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1999-SE-000922

From: - Ted Truman

To: DOM3.DOPO5.SUMMERSL, DOM3.DOPOS5.SandbergS, FLANDER...
Date: - 123/99 9:27pm

Subject: Brazil Consensus or Non - Consensus

WATCH OFFICE:

Please fax the message that follows to Secretary Rubin al ong with the
attachment.

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

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

. arrangemeant with additional disbursements. Enthusiasm for the currency board
approach ranges from 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 assumption that a cufrency board were not chosen by the Brazilians:

2. There should be no intervention in the spot, futures or any othe rmarket
with the possible 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 dollars 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 consu!atmn with the
Fund.

5. We shculd communicate with the Brazilians a general concern about the
market's focus on the need for a debt restructuring. The Brazilians should
be expectad 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 concemed about a feedback from the exchange rate to interest rates.

8.. Monetary pohcy should focus less on the exchange rate and more on
infiation, but any policy must be tempered by (IMF) judgement.

Pomts of dnsagrreement

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




-y)

_sending the IMF mssion to Brazil on there being such an adjustment.)

10. Summers/Hooper/Truman (Greenspan) are inclinded to an approach that
involves: -

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

b. Any incease dependent on a rule associated with an increase in
interest rates if inflation. increases beyond some point.

¢. With an overriide from a monetary aggregate if inflation rises too
far. : ‘

[An outlintﬁj of such an approach is attached. NOTE: The thought:is that any

" . such policy should be very transparent, but | did not include this in the
'outhne] .

11. Atkinson (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
whnch to design a credible target.]

cc: trumant




Objectives o ' ;
1.

2.

- If the exchange rate stabilizes, allow the nominal interest rate to decline,

There mxght be a consultation point on the absolute level of the level or chang

DRAFT

E.M. ngnan
January 23, 1999

Possible Approach to Brazilian Monetary Policy

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

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

Regardless of whether the exchange rate stabilizes, if the cumulative price mcrease since
ttie devaluation reaches, say, five percent raise the interest rate pari passu thh any
subsequent rise inflation. [NOTE: The price increase would be measured by the weekly
Sao Paulo index, which recently has indicated zero inflation compared with the monthly
national index that indicates 2 percent.] A cumulative increase from a partlcular week or

multi-week base period might be used. [NOTE ‘We should check the seasonali
Sao Paulo index.]

ity in the

The rise in the nominal interest rate might be limited to 10 percentage points in order to

prevent overshooting, subject to point 7 below.

index interest, the interest rate could be reduced pari passu with the decline in
rate, subject to point 7 below. .

'Once inflation had peaked based on the 12-month change in the national consumer price

the national

The regime would be directed at contammg inflation to less than 10 percent (December to
December). To that end an NDA constraint would be constructed with quarterly targets,
based on, say, assumption that growth in 1999 would be minus 5 percent and mﬂanon 10

percent. If that constraint is hit, then the NDA constraint would be converted toa weekly

target and effectively would govern monetary policy, i.e., interest rates would

g0

wherever would be required in order to restrain inﬂation. [NOTE: There would be no

might be agreed with the IMF to cover the current account deﬁcn, atleastin p
limited period.]

interest rate.

'~ intervention with the exception of sterilized intervention of a fixed amount pe{' day that

art, fora

¢ in the
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Luxembourg and the impact on Brazil rollovers.
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DRAFTED: IMB/Kaproth 3/12/99
REVIEWED: IMB/Murden, Blacker

- Country Risk Provisions and Brazil Rollovers
. We understand that the French focal point (de Larosiére) expressed concern that the Banque de

France is requiring French banks to reserve at a 30% rate against loans to Brazil, and that this '
may affizct French banks’ willingness to participate in a rollover.

While we cannot independently verify various countries’ reserve requirements for Brazil (this
regulatory information is usually confidential), a survey of the G-10 plus Luxembourg reveals that
only 5 countries draw up specific country lists for risk provisioning. The general trend has been
and continues to be away from imposing formal methodologies on banks, and toward making the
banks themselves responsible for establishing adequate provisions for country risk.

As such, we do not expect a priori that regulator-mandated country risk prowsronmg ‘will have a
sxgmﬁcant 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, France the
Netherlands, and to a lesser extent, Italy. Lending from these five countries accounts for roughly

- 20% of the interbank lines monitored by the IMF. These five countries’ cumulative rollover rates .
are generally slightly lower than the total cumulative rollover rate of about 70%.

- Current Country Risk Provisioninz Policies

A June 1998 survey of the G-10 plus Luxembourg shows wide dlsparrty in country nsk
provisioning policies.

. On the one hand, regulatory authorities in five countries (Belgium, Canada, Prance the
_Netherlands, and the U.S.) draw up specific lists of countries for which banks 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]that the
French require “appropriate levels” (although this is not explicitly stated).

- The specific levels are usually confidential regulatory information. Hewever we
do know that the U.S. does not impose a transfer risk provision on Brazil. (This
would have been accomplished through an Allocated Transfer Risk Reserve by the
Interagency Country Exposure Revrew Committee (ICERC))

Other countries (Italy, Japan, Swrtzerland and the UK) do not draw up country lists but
do establish formal criteria to help the banks identify high-risk countries. These criteria
are not at all consistent among countries. A quick examination suggests that only the
Ttalian critéria might apply to the majority of that country’s bank exposure to Brazil. As
of June 1998, Switzerland and the UK intended to dlscontmue use of such criteria, and
may have already done so. :




. On the other hand, three countries (Germany, Lukembourg, and Sweden) do|not lay out
general guidelines to banks for country risk. Instead, country risk exposures|are dealt
with under normal procedures for measuring impairment. :

Trends in Country Risk Provisioning

Generally speaking, the country lists and formal criteria were instituted a number of years ago,
and regulators have gradually backed away from the prescription of formal methodologies for
country risk on banks. Rather, regulators hold the banks themselves responsible for assessing
their exposures to country risk and making adequate prowsxons

‘Impact on Brazil Rollovers

Given this longstanding trend, we would not expect regulator-mandated country risk provisioning
to have a significant impact on Brazilian rollovers in the aggregate. However, it may be an issue
for banks that do face such requirements: notably in Belgium, Canada, France, the Netherlands
and to a lesser extent, Italy. It would therefore be useful to clarify in the first central bank
monitoring conference call the regulatory policies of these countries vis-a-vis bank claims on
Brazil, and whether there have been any recent changes in country risk provisioning practices; this
was done in the conference calls for Korea in 1998. )

An examination of end-September 1998 stock data for the IMF monitoring exercise shows that
.France, the Netherlands, Canada, and Italy combined accounted for 16.4% of momtore’d
interbarik lines. Belgium is included in the “other” category. We estimate that addmg Belgium
could push the total percentage to just under 20%. This figure is fairly consistent with end- June
1998 BIS consolidated data on interbank claims.

Since the release of flow data from the monitoring system began in October 1998, cumulative '
rollover ratios for these five countries have been less than 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 Dutch and French banks each at 62%, and Canadian banks at only 30%. (Canadxan rollover
ratios have been close to zero for the last two months. - This may or may not be related to
regulator-mandated country risk provisioning.)
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Recent Dex‘:elopments in Brazilian Interest Rates

Attached are two graphs that show developments this year in Bra211 sreal yleld curve and a tlme-senes

of local interest rates.

Four key points are:

*

- council (COPOM) meeting, the central bank maintained its “easing” bias for the

In late January and Febfuary, the domestic yield curve was positive and quite ste

ep --

apparently reflecting market fears of a depreciation-inflation spiral. But by early, March, when ‘

the central bank raised the Selic to 45%, the real had appreciated from its low of]
1.87/$, and favorable price data were easing inflation fears. By the second week
one-month and one-year interest rates had fallen below the Selic. Subsequently,
bank cut the Selic three times between March 25 and April 15.

2.15/% to
‘of March, the
the cgntral

The fact that one-month rates fell below the Selic (which is set by the central bank) mchcates
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 stablhty would persist sufﬁmeintly to allow

contmued cuts in lnterest rates.

The central bank has lagged the market in its cuts of the Selic. Its first cut occur

red only after

two weeks of steep declines in market-determined rates took them well below the 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 monetary policy

that it is free to cut interest rates before the next COPOM meeting on May 19.:

Selic, meaning

Doug Smith/INL

April

6, 1999




Brazil: Local Swap Rate Yield Curve
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Update on Brazil’s Public Debt Management

Arminio 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 overhang of repurchase
agreements used by the central bank to absorb 1iquidity from the market.

1. On March 23, the. Treasury resumed weekly auctions of fixed-rate debt which had been
suspended since June, 1998. The following table i isa history of the auction results and shows the
declining yxelds on the fixed-rate debt:

Auction date Amount sold Tenor ' Yield
March 23 1 R$ 500 million 28 days 42.8%
March30 | R$ 500 million 28days | 37.8%
April 6 R$ 1.0 billion 56 days 33.6% -
April 8 R$ 1.0 billion 54 days 33.5%
April 13 RS$ 1.0 billion | 56 days 31.5%
April 15 R$ 1.0 billion | 56 days 31.1%

Although market observers ha\{e told us that the auctions are oversubscribed, the central bank does not
announce the numbers of bids relative to the amount offered. Also, the Treasury has restlricted the
supply of new fixed-rate issues to roughly 15-20% of weekly total public debt redemptions.

2. -+ The central bank has issued new debt in excess of redemptions every week for the past 5 weeks.
As aresult it has cut the outstanding stock of central bank repos from R$32.7 billion on March 5 to -
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 seven days in
length depending on market condltlons Previously, the repos were all overnight operat'ons.

. Doug Smlth/INL
April 16 1999




RECENT BRAZIL FISCAL NUMBERS

The Central Bank of Brazil 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 projections. 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

R3$5.1 billion (3.7% of GDP). A performance criteria in the IMF program is a primary surplus
of the public sector for Q1 of R$6.0 billion, a target that almost certainly will be met.

&}

The primary surplus of the central government (federal govt plus BCB) for|the first two
months of 1999 was R$4.5billion compared to R$0.3 billion during the same period in
1998. The improvement came largely from a one-time revenue increase |due 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 close to R$2.2
billion. March numbers, which should be posted within the next few days, should show
arevenue decline according to IMF staff who, nevertheless, remain optlrmsnc that the
fiscal adjustment is on track. ‘
The primary surplus in the states. municipalities, and public- owned enterprises was

R$0.6 billion during the period compared to a surplus of R$0.4 billion dun'ng the same
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 debt or 13.9%

mcludmg devaluation effects. The overall deficit for 1998 was 8.0% of GDP.

O

O

The IMF does notreport operational balances, but our back-of-the-envelope calculations
indicate that it would be on the order of 3.8% of GDP this year. '
Central bank losses in the futures market in the first quarter were nearly 1.{0 percent of
GDP; these losses were classified as interest expense, thereby raising the PSBR but not
the primary balance (typically, such losses would be classified in the primary balance
but were probably classified as interest expense in this case due to optics)

Net debt of the public sector at end-February was 51.9% of GDP, up from 42.9% percent
of GDP in December 1998 but below many market estimates. The increase primarily reflects

a stock adjustment in dollar-linked debt.

