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Frorn: . Ted Truman 

To: DOM3.DOP05.SUMMERSL, DOM3.DOP05.SandbergS, FLANDER... 

Date: 1123/999:27pm 
Subject: Brazil Consensus or Non • Consensus 

WATCH OFFICE: 

Please 1a)( the message that follows to Secretary Rubin along with the 
attachment. 

Summary of Meeting with IMF on Brazil: Points of Agreement and Disagreement 

We are a~lreed: 

1. If the Brazilians decide they want to introduce a currency board' system, 
they should be allowed to do so. The Fund would be inclinded to support the 
arrangement with additional disbursements. Enthusiasm for the currency board 
approach ranges froin high (Fischer & Depler) and moderate (Summers?) to 
skeptical (Truman, Mussa). One thought is that a currency board might be the 
last best hope to avoiding a debt restructuring. . 

On the as:sumption that a currency board were not chosen by the Brazilians: 

2. There should be no intervention in the spot, futures or any othe rmarket 
with the p()ssible exception of a set amount of dollar sales, e.g. $1 2 billion 
per month that we be sold in equal amounts each trading day to .cover the 
current account deficit (running at about $2 billion per month) and possible 
some debt repayments. [QUESTION: Should the central bank go into the market 
to obtain clollars for official debt repayments? How should intervention be 
defined, e.g., treatment of interest and increases or decreases in 
encumbrances?] 

3. No system of exchange rate bands. 

4. No capital controls; at least not without substantive consulation with the 
Fund. 

5. We shc,uld communicate with the Brazilians a general concern about the . 
market's focus on the need for a debt restructuring. The Brazilians should 
be expect,ed to demonstrate to the market and to us why one is not needed. 
However, a nuanced message should be conveyed on this poont. 

6. It would be a mistake to use the exchange rate as a target for interest 
rates. 

7. We are concerned about a feedback from the exchange rate to Interest rates. 

8.· Monetciry pollcy should focus less on the exchange rate and mor~ on 
inflation, but any policy must be tempered by (IMF) judgement. 

Points 01 disagrreement 

9. The IMF (MD in particulare) is inclined to favor an immediate sharpo 
increase il') interest rates (Mussa following Korea). (The MD has conditioned 



.. 


. sending the IMF mssionto Brazil on there being such an adjustment.) 

10. Summers/HooperfTruman (Greenspan) are inclinded to an approach that 
involves: 

a. No increase in interest rates now and a decline if the exchange rate 

stabilizes. 


b. An~'incease dependent on a rule associated with an increase in 

interest rates if inflation increases beyond some point. 


c. With an overriide from a monetary aggregate if inflation rises too 

far. 


[An outlinE! of such an approach is attached. NOTE: The thought is that any 
. such policy should be very transparent. but I did not include this hi the 
outline.] 

11. Atkins,on (possibly Zelikow and. some in the Fund) prefer strong relance on 
a monetary aggregate. preferably NDA. with a tight feeback rule as providing 
clarity and the only sure defense against an inflation spiral. [The counter 
argument is that any credible and tight rule could lead to an immediate sharp 
rise in interest rates and. in the medium term, there is little basis upon 
which to design a credible target.] 

cc: trumant 
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DRAFT 
E..M. Truman 

I 

January 23, 1999 
I . 

Possible Approach to Brazilian Monetary Policy 

1. 	 No increase on in nominal interest rate (SELIC) now. 

2. 	 Hope that the exchange rate will stabilize in the next 3-8 weeks. 

3. 	 If the exchange rate stabilizes, allow the nominal iDterest rate to decline. 

I 

4. 	 Regardless of whether the exchange rate stabilizes, if the cumulative price increase since 
the devaluation reaches,' say, five percent raise the interest rate pari passu with any

I 

subsequent rise inflation. [NOTE: The price increase would be measured by the weekly 
Sao Paulo index, which recently has indicated zero inflation compared with ~e monthly 
national index that indicates 2 percent.] A cumulative increase from a particular week or 

• 	 . 1 

multi-week base period might be used. [NOTE: We should check the seasonality in the 
S.ao Paulo index.]. . . . I. 

5. 	 The rise in the nominal interest rate might be limited to 10 percentage points in order to 
prevent overshooting, subject to point 7 below . 

6. 	 . Once inflation had peaked based on the 12-month change in the natiofllll consumer price 
index interest, the interest rate could be reduced pari passu with the decline in! the national 
rate, subject to point 7 below.. '" •i 

i 
I 

7. 	 The regime would be directed at containing inflation to less than 10 percent (December to 
December). To that end an NDA conStraint would be constructed with quarte~ly targets, 

, 	 . . I· 

based on, say, assumption that growth in 1999 would be minus 5 percent and inflation 10 
pt!rcent. If that constraint is hit, then the NDA constraint would be converted Ito a weekly 
target and effectively would govern monetary policy, i.e., interest rates WOUldlgO 
wherever would be required in order to restrain inflation. [NOTE: There woule be no 
intervention with the exception ofsterilized intervention of a fixed amount pe~ day that 
might be agreed with the IMF to cover the current account deficit, at least in dart, for a 
limited period.] 	 . I . 

8. 	 . There might be a consultation point on the absolute level ofthe level or chanJe in the 

interest rate. . . '1. 
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DRAFTED: IMBlKaproth 3/12/99 
REVIEWED: IMBlMtirden, Blacker 

. Country Risk Provisions and Brazil Rollovers 

. We understand that the French focal point (de Larosiere) expressed concern that the Banque de 
France i.s requiring French banks to reserve at a 30% rate against loans to Brazil, and that this' 
may affi~ct French banks' willingness to participate in a rollover. 

While ~,e cannot .ndependently verify various countries' reserve requirements for B~azil (this 
regulatory information is usually confidential), a survey Of the G-l 0 plus Luxemboulig reveals that 
only 5 countries draw up specific country lists for risk provisioning. The general trehd has been 
and continues to be away from imposing formal methodologies on banks, and towadi making the 
banks themselves responsible for establishing adequate provisions for country risk. f 

As such, we do not expect apriori that regulator-mandated country risk provisionink-will have a 
significlLnt impact on the Brazil rollover agreement in the aggregate. However, it may be 
important for banks that do face such requirements - notably in Belgium, Canada, Ftance, the 
Nether/;ands, and to a lesser extent, Italy, Lending from these five countries accounts for roughly 
20% of the interbank lines monitored by the 00. These' five countries' cumulative ~ollover rates 
are generally slightly lower than the total cumulative rollover rate of about 70%. . 

Current Country Risk Provisioning Policies 

A June 1998 survey ofthe G-IO plus Luxembourg shows wide disparity in country r:isk 
provi,sioning policies. 

On the one hand, regulatory authorities in five countries (Belgium, Canada, France, the 
Netherlands, and the US.) draw up specific lists ofcountries for which bank~ have to set 
aside country risk provisions. 1 Belgium, Canada, the Netherlands, and the US. 
recommend "appropriate levels" of country risk provisions, and it is possible Jthat the 
French require "appropriate levels" (although this is not explicitly stated). 

The specific levels are usually confidential regulatory information. However; we 
do know that the US. does not impose a·transfer risk provision on Bhlzil. (This . 
would have been accomplished through an Allocated Transfer Risk Reserve by the 
Interagency Country Exposure Review Committee (ICERC». 

Other countries (Italy, Japan, Switzerland, and the UK) do not draw up country lists but 
do establish formal criteria to help the banks identify high-risk countries. T~ese criteria 
are not at all consistent among countries. A quick examination suggests that only the 
Italian criteria might apply to the majority ofthat country's bank exposure t6 Brazil. As 
ofJune 1998, Switzerland and the UK intended to discontinue use of such ctlteria, and 
may have already done so. 



.. ;/ 

• On the other hand, three countries (Gennany, Luxembourg, and Sweden) do not layout 
general guidelines to banks for country risk. Instead, country risk exposures are dealt 
with under nonnal procedures for measuring impainnent. 

. Trends.in Country Risk Provisioning 

Generally speaking, the country lists and fonnal criteria were instituted a number ofyears ago. 
and regulators have gradually backed away from the prescription offonnal methodoiogies for 
country risk on banks. Rather, regulators hold the banks themselves responsible for lassessing 
their exposures to country risk and making adequate provisions . 

.Impact on Brazil Rollovers 

Given this longstanding trend, we would not expect regulator~mandated country risK provisioning 
to have a significant impact on Brazilian roll overs in the aggregate. However, it ma~ be an issue 
for banks' that do face sQch requirements: notably in Belgium, ~an~da, France, the NI~etherlands, 
and to a: lesser extent, Italy. It would therefore be useful to c1anty In the first central, bank 
monitoring conference call the regulatory policies ofthese countries vis·a·vis bank claims on 
Brazil, and whether there have been any recent changes in country risk provisioning ~ractices; this 
was done in the conference calls for Korea in 1998. . I .. 

An examination ofend-September 1998 stock data for the IMP monitoring exercise shows that 
,. I 

France, the Netherlands, Canada, and Italy combined accounted for 16.4% ofmonitored 
interbank lines. Belgium is included inthe "other" category. We estimate that addink Belgium 
could push the total percentage to just under 20%. This figure is fairly consistent with end-June 
1998 BI[S consolidated data on interbank claims. 

Since the release offlow data from the monitoring system began in October 1998, cttmulative ' 
rollover ratios for these five countries have been less thari the total.2 The total for all countries 

. . , 
currently stands at 69%, while Belgian banks have rolled over at a 66% rate, Italian banks at 64%, 
the Dut(;h and French banks each at 62%, and Canadian banks at only 30%. (Canadian rollover 
ratios have been close to zero for the last two months .. This mayor may not be relatbd to 
regulator-mandated country risk provisioning.) 

http:Trends.in


.1999-S;E-003885 


to: 	 Larry Summers 
Tim Geiihner 
Ted Truman 
Dan Zelikow 
Caroline Atkinson 

date: April 16. 1999 

Department 
of the Treasury 

Office of the 
Assistant Secretary 
for International Affairs 
Office of Latin American and 
Caribbean Nations 

Attached are three notes by the Brazil team. "The first looks at interest rate developments, the second at 
recent public debt management, and the third at the fiscal numbers published this week. 

~ 

WesMcGrew 

room 4401 
1440 NY Ave 

"622-2876 

," 




Recent De"elopments in Brazilian Interest Rates 

Attached are: two graphs that show developments this year in Brazil's real yield curve and a time-series 
of local interest rates. 

Four key pO:lnts are: 
. 	 .. 

• In late January and February, the domestic yield curve was positive and quite steep -- . 
apparently reflecting market fears of a depreciation-inflation spiraL But by earl~ March, when 
the central bank raised the Selic to 45%; the real had appreciated from its low of2.15/$ to 
1.87/$, and favorable price data were easing inflation fears. By the second week ofMarch, the 
one-month and one-year interest rates had fallen below the Selic. Subsequently, the central 
bank cut the Selic three times between March 25 and April 15. 

The fact that one-month rates fell below the Selic (which is set by the central barik) indicates 
that markets expected the central bank to cut the Selic. The fact that one-year rates fell below 
the Selic indicates markets. expected that financial stability would persist sufficidntly to allow 
continued cuts in interest rates. 	 . 

• 	 The central bank pas lagged the market in its cuts of the Selic. Its first cut occurred only after 
two weeks of steep declines in market-determined rates took them well below thb Selic. . 

The domestic yield curve remained inverted after Thursday's (April 15) 550 bps cut in the Selic 
(to 34.0%), with one-year swap rates presently about 28%. This suggests that the central bank 
is expected to, and has room to, cut rates in the near future. At the April 14 mon'etary policy 
council (COPOM) meeting, the central bank maintained its "easing" bias for the Selic, meaning 
that it is free to cut interest rates before the next COPOM meeting on May 19. 

Doug S:mithlINL 
I 

April 16, 1999 
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Brazil: Local Swap RateYield Curve 
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'Brazil: Selic Overnight Rate and Select Swap Rates over Time 
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Update on :Brazil's Public Debt Management 
I . 

Anninio Fraga and the Brazilian Treasury have made some progress in achieving Fraga's goals of(1) , 
gradually re-introducing fixed-rate debt into the market, and (2) eliminating the overhank of repurchase 
agreements used by the central bank to absorb liquidity from the market. 

