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China’s Dollar Problem
Kenneth Rogoff

CAMBRIDGE – When will China finally realize that it cannot accumulate dollars forever? It already has more
than $2 trillion. Do the Chinese really want to be sitting on $4 trillion in another five to 10 years? With the
United States government staring at the long-term costs of the financial bailout, as well as inexorably rising
entitlement costs, shouldn’t the Chinese worry about a repeat of Europe’s experience from the 1970’s?

During the 1950’s and 1960’s, Europeans amassed a huge stash of US Treasury bills in an effort to maintain
fixed exchange-rate pegs, much as China has done today. Unfortunately, the purchasing power of Europe’s
dollars shriveled during the 1970’s,  when the costs of waging the Vietnam War and a surge in oil  prices
ultimately contributed to a calamitous rise in inflation.

Perhaps the Chinese should not worry. After all, the world leaders who just gathered at the G20 summit in
Pittsburgh said that they would take every measure to prevent such a thing from happening again. A key
pillar of their prevention strategy is to scale back “global imbalances,” a euphemism for the huge US trade
deficit and the corresponding trade surpluses elsewhere, not least China.

The fact that world leaders recognize that global imbalances are a huge problem is welcome news. Many economists, including
myself, believe that America’s thirst for foreign capital to finance its consumption binge played a critical role in the build-up of the
crisis. Cheap money from abroad juiced an already fragile financial regulatory and supervisory structure that needed discipline more
than cash.

Unfortunately, we have heard leaders – especially from the US – claim before that they recognized the problem. In the run-up to
the financial crisis, the US external deficit was soaking up almost 70% of the excess funds saved by China, Japan, Germany, Russia,
Saudi Arabia,  and all  the countries with current-account surpluses combined.  But,  rather than taking significant action,  the US
continued to grease the wheels of its financial sector. Europeans, who were called on to improve productivity and raise domestic
demand, reformed their economies at a glacial pace, while China maintained its export-led growth strategy.

It took the financial crisis to put the brakes on US borrowing train – America’s current-account deficit has now shrunk to just 3% of
its annual income, compared to nearly 7% a few years ago. But will Americans’ newfound moderation last?

With the US government currently tapping financial markets for a whopping 12% of national income (roughly $1.5 trillion), foreign
borrowing would be off the scale but for a sudden surge in US consumer and corporate savings. For the time being, America’s
private sector is running a surplus that is sufficient to fund roughly 75% of the government’s voracious appetite. But how long will
US private sector thrift last?

As the economy normalizes, consumption and investment will resume. When they do – and assuming that the government does not
suddenly tighten its belt (it has no credible plan to do so) – there is every likelihood that America’s appetite for foreign cash will
surge again.

Of course, the US government claims to want to rein in borrowing. But, assuming the economy must claw its way out of recession
for at least another year or two, it is difficult to see how the government can fulfill its Pittsburgh pledge.

Yes, the Federal Reserve could tighten monetary policy. But they will not worry too much about the next financial crisis when the
aftermath of the current one still lingers. In our new book This Time is Different: Eight Centuries of Financial Folly , Carmen Reinhart
and I find that if financial crises hold one lesson, it is that their aftereffects have a very long tail.

Any real change in the near term must come from China, which increasingly has the most to lose from a dollar debacle. So far,
China has looked to external markets so that exporters can achieve the economies of scale needed to improve quality and move up
the value chain. But there is no reason in principle that Chinese planners cannot follow the same model in reorienting the economy
to a more domestic-demand-led growth strategy.

Yes, China needs to strengthen its social safety net and to deepen domestic capital markets before consumption can take off. But,
with consumption accounting for 35% of national income (compared to 70% in the US!), there is vast room to grow.

Chinese leaders clearly realize that their hoard of T-Bills is a problem. Otherwise, they would not be calling so publicly for the
International Monetary Fund to advance an alternative to the dollar as a global currency.