O

O

The debt to GDP ratio is expected to improve throughout the year in part to continued
appreciation in the Real and in part to lower real interest rates and prlvanzatlon receipts.
The IMF estimates that the public sector net debt to GDP ratio will fall to 49.3% by year
end.

- The change in net debt to GDP from December to February was not equal the nominal .

deficit due to different exchange rates used (avg v. end-period) and to bellow-the-lme
items including privatization and “skeletons” (i.e., putting hidden government liabilities
on the books).

steve backes/INL
april 15, 1999
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" recognized the sensitivity of tapping Taiwan’s financial
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

July 18, 1995

INFORMATION

MEMORANDUM FOR ., SECRETARY RUBIN
FROM: LAWRENCE SUMMER%;%SZ
SUBJECT: STATUS OF DISCUSSIONS ON CHINA POLICY|

Sandy Berger convened the fourth in his series of Deputie§
meetings on China yesterday. We reached broad inter- agency
agreement on several of the "damage control" issues - upcomlng
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 Pres1dent 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 everyone

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 to| 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 that possible approaches to Taiwan on IDA and the| IDB
would 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 IDB.

On upcoming ‘US visits to China, the Deputies agreed to support
USTR efforts to engage the Chinese, as previously planned% on

Intellectual Property Rights and to begin preliminary planning
for another Ron Brown trlp to Beijing in October for the lannual

- US-China government ‘and business consultations. The consensus

among the Deputies was to keep open existing communlcatlons
channels with the Chinese, as long as the general polltlcal
environment is conducive.

Taiwan’s interest in UN membership is a dead letter initilative
since menmbership is open only to sovereign states. We will
continue to review a long list of other non-UN internaticnal
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 conclude
bilateral negotiations with existing WTO members and thereby gain

EXECUTIVE| SECRETAHIAT



"

WTO entry. However, Taiwan is judged to be farther along
process, especially with the US. We will not be pressed
resolve the accession issue for the two applicants in the
immediate future since no other major country or country
specifically the EU and the Asians, want to commit on whi
applicant would come first or possibly how they both coul
simultaneously. The Deputies’ decision, which I anticipa
be forwarded to the President, was to "punt" the issue tc
multilateral debate in Geneva where the EU, Japan and oth
continue to delay the process and deflect the issue from
China agenda. '
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DEPARTMENT OF THE TREASURY ?//
WASHINGTON . I ‘
| December 18, 1995 ‘ E@RR@&H@%
ASSISTANT SECRETARY ‘
" | | fb, ke
MEMORANDUM FOR: SECRETARY RUBIN
' DEPUTY SECRETARY SUMMERS : {LJ&)
| ?n (k"\’ )
FROM: b Assistant Secretary Shafer
SUBJECT: | ~ U.S.-China Joint Economic Committee
. Overview ‘
Treasury's relations with China have stagnated. In part, we have been subject to the overall

downturn in felations that followed the decision to allow Tajwan President Lee Teng-Hui to
make a private visit to the United States last summer. The lack of an ongoing, substantive
dialogue is also partly our own doing. The pnndpal forum for bilateral discussion on
financial reform and macroeconomic issucs is the U.S.-China Joint Economic Committee.
The JEC is supposed to meet yearly, but our position so far has been that China n:‘luSt live up
to the comrhitnents it made to Secretary Bentsen at the last session in January 1994 before
moving abead with the next JEC session. This quid pro quo stratégy has not produced the
resulte we have sought. At the same time, it has meant that we have not engaged!the ’f
Chinese on key macroeconomic and financial issues at 2 crucial time. It is time to chan'g?,’\ N cet

s New Strate‘:gy

We stand a better chance of sceing positive movemeat if we reengage the Chmesei initially

in a low-key way, and rcmforce enstmg momeatum for reform. We must also recognize
and adjust to the fact that the agencies we normally deal with - the People’s BanL of China
and the Ministry of Finance -- may no longer hold the key to the kind of concessions we
have been seeking on financial services. The PBOC has confirmed several times I for
example, that the decision to allow foreign banks to engage in lacal currency business now
lies with the State Council. We should seek to get our message across 1o this body through -
Zhu chg;x, former head of the PBOC and now Vice Premier for Economic Affairs.

Steps to be Taken

It would be prudent 10 start planning on our end for a full session of the JEC sometime n?] ik
the first half of 1996. Timing and political sensitivities will come into play, as we are also
expected to participate in the second U.S.-Taiwan Subcabinet Economic Dialogue sometime
this summer. I want to take several preparatory steps: ‘

v James Sasser has been confirmed as the new U.S. Ambassador to China. | intend to
mext with him, lay out our objectives, and ask him to convey our message and desire
for reengagement to the appropriate officials in Beijing.
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on financial services liberalization and- foreign exchange reform (i.e., allowing them to take

- imbalances; 3) the health of the Chinese financial system and the link between reform of the

IREAD AZD IRy
wuuyg

- After touching base one-on-one, call for a Dcpuués Committee meeting to 1) lay out

our objectives; 2) receive interagency blessing for an economic and ﬂnancml dialogue
bmldmg toward a JEC meeting with Secretary Rubin leading the U.S. side; and 3) co-
opt State and the White House (NSC, NEC, CEA) into the process. _

" I should follow up with a visit to Beijing no later than Pebruary, I will ask Sasser to
see if he can obtain an invitation, but if not we can engmecr an excuse to go

n ‘Bncourage a8 meeting of the investment working group (led by State and USTR),

which is the only one of the three working groups which has not met since the last

The Agenda

The Chinesz have expressed a preference for a purely non-confmnrauonal JBC -~ one that
would likely produce few concrete results. We have always looked for more from these
sessions, and I believe that as we engage the Chinese in the process of planning tlllc mecting
and shaping an agenda, we can get China to jncjude concrete results as part of the outcome, 'h
However, the poor record of follow-through on the last JEC suggests we should not S wler
extremely ambitious and ensure that we have a well-defined implementation process. Bj

The JEC must have some-"deliverable” outcomes to be viewed as a success. Some of the ,f‘g J
suggestions put forth by staff so far include: 1) steps the Chinese are prepared to announce S

credit for what they've already done); 2) a Customs Mutual Asszstance Agreemm which is
already being ncgotiated, could be presented to the JEC; 3) Treasury/Fed sponsored
cooperation on Chinese banking reform; 4) further cooperation between the SEC and the
Chinese Securities Regulatory Commission (Chauman Levitt is planning to visit Chma n
March); and 5) some sort of technical assistance on tax issues. )"’”
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 dala; ] 2) trade

banking sector and state enterprises; 4) access for foreign financial institutions, ahd domestic
capital market development. Other topics will likely emerge in the interagency process, an
in meetings with the Chinese.

INA/TSchneider
12/18/95
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DEPARTMENT OF THE TREASURY
WASHINGTON, D. C.

UNDER SECRETARY

BRIEFING

MEMORANDUM FOR: SECRETARY RUBIN .
FROM: t‘,,<:\’,Ur1(iler Secretary Shafer
SUBJECT: W Principals Plus One Meeting on China
DATE & TIME: ‘ January 26, 1996; 3:30 p.m.
LOCATION: . Situation Room
PARTICIPANTS: . Secretary Rubin

‘ Deputy Secretary Summers
BRIEFING: Overview. and Key Points

()

Background on Joint Economic ‘Committee




: OVERVIEW
PRINCIPALS PLUS ONE MEETING ON CHINA
January 26, 1996

PURPOSE: NSC has laid out severalvissues‘in U.S.-China relations

for discussion (see below). As we see it, the overarching

!

objective is to reach agreement between agencies to: 1) end A
freelancing and work together as an Administration; and 2) choose
actions that realistically can produce results. In this context,

Key Points on NSC Issues

You may want to seek support for reinvigorating the JEC

‘the JEC is a good opportunity to engage China on economic issues.

i

Taiwan -- No change in status4qud with Taiwan: no escalation
in relations, or cutting back. Activities like the ‘
Treasury~led Subcabinet Economic Dialogue should continue.

WTO —- We should be resolute, but reasonabie,Awith qhiha,
We can be flexible, but accession must be on commercially
viakle terms to generate necessary political support.

MFN -- Humah rights and MFN should remain de-linked.

IPR -~ Threaten sanctions only if we are prepared to
implement them and if they are commensurate with the
1nfract10ns. :

Human Rights -- Indlscrlmlnate bashing, 1solates China and
does not serve our 1ong-term objectives.

Nuclear Nonproliferation and Military COcperaticn -- State
and DOD have the lead, and appear focused on actions with
likelihood of success. . '

Gore-Li Peng Dialogue -- Proposed by the Vice President's
office, China would see it as a big plum this year.| They
haven't earned it; we wouldn't get much for it.

Treasury-led Joint Economic Committee (JEC) is low-cost (in
polLtlcal capital) optlon for engaging China on economic
issues. Does not raise expectatlons.

Agenda ‘could include ndeliverables" like a customs
agreement. Substantive issues could include: 1) the state
of the Chinese economy; 2) trade imbalances; 3) deregulatlon
and development of markets, including financial markets,

and 4) quality and timeliness of Chlnese economic data.

Treasury has the lead, but wants substantive 1nvolvement
from State, USTR, Commerce, FRB, and possibly the CEA and
NEC (if China brlngs in the State Planning Comm1851on)

Flex1ble on how to develop the JEC (i.e., bulld up with
subcommittees or use more rapid approach) but want to begin
with visit from senior-level Treasury official next| month.