I. On March 23, the Treasury resumed weekly auctions of fixed-rate debt, which had been 
I 

suspended since June, 1998. The following table is a history of the auction results and shows the 
declining yields on the fixed-rate qebt: 

Auction date Amount sold Tenor Yield 

March 23 R$ 500 million 28 days 42.8% 

March 30 R$ 500 million 28 days 37.8% 

April 6 R$ 1.0 billion 56 days 33.6% 

April 8 R$ 1.0 billion 54 days 33.5% 

April 13 R$ 1.0 billion 56 days 31.5% 

April 15 R$ 1.0 billiori 56 days 31.1% 

Although market observers ha,:,e told us that the auctions are oversubscribed, the centrallbank does not 
announce the numbers of bids relative to the amount offered. Also; the Treasury has restricted the 
supply of new fixed-rate issues to roughly 15-20% of weekly total public debt redemptidns. , 

2. ,. The c;entral bank has issued n'ew debt in excess of redemptions every week for thl past 5 weeks. 
I 

As a result it has cut the outstanding stock of central bank repos from R$32.7 billion on March 5 to 
I 

R$20.1 billion today. Further, the central bank has lengthened the duration of the repurchase 
operations that it uses to remove liquidity from the system. Those repos are now up to s~ven days in 

I 

length, depending on market conditions. Previously, the iepos were all overnight operations. 

Doug SmithlINL 
April 16, 1999 



RECENT BRAZIL FISCAL NUMBERS 

The Central Bank ofBrazil published this week fiscal data for January and February 1999. In general, 
the fiscal position was in line with or better than market expectations and IMF projecti~ms. Market 
analysts' reaction was positive, though they noted the role of special factors. 

• 	 The primary surplus of the public sector at end-February was a greater-than-expected 
R$S.1 billion (3.7% ofGDP). A performance criteria in the IMF program is a prirhary surplus 
of the public sector for Ql ofR$6.0 billion, a target that almost certainly will be !net. 

o 	 The primaI)' surplus of the central government (federal govt plus BCB) for the first two 
months of 1999 was R$4.5 'billion compared to R$O.3 billion during the same period in 
1998. The iplprovement came largely from a one-time revenue increase Idue to a tax 
amnesty in February. The Fund estimates that this one-time increase was as high as 
R$3.6 billion, although most private sector analysts place the increase at clbse to R$2.2 
billion. March numbers, which should be posted within the next few dayst ~hould show 
a revenue decline according to IMF staff who, nevertheless, remain optimistic that the 
fiscal adjustment is on track. ' I' , 

o 	 The primary sU!:plus in the states, municipalities, and public-oWned enterprises was 
R$O.6 billion during the period compared to a surplus ofR$0.4 billion during the same' 

I 
period in 1998. The states ran a small deficit of R$0.2 billion during the first ,two 
months of this year. 

• 	 The overall deficit of the public sector for the 12 months to end-February was 7.4% of 
GDP excluding the effects of devaluation on dollar-indexed and external de&t or 13.9% 
including devaluation effects. The overall deficit for 1998 was 8.0% of GDP. ' 

o 	 !h~ IMF doe~ not report operational balances, but our bac~-Of-the-envelope1calculations 
mdlcate that It would be on the order of3.8% ofGDP this year. ' • 

o 	 Central bank losses in the futures market in the first quarter were nearly 1.0 percent of 
, 	 I 

GDP; these losses were classified as interest expense, thereby raising the PSBR but not 
the primary balance (typically, such losses would be classified in thepriniary balance 
but were probably classified as interest expense in this case due to optics)l 

I 
• 	 Net debt of tbe public sector at end-February was 51.9% ofGDP, up from 42.9% percent 

ofG])P in December 1998 but below many marketestimates. The increase primkily reflects 
a stm:k adjustment in dollar-linked debt. 

o 	 The debt to GDP ratio is expected to improve throughout the year in part to continued 
, 	 I 

appreciation in the Real and in part to lower real interest rates and privatization receipts. 
o 	 The IMF estimates that the public sector net debt to GDP ratio will fall to 49 

1

.3% by year 
end. ' 

1 o 	 The change in net debt to GDP from December to February was not equal the nominal . 
, 	 'I 

deficit due to different exchange rates used (avg v. end-period) and tobelow-the-line 
items including privatization and"skeletons" (i.e., putting hidden governmJnt liabilities 
on the books). 

steve backeslINL 
~pril 15, 1999 
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ADMINISTRATION HISTORY APPENDIX 

CW.PTER TWO: INTERNATIONAL ECONOMIC ENGAGEMENT 


CHINA 




DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

July 18, 1995 

MEMORANDUM 

FROM: 

FOR , SECRETARY RUBIN 

LAWRENCE SUMMER~ 

,NfORMATION 

SUBJECT: STATUS OF DISCUSSIONS ON CHINA POLICY 

Sandy Berger convened the fourth in his series of Deputies 
meetings on China yesterday. We reached broad inter-agenby 
agreement on several of,the "damage control" issues - upcbming 
senior~level visits to China, WTO accession, and Taiwan efforts 
to gain membership in the UN and other international 
organizations. These and other issues will eventually be put to 
the President as part of an overall China package for his. 
approval. 

On matters of direct interest to Treasury, I discussed possible 
Taiwan contributions to the GAB, IDA, and the IDB's Fund for . 
Special operations (FAO) in Latin America. While everyohe 
recognized the sensitivity of tapping Taiwan's financial I 
resources for these purposes, we did achieve a preliminary 
approval among the Deputies that Treasury would consult other G-7 
countries on some means to garner Taiwan contributions tol the 
GAB. If this is among the actions eventually approved by the 
President, our efforts will be to get several countries to ' 
approach Taiwan in order to reduce US exposure: The Deputies 
thought t.hat possible approaches to Taiwan on IDA and thel IDB . 
wbuld be . inherently riskier at this time since China could, veto 
World Bank related actions and the US would have to take the lead 
on the lOB. 

On upcoming US visits to China, the Deputies agreed to support 
USTR efforts to engage the Chinese, as previously planne~, on 
Intellectual Property Rights and to begin preliminary planning 
for another Ron Brown trip to Beijing in October for the ~nnual 
US-China government and business conSUltations. The con~ensus 
among thE~ Deputies was to keep open existing communications 
channels with the Chinese, as long as the general politidal 
environment is conducive. 

Taiwan's interest in UN membership is a dead letter initiative 
since membership is open only to sover~ign states. We w~ll 
continue to review a long list of other non-UN internatidnal 
organizations in which Taiwan might gain membership or 
association. The NSC will expedite this review. 

The outstanding WTO issue relates to Taiwan and China accession 
efforts. Neither country is prepared at this time to corlclude 
bilateral negotiations with existing WTO members and thereby gain 

,EXEClJTIVE SECRETAHjA'" 



WTO entry. However, Taiwan is judged to be farther ~long in the 
process, especially with the US. We will not be pressed to 
resolve the accessiori issue for the two applicants in th~ 
immediate future since no other major country or country!groups, 
specifically the EU and the Asians, want to commit on which 
applicant would corne first or possibly how they both cou]d join 
simultaneously. The Deputies' decision, which I anticip~te will 
be forwarded to the President, was to "punt" the issue td the· 
multilateral deb~te in Geneva where the EU, Japan and otHers will 
continue to delay the process and deflect the issue from the US
China agenda. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 


December IB, 1995' 
AS9ISTA;'n SECRETA.RY , 

MEM:ORA.NDUM FOR: 	 SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: 	 V'-'-~ Assistant Secretary Shafer 

SUBJECT: 	 U.S.-China Joint Economic:. Comnliltee 

, Overview 

Treasury 1s relations with China have stagnated- In part, we havebccn subject to the oveXall 
downturn in relations that followed the decision to allow Taiwan President Lee T¥g-Hui to 
make a private visit to the United States last summa. The lack of an ongoing, substantive 
dialogue is also partly our own doing. '1;ile principal forum for bilateral discussioh on 
financial reform and macroecoLlom.ic issues is the U.S.-China Jo.int Economic Corhmittee. 
The mc is supposed to meet yearly, but our position 80 far has been that China ~USt live up 
to the comnutments it made to Secretary Bentsen at the last session in Ianl.l.al)' 199,4 before 
moving ahead wiili the next IEC session. This quid pro quo strategy has not produced the 
results we have sought. At the same time, ,it has meant that we have not engaged/ the -;K 
Chinese on key macroecoo,omic and financ:W hsues at a crucial time. It is ,time to chann (t i 
course.· . ~ f't \ 

New Strategy 

We stand a better chance of seeing positive movement if we reengage the Chinese, initi.allYt 
in a low-key way, and reinforce etisting momentum for refonn. We must also rJcognize~

, 	 I 

and adjust .1;0 the fact {hat the agencies we normally deal with - the People's Bank of China 
I 

arid the ~finistry of Finance •• may no longer hold the key to the kind of concessions we 
have been l>eek:ing on financiil services. The PBOC has confinned several times,j for 
example, that the decision to allow forei~ banb to engage in local currency bus~ness now 
lies with the State Council. We mould seek to get our message across to this boqy through 
Zhu Roogji, former head of the PBOC and now Vice Premier for Economic Affairs_ 

Steps to bl~ Taken 

It would b(~ prudent to start planning on our end for a full session of the lEe sometim~ il;---' c...)r ( 
the first half of 1996. Timing and politiC.1l ~sitivities v.ill come into play, as Je are also ~ 
expected to participate in Lhe sc::cond U.S.-Taiwan Subcabinet Economic Dialogud sometime 
this summer_ r want to take severalpreparntory steps: 

• James Sasser has been confirmed as the new U.S. Ambassador to China. I intend to 
meet with him, layout our objectives, and ask him to convey our message and desire 
for reengagement to the appropriate officials in Beijing. 

http:politiC.1l
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• 	 After touching base one-on-ooe, call for a Deputies Commi~ meeting to ~) layout 
our objectives; 2) receive interagency blessing for an economic and firumcW dialogue 
building toward a lEe meeting with Secretary Rubin leading the U.S. side;! and 3) co
opt State ~d the White House (NSC, NEe. CEA) into the process. I' 

• 	 I shc,uld follow up with a visit to Beijing no later than February. I will ask Sasser to 
see if he can obtain an invitation, but if not we can engineer an excuse to to. 

I
• 	 Enc<,urage a meeting of the investment working group (led by State and 'USTR), 

whic:h is the only one of the three working groups which hal;: not met sincd the last 
JEC" 

The Agenda 

T.he Chinese have expressed a preference for a purely non-confrontational JEe - pne that 
would likely WW<::e few concrete result!!. We have always looked' for mo.re from these 
sessions:a;;d I believe that as we engage the ChinC'.Se in the prOcess of planning tfie meeting 
and shaping. an agenda, we can get China. to include concrete results as part of thJ outcome. 
However, (he poOr record of follow-through on the last JEC suggests we should rtot 5el $ ..... l ar -h 
extremely I,llnbitio,!-ls and ensure that we have a well-defined implementation pmcdss. --1 ~ . , ,I \.~.\i u,t. 

The"me must have some "deliverable" outcomes to be viewed as a success. Some of the .l."f"~,J. 
suggestions put forth by staff so far include: 1) steps the Chinese are prepared to' announce 

< 

~ 
'onfinanclaJ services Iibera.lization and" foreign exchange reform (i.e.) allowing th~m to take 
credit for what they've already done); 2) a Customs Mutual Assistance Agreemen,l which is 
already being negotiated, could be presented to the JEe; 3) TreasurylFed sponsoJed 
cooperation on Chinese banking reform; 4).furt.het cooperation betWeen the SEC fmd the 
Chinese Securities Regulatory Commission (Chairman Levitt is planning to visit <China in 
March); and 5) some sort of technic.a1 assistance on taX issues. r"" 
We should not shy away from key macroeconomic issues that are of mutual concern. These 
would include: 1) the lack of timeliness and accuracy in Chinese economic data;/2) trade 
imbalances; 3) the health of the Chinese financill system and the link between reform of the 
banking sector and state enterprises; 4) access for foreign financial institutions, ahd domestic 
capital market development. ' Other topics will lfuly emerge in the interagency J,rocess, an 
in meetings with the Chinese. 

INAfI'Schneidcr 
12118/95 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D. C. 

UNDER SECRETARY 
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FROM: 	 l~under Secretary Shafer 
l. v ./ 	 .l, Principals Plus One Meeting on chinaSUBJECT: 


DATE , TI!fE: January 26, 1996; 3:30 p.m. 


situation RoomLOCATION: 

PARTICIPANTS: 	 Secretary Rubin 

Deputy Secretary Summers 


BRIEFING: 	 overview .. and Key points 
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OVERVIEW 

PRINCIPALS PLOS ONE MEETING ON CHINA 


January 26, 1996 


PORPO~E: N~C has laid .out s.everal .issu7s in U. s. -China. r1elations 
for dlScusslon (see below). As we see lt, the overarchlng. . 
objective is to reach agreement between agencies to.: 1) lend 
freelancing and work together as an Administration; and 2) choose 
actions that realistically can produce results. In this context, 
the JEC is a good opportunity to ·engage .china on economic issues. 

Key Points on NSC Issues 

• 	 Taiw'an -.;,.. No change in status. quo with Taiwan: no escalation 
in relations, or cutting back~. Activities like the 1 
Treasury.;..led Subcabinet Economic Dialogue should cOltinue. 