They are right to worry. A dollar crisis is not around the corner, but it is certainly a huge risk over the next five to 10 years. China
does not want to be left holding a $4 trillion bag when it happens. It is up to China to take the lead on the post-Pittsburgh agenda.
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China's Dollar Opportunity
Pegging the Chinese Renminbi-Yuan to a fixed exchange-rate with respect to the United States Dollar provides by far the most
promising strategy for China to achieve the status of an economically advanced nation over the course of the next 30 years.
Going by the writings of economists in the Western countries, for example, Professor Martin Feldstein and Professor Kenneth
Rogoff, it would appear that China's burgeoning dollar reserves, currently at $2 trillion, are a threat to the Chinese economy in
the medium term (4 to 12 years). However, the smart policy-makers in China have realized that, in the medium term, their
best option is, in fact, to closely peg their currency to the US dollar. This currency peg implies that the Chinese have essentially
adopted the monetary policy of the United States as the de facto monetary policy for their own economy. In addition, China's
huge trade surpluses with the United States, have resumed accumulating at nearly the same pace as before the economic crisis
(http://www.census.gov/foreign-trade/balance/c5700.html#2009).  This  means  that  the  American  economy  serves  as  the
market  for  the  prodigious amount  of goods produced by  the  rapidly  growing Chinese  economy.  In short,  the  twin policy
guidelines,  viz.,  currency  peg to the  dollar  and the  export-driven growth model,  provide  the  most stable,  steady  and the
shortest road-map for China to achieve its place among the wealthiest nations of the world, in the next two or three decades.
As a result of adopting the same monetary policy as the United States, the Chinese are the biggest beneficiaries of uncle Ben's
largesse. Recall that the the Federal Reserve Bank of the United States has been prusuing an extremely lax monetary policy for
the last 15 months or so. Since their aim is to maintain a fixed dollar-yuan exchange-rate, the Chinese policy-makers had
instituted their own massive spending program commensurate in laxity with those of the Fed. Since the Chinese economy is
experiencing more than 8% real growth in annual GDP, it is able to put to good use, the trillions of yuans of currency-printing
that China had to do to keep up with the Fed's dollar-printing. Moreover, since the Chinese economy is growing so fast, China's
GDP would more than double in the next ten years. Thus China could comfortably let its dollar reserves grow from the current
$2 trillion, to $4 trillion in the next 10 years. In the final analysis what the Chinese policy-makers have done over the course of
the last two decades, is simply to stich the Chinese economy and the American economy together, so that the two economies
function, for a large part, as a single economic entity.
The concept of 'Chimerica' was already much in vogue by the late 90s, among businessmen, multinational corporations, and
small businesses involved in imports-exports. During the financial crisis of 2008, notable historians like Professor Niall Ferguson
declared the end of Chimerica, based on considerations of disparity in savings, consumer spending and military might. In fact,
many famous economists have been writing about the dangers of global imbalances for several years now. However, these
views suffer from a serious flaw. The flaw is that the economists who complain about global imbalances believe that the Chinese
policy-makers would like to stop accumulating dollar reserves, in the short or medium term, and instead switch to a more
broad-based basket of currencies. In the medium term, nothing is more beneficial to the Chinese economy than to continue
accumulating dollar reserves and watch the actions of the Fed closely. It is only in the long term, when China's per-capita GDP,
approach the levels of the advanced industrial countries would the Chinese policy-makers need to worry about the depreciation
in value of their dollar reserves.
Perhaps economists have  been misled by  the  fact  that  the  Chinese  policy-makers been severely  critical  of  America's lax
short-term economic policies. Basically, the reason for China's attitude is that the Chinese would like America to conduct its
economic policies according to what is best for Chimerica. In the long-term, this is a really wise course of actions for both China
and America. However, if the American policy-makers would not agree to it, then China still has a lot of time to move away
from the dollar as its main currency of reserves before the long-term arrives. In the meantime, America is already experiencing
serious losses because of following an economic policy that is not in the long-term interest of Chimerica, but that is only in the
short-term interest of America alone. To wit, the money-printing that the Fed has done has gone largely to finance the rapid
economic growth in the rest of the world, including China. Whereas, the American economy is still mired in anemic growth after
more than 20 months into a recession. And if the "new normal" folks are to be believed, America is going to suffer anemic
growth for many years to come.
Professor Rogoff cites the example of Europe in the 50s and 60s, to dissuade the Chinese from continuing to accumulate their
dollar reserves. However, the example of Europe is not really appropriate for the situation that China finds itself in currently.
The countries of Europe had about the same per-capita income as the United States in the 50s and the 60s.  Between two
wealthy nations,  subtle variations in their  economic fortunes could lead,  over the course of a decade or two,  to significant
differences in their realizing their respective economic potentials. Whereas, considering the vast differences of wealth between
China and America, one sees that it does not matter what crises befall America. By simply tying itself strongly to America in
economic matters, China is guarateeing itself a road-map towards creating for itself the wealth of the rich nations. Once one
envisions an economic entity (viz., Chimerica) that consists of the material resources of America and China put together, along
with the 300 million people of America and the 1.3 billion people of China, one sees that modern economic theory suffers from
serious deficiencies that cannot be dealt with by the currently fashionable Keynesian theory.
For example, Professor Krugman has recently grown fond of using the Taylor rule to demonstrate that the Fed should not raise
interest rates for many months to come (http://krugman.blogs.nytimes.com/2009/10/10/the-madness-of-the-monetary-hawks-
wonkish/). However, if one considers Chimerica, then the current zero percent growth rate of the $14 trillion American economy
and the 8 percent growth rate of the $3.5 trillion Chinese economy average out to a 1.6 percent growth rate for the $17.5 trillion
economy of Chimerica. Again, the current 9.8% unemployment rate among 300 million Americans gets significantly mitigated
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