U.S.-CHINA =
JOINT ECONOMIC COMMITTEE

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

1) Foreign Exchangé Reforn; - Chaired by Treasury

2) Monetary and Banking Issues - Chaired by Treasury

- 3) Investment and Economic Cooperation - Chaired by State/USTR
The last session @)f 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. [The
meeting was generally regarded as a success, although China has yet to fully implement

o 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 could be held
this summer, although political sensitivities dictate that planning for the next JEC [take 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
1/25/96




TREASURY CLEARANCE SHEET NO

Date .lanuary ?S 1996

MEMORANDUM FOR: [J SECRETARY OJ DEPUTY SECRETARY [ EXECUTIVE SECRETARY

FROM:
SUBJECT:  BRIEFING FOR CHINA STRATEGY MEETING
REVIEW OFFICES (Check when office clears)

1 ACTION [0 BRIEFING [] INFORMATION [ LEGISL‘ATION
[] PRESS RELEASE [ PUBLICATION [ REGULATION D‘SPEECH

] TESTIMONY [1 OTHER

DAVID LIPTON

OJ Under Secretary for Finance [ Enforcement ‘ [ Policy Management
[0 Domestic Finance O ATF - [J Scheduting
[J Economic Policy (J Customs {J Public Affanrs/L.icuson
[ Fiscal (] FLETC y - O Tax Policy
(J FMS [J Secret Service O Treasurer
I Public Debt {0 General Counsel OE&P
3 inspector General ] Mint
[J Under Secretary for Int'l Affairs [J IRS [ savings Bonds
[ International Affairs [ Legislative Affairs ‘ :
] Management ] other
[ occ
T.SCHNEIDE]R b . | INA/S221 622-0335
St i i ( _
A/S LIPTON “\%;1 ~ ‘/ lae | 1/3430 622-1270
DAS FALL Y~ |/ / 2{ % IN/3209 622-0667
X :
DAS BARREDA Lb% / Z‘Jﬂ—; / fé IT/3208 622-0168
T.CRAWFORD g~ | 11§ INA/5221 6220359
J.WALLACE A i ITT/4436 622-1727
SPECTAL INSTRUCTIONS

(0 Review Officer

Date: 0 executive Secretary Date




Lo
@(m*“"‘

e My

P’W.AT"

e

JLTPVRNIC S AR SN PR

W A Us

NMWN’{

&“Mﬁ‘

BUID OSN - wd gg:p



-SE-002573

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

April 15, 1996
UNDER SECRETARY

MEMORANDUM FOR SECRETARY RUBIN

’

FROM: Q%;Ynder Secretary Shafer | )
SUBJECT: My Visit to Beijing and Strategy for U.S. -Chma Joint Economic
' Committee

I will be travelling to Beijing May 1-3 after the annual ADB meetings in Manila to meet with

- senior economic officials and discuss timing and an agenda for a session of the U IS -China
Joint Economic Committee. I wanted to offer some thoughts on objectives for the 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.-Cihina :
relations. We have significant quarrels with the Chinese in almost every area, and 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 k]eep the
relationship from completely collapsing. Taken in this context the JEC has the potential to
be one of the few positive developments we are likely to have in 1996 (although successful
MFN renewal will be vital to creating the basis for rebuilding relations).

Managing the Home Team

Ensuring that the JEC does in fact become a positive and constructive bilateral exchange will
entail considerable work on our part. As the lead agency we will have to manage s
participation by other agencxes and accommodate their respective agendas USTR is lnkely to
be the most difficult case in this regard. Close coordination at senior levels will be ‘
necessary to ensure that the JEC does not collide with USTR’s negotiating agenda}, or that
USTR not attempt to fashion the JEC into a bargaining session. Similar concerns! 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 Beijing is still tentative, but I have asked for meetings with Vice Premier
Zhu Rhongji, Vice Finance Minister Liu, PBOC Deputy Governor Chen Yuan, ofﬁc1a1s from
the State Planning Commission and Securities Regulatory Commission, and the Beljmg
AmCham. My objectives for this trip are fairly straightforward: 1) meet with MOF
advance a tentative agenda, and discuss what topics the Chinese would like to d1s<1:uss, 2)
discuss timing for the JEC (the fall might be best); and 3) discuss recent macroechnomlc and
financial developments with counterparts at Chinese agencies. This is the first stcp ina
process that will last over scveral months, and I hope to establish a number of good working
relationships.




Our Objectives for the JEC

We must be realistic in setting our goals for the JEC. Our decision earlier this year to alter
Treasury’s approach to China -- from a quid pro quo strategy to one of engagement and
dialogue. -- implies a tacit acceptance of a non-confrontational approach for the JEC. We
must avoid the mindset that the JEC will allow us to resolve the key issues that divide us, or
that we will be able to secure concrete commitments for future action. This being|the 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 authoritieson | -
counterfeiting), and perhaps some form of technical assistance on tax, banking, ang securities
issues. Such deliverables can be worked out beforehand, and I will raise these matters with
the Chinese during my visit. A cautionary note is warranted here, however. U.S!
institutions, including the Fed and the SEC, have been disappointed in the past by [China’s
failure to respond to offers of U.S. technical assistance. For their part, the Chmese have
been disappointed by what they perceive to be the U.S.’ failure to live up to its commnment
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 tensxon will be a
significant accomplishment. Key among our goals should be to sell the Chinese on the
merits of greater transparency in economic planning and policy development Chma is in the
midst of a self-proclaimed transition to a "socialist-market economy.” While this indicates
that market forces will play an increasing role in the Chinese economy, we do not have 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 Chinése, to
measure their progress, or to shape our demands for liberalization and market access. 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 framework
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 year. First, 'l‘reasury and other agencies should clarify and reaffirm the basic tenets
of our bilateral economic relationship. Clarity and consistency on economic issues|is
something that the Chinese understand and appreciate. Recent political developments have
sometimes clouded the picture, and rhetoric on both sides has cast some fundamental
principles into doubt. Some examples would include: '

L] Economic Transition: The United States supports China’s transition to a socialist
market economy insofar as we see this transition in China’s (and the region s) best
interest. We are willing to provide technical assistance to support this process.

] WTO Accession: The United States supports China’s accession to the WTO, but
only on commercially viable terms. It is in our interest to bring China into|the WTO,
but not if China is seeking exceptions to basic WTO rules. The Chinese also have a
message for us in this regard -- about what they have accomplished to date, land how
far they are willing to go. :
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- Bilateral Agreements: The United States expects faithful implementation of bilateral
" trade and market access agreements. Threatening to 1mpose sanctions when
implementation is incomplete is not China-bashing, but is done out of economic
interest. The Chinese will want to tell their s1de of the story on this issue.

The second objective should be to reach a convergence of views on economic and ﬁnanmal
issues of mutual concern. Care must be taken not to let this part of the JEC degenerate 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 understandmg
of how these issues should or are likely to develop in commg years. Issues we could dxscuss
in this regard include:

L] Macroeconomic Outlook: China has achieved a temporary soft landing, b}xt there is
serious question as to whether this is sustainable in the medium to long-term.
Inflationary pressures may resurface with the removal of administrative con‘trols and
the fiscal position remains complicated by transfers to state owned enterprises (SOEs).

- State EnterpriSelBanking Reform: SOE reform may prove the linchpin to sustained
growth in China. Progress in reforming the vast number of inefficient SOEs has been
minimal, and a clear polxcy direction has not emerged Banking reform cannot move

- forward until a demsmn is made on SOE reform.

" Banking Supervision: Chinese banks have been unable to establish branches in the
: U.S. because China does not have consolidated banking supervision. Bankmg
. supervision development is thus key to Chinese banks’ access to the U.S. market
~ Because the Chinese have employed some recxprocny in this area (i.e., refuismg to
move forward on branch applications for U.S. banks in China), forward progress in
this area could eventually benefit U.S. banks secking to establish in China. |-

. Institutional Development Institutional responsxblhty for setting economxe pollcy in
“China is ill-defined in a number of areas. The People’s Bank of China, for 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
Chmese views and plans i in this regard.

" Capltal Markets: China is slowly making progress in developmg its capital markets.
How 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 snmulate China’s
interest in a sustained dialogue, we need to identify issues on which China would welcome
consultation.” Therefore, I will also investigate topics of interest to the Chinese.
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MEMORANDUM FOR DEPUTY SECRETARY SUMMERS

FROM: David Lipton *~
Assistant Secretary for International Affairs
SUBJECT: Note on China for the NEC
.

ACTION FORCING EVENT:
Attached is the revised version of the note on China that you discussed with Tim Gei
me. The note discusses some of the macroeconomic factors underlying our bilateral

deficit with China and suggests that focusing too much attention on this imbalance m:
productive.

RECOMMENDATION:
That the attached note be sent to the NEC.

Agree - Disagree ___ Let's Discuss

- BACKGROUND:

hner and ‘
trade
ay not be

At the last NEC principal‘s meeting on China, the NEC requested that Treasur'y 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 Chinal,




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 relatlonéhtp This
will be particularly important in the coming year, as we grapple with China’s accession to the WTO
and renewal of Most Favored Nation (MFN) status. This note reviews some of the factors
underlying our bilateral trade imbalance with China and suggests that focusing unduly on this
imbalance rnay not be the most productlve strategy. While aggressive trade lxberahzatlon by the
Chinese is undoubtedly in our national interest, the bilateral trade deficit with China is hkely 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 macroeconomic
balances, which in turn reflect the aggregate levels of savings and investment in the Chinese
economy. Exchange rate and trade policies will influence these macroeconomic balances through
their impact on the relative prices of imports and domestically-produced goods. Trade policies also
place constraints on the trade.balance through their impact on consumption.

Within China’s overall trade balance, their bilateral balance with the United States is affected by a
number of microeconomic factors: [1] China’s trade barriers, price and tax policies, and
procurement 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 dxscrepanc&es in trade
data, created in part by differing treatment of transhlpment of goods through Hong Kong

These microeconomic factors point to the need to continue to press China on trade
liberalization on both a bilateral and multilateral basis. We should not, however, be under the
illusion thas our bilateral trade deficit with China will necessarily decline substantially in the

wake of successful bilateral trade negotiations or WT'Q accession. In addition to the
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.

. U.S. macroeconomic tundamentals, Strong economic growth and low rates of savings
relative to investment imply that the U.S. will continue to run a sizable current account
deficit for the foreseeable future. A bilateral trade deficit with China is likely to be an
important component of our global deficit given China’s comparative advantage in
producing unskilled labor-intensive consumer goods such as clothing and toys.

. Shifting patterns of production and trade in Asia. During the late 1980s, the U.S! ran large
trade deficits with the newly-industrialized countries (NICs) of Asia (Hong Kong' Korea,
Singapore and Taiwan). As real wages have risen in these countries, however, productxon
of unskilled labor-intensive goods has mcreasmgly shifted toward countries with cheaper
labor, such as China and Indonesia. In addition, rising standards of living in the NICs
enable them to increase their purchases of the more sophisticated and skﬂl-mtensnve
products which the U.S. produces. The net result has been a sharp decline in the|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, while our
deﬁcit with China was only $2.7 billion. Last year, the trade deficit with the NICs
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was $7.1 billion, while our deficit with China rose to $39.5 billion. The combmed
deficit for China and the NICs has actually shrunk as a share of GDP, fram 0.79% of
GDP in 1987 to 0.62% of GDP in 1996. '

. China’s exchange rate regime. The Chinese have maintained a de facto exchange rate link
to the dollar since unifying the exchange rate in 1994. Given China’s global curfent account
position, rapid reserve accumulation, and maintenance of an anti-inflationary
macroeconomic policy stance, a strong case can be made for greater exchange rate
flexibility 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 contrast,
China is estimated to have run a small current account surplus of approxrmately $1
billion in 1996. This occurred despite net private capital inflows of about $40 billion
last year. China responded to these inflows by increasing its foreign currency
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 nto
appreciation of the renminbi, would be a more economically rational pohcy for
China than continued reserve accumulation. It does not make sense for|China to be
diverting foreign capital flows away from badly needed domestic i mvestment in
infrastructure and capital goods toward purchases of U.S. Treasuries and the
securities of other reserve currency countries. This is particularly true gllven the fact
that China is also actively borrowing in mtematlonal markets, often at interest rates
above the returns it earns on its reserves.

