasing power.

As a special committee of the US Senate
reported in 1932, “silver is the measure of
their wealth and purchasing powers; it serves as a reserve, their bank
account. This is wealth that enables such peoples to purchase our
exports.

Things didn't work according to Washington’s scenario. As the

Source: US Department of Commerce, Bureau of Economic Analysis and author’s calculation.
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