• 	 WTO -- We should be resolute, but reasonable, with China. 
We·canbe flexible, but accession must be on commerdially 
viable terms to generate necessary political suppor~. 

MFN Human rights and MFN should remain de-linked.• 

• 	 IPR Threaten sanctions op1y. if we are prepared t'i 
implement them and if they are commensurate with the 
infrabtions. I 

• 	 HumsLn Rights -- Indiscriminate bashing! isolates China and 
does not serve our 10ng~term, objectives. I 

• 	 Nuolear Nonproliferation and Military cooperation -1 state 
and DOD have the lead; and appear focused on actions with 
1ikE~lihood of success. .1 

• 	 Gor.-Li Peng Dialogue -- Proposed by the Vice Presldent's 
office, China would see it as a big plum this year. They 
havEm't earned iti' we wouldn't get much for it. 

You may "ant to seek support for reinvi9'orating the. JEC 

• 	 Trea.sury-led Joint Economic Committee (JEC) is low-€ost (in 
political capital) option' for engaging China on ecoi1omic 
issues. Does not rai~e expectations. 

• 	 Agenda could include IIdeliverables" like a customs 
agn~ement~ Substantive issues could include: 1) the state 
of the Chinese economy; 2) trade imbalances; 3) der~gulation 
and development of markets, including financial markets; 
and 4) quality and timeliness of Chinese economic dJita. 

. 1 d· 	 •... . I
• 	 Treasury has the ea, but wants substantlve lnvolvement 

fro:m state, USTR, Commerce, FRB, and possibly the CEA and 
NEC (if China brings in the State Planning commissibn) . 

• 	 Flexible on 'how to develop the JEC (i.e., build up Lith 
" ' , I 	 ' 1 •

subcommlttees or use more rapld approach) but want to begln 
with visit 6:om senior"';level Treasury official next month. 



U.S.-CHINA 

JOINT ECONOMIC COMMITTEE 


The U.S.-China Joint Economic Committee (JI;.C) was established in 1980 by Pre~ident 
Carter and Vice-Premier Deng Xiaoping. The JEC serves as a forum for: (1) addressing 
major economic issues of importance to the two finance ministries; and (2) discuss'jng the 
structure and performance of the U.S. and Chinese economies. The latter task, cabed out 
by working groups chaired at the Assistant and Deputy Assistant Secretary level, ~as 
constituted the bulk of the effort and time of the annual meetings. The three working groups 
are: 


1) Foreign Exchange Reform - Chaired by Treasury 


2) Monetary and. Banking Issues - Chaired· by Treasury 


3) Investment and Economic Cooperation - Chaired by StatelUSTR 


The last session of the JEC was held in Beijing in January 1994, co-chaired by Secretary 
Bentsen and Finance Minister Liu. This was the first session to be held in seven years -- the 
normal schedule of annual meetings being suspended in the wake of Tienanmen. rhe 
meeting was generally regarded as a success, although China has yet to fully implement 
pledges it made to Secretary Bentsen on financial services -- particularly allowing /foreign 
banks to engage in local currency business. The next JEC session would be held in 
Washington, chaired by Secretary Rubin and a Chinese counterpart. A session cduld be held 
this summer" although political sensitivities dictate that planning for the· next JEC ltake into 
account similar plans for the next session of the U.S.-Taiwan Subcabinet Economic Dialogue 
-- scheduled to take place in Taipei sometime this summer. 

INA'/TSchneider 
1125196 
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-SE-002573 
DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

April 15, 1996 
UNDER SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: ~1fnder Secretary Shafer . 

SUBJECT: \\~ 1y Visit to Beijing and Strategy for U.S.-China Joint Economic 
Committee 

I will be travelling to Beijing May 1-3 after the annual ADB meetings in Manila to meet with 
senior e<:onomic officials and discuss timing and an agenda for a session of the UJS.-China 
Joint Economic Committee. I wanted to offer some thoughts on objectives forthJ trip and 
the JEC. 

Context - A Rough Year Ahead . 
. , 

There seems little doubt that this will continue to be a very tough year for U.S.-China 
relations. We have significant quarrels 'with the Chinese in almost every .area, an~ particular 
concerns in human rights, nonproliferation, and bilateral economic/trade issues. Stanley 
Roth may well be correct in his assertion that all we can hope for this year is to ~eep the 
relationship from completely collapsing. Taken in this context the JEC has the ~tential to 
be one of the few positive developments we are likely to have in 1996 (although Juccessful 
MFN renewal will be .vital to creating the basis for rebuilding relations). 

Managil. the Home Team 

Ensuring that the JEC does in fact become a }X)sitive and constructive bilateral exchange will 
entail considerable work on our part. As the lead agency we will have to manag~ 
participa.tion by other agencies and accommodate their respective agendas. USTR is likely to 
be the most difficult case in this regard. Close coordination at senior levels will be . 
necessary to ensure that the mc does not collide with USTR's negotiating agend~, or that 
USTR not attempt to fashion the JEC into a bargaining session. Similar concernsl apply to 
State, NSC/NEC, Commerce, and CEA, although these agencies are far more likely to work 
with us :in shaping a positive outcome. ~ 

Objectives for My Trip to Beijing 

My schedule for ~ijing is still tentative, but I have asked for meetings with Vice; Premier 
Zhu Rh~)Dgji, Vice Finance Minister Liu, PBOC Deputy Governor Chen Yuan, officials from 
the State: Planning Commission and .securities Regulatory Commission, and the ~ijing 
AmCharn. My objectives forthis trip are fairly straightforward: 1) meet with MOF, 
advance a tentative agenda, a,rld discuss what topics the Chinese would like to distuss; 2) 
discuss timing for the JEC (the fall might be best); and 3) discuss recent macroedmomic and 
financial developments with counterparts at Chinese agencies. This is the first st¢p in a 
process that will last over several months, and I hope to establish a number of goOd working 
relationships. 
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Our Objiectives for the JEC 

We must be realistic in setting our goals for the lEC. Our decision earlier this year to alter 
Treasury's approach to China -- from a quid pro quo strategy to one of engageme?t and 
dialogue ,.- implies a tacit acceptance of a non-confrontational approach for the lEC. We 
must avoid the mindset that the JEC will allow us to resolve the key issues that di~de us, or 
that we v.rill be able to secure concrete commitments for future action. This beingIthe case, 
concrete results from this year's session will likely be limited to cooperation on enforcement 
issues (the Secret Service is now providing assistance to Chinese authorities on I. 
counterfeiting), and perhaps some form of technical assistance on tax, banking, ana securities 
issues. Such deliverables can be worked out beforehand, and I will raise these m~tters with 
the Chinese during my visit. A cautionary note is warranted here, however. U.sJ 
institutions, including the Fed and the SEC, have been disappointed in the past by IChina's 
failure to respond to offers of U.S. technical assistance. For their part, the Chinese have 
been disa]ppointed by what they perceive to be the U.S.' failure to live up to itscdmmitment 
to support China's WTO accession. 

The real objective in this exercise is to bring the Chinese to the table for a serious discussion 
of economic issues and, if possible, achieve a convergence of views on areas of mutual 
interest. Achieving this objective in a year otherwise fraught with bilateral tensionl will be a 
significant accomplishment. Key among our goals should be to sell the Chinese ort the 
merits of greater transparency in economic planning and policy development. Chi~a is in the 
midst of ~l self-proclaimed transition to a "socialist-market economy. It While this indicates 
that markiet forces will play an increasing role in the Chinese economy, we do not Ihave a 
clear picture of how this is to take place, what the scope of transition will be, nor any notion 
of a timeframe. This lack of transparency limits our ability to work with the Chinbse, to 
measure their progress, or to shape our demands for liberalization and market a~s. While 
it is likely that the Chinese do not have a clear picture of the transition themselves) they may 
respond positively to our interest in this regard. Establishment of even a loose fralnework 
would provide a hook for continued dialogue. 

On a more concrete level, we should also pursue two other objectives that have eluded us in 
the past y,ear. First, Treasury and other agencies should clarify and reaffirm the b~ic tenets 
of our bil:ateral economic relationship. Clarity and consistency on economic issuesl is 
something that the Chinese understand and appreciate. Recent political developments have 
sometimes clouded the picture, and rhetoric on both sides has cast some fundamenthl 
principles into doubt. Some examples would include: 

• 	 Economic Transition: The United States supports China's transition to a socialist 
I 

market economy insofar as we see this transition in China's (and the regionis) best. 
interest. We are willing to provide technical assistance to support this process. 

. . 	 I 
• 	 WTO Accession: The United States supports China's accession to the :wr<D, but 

only on commercially viable terms. It is in our interest to bring China into Ithe WTO, 
bUlt not if China is seeking exceptions to basic. WTO rules. The Chinese also have a 
me:ssage for us in this regard -- about what they have accomplished to date, and how 
far they are willing to go. 
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• 	 Biilateral Agreements: The United States expects faithful implementation of bilateral 
, 	 trade and market access agreements. Threatening to impose sanctions wherl 


implementation is incomplete is not 'China-bashing, but is done out of econbmic 

interest. The Chinese will want to tell their s,ide of the story on this issue. I 


The secor1td objective should be to reach a convergence of views on economic and financial 
issues of mutual concern. Care must be taken not to let this part of the JEC degerlerate into 
an exchange of statements. Beginning with my trip to Beijing, we must highlight those 
issues we see as'key, gauge our two relative positions, and work to come to an understanding 
of how these issues should or are likely to develop in coming years. Issues we cobld discuss 
in this regard include; 

• 	 M:llcroeconomic Outlook: China has achieved a temporary soft landing, but there is 
selious question as to whether this is sustainable in the medium to long-terril. 
InJ1ationary pressures may resurface with the removal of administrative controls, and 
thc~ fiscal position remains complicated by transfers to state owned enterprisb (SOEs). 

• 	 S~lte Enterprise/Banking ReConn: ,SOE reform may prove the linchpin t~ sustained 
growth in China. Progress in reforming the vast, number of inefficient SOEs has been 
minimal, and a clear policy direction has not emerged. Banking reform carinot move 
fOlward until a decision is made on SOE reform. 

• 	 Banking Supervision: Chinese banks have been unable to establish branches in the 
I 

U.S. because China does not have consolidated banking supervision. 'Banking 
supervision development is thus key to Chinese banks' access to the U.S. trlarket. 

, Because the Chinese have employed some reciprocity in this area (Le .• refu~ing to 
mc)ve forward on branch applications for U.S. banks in China), forward pr6gress in 
this area could eventually benefit U.S. banks seeking to establish in China., ' 

• 	 In'ititutional Development: Institutional responsibility for setting economic policy in 
Cb.ina is ill-defined in a number of areas. The People's Bank of China, fOlili example, , 
is just beginning to establish itself as a "central bank" in the Western sense, and the 
Ministry of Finance has little or no role to play in fiscal policy. We could explore 
Cbinese view~ and plans in this regard. 

• 	 Capital Markets: China is slowly making progre~s in developing its capit¥ markets. 
HCIW far China is willing to go, and how closely it is willing to integrate with global 
capital markets is an unanswered question, however. Closely linked to this is the 
issue of liberalization if insurance and funds management activities. 

These are our concerns as we look at China's economy. But, if we are to stimulate China's 
interest in a sustained dialogue, we need to identify issues on which China would J.elcome 
consultation. Therefore, I will also investigate topics of interest to the Chinese. 
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I) DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

ASSISTANT ,SECRETARY 

March 25, 1997 
MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

;' 

FROM: 	 David Lipton Il<-. , 
Assistant Secretary for International Affairs 

SUBJECT~ 	 Note on Cbina for the NEC 

ACTION FORCING EVENT: 

Attached is the revised version of the note on China tbat you discussed with Tim Geithner and 
me. The note discusses some of the macroeconomic facto~s underlying our bilateral trade 
defidt with China and suggests that focU$ing too much attention on this imbaJance m~y not be 
productive., 

RECOMMENDATION: 

That tbe attached note be sent to the NEC. 

Agree_ Disagree_ Let's 0 iscuss 

BACKGROUND: 

At the last NEC principals meeting on China, tbe NEC requested tbat Treasury prepare a note 
discussing its' views on the macroeconomic context of our bilateral trade imblance. 

ATTACHMENTS: 


Note on the macroeconomic factors underlying our bilateral trade deficit with China. 




._

A Macroeconomic Perspective on Sino-U.S. Trade 

The growth of our bilateral trade deficit with China over the last five years has had an important 
impact in'shaping public and Congressional perceptions of our overall economic relation~hip. This 
will be particularly important in the coming year, as we grapple with China's accession tb the WTO 
and renewal of Most Favored Nation (MFN) status. This note reviews some of the fact6rs .. 
underlying our bilateral trade imbalance with China and suggests that focusing unduly oJ this 
imbalance may not be the most productive strategy. While aggressive trade liberalizatiori by the 
Chinese is undoubtedly in our national interest, the bilateral trade deficit with China is li~ely to 
persist for the foreseeable future given the continuing importance of macroeconomic factors. 