- Increased flexibility of Chinese exchsmge rate policy would not only be beneficial for
China, but would also be in the interest of the United States and other industrial
countries. By reducing the relative price of capital goods, more rapid real
appreciation of the yuan would tend to boost imports from countries such as the
U.S. and other industrialized countries which have a comparative advantage in
producing those products.

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 relatronshlp with
China. A focus on macroeconomic balances and policies could nonetheless have a srgmﬁcant
bearing on the U.S.-China trade and investment relationship and reinforce our hberalrzlatlon
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

. liberalization. It is therefore important that our continued pressure on China for ag,grelssrve trade

|
liberalization not be viewed in isolation from the macroeconomic context of our relationship and

that this context be used to reinforce such pressure. While WTQ accession and othei[- trade
liberalization measures are critical to bringing China into a global trading system based on the

" rule of law, it is unclear that progress on the microeconomic front will eliminate a bilateral
-trade deficit which is at least partially macroeconomic in origin.
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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 gl obal markets. Yet our bilateral deficit with
China has grown rapidly in recent years.

FACTORS CONTRIBUTING TO THE GROWTH OF OUR TRADE IMBALANCE: Part of the
growth in our trade imbalance with Chinese reflects cyclical developments in both
economies. ‘China’s emergence as one of the most competitive producers of low-cost labor
intensive goods has also contributed to the growth of our trade deficit with China. While
these two classes of contributing factors can be viewed as™ “natural” outcomes of market
economics, there is also evidence of significant import demand suppression in China

FACTORS CONTRIBUTING TO THE SUPPRESSION OF IMPORT DEMAND: A variety of
factors can be identified as major contributors to China's relatively low, income- melast;c
import demand. The three key classes of factors are trade barriers, structural lmpedzments
and macroeconomic policy. Key among the trade barriers are the non-tariff barriers| Key
among the structural impediments are the nation’s underdeveloped financial stmctur!e, the
lack of reform of the state-owned enterprise (SOEs) sector, and the system of credit
allocation that is related to both. Within the area of macroeconomic policy, de facto
Keynesian tax policy, a lack of indirect monetary policy management tools (which is
obviously also a structural issue), exchange rate policy and the related reserve accumulation
policy appear to the keys.

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

PROSPECTS FOR REDUCTION IN OUR BILATERAL DEFICIT; Rapid reduction in our
bilateral trade deficit with China should not be expected; reﬁ,ardtéss of whether China adopts
what we might consider a more appropriate mac roeconomtc policy mix or of how successful
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 than four times faster than our imports from Chma just to prevent
further expansion in our bilateral deficit.

(1]
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China is an important market for our exporters. Our share of the Chinese

market is in line with our share of the global markets. Yet our b;lateral deficit with China has

' grown rapidl y in recent years.

China is one of the fastest growing markets for 1J.S. exports.

China 308 188 174 59 2066 19

US. Export Growth

n U.S. exports to China have grown at an

9] 92 93 94 95 96 average annual rate of nearly 17% over

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

- Exports of capital goods, including industrial equipment, which make up nearly

U.S. sales to China, doubled over the past five years. [ndustrial supplies, most
chemicals, another 35% of U.S. exports to China, also doub]ed Food exports,
and corn, in particular, roughly mpled

the past six years, compared to U.S.

Global 73 6.1 40 100 137 6.5
. A export growth of 12% to the :rest of
Emer.Asia 113 9.5 .109 1.8 259 32 " emerging Asia and 8% to the rest of the
: world.

half of

Y
wheat

As a result of these gains, China has become a major 'cust‘omer'for key U.S. products. In
1996, China purchased 30% of all U.S. fert.lizer exports, 26% of U.S. cotton textile -
fiber exports, and 18% of U.S. steam boiler exports. China also purchased $1.7 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 the free-trade enterprise zones. These
produce for the export market. ‘ :

firms

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

growth slowed (see below).

exporters

In general using data reported by importing economies (left table below), U.S. ex;eorters do
not appear to be disadvantaged in the Chinese market relative to other markets, pamcularly

the lower income markets (Indla Indonesia and even Than[and)

The [J.S. share of China’s imports exceeds U S. average share of imports in rest of

(excluding Canada and Mexico).

While the size of the shares differ, the story is similar using data reported by the-ex
econoinies (right table below).

(21

world

pérting
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1985

World 12.0
Adj-World 9.4

China 12.2

"Hong Kong 9.5
India 10.8

Indonesia  16.7
Korea,$  21.1
Malaysia 15.3
Philippines  25.1
Singapore 152
Taiwan 236
Thailand it4

and Mexico.

199G

1.5
87

12.2

81
1.0
s
243
16.9

195

16.1
230
108

Source:  IMF: Direction of Trade.

U.S. Share of Import Markets
As reported by importing econoniies

1995

12.5
9.7

12.2
77
9.5
95

22.5

16.3

18.4

15.1

20.1

1.5

Note: Adjusted world excludes Canada-

* US Share of Import Market
As reported by exporting economies

1990

China 9.7
Hong Kong ¥4

China Plus Hong Kong 89

China /4K Single Market 14.0
(Excl. exports to each other)

Emcrging Asia 14.0
Indopesia 10.7
India’ 10,9
Philippines 187
Thatland 2.9

Source: IMF, Direction of Trade

1995

8.0
8.4

82

1.7

IZJI
95
9. l;
17.7
9 ¢

Using exporting economies’ data, we can also adjust for the growing interdependence of the
Chinese and Hong Kong economies.

a  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 between Hong
Kong and China huge. Nearly 60% of Hong Kong’s imports are from China. Nearly
7% of China’s imports are from Hong Kong (the smaller number reflecting|China’s .
improved 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 market is as
-large as it is for the emerging Asia economies and larger than for the other low income

dynamic Asian economies.

Despite growth in exports to China and what appears to be a healthy share of the Chinese .
import niarket, our bilateral deficit with China has ballooued.

=  Since 1990, our trade deficit with China has quadrupled, rising from $10 billion to $40

billion.

131
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FACTORS CONTRIBUTING TO THE GROWTH OF OUR TRADE IMBALANCE: Part of the growth
in our trade imbalance with Chinese reflects cyclical developments in both economies. China’s
emergence as one of the most competitive producers of low-cost labor intensive goods has also

contributed to the growth of our trade deficit with China. While these two classes of
contributing factors can be viewed as “
evidence of sngmﬁcant import demand suppressmn in China.

U.S. Macroeconomic Factors At Play.

Since 1991, our global trade and current account deficits have ballooned in absolute terms.

‘natural” outcomes of market economlcs there 1s|also

Relative to the size of our domestic economy (GDP), our trade and current account deficits have

not grown significantly since 1994.

) absolute terms.

Saurce: U8, Census data

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%.

' ' 3 o This reflects US economic

U.S. Trade Performance ' fundamentals -- our péfsistent
In Billion of US$ R savings /investment ga’p and the

‘ fact we have been on the strong

9 91 .92 Y3 94 95 96 :

- , T . end of our business cycle Whl|e
Trade Balance ~ -102 67 85 -116 -ISI -159 -168 . many of our key trading,

@%GDP) 17 Ll -4 18 22 22 22 . partners have been on the weak

With China(Sb) -10  -13  -I8 23 30 -34 40 -+ end of theirs.

(%oftota) 98 194 212 198 195 213 235

' o Qver this sam iod;

CumentAcct - -94 ~9 6] -100 -148 -148 -GS Ove ¢ period, our trade

(as % GDP) 6 02 -0 <15 w21 20 22 o deficit with China ballooned m-

o Last year, China’s share of our trade deficit jumped to 23.5% as China’s total import

demand growth fell to 4.1%.

Chinese Macroeconomic Factors Affect Chinese Import Demand Growth.

bithon..

41

o China’s savings and investment

| China’s Savings and Investinent o balance .has tended to be in
As % of GDP , , , surplus in recent years.
92 93 9% 95 , 96 o The notable éxception was
Investment 362 433 399 405 410 .+ 1993, the peak of the last
Savings . 377 406 405 407 415 . macroeconomic upswing and
Gﬂp 15 _2? ’ . 0.6 02 . ’ 0.5 the year the overall trade
. . - balance fell to a deficit of $10.7
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China’s economic performance over the decades since the economic reform began has been highly
cyclical. The cycles have had a profound impact on import demand and export performance

China’s Trade Performance o Cyclical upswings have
In billions of U.S. dollars been characterizt;ad by a
9 9] 92 93 .()4 95 96 -sharply a deteriorating
‘ external position, as -
Export Growth, % 192 141 181 8% 355 28 03 domestic demand has
Import Growth, % -13.3 18.5 283 340 104 155 4.1 tended to increade relatively
Trade Balaiice 92 &7 52 -107 73 181 139 . rapidly.
(% of GDP) 26 23 12 -25 13 6 17 :
. . :
CurentAcit. Bal 120 133 64 -119 77 16 72 | At the height of the last
(% of GDP) 34 35 15 -27 14 02 09 upswing, import|growth

peaked at 34%.

o While the current slowdown has been hailed as the nation’s first “soft-landing”, the impact
on import demand has not been moderate.

China Has Become One of the Most Competitive Producers of Low-Cost, Labor-Intensive
Goods. This Has Contributed to the Erosion of Our Bilateral Trade Balance with China.

China’s emergence as one of the most cost-effective producers of such goods has coincided with
a gradual move of the more advanced Asian economies out of the production and export of such
goods as their costs of productlon (especially labor costs) rose. This phenomenon is often

referred to as the “flying 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 bilateral trade balances.

s 70% of U.S. imports from China are low value-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 l‘)89 for these low vaIue-a‘dded
goods has been largely offset by declines in the market shares of Japan and the NIEs.

Footwear: China’s share of U.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 rose 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 11%, while Japan’s and the
NIEs’ fell to 25% from 61%.

[5:
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As a reflection, in part, of the flying geese phznomenon, between 1993 and 19906, |as our
deficit with China grew by $17 billion, our deficit with the Japan and the NIEs fell by $16

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

U.S. Bilateral Trade Balances

Billions of U.S. Dollars

93
Japan -59
NIEs -12
Japan& NIE 71
China~ 23

94

-66

-12
-78

Source: U.S. Census Data

95

.59
-8
67

96

48
-7
.55

o]

o

Suppressed Import Demand.

Chinese import demand is low relative to GDP compared to other outward-oriented Asian
There is also evidence that import suppression is more severe for

emerging economies.
domestic-funded enterprises as compared to foreign funded emerpnses The latter are permitted

to operate primarily in the export sector.

The U.S. deficit with the NIEs and Japan
fell as China’s exports of low valued-
added goods to the United States
displaced the exports of Japan dnd the

NIEs.

A rise in the incomes of the NIEs (and an
casing of their trade barriers) al:lso
contributed to the reduction in bilateral
surpluses of the NIEs with us, bly
increasing their demand for high quality,

high value-added U.S. goods.

Impom as a Share of GDP

a0 ————— -

35

30

20 ]

———

e e

. China

8%

o1

93

foreign-funded enlerprises

noan-foreign fonded

o Even at the height of the last
expansionary cycle in 1993,
China’s imports as a share of
GDP barely reached the 1983
levels of other Asian economies
(see below).

o This, and stmilar ratiosI on
exports, suggest that the direct
effects of China’s external
opening have so far failed to
permeate the whole economy.

o In addition, the drop in import
penetration during per iods of
consolidation (such as|94-96)

a

has been particularly sharp.

Low import penetration ratios in the domestic sector appear to reflect still significant trade

barriers and the selective nature of demand management techniques (see below).

161
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o - Import penetration in other key

Selectsd Astan Economies
Imports az a Share of GDP

" emerging Asian economies had
already reached 20%, or above,
by 1983.

o A modest decline was nlccorded in

these market-oriented economies

during their cyclical downturns in

the mid-1980s.

o Aneasing of FDI restrictions and

I, S0 M
|- - - -
s [ T L T Tt T T 1
83 85 87 89 91 9 $6
——+——  FKortes —» —  Thailand
— - Philippines —=®== Indonesis

the establishment of export
processing zones after I|985,
triggered a surge in import
penetration in the Philippines and
Thailand.

o The phenomenon was less pronounced for Korea, which already had a high penetration

level, and Indonesia, whose regime has remained more restrictive than the others.

o In contrast to the mid-1980s downturn, only Thailand experienced a significant slide in

import penetration during the 1996 stowdown in economic performance. Even in

Thailand’s case, the slide in import penetraticn was more modest than in China’s case.

Cyclical Trade Performance by Sector: One of the more'_intéresting features of China’s trade
performance is the variance in cyclical behavior of he foreign-financed enterprise (FFE)|sector
and the domestic (non-FFE) sector.

Source: IMF, RED 1997

Export & lmport Performance
By Type of Enterprise
"~ Percent change

1994 1995
Exports
Domestic 248 254 -122
FFEs 388 . 383 322
Imports :
Domestic - 24 - 99 -74°
FFEs 306 205 200

1996

The 1993 jump in import demand [38% growth]

reflected a surge in FDI-related imports by FFEs

and strong imports by domestic enterprises '
“associated with booming investment demand.

Su.bsequently, imports of FFEs moderalted but,
nevertheless, continued to grow on average by
more than 20%.

In contrast, imports by domestic sectors slowed
sharply, increasing on average less than 2%.

Export performance also differed signiil"lcantly by
type of enterprise. FFEs’ export growth
remained robust from 1994 through 1996.
Exports of domestic enterprises first accelerated.
Then, in 1996, growth turned negative

(71




Trade balance differs significantly by type of enterprise: As a result of differentials
" export and import behavior, the trade surplus of th: non-FFE sector rose to greater than

July 17, 1997

in recent
3.0% of

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

average of greater than 2.0% of GDP.

FACTORS CONTRIBUTING TO THE SUPPRESSION OF IMPORT DEMAND: A variety of factors

can be identified as major contributors to China’s relatively low, income- inelastic, 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 barriers. Key among the '

structural irmpediments are the nation’s underdeveloped financial structure, the lack of rtlaform of
the state-owned enterprise (SOEs) sector, and the system of credit allocation that is rela‘ted 10
both. Within the area of macroeconomic policy, de facto Keynesian tax policy, a lack of indirect

monetary policy management tools (which is obviously also a structural issue), exchange
policy and the related reserve accumulation policy appear to the keys.

China’s trade regime remains relatively restrictive for all but export firms.

o Like the structural and macroeconomic factors discussed below, non-tariff barriers,

rate

such as

canalization, licensing and quota restrictions, appear to be binding constraints on trade

. o A quota system restricts the types
Non-tariff Barriers of goods that can be purchased by
Share of imports affected in percent domestic Chinese firms. '
1992 1996 o Foreign firms operating ’in China
~ must obtain permission to import
Canalization : 320 18.3 ~ goods; and even with permission
State trading ... 11.0 they can sell to the dom?stic
Designated trading 73 markets only indirectly, through a
) Chinese trading company.
Licenses, quotas and controls  32.8 18.5 ‘
Licenses  » 25.1 18.5 o Foreign firms exporting to China
Quotas S 163  often face some form of i | icensing
Controls ‘ 7.7 requirement, such as quzlxhty
certification or “automatic
Import tendering e 74 registration requxrementls The
: latter apply to about 400
All non-overlapping measures  51.4 325 products, typically electrical and |
~ machinery products.
o IMF staff attributed much of the differential in import demand by type of firm to non-tanft

trade barriers, from which most foreign-funded enterprises (in the export sector) are exempt.

o In contrast, given the vast array of non-tariff barriers, taniff barriers, while still significant on

paper, do not appear to be a binding constrairt on import penetration at this point i

(8]

i time.
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_ Tariff Barriers - o Not only have tariff barriers been
reduced significantly in recent years, but
1992 1996 also the percent of actual imports that
“Tariff rates (%, end of year): are subject to tariffs has fallen - from
one-half to one-third.
Weighted average - 392 234 _
Maximum rate 270 122 .o The large percent of actual imports that
are exempt from tariffs reflects the fact
Exemptions and their revenue impact: the vast majority of imports ar:e brought
(% of total imports) , in by firms in the export processing
" 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 barniers as one of
the keys to expanding global (and U.S.) exports to China.

o According to USTR, the easing of the non-tariff barriers since 1991, contnbuted to the
strong 5rowth in U.S. exports to China over the past five years.

- For example, China’s elimination of over 1,000 quotas and licensing requirements
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 1V review of the Chinese economy, IMF staff emphasized thlat given
still high constraints on trade, the key to external adjustment “was to accelerate the
liberalization of the relatively restrictive trade regime.”

‘Structural Factors Contributing to Import Suppression. /7o be further developed.]

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

Macroeconomic Policy Tools & Their Trade Implications.

Economic retrenchment since 1993 -- cooling oft of the economy -- has been achieved primarily
through monetary policy. And since indirect tools of monetary policy remain undeveloped, the
implementation of monetary policy has depended heavily on the use of direct control of credit

expansion. '

In recent years, other tools of macroeconomic management, 1.¢., fiscal and exchange rate policy,
have not been cons:stently employed to compleme"n the macroeconomic objective of slowing the
economy.

191
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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 have resulted
in a distortion in the allocation of credit. Rather than being allocated to its most productive use,
credit has been allocated to the foss-making SOEs. A large proportion of this credit appearsto -
have been used to fund the social safety net. This has contributed to a situation in whxch non-
SOE domestic enterprises lack sufficient credit for productive investment. The sharp drop tn
import demand (and import penetration) in the dornestic sector in recent years may well reflect

these developments.

Fiscal Policy: One of the key changes in fiscal policy in tbe 1994-96 period was the extensuon of
the VAT exemption for exports to domestic firms. This was followed by a reduction in the
exemption rate and delays in the rebates. The initial policy change had a stimulative effect and
therefore was not consistent with the overall objecive of dampening demand. The subsequent.
adjustment in the exemption rate and delays in rebate payments appear to have been directed

toward the more general macroeconomic goal of cooling-off the economy.

The differential in export performance by type of firm since 1993 can be attributed, in a|large part,

to these changes in tax policy.

8]

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 (which
applied only to domestic firms), s:gmf’ cantly mcreased the incentives for domestic firms to
export

The early 1995 announcement that the VAT rebate for exports would be reduced effective
July 1, caused a front-loading of exports. Growth of exports by domestic firms surged to
68% in the first quarter of 1995, and then fzll sharply. In the final quarter of 1995
doraestic firms’ exports were down 7.5% from the corresponding period of 1994.

The slide in domestic exports continued into early 1996 following a further reductionin .
the VAT in January and increasing delays in rebate payments by the government. Exports
by domestic firms in the first quarter of 1956 were 26% below the corresponding period
of 1995. An acceleration in rebate payments in the latter half of the year contributed to a
modest recovery in export performance in late 1996. :

Exchange Rate Policy: The impact of nominal exchange rate policy on China’s trade balance is

- far from clear. Since the exchange rate system was unified in eafly 1994, the Chinese authorities

have shied away from using the exchange rate as a macroeconomlc pollcy tool, adoptm‘ instead a

fixed nominal exchange rate po!acy

* But the nominal fix has not prevented a sighi:icant real appreciation of the nation’s currency.

The early 1994 unification of the excha nge rate at the prevailing swap market rate
‘ unphed a 50% devaluation of the official rate. -

{10
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Trade-Weighted Exchange Rate | o However, since a large share of
o Bod of Quariar, Mondly Avernge; 1990-100 - foreign exchange transactlons were
' carried out at the swap market rate by
the end of 1993, the effective
depreciation of the currencylf is
estimated by the IMF to have been less
than 10%.

o By the end of 1996, the real effective
exchange rate (based on relative
consumer prices) had appreciated by -
25% from its early 1994 level.

-

3 ko 395 A7

= = = = Nominal EFF Real EFF

a  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 rate (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 with?ut the
nominal fix. Nor is it clear, given the trade and credit constraints, how responsive Chinese trade
performance is to the real exchange rate.

o What is clear, is that the nominal fix has resulted in a rapid accumulation of reserves.

Foreign Exchange Reserver o . i . -
US$ Billioss . o This in turn implies an mefﬁcufl:nt

allocation of resources away from

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

o Furthermore, as a result of the impact on
domestic liquidity of the reserve
accumulation, it is likely that tighter
constraints on credit were necessary to
achieve the China's sofi-landing than
otherwise would have been necessary.
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KEY CONCLUSIONS

Qur trade deficit with China reflects the fact that we are in deficit overall and that China( is one of
the most efficient producers of low-cost, low valued-added, labor intensive consumer goods.

OQur deficit with China is likely to persist unless:

o Our savings/investment gap narrows significantly (| e.. our trade deficit declines
sharply) and/or

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

The size of our 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). China’s low
import demand appears to reflect both the absence of a significant savings/investment gap 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 changein China’s macroeconom:c policy mix would result in an increase in
import demand.

o Structural ad j_ustment, in particular, further movement toward a market-ba[sed credit
/ financial system and reform of the statc enterprise system, is likely to increase the
income and price elasticity of import demand, and therefore import penetration.

a A further easing of China’s barriers to trade is likely to result in an increase in
Chinese import demand.

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

@ In general, U.S. exporters are as successful 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 Chma our
bilateral deficit with China has grown. ,

o This reflects, in part, U.S. and Chinese inacroeconomic conditions, China’s
competitiveness in the production of labor intensive goods, China’s trade barriers, and
a lack of access to our own export promiotion programs. : —

a  But we’re not unique. It’s important to bear in mind that other key industrialized
" economies, even those with current account surpluses (saving/investments surpluses),

run bilateral trade deficits with China.
' INAA.Quins/July 17,1997
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CHINA: EXCHANGE RATE

S‘ugggsxgg !TglgingEQims:

With Chinese reserves at a very high level and its trade and current accounts in s

urplus, this

may be an opportune time to reconsider your exchange rate policy, and in particular to think

about introducing more flexibility.
-~ Developments elsewhere in the region point to the risks of maintaining a

While it may have produced some benefits in the past, the ﬁxed rate is no longer|i
interest. - ~

fixed rate.

in China’s

-- It has led to a vast accumulation of reserves. While it is important to havie a healthy

reserve cushion, excessive reserves represent an inefficient use of assets t
invested more productively in developing the Chinese economy.

hat could be

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

imports.