China's global current account position'(a small surplus in 1996).is determined by macrolcOhOmlC 
balances, which in turn retlectthe aggregate levels of savings and investment in the Chjn~se 
economy. Exchange rate and trade policies will influence these macroeconomic balanceJ through 
their impact on the relative prices of imports and domestically-produced goods. Trade pblicies also 
place constraints on the trade,-balance through their impact on consumption. 

Within Chil1a's overall trade balance, their bilateral balance with the United States is affected by a 
number of micro economic factors: [1] China's trade barriers, price and tax policies, andi 
procuremerlt practices that limit penetration of imports; [2] our own export finance and control . 
policies, as well as the relative openness of our import(tegime~ and [3] large discrepanci~s in trade 
data, created in part by differing treatment of transhipment of goods through Hong Kong. 

The.~e mictoeconomic factors point to the need to continue to press China (In trade I 
liberalization on both a bilateral and multilateral blLd.~ We should not, hllwever, be under the 

I 

illusion th£rt our bilateral trade deficit with China will necessarily decline substantially in the 
wake ofsuccessful ~i1ateral trade negotiations or WTO accession. In addition to the I 
microeconomic foundations of our bilateral trade deficit, there are also a number of macroeconomic 
factors that may well persist even after significant Chinese trade liberalization. I 
• 	 ill macroeconomic fundamentals. Strong economic growth and low rates of savings 

relative to investment imply that the US. will continue to run a sizable current adcount 
deficit for the foreseeable future. A bilateral trade deficit with China is likely to ~e an 

I 

important component of our global deficit given China's comparative advantage in 
producing unskilled labor-intensive consumer goods ~ch as clothing and toys. 

• 	 .s.biJiing patterns ofproductjoo and trade in Asia During the late 1980s, the U.S. ran large 
trade deficits with the newly-industrialized countries (NICs) of Asia (Hong Kon~, Korea, 
Singapore and Taiwan). As real wages have risen in these countries, however, ptoduction 
of unskilled labor..,intensive goods has increasingly shifted toward countries with bheaper 
labor, such as China and Indonesia. In addition, rising standards ofliving in the $ICs 
enable them to increase their purchases of the more sophisticated and skill-intensive 
products which the U. S. produces. The net result has been a sharp decline in thel size of our 
bilateral deficits with the NICs that coincides with the rise in our deficit with China. 

In 1987, the U.S. bilateral trade deficit with the NICs was $34.1 billion, Ihile our 
deficit with China was only $2.7 billion. Last year, the trade d'eficit with the NlCs 

http:1996).is
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was $7.1 billion, while our deficit with China rose to $39.5 billion. The combined 
deficit for China and the NICs has actually shrunk as a share ofGDP, frdm 0.79% of 
GDP in 1987 to 0.62% ofGDP in 1996. . 

• 	 China's exchange rate regime. The Chinese have maintained a de faciO exchange rate link 
to the dollar since unifying the exchange rate in 1994. Given China's global current account 
position, rapid reserve accumulation, and maintenance of an anti-inflationary I 
macroeconomic policy stance,. a strong case can be made for greater exchange rate 
fle:li:ibility on the part of the Chinese. 

Most rapidly growing economies in Asia run substantial current account deficits 
(investment exceeds existing, albeit high; levels of national savings). In fontrast, 
China is estimated to have run a small current account surplus of approx:imately $.1 
billion in 1996. This occurred despite net private capital inflows of aboJt $40 billion 
last year. China responded to these inflows by increasing its foreign cur~ency

I 
reserves on an almost one-for-one basis. Reserves increased by over $30 billion 
during 1996 and now total more than $100 billion. 

Allowing for greater exchange rate flexibility, which would most likely translate into 
I 

appreciation of the renminbi, would be a more economically rational policy for 
China than continued reserve accumulation. It does not make sense forlChina to be 
diverting foreign capital flows away from badly needed domestic investment in 
infrastructure and capital goods toward purchases of U.S. Treasuries arid the 
securities of other reserve currency countries. This is particularly true given the fact 
that China is also actively borrowing in international markets, often at irtterest rates 
above the retums it earns on its reserves. I 
Increased flexibility of Chinese exchange rate policy would not only be beneficial for 
China, but would also be in the interest of the United States and other ibdustrial 
countries. By reducing the relative price of capital goods, more rapid rbal 
appreciation of the yuan would tend to boost imports from countries subh as the 
U.S. and other industrialized countries which have a comparative advarltage in 
producing those products. . I 

These macroeconomic factors suggest that focusing too much attention on the bilateral trade deficit 
may well prove to be a hindrance to the development of our overall economic relation~hip with 
China. A focus on macroeconomic balances and policies could nonetheless have a si~ficant 
bearing on the U.S.-China trade and investment relationship and reinforce our liberaliz~tion 
message. Put simply, the Chinese authorities can be told that the magnitude of current reserve 
levels should reduce balance of payment problems that are sometimes associated with further trade 
libenilization. It-'is therefore important that our continued pressure on China foraggrJssive trade 
liberalization not be viewed in isolation from the macroeconomic context of our relati6nship and 
that this context be used to reinforce such pressure. While WTO accession anti othef trade 
liberalization mea.'lUres are critical to bringing China into a global trading system based on the 

. rule oflaw, it i.1I unClear that progress on the microeconomic front will eliminate a bilateral 
trade deficit which i... at least partially macroeconomic in origin. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 

July 17, 1997 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 
ASSISTANT SECRETARY LIPTON 
SENIOR DEPUTY ASSISTANT SECRETARY GEITHNER 

FROM: Daniel M. ZelikO~~ . 
Deputy Assistant '",:.1)' for Asia, Africa, and the Americas, 

SUBJECT: The U.S. Trade Deficit vvithChina 

Attached is a note on the factors underlytng the rise in the U.S. trade deficit with China. We 
. would appreciate your comments on this draft and look forward to meeting with you to discuss it. 
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THE US TRADE DEFICIT WITH CHINA 


SUMMARY 

THE SITUATION: China is an important market for our exporters. Our share of the 
Chinese market is in line with our share of the gbbal markets. Yet our bilateral defibit with 
China has grown rapidly in recent years. 

FACTOIlS CONTRIBUTING TO lHE GROWfH OF OUR TRADE IMBALANCE: Part of the 
growth in our t~ade imbalance with Chinese reflects cyclical developments in both I 
economies. China's emergence as one of the most competitive producers oflow~cost labor 

, 	 I 

intensive goods has also contributed to the growth ofour trade deficit with China. rvhile 
these two classes ofcontributing factors can be viewed as- "natural" outcomes of market 
econom.ics, there is also evidence of significant import demand suppression in Chinal 

FACTORS CONTRIBUTING TO THE SUPPRESSION OF IMPORT DEMAND: A varietJ of . 	 , 
factors can be identified as major contributors to China's relatively low, income~ ine,lastic, 
import demand. The three key classes of factors are trade barriers, structural impediments 
and macroeconomic policy. Key among the trade barriers are the non-tariff barriersl., Key 
among the structural impediments are the nation's underdeveloped financial structufe, the 
lack of reform of the state~owned enterprise (SOEs) sector, and the system of credi~ 
allocation that is related to both. Within the area of macroeconomic policy, de fact6 
Keynesian tax policy, a lack of indirect monetary policy management tools (which iJ . 
obviously also a structural issue), exchange rate policy and the related reserve accuinulation 
policy appear to the keys. . 

• 	 The direct impact of exchange rate policy on trade performance is clouded oy other 
rigidities and distortions in the Chinese economy. 

PROSPECTS FOR REDUCTION IN OUR BILATERAL DEFICIT: Rapid reduction in Olllr 
bilatertll trade deficit with China should not be expected; regardless of whether Chiha adopts 
what we might consider a more appropriate macroeconomic policy mix or of how Juccessful 
we are in promoting Chinese trade liberalization. 

• 	 Given the absolute size of our trade deficit with China, our exports to China would 
have to grow more tnan four times faster than our imports from China just to prevent 
further expansion in our bilateral deficit. 

I I I 
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DIE SITUATION: China is an important market for our exporters. Our share of the Chinese 
market is in line with our share of the global marke1s. Yet our bilateral deficit with Chirla has 

. grown rapidly in recent years. . 

China is one of the fastest growing markets for U.S. exlJOrts. 

U.S. Export Growth 
• 	 U.S. exports to China have grewn at an 

91 	 92 ' 93 94 95 96 average annual rate of nearly 17% over 
the past six years, com:pared tp U.S. 

Global 7.3 6.1 4.0 10.1 13.7 6.5 
export growth of 12% to the rest of 

Emer.Asiia 11.3 9.5 . 10.9 11.8 25.9 3.2 . emerging Asia and 8% to the ~est of the 
world.

Chinll 30.S IS.S 17.4 5.9 26.6 1.9 

• 	 Exports of capital goods, including industrial equipment, which make up nearly half of 
U.S. sales to China, doubled over the past five years. Industrial supplies, mostly 
chemicals, another 35% of U.S. exports to China, also doubled. Food exports, wheat 
and com, in particular, roughly tripled. 

• 	 As a result of these gains, China has become a major customer for keyU.S. prOducts: In 
1996, China purchased 30% of all U.S. fert:.1izer exports, 26% of U.S. cotton t~xtile 
fiber exports, and 18% of U.S. steam boiler exports. China also purchased $1.V billion 
of civilian aircraft and $640 million of telecommunications equipment. 

• 	 However. apart from the food and fertilizer exports, it appears that the bulk of U.S. 

exports to China go to firms operating in tht: free-trade enterprise zones. These 
firms 
produce for the export market. 

• 	 Growth in U.S. exports to China fell sharply last year as overall Chinese import demand 

growth slowed (see below). ' 


The U. S. share of the Chinese import market does not support the view that U.S. exporters 
are not competitive in the Chinese market 

• 	 In general, using data reportedbyimporting (:conomies (left table below), U,S. exporters do 
not appear to be disadvantaged in theChines<! market relative to other markets, pakicularly 
the lower income markets (India!, In~~nesia and even Thailand) .1 

• 	 The U,S. share of China's imports exceeds U S. average share of imports in rest of world 

(excluding Canada and Mexico). 


• 	 Whil,e the size of the shares differ, the story is similar using data reported by the' exporting 

economies (right table below).' 


12 J 
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U.S. Share of Import Markell 
As reported by importing economies 

19&5 1990 1995 

World 12.0 11.5 12.5 

Adj.-World 9.4 8.7 9.7 

China 12.2 12.2 12.2 
. Hong, Kong 9.5 ~ I 7.7 

lndia 10.& 11.0 9.5 

Indonesia 16.7 11.5 9.5 
Korea, S 21.1 243 22.5 

Malaysia 15.1 16.9 \6.1 

Philii)pine~ 25.1 195 H~.4 

Singapore 15.2 16.1 15.1 

Taiwan 236 23.0 20.1 

Thailand 11.4 IO.X 11.5 

Nole: Adjustc::d world excludes Canada· 
and Mexico. 

Source: 1MF: Direction of Trade. 

. US Share of Import Markee I 
As reported hy exporting economies 

. . I 
1990 1995 

Chin3 9.7 Kol 
I long Konf: 8.4 R4 

China Plus Hong Kong 8.9 lUI 
China IHK Single Markel 14.0 

(Excl. exports to each other) 1171 

Emerging "sill 14.0 12~ 
Im.lollcs13 10.7 9.5 

1Indi3' 10.9 9.1
I'hilippim..-s 1&.7 17i 
"Illailand '1.9 i).X 

Source: IMF. Direction of Trade 

• 	 Using exporting economies' data, we can alst) adjust for the growing interdependence of the 
Chinese and Hong Kong economies. 

o 	 The "hollowing-out" of the Hong Kong economy (shift of industrial activity across the 
border to China) and port role that Hong Kong plays. keeps the trade betw~en Hong 
Kong and China huge. Nearly 60% of Hong Kong's imports are from Chi~a. Nearly 
7% of China's imports are from Hong Kong (the smaller number reflecting China's. 
i~proved efforts to attribute imports to their source economies). 

• 	 Treating Hong Kong and China as a single market (i.e., exclude their exports to each other 
from their total combined imports), the U.S. market share of the combined markbt is as 
large as it is for the emerging Asia economie:; and larger than for the other low iAcome 
dyn;amic Asian economies. 

Despite growth in exports to China and whnt appellrs to be a healthy share or the Chinese. 
import tllarket, our bilateral deficit with China has ballooned. 