Grea‘ier exchange rate flexibility would also be helpful to our bilateral relations.

-- The size and growth of our bilateral trade imbalance has drawn significant attention in
Congress and elsewhere. As long as the exchange rate remains fixed, China remains
open to the criticism that it is manipulating the exchange rate for trade purposes.

[ understand that a prestigious Chinese academy has recently concluded that the
power 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:

While the nominal. rate has remained fixed, the real (inflation-adjusted) rate has appreciat.

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 entery

are vital providers of social services.

significantly. Nevertheless, greater flexibility -- if accompanied by trade liberalization an
of certain credit controls -- could significantly reduce China’s global trade and current account
surpluses. We expect that some of this improvement would be manifested vis-a-vis the U.S.

Treasury/OASIAINA/A. Marcus

purchasing

prises, which

ed
d relaxation

August 8, 1997
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

ASSISTANT SECRETARY

MEMORANDUM FOR THE SECRETARY

THROUGH:  Deputy Secretary Summers
FROM: .~ Timothy F. Geithnet533,(/
Assistant Secretary (International Affairs)
' SUBJECT: o - China -- State Visit of Jiang Zemin
ACTION FORCING 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 balance issue
and on our desire for cooperation with China as we work to resolve the Asian financial crisis.
RECOMMENDATION:

That you sign the attached memo to the President.

Let's Discuss

Id

Agree ______ Disagree

' BACKGROUND/ANALYSIS:

We currently expect you to participate in three events: the welcoming ceremony at 10:00, the
President’s expanded bilateral with Jiang at 11:30 a.m. and the state dinner at 8:00 p.m. It now
appears that you will not have a separate bilateral with Jiang, for scheduling reasonsjon 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 important items
on our agenda, although a separate conversation with Jiang -- perhaps at the state dinner --
might allow you to raise several additional issues, including financial services, the proposed
. Customs Mutual Assistance Agreement, final resolution of the Xinhua dispute (if neé:essary),
and a possible Treasury-organized seminar on resolving bankmg crises. We will provide you -
with a sep:arate briefing for your participation.

i

\




Withdrawal/Redaction Marker
Clinton Library

DOCUMENT NO. SUBJEECT/I'[TLE » DATE RESTRICTION
AND TYPE ) :
008. memo Robert E. Rubin to POTUS re: Economic issues for State Visit of C9: lotclv BS

Jiang Zemin (2 pages)

This marker identifies the original location of the withdrawn item [listed above.
For a complete list of items withdrawn from this folder, see the
Withdrawal/Redaction Sheet at the front of the folder.

COLLECTION:
Clinton Administration History Project

OA/Box Number: 24126

FOLDER TITLE:
[History of the Department of the Treasury - Supplementary Documents] [25]

. ip23
RESTRICTION CODES
Presidential Records Act - [44 U.S.C. 2204(a)] Freedom of Information Act - [5 U.S.C. 552(b))
P1 National Security Classified Information [(a)(1) of the PRA] b(1) National security classified information [(b)(1) of the FOIA|
P2 Relating to the appointment to Federal office [(a)(2) of the PRA] b(2) Release would disclose internal personnel rules and practices of
P3 Release would violate a Federal statute [(a)(3) of the PRA] an agency {(b)(2) of the FOIA|
P4 Release would disclose trade secrets or confidential commercial or | b(3) Release would violate a Federal statute [(b)(3) of the FOIA}
financial information [(a)(4) of the PRA| b(4) Release would disclose trade secrets or confidential or financial
P5 Release would disclose confidential advise between the President information [(b)(4) of the FOIA]
and his advisors, or between such advisors [a)(5) of the PRA) b(6) Release would constitute a clearly unwarranted invasion of
P6 Release would constitute a cledirly unwarranted invasion of personal privacy [(b)(6) of the FOIA]
personal privacy |(a)(6) of the PRA] b(7) Release would disclose information compiled for law enforcement
purposes [(b)(7) of the FOIA]
C. Closed in accordance with 1estrictions contained in donor's deed b(8) Release would disclose information concerning the regulation of
of gift. financial institutions [(b)(8) of the FOIA}
PRM. Personal record misfile defined in accordance with 44 U.S.C. b(9) Release would disclose geological or geophysical information
2201(3). concerning wells [(b)(9) of the FOIA]

RR. Document will be reviewed upon request.

« . . .
- . . - e Lty “ e - |




MEMORANDUM FOR:

FROM:

SUBJECT:

REVIEW OFFICES (Check when office clears)

O Under Secretary for Finance  [J Enforcement {1 Policy Management

TREASURY CLEARANCL SHEET

B SECRETARY 0O DEPUTY SECRETARY O EXECUTIVE SECRETARY
B ACTION 0O BRIEFING O INFORMATION O LEGISLATION

O PRESS RELEASE 0O PUBLICATION O REGULATION O
O TESTIMONY 0O OTHER

Timothy F. Geithner
Assistant Secretary (International Affairs)

China ~ State Visit of Jiang Zemin

SPEECH

NO.__
Date

O Domestic Finance - OATF 3 Scheduling

[1 Econiomic Policy O Customs O Public Affairs/Liaison

0 Fliscal ' O FLETC [J Tax Policy

0O.FMS [ Secret Service O Treasurer

2 Public Debt 1 General Counsel OE&P ,

O Inspector General [0 Mint O Under Sccretary (International)

OIRS O Savings Bonds - 0 Legislative Affairs

0 Management O Other Qocc
NAME (Pleasc Type) INITIAL | DATE | OFFICE TEL. NO.
INITIATOR(S)
A. Marcus A Io/z I INA- 622-1218
REVIEWERS
T. Crawford 1 e 1oz INA 622-0359
D. Zelikow z |0 IN 622-7222
L. Mani NI VL VA T 22-77F 7
£ Anodt M Jelan | & C 22 -0 AF 7

SPECIAL INSTRUCTIONS __ |

[0 Review Officer

DO F 80-02.1 (04/89)

{

Date . O Exceutive Secretary . Date -




MEMORANDUM FOR:

FROM:

SUBJECT:

TREASURY CLEARANCE SHEET

B SECRETARY [ DEPUTY SECRETARY O EXECUTIVE SECRETARY

NO -
Date

R ACTION 0O BRIEFING [ INFORMATION OO LEGISLATION

0O PRESS RELEASE O PUBLICATION 0 REGULATION O

0O TESTIMONY [0 OTHER

Timothy F. Geithner

Assistant Secretary (International Affairs)

China - State Visit of Jiang Zemin

REVIEW OFFICES (Check when office clears)

SPEECH

() Under Secretary for Finance (] Enforcement {1 Policy Management
[J Domestic Finance OATF O Scheduling
O Economic Policy 0O Customs O Public Affairs/Liaison
{J Fiscal OFLETC O Tax Policy
O FMS {J Secret Service 0 Treasurer
[J Public Debt 0 General Counsel OE&P .
£ Inspector General O Mint 0 Under Secretary (International)
C1IRS [J Savings Bonds O Legislative Affairs
0 Management {3 Other aocc
NAME (Please Type) INITIAL | DATE OFFICE TEL. NO.
INITIATOR(S) | |
A. Marcus nyri ”‘j?' INA 622-1218
REVIEWERS
T. Crawford Ao lele, INA 622-0359
D, Zelikow mez lO/¢z IN 622-7222
[ Mesis ' EEES! ¢ I RV
/-:, A " Af AT Joi 2 & & € AT e A7
SPECIAL INSTRUCTIONS - ——- B N -
O Review Officer Date 0O Executive Sceretary Date

DO F 80-02.1 {04/89)




Withdrawal/Redaction Marker
Clinton Library

DOCUMENT NO. SUBJECT/TITLE . DATE RESTRICTION
AND TYPE
009. notes Lawrence Summers to Sandy Berger re: Read-out from Meetings in 01/15/98 PS5

China (1 page)

This marker identifies the original location of the withdrawn item |listed above.
For a complete list of items withdrawn from this folder, see the

Withdrawal/Redaction Sheet at the front of the folder.

COLLECTION:
Clinton Administration History Project

OA/Box Number: 24126

FOLDER TITLE: _
[History of the Depariment of the Treasury - Supplementary Documents] [25]

jp23
RESTRICTION CODES r
Presidential Records Act - [44 U.S.C. 2204(a)| Freedom of Information Act - |5 U.S.C, §52(b)]
P1 National Security Classified Information [(a)(1) of the PRA} b(1) Natienal security classified information {(b}(1) of the FOIA]
P2 Relating to the appointment to Federal office [(a)(2) of the PRA] b(2) Release would disclose internal personnel rules and practices of
P3 Release would violate a Federal statute [(a)(3) of the PRA] an agency [(b)(2) of the FOIA]
P4 Release would disclose trade secrets or confidential commercial or b(3) Release would violate a Federal statute [(b)(3) of the FOIA]
financial information {{a)(4) of the PRA] . b(4) Release would disclose trade secrets or confidential or financial
PS5 Release would disclose confidential advise between the President information [(b)(4) of the FOIA] -
and his advisors, or between such advisors [a)(5) of the PRA] b(6) Release would constitute a clearly unwarranted invasion of
P6 Release would constitute a clearly unwarranted invasion of personal privacy [(b)(6) of the FOIA]
personal privacy [(a)(6) of the PRA] b(7) Release would disclose information compiled for law enforcement
: purposes [(b)(7) of the FOIA]
C. Closed in accordance with restrictions contained in doner's deed b(8) Release would disclose information concerning|the regulation of
of gift. financial institutions [(b)(8) of the FOIA]
PRM. Personal record misfile defined in accordance with 44 US.C. b(9) Release would disclose geological or geophysical information

2201(3). - concerning wells ((b)(9) of the FOIA]
RR. Document will be reviewed upon request. :

| T




, i
J N T T

Withdrawal/Redaction Marker
~ Clinton Library

DOCUMENT NO. SUBJECT/TITLE DATE . RESTRICTION
AND TYPE
010. notes Lawrence Summers to Sandy Berger re: Read-out from Meetings in 01/15/98 PS5

Hong Kong (1 page)

ThlS marker identifies the original location of the withdrawn item listed above.
For a complete list of items withdrawn from this folder, see the
Withdrawal/Redaction Sheet at the front of the folder.