• 	 SinGe 1990, our trade deficit with China has '1uadrupled. rising from $10 billion to $40 
billion. 
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FACTORS CONTRIBUTING TO THE GROWTH OF OUR TRADE IMBALANCE: ,Part of the growth 
. , 	 I 

in our tradc~ imbalance with Chinese reflects cyclical developments in both economies. China's 
emergence as one of the most competitive producers oflow,,:cost labor intensive goods ~as also 
contributed to the growth ofour trade deficit with China. While these two classes of 
contributing factors can be viewed as "natural" outcomes of market economics, there is also 
evidence oir significant import demand suppression in China. ' 

U.S. Macroeconomic Factors At Play. 

Since 1991. our global trade and current account deficits have ballooned in absolute terms. 
Relative to the size ofour domeStic economy (GDI), our trade and current account defihits have 
not grown significantly since 1994. 

U.S. Trade Perfonnance 
In Billion of US$ 

90 91 .')2 93 .94 95 96 

Trade Balance -102 -67 -85 -116 -J 51 -159 '·168 
(as % ODP) ·1.7 ' -!.I -1.4 -1.8 ·2.2 ·2.2 ·22 

With China ($b) ·10 -13 -18 ·23 ·30 -34 -40 
(% oflollll) 9JI 19.4 21.2 19.8 19.5 213 23.5 

Currenl Acel -94 -9 -61 ·100 ·148 ·148 -165 
(as % OD1') -1.6 ,{),2 . ·1.0 -1.5 -2.1 -2.0 -2.2 

Silurcc: U,S. Census dalll 

0 This reflects US economic 
fundamentals -- our pJrsistent 
savings linvestment ga!p and the 

I 

fact we have been on ~he strong 
end ofour business cyble while 

. many of our key tradirlg , 
partners have been on the weak 
end of theirs. 

0 Over this same period; our trade 
' deficit with China baUboned in . 
. absolute terms. 

o However. over the five years between 1991 and 1995, China's share of our trade 
deficit fluctuated in a very narrow range: between 19% and 21 %. 

o 	 Last year. China's share of our trade deficit jumped to 23.5% as China's total import 
demand growth fell to 4. J%. 

Chinese Macroeconomic Factors Affect Chines(: Import Demand Growth. 

China's Savings and Investment 

As % orGDP 


92 93 94 95 96 

Investment 36.2 43.3 39.9 40.5 41.0 

Savings 37.7 40.6 40.5 40.7 41.5 

Gop 1.5 ·2.7 0.6 0.2 0.5 

141 


0 China's savings and injYestment 
balance has tended to be in 

. I 
surpIus m recent years. . 

0 The notable ~xcePtionl was 
1943, the peak of the last 

j 

macroeconomic upswing and 
Ithe year the overall trade 

balance fell to a deficit of $10 7 
billion. , 
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China's economic performance over the decades since the economic reform began has been highly 

China's Trade Performance 
In billions of U.S. dollars 

90 91 92 9J 94 

Export Growth, % 19.2 14.1 18.1 S.H 35.5 
Import Gr,owth, % -13.3 IS.5 2S.3 3~.(1 10.4 

Trade Balwlcc 9.2 R7 5.2 -10.7 7.3 
(% ofG[lP) 2.6 2.3 1.2 -2.5 1.3 

Current Acd. Bal 12.0 13.3 6.4 -11.9 7.7 
(% ofGDP) 3.4 ).5 1.5 - 2.7 1.4 

95 

2l.. R 
15.5 

IKI 
~.6 

1.6 
1}2 

'J6 

0.) 
4.1 

13.9 
1.7 

7.2 
0.9 

cyclical. The cycles have had a profound impact (In import demand and export perforinance. . 

0 Cyclical upswings have 
been characterized by a 
sharply a deteriobting 
external positionl as 
domestic demand has 
tended to increa~e relatively 
rapidly. 

0 	 At the height of the last 
upswing, import growth 
peaked at 34%. 

o 	 Whil,~ the current slowdown has been hailed ;1S the nation's first "soft-landing", tHe impact 
on import demand has not been moderate. 

China Ha:i Become One or the Most Competitive Producers of Low-Cost, Labor-~ntensive 
Goods. This Has Contributed to the Erosion orOur Bilateral Trade Balance with China. 

China's emergence as one .ofthe most cost-effective producers of such goods has cOiJided with 
a gradual move of the more advanced Asian economies out of the production and expor of such 
goods as their costs of production (especially labor costs) rose. This phenomenon is often 
referred to as the "nying geese" pattern of development in Asia. 

• 	 China's emergence as a highly competitive producer of low cost goods has had a profound 
impact on our bilat~ral trade balances .. 

• 	 70% of U.S. imports from China are low vallie-added goods such as toys, sporting goods, 
plastic tableware, apparel, footwear and low-end consumer electronics. 

• 	 The increase in China's share of the U.S. market since 1989 for these low value-a<1ded 
I 

goods has been largely offset by declines in the market shares of Japan and the NIlES. 

Footwear: 	 China's share ofV.S. imports rose to 50% last year from 9% in 1989, while 
Japan's and the NIEs' combined share fell to 5% from 51 %. 

Toys & Sporting Goods: 	 China's share lOse to 54% from 22%, while Japan's and the 
NIEs' share declined to 23% from 58%. 

Plastic Tableware: 	 China's share jumped to 44% from II %, while Japan's and the 
NIEs' fell to 25% frmn 61 %. 

15 : 
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• As a reflection, in part, of the flying geese ph·:momenon, between 1993 and 1996, as our 
deficit with China grew' by $17 billion, our deficit with the Japan and the NIEs fell by $] 6 

I 

billion in nominal terms, and by even more as a share of GOP or of our total deficit. 

U.S. Bilateral Trac1e Balances 

Billions of U.S. Dollars 


Japan -59 -G6 -59 

NIEs -12 -12 - & 

Japan& N]E .71 -78 -67 


Chinn ·30 -34 


93 94 95 


Source: U.S. Censlis Dala 


9G 


-48 

- 7 

-55 


. -40 


[I 
 The U.S. deficit with the NIESLd Japan 
fell as China's exports of low v~lued
added goods to the United Stat~s 
displaced the exports of Japan ~nd the 

NJEs. I 

[I A rise in the incomes of the NIEs (and an 
casing of their trade barriers) a!~o 
contributed to the reduction in ~ilateral 
surpluses of the NIEs with us, ~y 
increasing their demand for hig~ quality, 
high value-added U.S. goods. 

Suppressed Import Demand. 

Chinese import demand is low relative to GOP compared to ot her outward-oriented Asian 
emerging economies. There is also evidence that import suppression is more severe fot 
domestic-fhnded enterprises as compared to foreign funded enterprises. The latter are Jermitted 
to operate primarily in the export sector. 

CblAa 

ImporU u • Sh.... oCODP 
.-. --.-. --------------- 

40 -+-------. --". "- .-.._----------. - .. 

45 -,-- 

~S ------.-. 

30 - .---.-_.- -, :: 
--~~-...--~-==-~~
IS ---.~.:;.-" ... ---~ 
10 t~:----' --- --~-o;.,.,;,;.:-~ 
5---'---1---1 - .. 1 ----,---.-,.-------)... 1 

8) 85 87 89 91 93 95 96 

foreign·funded ODI~'1>rire.--- nOIl·foreigll funded 

I 

o Even at the height of the last 
1 . 

expansionary cycle in 1993, 
China's imports as a share of 

I
GOP barely reached tHe] 983 
levels of other Asian etonomies 
(see below). 

o This, and similar ratios on 
I 

exports. suggest that the direct 
effects of China's exte~nal 

I 

opening have so far failed to 
permeate the whole ecbnomy. 

o In addition, the drop Jimport
1 

penetration during periods of 
consolidation (such asI94-96) 
has been particularly sharp. 

o Low import penetration ratios in the domestic sector appear to reflect still Significlnt trade 
barri{:rs and the selective nature ofdemand management techniques (see below). 
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o Import penetration in other key 
emerging Asian econorrlies had 
already reached 20%, or 

1 
above. 

by 1983. 

o 	 A modest decline was recorded in 
these market-oriented etonomies 
during their cyclical do*ntums in 
the mid-1980s. 

o An easing of FDI restrictions and 
the establishment of exJort 
processing zones after 1 985, 

1triggered a surge in import 
penetration in the .Philip~ines and 
Thailand. 

o 	 The phenomenon was less pronounced for Korea. which already had a high penetration 
level, and Indonesia, whose regime has remained morerestrictive than the others. I 

o 	 In contrast to the mid-1980s downturn. only Thailand experienced a significant slide in 
import penetratiol1 during the 1996 slowdown in economic performance. Even inl 
Thaila.nd's case;' the slide in import penetraticn was more modest than in China's case. 

Cyclical Tf'ade Performance by Sector: One of the more interesting features ofChinl,s trade 
performanc,e is the variance in cyclical behavior oLhe foreig~-financed enterprise (FFE) sector 
and the donlestic (non-FFE) sector. 

Export & Import Performance 

By Type of Enterprise 


Percent change 


1994 1995 1996 

Exports 
.Domestic 24.& 25.4 -12.2 
FFEs 3&~K 3K.3 32.2 

Imports 
Domestic; 2.4 9.9 - 7.4 -
FFEs 30.6 20.5 20.0 

Source: 1MI-", RED 19')7 

o 

o 

The 1993 jump in import demand [38% growth] 
rdlected a surge in FDI-related impo'rtk by FFEs 
and strong imports by domestic enterptises 
a:;sociated with booming investment dJmand. 

. . . . I 

Subsequently. imports ofFFEs moderated but, 
. I' 

nl~vertheless. continued to grow on average by 
more than 20%. 

o In contrast. imports by domestic secto~s slowed 
sharply, increasing on average less than 2%. 

o 
I 

Export performance also differed significantly by 
,. . I 

type ot enterprise. FFEs' export growth 
n:mained robust from 1994 through 1196. 
Exports or domestic enterprises first accelerated. 
Then, in 1996, growth turned negativel 

171 
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Trade balJl,nce differs signilicantlyby type of en tcrprise: As a result of differentials in recent 
export and import behavior, the trade surplus ofth·;! non-FFE sector rose to greater tha~ 3.0% of 

I 

GOP on average for 1993-96 from an average surplus of less than 0.25% of GOP for the 1985
92 period. In contrast. the trade deficit of the FFE sector rose in the 1993 -96 period to an 
average ofgreater than 2.0% of GOP. 

FACfORS CONTRIBUTING TO THE SUPPRESSION OF IMPORT DEMAND: A variety offactors 
can be identified as major contributors to China's relatively low, income- inelastic. impdrt 
demand. The three key classes of factors are trade barriers, structural impediments and I . . 
macroeconomic policy. Key among the trade barriers are the non-tariff barriers. Key among the 
structural impediments are the nation's underdeveloped financial structure, the lack of rJform of 
the state-owned enterprise (SOEs) sector, and the system of credit allocation that is rela~ed to 

I 

both. Within the area of macroeconomic policy, d(: facto Keynesian tax policy, a lack of indirect 
monetary policy management tools (which is obviously also a structural issue), exchang~ rate 
policy and the related reserve accumulation policy appear to the keys. 

China's trade regime remains relatively restrictive for all but eXI)Ort.lirms. 

o 	 Like the structural and macroeconomic factors discussed below, non-tariff barriers, such as 
canalization, licensing and quota restrictions, appear to be binding constraints on ttade 

Non-tariff Barriers 

Share of imports affected in percent 


1992 1996 

Canalization 
State trading 
Designated trading 

32.0 18.3 
11.0 
7.3 

Licenses. quotas and controls 
Licenses 
Quotas 
Controls 

32.8 
25.1 

7.7 

18.5 
18.5 
16.3 

Import terldering 7.4 

All non-overlapping measures 51 .4 32.5 

o 	 A quota system restricts! the types 
of goods that can be pUlichased by 
domestic Chinese firms. . 

o Foreign firms operating in China 
must obtain permission to import 
goods; and even with pJrmission 
they can sell to the dombstic 
markets only indirectly, through a 
Chinese trading compan~. 

o . fi . I Ch··Forelgn Irms exporting to lOa 
often face some form ofilicensing 
requirement, such as quality 
certification or "automatic 
registration requirementk". The 

. 	 I 
latter apply to about 400 
products, typically electrlical and. 
machinery products. 

o 	 IMF staff attributed much of the differential in import demand by type of firm to non-tariff 
tradebarriers, from which most foreign-funded enterprises (in the export sector) ar~ exempt. 

o 	 In contrast, given the vast array of non-tariff barriers, taritfbarriers. while still sign1cant on 
paper, do not appear to be a binding constrair,t on import penetration at this point ih time. 

I t{ I 



July 17, 1997 

Tariff Barriers 0 Not only have tariff barriers been 
reduced significantly in recent Iyears, but 

1992 1996 also the percent of actual imports that 

.Tariff rates (%. end ofye:lr): are subject to tariffs has fallen -from 
one-half to one-third. 

Weighted average 39.2 23.4 
Maximum rate 220 122 0 Tlie large percent ofactual imports that 

are exempl from tariffs ref1ect~ the fact 

Exemptions and their revenue impact: 
(% of te,tal imports) 

the vast majority of imports arb brought 
in by firms in the export proce~sing 
zones. mostly foreign-financed 

Concessional imports 50.4 65.0 enterprises 
Tariff revenue 4.4 2.8 

Both the IMF and USTR have identified the removal of China's non-tariff trade barriers as one of 
the keys to expanding global (and U.S.) exports to China. I 

o 	 According to USTR. the easing of the non··taritTbarriers since 1991, contributed to the 
strong growth in U.S. exports to China over the past live years. 

For example, China's elimination of over 1,000 quotas and licensing requirements 
I 

on imports of key high-tech products has contributed to a rise of nearly 200% in . \ 

U.S. exports of telecommunications equipment to China since 1992 .. 

o 	 In its recent Article IV review of the Chinese economy, IMF staff emphasized tHat given 
still high constraints on trade, the key to external adjustment "was to accelerate ~he 
liberalization of the relatively restrictive trade regime. ,. 

Structural Factors Contributing to Import Suppression. ITo be/urlher developedV 

Key among the structural impediments to import demand are the nation's underdeVelopL 
financial structure and the lack of reform of the state-owned enterprise (SOEs) sector. 

Macroeconomic Policy Tools & Their Trade Jmplicntions. 

Economic retrenchment since 1993 -- cooling off of the economy -- has been achieved p,rimarily 
through m()netary policy. And since indirect. tools of monetary policy remain undevelohed, the 
implementation ofmonetary policy has depended heavily on the use ofdirect control ofcredit 
expansIon. 

In recent yj~ars. other tools of macroeconomic management,i.c., fiscal and exchange rate policy, 
have not b(:en consistently employed to compleme:lt the macroeconomic objective of sl6wingthe 
economy. 
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Credit Control: Implementation of monetary policy through,the use of credit expansion targets, 
in combination with close linkages between the major banks and SOEs. appears to hav~ resulted 
in a distortion in the allocation of credit. Rather than being allocated to its most produJtive use. 
credit has been allocated to the loss-making SOEs. A large proportion of this credit ap~ears to 
have been used to fund the social safety net. This has contributed to a situation in which non
SOE domestic enterprises lack sufficient credit for productive investment. The sharp dfoP in 
import demand (and import penetration) in the domestic sector in recent years may well reflect 
these developments. 

Fiscal Policy: One of the key changes in fiscal policy in the 1994-96 period was the extension of 
the V AT e:l(emption for exports to domestic firms, This was followed by a reduction in ~he ' 
exemption rate and delays in the rebates, The initial policy change had a stimulative effect, and 
therefore was not consistent with the overall objedve of dampening demand. The subJequent 
adjustment in the exemption rate and delays in rebate payments appear to have been dir~cted 
toward the more general macroeconomic goal of c:>oling-oITtheeconomy, 

The differential in export performance by type of firm since 1993 can be attributed. in a large part, 
to these changes in tax policy. 

[] The 1994 extension of the VAT zero rating for exports to domestic firms. unification of 
the exchange rate and the elimination of the foreign exchange retention quota (J.,hich 
app lied only to domestic firms). significantly increased the incentives for domes~ic firms to 
export. 

[] The early 1995 announcement that the V AT rebate for exports would be reduced effective 
July I, caused a front-loading ofexports. Growth of exports by domestic firms !surged to 
68% in the first quarter of 1995, and then ~~II sharply. In the final quarter of 1995, 
domestic firms' exports were down 7.S% fi'om the corresponding period of 19t 

[] Th<: slide in domestic exports continued int::> early 1996 following a further reduction in 
the V AT in January and increasing delays ill rebate payments by the govemmeni. Exports 
by domestic firms in the first quarter of 19<;'6 were 26% below the correspondin~ period 
of 1995. An acceleration in rebate payments in the latter halfofthe year contriButed to a 
modest recovery in export performance in late 1996. 

Exchange Rate Policy: The impact of nominal e:<change rate policy on China's trade balance is 
. far from clear. Since the exchange rate system wa~; unified in cady 1994, the Chinese authorities 

have shied away from using the exchange rate as a macroecorlomic policy tool, adoptink instead a 
fixed nominal exchange rate policy. 

• 	 But the nominal fix has not prevented a signi::icant real appreciation of the nation's currency, 

o 	 The early 1994 unification of the exch'a1ge rate at the prevailing swap markL rate 
implied a 50% devaluation of the official rate. 

110 I 
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o However, since a large sha~e of 
foreign exchange transactions were 

. 	 I 

carried out at the swap market rate by 
the end of 1993, the etfectiJe 
depreciation of the currenc~ is 
estimated by the IMP to ha~e been less 
than 10%, 

o By the end of 1996, the real, effective 
exchange rate (based on rel~tive 
consumer prices) had appretiated by 
25% from its early 1994 levbl. 

o 	 The real'and nominal depreciation of the trade-weighted exchange rate in the early 1990s. 
reflected the gradual shift in trade transactions from the official rate to the swap due (which 
was facilitated by the government) and depreciation of the swap rate, 

It not clear whether the real appreciation of the currency would have been greater without the 
nominal fix. Nor is it clear, given the trade and cn:dit constraints, how responsive Chi~ese trade 
performance is to thereat exchange rate. 

What is clear, is thatthe nominal fix has resulted in a rapid accumulation of reserves. 

'Ortle. Kuba.ge Ruerve. 
uss BiIlioM 
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0 This in turn implies an inefficient 
• 	 I 

allocatIon of resources away from 
I 

productive investment to official foreign 
assets, and a related negative teturn on . 
imported capital. 

(1 Furthermore. as a result of the impact on 
domestic liquidity of the reserte 

I 

accumulation. it is likely that tighter 
. d' Iconstramts on cre It were necessary to 

achieve the China's soft-Iandirlg than 
, 	 I

otherwise would have been necessary, 

III J 
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KEY CONCLUSIONS 

Our trade deficit with China reflects the fact that w.~ are in deficit overall and that China is one of 
the most efficient producers of low-cost. low valued-added. labor intensive consumer g6ods. 

OUf deficit with China is likely to I)ersist unless: 

o 	 OUf savings/investment gal) nnrrows significantly (i.e., our trade defici.t declines 
sharply) and/or 

o 	 China loses competitiveness as a low-cost. labor intensive producer (as the NIEs 
have). 

The size ofour trade deficit with China also reflects relatively low Chinese import demand (low 
import to GDP ratio compared to other outward-oriented economies in the region). Chiha's low 
import demand appears to reflect both the absence .Jf a significant savings/investment gdp in 
China (i.e., macroeconomic policy mix -- fiscal. monetary and exchange rate), structural 
impediments and Chinese barriers to trade (tariff and non-tariff). . 

o 	 A change in China's macroeconomic policy mix would result in an increase in 
import demand: 

o 	 Structural adjustment, in particular, filrther movement loward a market-based credit 
I financial system and reform of the state enterprise system, is likely to increa~e the 
income and price elasticity of import demand, and therefore import penetrati6n. 

o 	 A further easing of Chinn's b~)rriers to trade is likely to result in an increat in 
Chinese import demand. I 

Our overall share of Chinese imports is not out of line with our share ofother Asian markets. 

o 	 In general, U.S. exporters are as succes!;ful in the Chinese market as they are 
elsewhere in the world, or even more so. 

China is an important market for U.S. exporters. Yet, despite strong export growth to China, our 
bilateral defncit with China has grown. 

o 	 This reflects, in part, U.S. and Chinese macroeconomic conditions, China's 
competitiveness in the production oflabor intensive goods~ China's trade barriers, and 
a lack of access to our own export promotion programs. . I _. 

a But we're not unique. II's important to bear in mind that other key industrialized 
. t:~conomies, even those with current account surpluses (saving/investments su~pluses), 

run bilateral trade deficits with China. I . 
rNJ\Jl·OuinnlJuly 17, 1997 
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CHINA: EXCHANGE RATE 

Suggested Talking Points: 

.. 	 With Chinese reserves at a very high level and its trade and current accounts in surplus, this 
may be an opportune time to reconsider your exchange rate policy, and in partic~lar to think 
about introducing more flexibility. 

Developments elsewhere in the region· point to the risks of maintaining a ·fixed rate. 

• While it may have produced some benefits in the past, the fixed rate is no longer in China's 
interest. 

It has led to a vast accumulation of reserves. While it is important to ha'1e a healthy 
reserve cushion, excessive reserves represent an inefficient use of assets that could be 
invested more productively in developing the Chinese economy. 

While the fixed rate has provided an appearance dfprice stability, it has actually 
worked against domestic price stability. This is because.the reserves acc~mulation 
adds to the money supply, and because preventing appreciation raises thd price of 
imports. . 

• Greater exchange rate flexibility would also be helpful to our bilateral relations . 

• 

The size and growth of our bilateral trade imbalance has drawn significan,t attention in 
Congress and el sewhere. As long as the exchange rate remains fixed, China remains 
open to the Criticism that it is manipulating the exchange rate for trade pJrposes. 

I understand th~at a prestigious Chinese academy has recently concluded that the burChaSing 
powl~r value of the yuan is 4 to the dollar, far from the 8.3 official rate. 

Background 

The exchange rate was unified and fixed in 1994. Reasons for the fixed rate policy likely include: 

• 	 to build reserves (now the second-largest in the world at $120 billion); 

• 	 to create a perception of stability and relative price predictability~ and 

• 	 to stem further erosion of the competitiveness of the nation's state-owned enterprises, which 
. are vital providers of social services.. . I 

While the nominal rate has remained fixed, the real (inflation·adjusted) rate has appreciated 
significantly. Nevertheless, greater flexibility •• if accompanied by trade liberalization an1d relaxation 
of certain credit controls -- could significantly reduce China's global trade and current a~count 
surpluses. We expect that some of this improvement would be manifested vis-a-vis the U.S. 

Trcasurv/OASiAIINAJA Marcus 	 Aum.lt 8, 1997 -	 °l 
1 
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(I DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

ASSISTANT SECRETARV 

MEMORANDUM FOR mE SECRETARY 

THROUGH:· Deputy Secretary Summers 

FROM: Timothy F. Geithne~J11 
Assistant Secretary ffOte~ational Affairs) 

SUBJECT: China -- State Visit of Jiang Zemifi 

ACTION 1[<,ORCING EVENT: 


President Jiang will be in Washington on Wednesday, October 29. The attached memo to the 
President provides background and talking points on the exchange rate and trade balcince issue, 
and on our desire for cooperation with China as we work to.resolve the Asian financial crisis. r . . 

RECOMlVlENDATION: 


That you sIgn the attached memo to the President. 


Agree __ Disagree ___ Let's Discuss ___ 


BACKGROUNDIANALYSIS: 


We currently expect you to participate in three events: the welcoming ceremony at 10:00, the 
President'~i expanded bilateral with Jiang at 11 :30 a.m. and the state dinner at 8:00 J..m. It now 
appears that you will not have a separate bilateral with Jiang, for scheduling reasonslon the 
Chinese side. Your Council on Foreign Relations speech, on October 27, should also be viewed 
in the context of the Summit. 

. . . 
Without a bilateral meeting, we will have an opportunity to raise only the most impqrtant items 
on our agenda, although a separate conversation with Jiang -- perhaps at the state diAner -~ 
might allow you to raise several additional issues, including financial services, the p~oposed 

. Customs Mutual Assistance Agreement,final resolution of the Xinhua dispute (if nehessary), 
and a possible Treasury-organized seminar on resolving banking crises. We will pr6vide you 
with a separate briefing for your participation. 
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(I DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTYSECRETARYS~ERS 

. FROM: Timothy F. Geithner 
Assistant Secretary (International Affairs) 

SUBJECT: Briefing for Principals' Meeting on China 

DA TElTIl\tIE: Tuesday, April 21; 4:00 

PARTICIPANTS: 

) Secretary Rubin 
. Secretary Albright 

DIS Summers 

Others TBD 


BRIEFING: 


. Overview and Suggested Talking Points 




Principals' Meeting on China 

April 21, 1998 


Overview: The China agenda is rapidly gaining pace, with the 11FN renewal exercise getting 
underway, and detailed planning for the Presidential visit now beginning. The meeting ~ilI cover 
both of the:se issues, as well as upcoming visits from USTR Barshefsky (already en route) and 
Secretary AJbright (planning to leave this weekend). Other issues include possible easing ofU.S. 
post-Tianenmen sanctions and commercial deliverables for the Summit. 