COLLECTION:
Clinton Administration History Project

OA/Box Number: 24126

FOLDER TITLE:
[History of the Department of the Treasury - Supplementary Documents] [25]

: p23
RESTRICTION CODES
Presidential Records Act - [44 U.S.C, 2204(a)] Freedom of Information Act - {5 U.8.C. §52(b)]
P1 National Security Classified Information [(a)(1) of the PRA| b(1) National security classified information [(b)(1) of the FOIA]
P2 Relating to the appointment to Federal office [(a)(2) of the PRA] b(2) Release would disclose internal personnel rules and practices of
P3 Relcase would violate a Federal statute {(a)(3) of the PRA]} an agency [(b)(2) of the FOIA]
P4 Release would disclose trade seerets or confidential commercial or b(3) Release would violate a Federal statute [(b)(3) of the FOIA]
financial information [(a){4) of the PRA] b(4) Release would disclose trade secrets or confidential or financial
P5 Release would disclose confidential advise between the President information {(b)(4) of the FOIA]
and his advisors, or between such advisors [a)(5) of the PRA] b(6) Release would constitute a clearly unwarranted invasion of
P6 Release would constitute a clearly unwarranted invasion of personal privacy [(b)}(6) of the FOIA]
personal privacy {(a)(6) of the PRA] b(7) Release would disclose information compiled for law enforcement
purposes [(b)(7) of the FOIA|
C. Closed in accordance with restrictions contained in donor's deed b(8) Release would disclose information concerning the regulation of
of gift. ] financial institutions [(b)(8) of the FOIA]
PRM. Personal record misfile defined in accordance with 44 U.S.C. b(9) Release would disclose geological or geophysical information
2201(3). concerning wells {(b)(9) of the FOIA]

RR. Document will be reviewed upon request,

. s e I B L. .- ey P 4 i . -




DEPARTMENT OF THE TREASURY

WASHINGTON
/

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY RUBIN
' DEPUTY SECRETARY SUMMERS

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

SUBJECT: ‘Briefing for Principals’ Meeting on China
DATE/TIME: Tuesday, April 21; 4:00
© PARTICIPANTS: |
y Secretary Rubin
. Secretary Albright
D/S 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 MFN renewal exercise gf‘:tting
underway, and detailed planning for the Presidential visit now beginning. The meeting will cover
both of these issues, as well as upcoming visits from USTR Barshefsky (already en route) and
- Secretary Albright (planning to leave this weekend). Other issues include possible easing of U.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 of our

issues, particularly as they relate to the Summit. In this context, you may want to discus
assistance, China’s role in the Asia crisis and WTO financial services issues.

1. Treasury/China Meetings

Our current thinking is that we will hold a scaled-down JEC in Washington in late May.
you might hold meetings in Beijing (with Premier Zhu, PBOC Governor Dai and Financ

s technical

In addition,
e minister

Xiang) on the first day of the President’s trip, while he is in Xian or Guilin. Both of thesel: will help

frame the economic message for the President’s trip. D/S Summers has also indicated hil

to visit China in June, although it is not clear that this will be necessary if we do the JEC

Suggested talking points: -

s willingness
in May.

° 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 Ministers” Meeting

in Canada on May 22-24.
° In addition, 1 would, plan to have separate discussions with economic lead

Dai and Xiang) in Beijing, probably on the first day of the President’s trip,
in another city.

2._Technical Assistance

We have come under some pressure from other agencies to put together a technical assis

ers (Zhu,k
while he is

tance

package that could be announced on the President’s trip. We are exploring this, but are

willing to

proceed only if it will be useful and if we can find ﬁmding We discussed the issue with People’s

Bank officials last week, and they are now examining their needs, while we explore what
being provided by U.S. agencies and IFIs.

We will compare notes with the Chinese again early next month (when Anthony Marcus
accompanies Janet Yellen to China), and decide whether and how to proceed. Fundmg A
to come from the Chinese and/or other agencies, most hkely AID.

is already

vould have




 Su gpested talking pos'nts:

v ‘We are dlscussmg technical assistance needs and capabilities with the Chinese. Our
next discussions are planned for May 4 or 5. - '

° If both sides agree that expanded technical assistance makes sense, we will decide
how to proceed. Funding will have to come from the Chinese or from other USG
agencies. :

3. Asia Crisis

There continues to be speculation about a possible devaluanon The Chinese continue to reiterate.
their commitment to maintaining the fixed exchange rate, however (although without ret{’erence toa
time frame), and we believe that they do not see a devaluation as a solution to their slowmg growth,

Despite the crisis, China’s trade situation remains strong: its surplus in the first quarter was $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 investment
flows totaled $8.6 billion, up 9.7%. While a devaluation could boost exports, it would allso strike a
blow to confidence and to the Chinese Government’s credibility, likely impacting investsnent, which
the Chinese have identified as key to boosting growth. It-would also increase inflation, control of
which is one of Zhu’s major achievements.

Suggested talking points:

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

] We do not believe that China’s economic situation indicates a need to devalue.

4, WTO Financial Services

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

Suggested talking points:

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

D O UT—

. The Chinese have agreed, and we plan to send a technical team to Beijing in May or June.
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECRETAAY OF THE TREASUAY , | June 22, 1998
NI:EMORANDUM FOR THE PRESIDEVT
FROM:  RobertE.Rubin & < . <L .

SUBJECT: . China — Economic Issues for your Visit

China’s reform effort is now at a critical stage. At the same time, economic growth is slowing,
due both to domestic factors and to the souring of the external environment. There have been
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 ahd many of
China’s other leaders have a sophisticated understanding of the economic challenges they face.
The key is to stay the course of reform, rather than resort to short-term palliatives. Three issues
are critical:

1. Growth Prospects

The Chinese ~ including Zhu Rongji personally — are heavily committed to a target of 8% growth
for 1998, a target that is almost surely out of reach. China’s growth could fall to 5%l or lower,
and even there, its statistics may be questionable. (It is also worth noting that Hong Kong isin

" recession and is suffering from serious declines in land and stock prices.) The Chinese
government may be tempted to take additional, unpmdent steps to stimulate short-tefm growth,
such as a fiscal program they cannot afford, a monetary expansion that could worsen |their
banking problems, or a devaluation. Qur view as to the principal issues is the following:

»  Evena growth rate of 6-7% is well zhead of population growth, and would be envied
elsewhere. (
. China should avoid any temptation to damage hard-won progress through short-term

expediency, especnally in the current Asian context.

. Instead, it should focus on its reform eﬁ‘orts, which will provide the basis for high rates of
sustainable growth in the future. :

2. Reforms
China’s daunting economic challenge is to conduct three interconnected reforms simultaneously:

. Restructure and preferably privatize money-losing, state-owned enterprises (SOEs) that
are left over from central planning. China is believed to have some 300,000 SOEs which
employ 100 million people. Despite this scale, Zhu Rongji has pledged to restructure them
within three years; B '




. 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-p erforming ‘
loans as high as 30% of the total. The four major banks need to be radxcally‘ 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 jobs since most
depend on their employers for housing, health care, pensions, and education for their
children. -

Some questions you could raise:

° 'What are your thoughts about how best to address the problems of China’s banking
system?

° How do you plan to reemploy the large numbers of people who are hkely to be displaced

with SOE restructuring?

. QOpening the market to forexgn financial institutions -- as part of China’s WI‘O accession —
could be an lmportant step in strengthening the system. What are your thoughts on this
issue? ;

Chinese authorities have repeatedly pledged not to devalue the renminbi; a policy that has served
China well, and that has also made a useful contribution to the restoration of financial 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: o

. Mamtenance of the renminbi’s stability is in the interests of China and of the world
economy.
0 A devaluation would have serious negative effects:

- It could have a chxllmg eﬁ‘ect on foreign investment in China.

- It could set off another round of devaluatlons in the region, possibly negating any
beneﬁmal trade effect.

- It would almost certainly add to the recent market pressure on Hong Kong.

China’s leaders will almost certainly be interested in discussing Japan with ydu as well, and your
response should be a realistic appraisal of the problems the Japanese face and the difficulties they
have in acting — and the importance that they act to address their problems.
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DEPARTMENT OF THE TREASURY
, WASHINGTON, D.C.

SECRETARY OF THE TREA. SURY

. » ' April 7. 1999
MEMORANDUM FOR TIIE PRESIDENT
FROM: Robcxt E.Rubin Q@ <. K.
SUBJECT: Your Meenng ‘with Premier Zhu Rong]x Key Econormc [ssues

This year will be a difficult one for China’s economy, thh uncertain prospects for e:conomlc

- growth. The GOC expects GDP growth in 1999 to slow to about 7%, from (stahshcally suspect)
7.8% in 1998. Some estimates of actual 1998 growth are as low as 4% and growth thls year
almost certainly will be lower than last, due to weak consumer confidence and sxgns of over~
capacity which make private firms reluctant to invest. In addition, price deflation (rletall prices
fell 2.6% last year) is hitting corporate profits and encouraging consumers to save rather than
spend. The GOC is relying heavily on state-led infrastructure investment to spur growth and
contain iising unemployment.

China’s external position remains strong, with a current account smplus of $24 bllhon in 1998
(2.5% of GDP) and foreign exchange reserves of $146 billion. However, China’s exports have
been falling since mid-1998 on a year-on-year basis, mainly due to weak regional demand In
addition, inflows of foreign direct investment are expected to decline to $25 billion i m 1999, from
$35 - 45 billion in recent years. Foreign investor sentiment has been affected by China’s slowing
growth and frustration with administrative hurdles, mcludmg tightened foreign exch‘ange
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 of China’s
economy through structural reforms will be critical to ensuring that growth is sustained over the
medium term. This will involve addressing the interlocking issues of financial sector reform,
restructuring of state-owned enterprises (SOEs) and development of an adequate tax base.

An important source of vulnerability is China’s financial sector, dominated by large state-owned -
banks with very high proportions of nonperforming loans (estimated at 25-40% of tollta‘l loans).
The banks have inadequate capital and reserves to cushion against the enormous potential losses
indicated by such a high level of bad loans. Zhu has been attentive to the role of weak banking
systems in the Asian financial crisis. He has initiated a financial sector reform program intended
to recapitalize the banks, improve prudential regulation, and allow banks to operate on
commercial principles. The scope of the problem is daunting, however. Fully recapi tahzmg
China’s bankmg system is estimated to cost on the order of 20-30% of GDP.

Success of financial sector reform depends heavily on restructurmg of the SOEs, the panks’
principal clients. While SOEs account for less than a third of economic output, they |soak up
over two thirds of bank lending. SOE reform is complex: it must proceed in tandem with




‘development of local govemment responsibility for social functions (health, educatlon) that are
being stied by the SOEs and the establishment of social safety net programs for workers who lose
their jobs due to restructuring. The GOC s stxategy for movmg forward remains well-intentioned
but ill-defined. .