Participants will want to hear about our plans for meetings with the Chinese, and about some ofour 
issues, particularly as they relate to the Summit. In this context, you may want to discusk technical 
assistance, China's role in the Asia crisis and WTO financial services issues. 

I. Treasury/China Meetings 

Our current thinking is that we will hold a scaled-rlown lEC in Washington in late May. In addition, 
you might hold meetings in Beijing (with Premier Zhu, PBOe Governor Dai and Finance minister 
Xiang) on tine first day of the President's trip. while he is in Xian or Guilin. Both ofthes6 will help 
frame the e(~onomic message for the President's trip. D/S Summers has also indicated hils wiUingness 
to visit Chilla in June. although it is not clear that this will be necessary ifwe do the JEC in May. 

Suggested talking points: 

.. We are currently exploring the idea of having the JEC in May, in Washington. We 
will in any case see Finance Minister Xiang at the APEC Finance Ministets' Meeting 

in Canada on May 22-24. . . I 
• In addition, I would plan to have separate discussions with economic leaders (Zhu, 

Dai and Xiang) in Beijing, probably on the first day of the President's tri~, while he is 
in another city. . I 

2, Technic·al Assistance 

We have come under some pressure from other agencies to put together a technical assistance 
package that could be announced on the President's trip. We are exploring this, but ar~ willing to 
proceed only if it will be useful and if we can find funding. We discussed the issue with People's 
Bank officials last week,· and they are now examining their needs. while we explore wha~ is already 
being provided by U.S. agencies and IFIs. 

We will compare notes with the Chinese againearly next month (when Anthony Marcus 
accompanie:s Janet Yellen to China), and decide whether and how to proceed. Funding would have 
to come from the Chinese and/or other agencies, most likely AID. 



2 

Suggested talking points: 

• 	 We are'discussing technical assistance needs and capabilities with the Chinese. Our 
next discussions are planned for May 4 or 5. '. I 

.. 'Ifboth sides agree that expanded technicaL assistance makes sense, 'we w~J1 decide 
how to proceed. Funding will have to come from the Chinese or from other USG 
agencies. 

3. AsiaCriim 

There continues to be speculation about a possible devaluation. The Chinese continue to reiterate,
" 	 , I 

their commitment to maintaining the fixed exchange rate, however (although without reference to a 
time frame), and we believe that they do not see a devaluation as a solution to their sl0ling growth. 

Despite the crisis, China's trade situation remains strong: its surplus in the first quarter 'fas $10,5 
billion, up 57% over the 1997 figure, Exports were up 13% (although only 9% in March), The 
capital account is also holding up well: according to figures from Xinhua, first quarter irlvestment 
flows totaled $8.6 billion, up 9.7%. While a devaluation could boost exports, it would Jiso strike a 
blow to confidence and to the Chinese Government's credibility, likely impacting investfuent, which 
the Chinese have id~ntified as key to boosting growth. It would also increase inflation, bntrol of 
which is on'e ofZhu's major achievements. 

Suggested talking points: 

s 	 We continue to be pleased with China's role in the crisis, in maintaining its exchange 
rate, participating in multilateral processes (Manila framework and WilIa}d Group) 
and offering direct financial assistance. . 

• We do not believe that China's economic situation indicates a need to devalue. 

4. WIO Financial Services 

At his meeting with PBOC Deputy Governor Liu last week, DIS Summers raised the issue of WTO 
financial services talks. Liu indicated that the Chinese were willing to resume discussiohs, and it was 
agreed that a Treasury technical team would go to Beijing, possibly accompanying DIS !Summers (if 
he goes). While WTO accession negotiations have been generally disappointing, progrciss on 
financial services has been particularly elusive. We want to reenergize discussions to erlsure that we 
not be left behind ifprogress is made on the rest of the WTO package. 

Suggestel/ talking points: 

• 	 We have discussed with the Chinese our desire to resume talks on WTO financial 
services issues. 

• 	 The Chinese have agreed, and we plan to send a technical team to Beijing in Mayor June. 
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1998-SE-00751'0 

DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

June 22, 1998 

:MEMORANDUM FOR THE PRESIDENT 

FROM:: 	 Robert E. Rubin Q. .<-. \~ 

SUBJE:cr: China - Economic ISsues for your Visit 

China's reform effort is now at a critical stage. At the same time, economic growth ,S slowing, 
due both to domestic factors and to the souring of the external environment. There have been 

I 

recent statements that have raised concerns about their commitment not to devalue, but we have 
received assurances that they will not devalue at least in the near term. Zhu Rongji a'nd many of 
China's other leaders have a sophisticated understanding of the economic challengeslthey face. 
The key is to stay the course ofreform, rather than resort to short-term palliatives. Three issues 
are critjca1: 

1. Growth Prospects 

The Chinese - including Zhu Rongji personally - are heavily committed to a target of8% growth 
for 199t~, a target that is almost surely out ofreach. China's growth could fall to S%~ or lower, 
and eveln there, its statistics may be questionable. (It is also worth noting that Hong Kong is in 
recession and is suffering from serious declines in land and stock prices.) The Chinde 
government may be tempted to take additional, imprudent steps to stimulate short-tetm growth, 
such as a fiscal program they cannot afford, a monetary expansion that could worsen Itheir 
banking problems, or a devaluation. Our view as to the principal issues is the following: 

• 	 Even a growth rate of 6-']010 is well ahead ofpopulation growth, and would bi envied 
dsewhere. 

• 	 China should avoid any temptation to damage hard-won progress through short-term 
expediency, especially in the current Asian context. 

• 	 Instead, it should focus on its reform efforts, which will provide the basis for high rates of 
sustainable growth in the future. 

2 RefonllS 

China's daunting economic challenge is to conduct three interconnected reforms simultaneously: 

• 	 Restructure and. preferably privatize money-losing, state-owned enterprises (S6ES) that 
are left over from central planning. China is believed to have some 300,000 SbEs, which 
c~mploy 100 million people. Despite this scale, Zhu Rongji has pledged to restbcture them 
within three years; . 



• 	 Reform the banking system that finances the SOEs, and which consequently is awash in 
bad loans. China's banking system is probably the worst in Asia, with non-performing 
loans as high as 30% of the total. The four major banks need to be radicall~ restructured ~ . 
- a daunting challenge given that they have as many as 50,000 branches and 500,000 
employees each; and 

• 	 Move responsibility for providing social services from the enterprises to the market or the 
. government. Under the current system, workers are unwilling to change job~ since most 

depend on their employers for housing, health care, pensions, and education for their 
children.. 

Some questions you could raise: 

G What are your thOUghts about how best to address the problems of China's oanking 
:;ystem? 

How do you plan to reemploy the large numbers of people who are likely to be displaced 
, \, 

D 	

with SOB restructuring? . . I· . 
• 	 Opening the market to foreign financial institutions - as part ofChina's wro accession

<:ould be an important step in strengthening the system. What are your thougms on this 
issue? 

3. Cbinj!'s response to the Asian financial crisis has been in its own interest. as well as the 
region's 

Chinese authorities have repeatedly pledged not to devalue th.e renminbi; a policy tha~ has served 
China well, and that has also made a useful contribution to the restoration of financi~ stability in 
the region. Despite widespread speculation, a devaluation is not necessary, given China's . 
continued strong growth and trade performance. Key points you can make and that .we can agree 
on: 

• 	 Maintenance of the renminbi's stability is in the interests ofChina and of the world 
economy. 

• 	 A devaluation would have serious negative effects: 

It could have a chilling effect on foreign investment in China. 

It could set off another round ofdevaluations in the region, possibly negating any 
beneficial trade effect. 


It would almost certainly add to the recent market pressure on Hong Kong. 
, 	 . I 
China's 1eaders will almost certainly be interested in discussing Japan with you as well, and your 
response should be a realistic appraisal ofthe problems the Japanese face and the diffibulties they 
have in acting - and th~ importance that they act to address their problems. 
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"1999-~SE-003453


".. 
DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

: .SECRETARY OF THE; TREA.SURY 

April 7, 1999 
MEMORANDUM FOR THE PRESIDENT 

FROM: Robert E. Rubin <i?. 5::•• ~ _. 

SUBJEICT: Your Meeting with Premier Zhu Rongji: Key Economic Issues 

This year will be a difficult one for China's economy, with uncertain prospects for Ln~mic 
growth. The GOC expects GDP growth in 1999 to slow to about 7%, from (statisti~ally suspect) 
7.8% in 1998. Some estimates ofactual 1998 growth are as low as 4% and growth this year 
almost certainly will be lower than last, due to weak consumer confidence and si~ ofover·
capacity which make private firms reluctant to invest. In addition, price deflation (rbtail prices 
fell 2.6% last year) is hitting cOIporate profits and encouraging consumers to save nkher than 
spend. The GOC is relying heavily on state-led infrastructure investment to spur ~Wth and 
contain iising unemployment. 

China's external position remains strong, with a current account smplus of$24 billion in 1998 
(2.5% ofGDP) and foreign exchange reserves of$146 billion. However, China's e~rts have 
been falling since mid-1998 on a year-on-year basis, mainly due to weak regional d~and. In 
addition,. inflows of foreign direct investment are expected to decline to $25 billion ~ 1999, from 
$35 - 45 billion in recent years. Foreign investor sentiment has been affected by China's slowing 
growth and frustration with administrative hurdles, including tightened foreign exchbge 
controls. . 

In your meeting with Zhu, you should recognize that he faces difficulties in managing China's 
economy in 1999. You should also express the view that improving the efficiency olPhina 's 
economy through structural refonns will be critical to ensuring that growth is sustained over the 
medium term, This will involve addressing the interlocking issues offinancial secto~ reform, 
restrucn.fring ofstate-owned enterprises (SOEs) and development ofan adequate tal base. 

An impOrtant source ofvu1nerability is China's financial sector, dominated by large ltate-own~ . 
banks with very high proportions ofnonperforming loans (estimated at 25-40% oft6ta110ans). 
The banks have inadequate capital and reserves to cushion against the enormous potbntiallosses 
indicated by such a high level ofbad loans. Zhu has been attentive to the role ofwe~ banking 
systems in the Asian financial crisis. He has initiated a financial sector reform prog$n intended 
to recapitalize the banks, improve prudential regulation, and allow banks to operate 9n 
commerc:ial principles. The scope of the problem is daunting, however. Fully recapitalizing 
China's banking system is estimated to cost on the order of20-30% ofGDP. .1 

Success .:>f financial sector reform depends heavily on restructuring ofthe SOEs, the jbanks' 
principal clients. While SOEs account for less than a third ofeconomic output, they soak up 
over two thirds ofbank lending. SOE reform is complex: it must proceed in tandem with . 



.development of local government responsibility for social functions (health, education) that are 
being shed by the SOEs and the establishment ofsocial safety net programs for wOrlcers who lose 
their jobs due to restructuring. The GOC's strategy for moving forward remains wbll~intentioned . 
but il1~efined. 

A key econonUc challenge over the longer term is the creation ofan effective, revenue
generating tax system necessary to achieve fiscal sustainability. China's official' fis~al deficit of 
2.4% ofGDP is modest, but masks extra-budgetary governmental activities amountmg to an 
additiona16-8% ofGDP annually. In addition, the GOC faces potentially enormoJ costs 
associat,ed with bank recapitalization and transition to a financially viable pension system. 

DecliniIlg foreign investment growth, along with falling exports and an apparent inJrease in 

capital flight, has rekindled rumors ofa possible devaluation of the yuan. Such ast~ would not 


. be withcmt risks, however, as it could undermine domestic confidence in China's :rdgile banking 
system or spark further devaluations in the region (which ·would daDtpen the intendcki boost·in . 
China's exports and threaten regional economic recovery). Jfraised; you should·note that the 
stability ofthe yuan has been in China s interest and has played a constructive rolelin the 
region, where. recovery remains fragile. You should emphasize that progress in economic reform 
efforts is also critical to the stability ofthe yuan. 

The high~profile, October 1998 closure ofGmC, a large non-bank financial entity, reflects a 

new detclrmination to deal forcefully with financial sector problems. However, the lack of 

transparl~ncy in dealing with this case has taken a toll on investor confidence. In yok meeting 

with Zhu, you should emphasize that the adoption ofstronger accountingldisclosurd practices 

and more transparent rules and regulations will be critical to bolstering internatiorial 
lenderliilvestor confidence in China gOingforward. 

China's leaders are approaching WTO negotiations at a time ofgrowing fears about 
unemployment and the competitiveness ofmany domestic firms. On the other han<U a good 
WTO agreement could help restore weakening foreign investor confidence. From ok 
perspective, a strong agreement, on commercially meaningful terms, including in th~ financial 
sector, r(lmains very much in the interests of the United States, China, and the global trading 
system. 
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WASHINGTON, D.C. 