A key economic challenge over the longer term is the creation of an effective, revenue-
generating tax system necessary to achieve fiscal sustainability. China’s official fiscal deficit of
2.4% of GDP is modest, but masks extra-budgetary governmental activities amounnng to an
additional 6-8% of GDP annually. In addition, the GOC faces potentially enormous costs
associated with bank recapitalization and transition to a ﬁnanmally viable pension system

Declining foreign investment growth, along with fallmg exports and an apparent mcreasc in
capital flight, has rekindled rumors of a possible devaluation of the yuan. Sucha step would not

' be withcut risks, however, as it could undermine domestic confidence in China’s ﬁ'agﬂe banking
system or spark further devaluations in the region (which would dampen the mtend?d boostin
China’s exports and threaten regional economic recovery). If raised, you should note that the
stability of the yuan has been in China’s interest and has played a constructive role|in the

region, where.recovery remains fragile. You should emphasize that progress in economic reform
eﬁbrts is also cntzcal to the stability of the yuan. )

- The high-profile, October 1998 closure of GITIC, a large non-bank financial entity, reflects a
new determination to deal forcefully with financial sector problems. However, the lack of
transparency in dealing with this case has taken a toll on investor confidence. In yozlcr meeting
with Zhu, you should emphasize that the adoption of stronger accounting/disclosure practices
and more transparent rules and regulations will be critical to bolstering international
lender/investor confidence in China going forward.

China’s leaders are approaching WTO negotiations at a time of growing fears about
unemployment and the competitiveness of many domestic firms. On the other hand, a good
WTO agreement could help restore weakening foreign investor confidence. From our
perspective, a strong agreement, on commercially meaningful terms, including in the financial
sector, remains very much in the interests of the United States, China, and the globa] trading
system.
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1999-SE-003453

» DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

April 6, 1999

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY RUBIN

FROM: /‘/ﬂ‘fed Truman, Assistant Secretary
(International Affairs) -

SUBJECT: POTUS Note on China for the Visit of Premier Zhu Rongji
Chinese Premier Zhu Rongji will be in Washington on April 8-9 on an official visit.
: EA keround

A note to the President is an effective means of bringing fo the President’s attention key economic

- issues which we believe he should raise with the premier. Since Premier Zhu has responsibility for
providing leadership to China’s economic reform program, it is important that economic issues

receive due attention during his visit. w
Recomraendation

" That you sig\r;t/he e%bd memo.
Agree _ l \_} a\}‘- Disagree Let’s Discués

Attachment:
Tab A: Memorandum to the President

ce; D/S Summers
/S Geithner

EYECUTIVE SECRETARIAT
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DEPARTMENT OF THE TREASURY
' WASHINGTON, D.C,

AS.SIS'?:ANT SECRETARY ' ’ Apl'il 7’ 1999
Recommended Telephone Calls
MEMORANDUM FOR DEPUTY SECRETARY SUMMERS .
. THROUGH: Linda L. Robertson, A
' Assistant Secret L
‘ (Legislative Affai Public Liaison)
FROM: Rick Sinkfield

Deputy Assistant Secretary (Intemanonal) o

SUBJECT: - ~ Calls to Rep. LaFalce 225 3231 and Rep. Roukema, 225- 4465 to update
them on China WTO negotiations. ' :

BACKGF:OUND:

Negotiations on China’s accession to the WTO are making good progress. We are very close to
an agreement on market access and agriculture. We are still workmg on autos and prqtocols V
(dumping, technology transfers). On textiles, we have only make modest progress in light of the
remaining 9 years with respect to the quota

We are still waiting on the ummg We believe there are three scenarios: 1) Since arriving in the
U.S., Mr. Zhu agrees to everything and we announce a deal some time on Thursday; 2) we get
almost evérything 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 China leaves
the table because they feel we are not serious.

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

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

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

DISCUSSION:

Talking Points attached.
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Talking Points - Calls re China WTO Negoﬁaﬁom

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

These negotiations involve a set of broad market access concessions by China. Our market is
already open to China. These negotiations do not affect American import pohcle's Our goal is
a fair commercially meaningful agreement that helps to level the playing ficld by gaining
accéss for our goods and services to their market.

Our talks have covered all major areas of the WTO accessxon, mcludmg agnculmre mdustnal
goods, services and Protocol issues including safeguards and others. We have set no artificial
deadline to complete the work by Premier Zhu's arrival, It sppears the visit has motivated the

Chinese to move further towards accepting-our demands, but this is not affecting|our posture

" and we are not lowering the bar to accommodate an announcement. If China doe‘s not make a
~ commercially meaningful offer in all areas of concern, we will reject the accession as we did in

thc ‘97 and ‘98 suramits,

A number of outstanding issues remain. Let me review with you bricfly where we ¢ stand. In
tariffs, for example, China has committed to an average tariff of 7.1% in U.S. pnonty areas —
well below that of most U.S. trade partners. China’s present average tariffs are 24. 6%.

With respect to agriculture, China has made significant offers in all major areas -- tariffs,
TRQs, export subsidies and domestic supports. For example, the tariff offer would bring
agricultural tariffs down to 14.5% in'priority areas, which is well below the lcvcl of most major
U.S. trading partners. China will also accept WTO rules on sanitary and phytosamtary
standards immediately on accession, e.g. for citrus, meat and Pacific Northwest wheat. We are
continuing, however, to discuss both the quality of market access commitments e‘md phase-in
times.

In goods, China has made concessions in a number of sectors of high priority to the United
States, for example trading rights (ability to import/export), distribution, tariffs, imd quota

elirnination. We are continuing to negotiate over the quality of commitments and the phase-in

details. Generally, China will agree to 3-year phase-ins, but we are still workmg on specifics in
a few sectors.

In services, China has made good offers in some sectors. Distribution is an especially strong
point, and we have broken new ground in telecommunications-and financial services, but we
have remaining concerns which must be resolved. Similarly, in other areas we ré:mam
unsatisfied and intensive ncgotiations continue.

‘We are also addressing the application of rules, including dumping, safeguards, technology

transfer, offsets, measures related to the protection of intellectual property, and ilnvcstment
restrictions as well as other areas. Discussions in these areas have progressed much more
slowly as we are asking for commitments that no other WTO member is required to make. We
are also continuing to work on textiles. We will continue to insist that China meets the high bar
Wwe are setting even if it means extending the talks. It is important to recognize, that the
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application of the full spectrum of tmding rules for China is 2lso addressed in the multilateral

. negotiations that will be on-going in Geneva in the months ahead. The United States is
comynitted to ensuring that our concems are addressed both in our bilateral talks as well as the
formal negotiations at the WTO (Protocol) in which we will play a leading role.

-~ The talks are still undcrway as we speak. Thei issues which remain outstanding are important
enough to both sides that we may wind up with no result. From our perspective, the U.s.
remazins prepared to walk away from an unsatisfactory deal. We will try to keep you informed
as we work toward the conclusion of these negotiations.

- It should be noted that China’s accession into the WTO is a long process. First, Chma must
negotiate a bilateral agreement with the U.S. Then, China must also negotiate & bilateral
agreement with every other WTO member country, Once this is completed, China must
negotiate WTO Protocol issues with the U.S., to be concluded by China negotiating these WTO

Protocol issues with every member country.

- Because this is such a long process, there will be a period for significant consulta!txons with the
Conjzress. As part of the consultation process, we will confer with Congress on next stcps
regarding China’s normal txadmg relations status.
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DEPARTMENT OF THE TREASURY
Washington :

May 6, 1999

TO: SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS
FROM: Timothy Geithner ’//ﬂ\ :
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
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

May 6, 1999

MEMORANDUM FOR UNDERSECRETARY GEITHNER
ASSISTANT SECRETARY TRUMAN

FROM: Meg Lundsager
Deputy Assistant Secretary (Trade and Investment Policy)

SUBJECT: . China’s WTO Accession Negotiations: Status Report

In almost exclusively staff level talks in Beijing running through April 26, China pulled
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 financial services area. |Our largest
concern relates to a Chinese pull back on national treatment for banking. They walted over two
days before responding very summarily to a U.S. paper outlining areas of difficulty, I?y which
time European negotiators had arrived, to be followed soon by other supplicants. The cold
shoulder reception was not accompanied by rancor, though, and it is likely we will reiengage
soon. Bob Cassidy will call Long today to nail down our return for the week of May’ 17. The
White House expects to send a letter from President Clinton to Premler Zhu prior to our return to
China.

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 freturned
from North America, meaning their negotiators were tired and had not had time to gct new
instructions. (Their negotiator claimed illness in justifying his absence, just as he was ill and
missed the talks in December which registered so little progress. ) Moreover, the Chinese may
have calculated that they could come to terms with the EU prior to Sir Leon Brittan’ s[ visit to
China May 5-6, isolating us, but little progress was reportedly made in those talks either. Finally,
the Chinese indicated displeasure at USTR’s release of information on concessions Chma had
made in Washington during the Zhu visit and may have wanted to punish us for not havmg
reached closure at that time.

Start of a 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 second
(without MOFTEC presence) while waiting for Long to signal how we were to proceed with the
broader talks. The CSRC said they plan to open up their market to foreign part1c1pat10n but
stated repeatedly that they cannot commit to anything more in securities with a firm schedule
They recognized that the integrity of China’s foreign exchange controls was not affected by
letting foreign affiliated securities firms trade A shares (as opposed to own them). Tﬂey sought
~ to justify their position by citing the illiquidity/instability of their stock market, lack of




transparezncy, and the rudimentary nature of their 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,: (1) foreign equity share of 49% .
by 2005 for securities operations doing everything but A share trading, (2) a one-year|trial 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 second meeting
without reference to the negotiating document, which I don’t presume MOFTEC would have
shared. They agreed to consider it. The seed of hope is thus twice planted in case we 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.

Attachment




The successful conclusion of our bilateral negotiations on China’s entry into the WTO will

" further China’s integration into the global economic system to the benefit of both ou:r nattons. In
view of the pivotal role of financial services in this achievement, the importance of China to the
regional and world economy, and the broad range of reforms which China is undertaking, the
United States proposes to launch a mutually beneficial special bilateral consultative process on
financial sector issues. Initially, discussions would concentrate on financial sector restmcturmg

“and modermnization, including the potential for sustaining exchange and capital market stability
while progressively allowing foreign financial institutions to play a constructive role(in the

' development of Chinese capital markets. The responsible national regulatory authorities,
including securities market regulators, would participate in the consultations with a view to
enhancing cooperation and increasing u*ansparency and market conﬁdence in China.

This proposed consultative process would focus on China’s expressed concern that 1t could not
yet open its market to majority foreign-invested securities companies trading domcstlc equities
(A shares) because of the low level of trading in China and evolving development ofjits
regulatory 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 securities market via
establishment of strong, foreign-invested securities companies with the highest standards of
disclosure, management efficiency, and market-making expertise. The United States suggested

- that such foreign participation would contribute to the development of more cfﬁcxent 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 furtherance of these
objectives, the United States suggested that within a five year period China allow forexgn—
invested securities firms to engage in A share trading on a one year trial basis, the conditions of
which could be discussed as part of this special dialogue.

I would like to propose that this enhanced dialogue on capital markets be conducted pnncnpally
in the context of the China-U.S. Joint Economic Committee; with interim meetings convened by
mutual consent. At times, we may wish to consider including private sector experts and

represenltanves of international organizations.

I look forward to your reply indicating that you can agree to establlshmg this bilateral
consultative process.

-