April 	6, 1999 

ASSISTANT SECRETAR" 

MEMORANDUM FOR ~TARY RUBIN 

FROM: (JUted Truman, Assistant Secretary 
(International Affaiis) , 

SUBJECf: POTUS Note on China for the Visit ofPremier Zhu Rongji 

Action lEorcini Eyent 

Chinese Premier Zhu Rongji will be in Washington on Apri18-9 on an official visit. 

A note to the President is an effective means ofbringing to the President's attention key economic 
issues which we believe he should raise with the premier. Since Premier Zhu has res~onsibility for' 
providiilg leadership to China's economic refJPoRroam, it is important that economic issues 
receive due attention during his visit. A r/) , , 

~ ~v.. . . 
That you Si0<'e ~d memo. ,. . 

Agree ~\}- Disasree Let's Discuss ___ 

Attachment: 


Tab A: Memorandum to the President 


cc: 	 ])/S Summers 
U/S Geithner 

9!ECUl1VE SECR£:TARJAT 
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(I DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

ASSISTANT SECRETARY April 7, 1999 

Recommended Telwbone Calls 


MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 


THROUGH: Linda L. RObert~on .
. 
Assistant Secret . . 
(Legislative Affi . Public Liaison) 

FROM: 	 Rick Sinkfield 

Deputy Assistant Secretary (lntema~onal) . '..' 


SUBJECT: . 	 Calls to Rep. Lafalce, 225-3231 and Rep. Roukema, 225-4465, to lipdate 
. them on China WTO negotiations. ' 

BACKGROUND: 

Negotiations on China's accession to the WTO are making good progress. We are veFY close to 
an agreement on market access and agriculture. We are still working on autos and pr~~ocols 
(dumping, technology transfers). On textiles, we have only make modest progress in light ofthe 
remaining 9 years with respect to the quota. 

We are still waiting on the timing. We believe there are three scenarios: 1) Since arrirng in the 
U.S., Mr. Zhu agrees to everything and we announce a deal some time on Thursday; 2) we get 
almost ev(~rything we want, but have some negotiations left on major pieces, thus Mr./Zhu 
leaves, and we kept working; or 3) we have agreements on almost everything but Chhla leaves 
the table because they feel we are not serious. 

The outreach strategy is to have the porus speech today on China policy and a big press 
conferencle on Thursday (so presumably there will be something leaked to the press oJ status 
sometime tonight.) 

For the Hill, the White House would like us to make Member calls today on the negotiation 
status. On Thursday; the White House. expects House and Senate Leadership to set uJ. briefings. 
Treasury will be sending a representative. 

Treasury has been asked to call the following Members: Sen. Gramin, Sen. Sarbanes, Rep. 
Roukema, Rep. Bonior, Rep. Hoyer,and Rep. LaFalce. Note: Rep. Roukema was otie of 18 
Members who just met with Prime Minister Zhu in China. 

DISCUSSION: 

Talking Points attached. 
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Talking PoiDts - Cans re China WTO Negotiatiol1$ 

Our negotiations with the Chinese have continued and intensified in the past several days. 

. I 


These negotiations involve a set ofbroad market access concessions by China. Our mark.et is 
already open to China. These negotiations do not affect American import polic:ids. Our goal is 
a fa,u- commerclally meaningful agreement that helps to level the playing field b~ gaining 
acei:ss for our goods and services to their market. 

Our talks have covered all major areas ofthe WTO accession, including agriculture, industrial 
goods, services and Protocol i$sues including safeguards and others. We have set no artificial 
deadline to complete the ~rkby Premier Zhu's arrival. It appears the visit has ritotivated the 
Chinese to move further towards accepting-our demands. but this is not affecting Iour posture 

. and we are not lowering the bar to acconunodate an announcement. If China does not make a 
. con:unereially meaningful offer in all areas ofconcern, we wilJ rej cct the accessiJn as we did in 

the '91 and '98 summits. 

A number ofoutstanding issues remain. Let me review with you briefly where we stand. In 
tariffs. for example, China has committed to an average tariffof7.1% in U.S. pri~rity areas 
well below that ofmost U.S. trade partners, China's present average tariffs are 24.6%. 

Wlih =poet to agriculture, China bas made sigui1icant off... in alIll1.1\ior areas +tariffs, 
TRIQS, export subsidies and domestic supports. For example, the tariff offer wo~d bring 
agrlicultura1 tariffs down to 14.5% in'priority areas, which is well below the level ofmost major 
U.S. trading partners. China will also accept WTO rules on sanitary and phytos~taIy 
standards immediately on accession, e.g. for citrus, meat and Pacific Northwest ~eat We are 
coD_tinUing~ however, to discuss both the quality ofmlllicet access commitments tbd phase-in 

ltimes·ds ·Chinal...----..J .' in . be f fhi h .. the U 'ted
In goo ~ WQ.Ue concesSIons anum r 0 sectors 0 g pnonty to mJ 

States. for example trading rights (ability to import/export). distributio.ll., tariffs, bd quota 
elunination. We are continuing to negotiate over the quality ofcommitments ana the phase-in 
details. Generally. China will agree to 3-year phase-ins, but we are still wor~ on specifics in 
a fc:w sectors. . 

In services, China has made good offers in some sectors. Distribution is an especially strong 
point, and we have broken new ground in teleeommunicationsand financial se~ces. but we . 
have remaining concerns which must be resolved. Similarly, in other areas we remain 
un.<iatisfied and intensive negotiations continue . 

. W El are also addressing the application ofrules, including Ciwnping. safeguards, technology 
trruosfer, offsets. measures related to the protection ofintellectual property, and fuvestment 
restrictions as well as other areas. Discussions in these areas have progressed m~ch more 
slowly as we are asking for commitmen.ts that no other mo member is re~ to rDake. We 
are also continuing to work on textiles. We will continue to insist that China mJets the high bar 
we are setting even if it means extending the talks. It is important to recognize, lliat the 

http:commitmen.ts
http:distributio.ll


, " ... , 

141003/01104/07/99 13:42 'D'202 395 4656 USTR CONG AFFRS 

2 

application ofthe full spectrum oftrading rules for China is also addressed in the multilateral 
. negotiations that will be on-going in Geneva in the months ahead. The United St~tes is 

cOminitted to ensuring that our concerns are addressed both in our bilateral talks ~ well as the 
formal negotiations at the wro (protocol) in which we will playa leading role. 

TIle 1talks are still underway as we speak. The issu~ which remain outstanding are important 
enou,gh to both sides that we may wind up with no result. From our perspective, the U.S. 
remalins prepared to walk away from an WlSatisfactory deaL' We will try to keep ~ou informed 
as we work toward the conclusion ofthese negotiations. I.' 
It shl;)u1cl be noted that China's accession into the WTO is a long process. First, China must 
nego1tiate a bilateral agreement with the u.s. Then. China must also negotiate a ~ilateral 
agrei:ment with every other WTO member Country. Once this is completed, Chlris must 
negotiate WTO Protocol issues with the U.S., to be concluded by China negotiatfug these wro 
Protocol issues with every member country. . .. I 
Because this is such a long process. there will be a period for significant consultations with the . 
ConISfCss.As part ofthe consultation process, we will confer with Congress on n~xt steps 
rega.rding China's nonna! ttadins relations status. 

http:ConISfCss.As
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• 
DEPARTMENT OF THE TREASURY 

Washington 

May 6,1999 

TO: SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: Timothy Geithner1~ 

SUBJECT: China WTO Update 

Attached is update from Meg on China WTO that describes 
ongoing difficulties in making progress on our issues. A U.s. 
delegation is likely to return to China during the week of 
May 17. 

cc: Mike Froman 



DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


May 6. 1999 

MEMORANDUM FOR UNDERSECRETARY GEITHNER 
ASSISTANT SECRETARY TRUMAN 

FROM: 	 Meg LUndSagerU .. . 
Deputy Assistant Secretary (Trade and Investment Polig') 

SUBJECT: 	 China's WTOAccession Negotiations: Status Report 

In almost exclusively staff level talks in Beijing running through April 26, Chlna pulled 
I 

back from earlier positions in services market access and did not even seek to respond to new 
compromises put forth by the United States, including in the fmancial services area. lOur largest 
concern relates to a Chinese pull back on national treatment for banking. They waitea over two 
days before responding very summarily to a U.S. paper outlining areas ofdifficulty, ~y which 
time European negotiators had arrived, to be followed soon by other supplicants. Th~ cold 
shoulder reception was not accompanied by rancor, though, and it is likely we will re~ngage 
soon. Bob Cassidy will. call Long today to nail down our return for the week ofMa~ 17. The 
White House expects to send a letter from President Clinton to Premier Zhu prior to our return to 

China. 	 . .. I I . 
There are a number of possible circumstantial explanations for Chinese behavior. 

Against the preference of China's negotiator, our team arrived the same day that Zhu !returned 
from North America, meaning their negotiators were tired and had not had time to get new 
instructions. (Their negotiator claimed illness injustifying his absence, just as he wak ill and 
missed the talks in December which registered so little progress.) Moreover, the Chiliese may 
have calculated that they could come to terms witli the EU prior to Sir Leon Brittan'slvisit to 
China MilY 5-6, isolating us, but little progress was reportedly made in those talks either. Finally, 

I 

the Chine:se indicated displeasure at USTR's release of information on concessions G:hina had 
made in Washington during the Zhu visit and may have wanted to punish us for not Having 
reached closure at that time. 

Start of 21 Securities Dialogue? 

As Vice Minister Long had suggested after his meeting with Tim, a meeting was set up 
with the China Securities Regulatory Commission during our stay, and I initiated a sdcond . 
(without MOFTEC presence) while waiting for Long to signal how we were to proce~d with the 

I 

broader tl1ks. The CSRC said they plan to open up their market to foreign participation, but 
stated repeatedly that they cannot commit to anything more in securities with a firm ~chedule. 
They recognized that the integrity of China's foreign exchange controls was not affedted by 
letting foreign affiliated securities firms trade A shares(as opposed to own them). They sought 
to justify their position by citing the illiquidity linstability of their stock market, lack 6f 



transparency, and the rudimentary nature oftheir regulations, but in the end said flat out that this 
was their position because it was their position. 

The. document we left behind requested, in relevant part,: (l) foreign equity snare of49% . 
by 2005 for securities operations doing everything but A share trading, (2) a one-yearltrial in A 

. share trading within five years, and (3) a process of bilateral cooperation on'the development of 
. China's securities market. I mentioned the latter idea to the CSRC during my secondlmeeting 
without r·eference to the negotiating document, which I don't presume MOFTEC would have 
shared. Tbey agreed to consider it. The seed ofhope is thus twice planted in case wei ultimately 
don't get all we want in this area 

Attached is a draft U.S. letter (not shared with the Chinese) which might serve to launch 
such a dialogue. Your comments on it would be welcomed. 

Attachmt!nt 



The successful conclusion ofour bilateral negotiations on China's entry into the WT0 will 
further China's integration into the global economic system to the benefit of both oJ nations. In 

, I 

view of the pivotal role of financial services in this achievement, the importance ofChina to the 
regional ;and world economy, and the broad range ofreforms which China is undertalting, the 
United States proposes to launch a mutually beneficial special bilateral consultative ~rocess on 
fmancial sector issues. Initially,discussions would concentrate on financial sector relsti'ucturing 
and modernization, including the potential for sustaining exchange and capit8I markdt stability 

, while pr(}gressively allowing foreign financial institutions to playa constructive role lin the 
, development ofChinese capital markets. The responsible national regulatory authorities, 
including securities market regulators, would participate in the consultations with a Jiew to 
enhancing cooperation and increasing transparency and market confidence in China. 

This proJPOsed consultative process would focus on China's expressed concern that it could not 
yet open its market to majority foreign-invested securities companies trading domestic equities 

, I 

(A shares) because of the low level oftrading in China and evolving development o~its 
regulatoi:y capacity. The United States assured China that it was not seeking to limit- China's 
capital controls. but rather to contribute to the development of the domestic securitiek market via' 

I 

establishment of strong, foreign-invested securities companies with the highest standards of 
disclosUire, management efficiency, and market-making expertise. The United StateJ suggested 

, that such foreign participation would contribute to the development of more efficient capital 
markets in China and the development of a dynamic, domestically-based private sector, the 
importance of which was recently recognized in China's constitution. In furtherancd of these 
objectives, the United States suggested that within Ii five year period China allow foteign
invested securities firms to engage in A share trading on a one year trial basis, the cdnditions of 
which could be discussed as part of this special dialogue. 

I would like to propose that this enhanced dialogue on capital markets be,conductedlprincipally 
in the context of the China-U.S. Joint Economic Committee; with interim meetings 60~vened by 
mutual consent. At times, we may wish to consider including private sector experts land 
represellitatives of international organizations. 

I look forward to your reply indicating that you can agree to establishing this bilateral 

consulwltive process. 



