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the government on all major international economic policy issues and serves as a
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carries out research by request from outside institutions and organizations on all areas
of the Korean and international economies by request.
KIEP possesses highly knowledgeable economic research staff. Our staff includes
many research fellows with PhDs in economics from international graduate programs,
supported by dozens of professional researchers. Our efforts are augmented by our
affiliates, the Korea Economic Institute of America (KEI) in Washington, D.C. and
the KIEP Beijing office, which provide crucial and timely information on local
economies. KIEP has been designated by the government as its Center for International
Development Cooperation and the National APEC Study Center. KIEP also maintains a
wide network of prominent local and international economists and business people who
contribute their expertise on individual projects.
KIEP continually strives to increase its coverage and grasp of world economic
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broad but close network of the world’s leading research institutes. Considering the
rapidly changing economic landscape of Asia, which is leading to further integration
of the world’s economies, we are confident that KIEP’s win-win proposal for greater
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Main Themes of the Conference
The 2015 Trans-Pacific Intellectual Dialogue Conference on Strengthening North Pacific Cooperation
was organized jointly by the East-West Center and the Korea Institute for International Economic Policy.
The conference was held at the East-West Center in Honolulu on December 14-15, 2015.
The conference focuses on three main topics of the North Pacific region:
- Trade
- Macroeconomic Perspectives
- Finance
The conference concluded with a roundtable discussion on strengthening North Pacific cooperation.
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Introduction and Overview
Mark Thoma

In the five years before the Great Recession worldwide economic growth
was averaging a robust 5.1 percent. However, future economic growth is not
expected to be as strong. According to IMF projections, worldwide growth will
fall to an average of 3.4 percent from 2015–2017.1) This “new normal” will
create economic challenges for countries around the world, particularly
developing countries that rely upon strong worldwide growth to fuel their
export-led development strategies.
The growth of the world economy depends critically upon the health of
the economies of the North Pacific region. The four major economies in this
area, China, Japan, Korea, and the United States, accounted for 39 percent of
world output in 2015, a share that is expected to stay relatively constant in future
years (see Table 1). This constancy is, however, a break from the trend in recent
decades. From 1980 through 2015 the share of world output produced by these
four countries increased from 33 percent to 39 percent. But a slowdown in growth
in recent years, particularly the large slowdown in China, has ended the expansion
Table 1. Gross Domestic Product Based on PPP, Share of World Total

Country

2014

2015

2016

2017

2018

2019

2020

China

16.6

17.2

17.7

18.1

18.5

18.9

19.4

Japan

4.4

4.3

4.2

4.0

3.9

3.8

3.7

Korea

1.6

1.6

1.6

1.6

1.6

1.6

1.6

United States

15.9

15.9

15.8

15.6

15.5

15.2

14.9

Total

38.6

39.0

39.3

39.4

39.5

39.5

39.6

Notes: Estimates from the IMF World Economic Outlook Database, October 2015.

1) The growth figures and projections are from the IMF World Economic Outlook Update, January
2016.

in the share of world output coming from these four countries.
The slowdown in economic growth for China, Japan, Korea, and the United
States is shown in Table 2. China, for example, grew at an average rate of 11.7
percent from 2003-2007, but that rate is expected to fall to 6 percent by 2017
and then increase slightly to 6.3 percent by 2020. Japan, Korea, and the United
States show similar trends, but less dramatic changes in their expected growth
rates. Given the importance of these countries to the world economy and their
position in the international order, the slowdown in growth will have ramifications
that extend far beyond the North Pacific region.
Table 2. Real GDP Growth

Average
2003-2007

2013

2014

2015

2016

2017

2018

2019

2020

China

11.7

7.7

7.3

6.8

6.3

6.0

6.1

6.3

6.3

Japan

1.8

1.6

-0.1

0.6

1.0

0.4

0.7

0.9

0.7

Korea

4.5

2.9

3.3

2.7

3.2

3.6

3.6

3.6

3.6

US

2.9

1.5

2.4

2.6

2.8

2.8

2.7

2.2

2.0

Country

Notes: IMF World Economic Outlook Database, October 2015, estimated after 2014.

What can the countries of the North Pacific do to increase economic growth
both individually and in cooperation with other countries in the region? A
conference on Strengthening North Pacific Cooperation organized by the East-West
Center and the Korea Institute for International Economic Policy examined this
question and its relationship to political stability and security in the North Pacific.
The conference, held at the East-West Center in Honolulu, focused on three critical
areas, international trade, the macroeconomic outlook, and finance.
These three areas are interrelated due to the many trade and financial ties
among the countries in the North Pacific. The prospects for economic growth
in the US, for example, one of the topics discussed in the second session of
the conference, has important implications for international trade, and trade is
an important determinant of growth in emerging economies in the North Pacific

and elsewhere around the world. Another example of the interrelated nature of
the topics of the conference comes from the session on finance. Quantitative
easing in the US during the recession strengthened currency values in developing
countries relative to the dollar. This made it more difficult for developing countries
to export goods to the US and lowered their economic growth.
Currency devaluation, which was discussed frequently during the conference,
could help emerging economies in the North Pacific offset the slow economic
growth they are experiencing, but there are two potential problems with the
aggressive use of this type of policy. First, there is the risk of being branded
as a currency manipulator, and that could trigger sanctions that more than offset
the benefits from currency devaluation. That may explain why Korea did not
move to limit the won’s appreciation against the dollar brought about by the
Fed’s quantitative easing policy. Second, all countries trying to devalue at the
same time would not work since relative currency values remain unchanged.
In theory, currencies in developing countries could weaken against the dollar,
but the Federal Reserve would likely counteract depreciation against the dollar
since it would create headwinds for the US economy.
Another way to stimulate economies is through fiscal policy, particularly
infrastructure spending, but not all nations have the fiscal space to do so. This
brings up the possibility of a cooperative solution to offset the economic slowdown
in both developed and developing countries. Nations such as China, Japan,
and Korea could pursue currency devaluation against the dollar, while the US
increases government spending to stimulate the economy and make the necessary
improvements in its infrastructure. China could also recommit to structural reform
that would bolster confidence in its ability to pursue growth-enhancing policies.
This would require the US to accept a temporary strengthening of the dollar
and perhaps a widening of its trade deficit, but that is the price of renewing
global growth to improve its long-run prospects. Once growth is stabilized, fiscal
policy could return to previous levels and monetary policy in other countries
could be normalized. This cooperative solution may be a dream, but as UC
Berkeley Professor Barry Eichengreen says in an article2) suggesting the “grand
bargain” described above for a broader set of countries that could hopefully be

induced to join the effort with the leadership of the North Pacific, “the alternative
to this dream is an ongoing economic nightmare.”

International Trade and Trade in the North Pacific Region
The conference began with a discussion of the economic, political, and strategic
importance of international trade.
International trade is essential for the development of emerging economies.
China and Korea, for example, have experienced substantial growth of the middle
class and large declines in poverty by pursuing export-oriented development
strategies. However, the fall in international trade during and after the Great
Recession has made it much more difficult for developing countries to pursue
this path to economic development. Prior to the recession, in the time period
from 1987-2007, trade was growing at an annual rate of 7.1 percent. But during
the recession trade fell dramatically, faster than it did during the Great Depression.
Trade recovered as economies around the world began to climb out of the
recession, but the recovery was short-lived and trade growth has hovered around
an annual rate of three percent in the last several years, a rate that is slightly
below the growth in world GDP.
This has increased the incentive for developing nations to pursue international
trade agreements to raise their growth rates, and, in some cases, to promote
geopolitical goals at the same time. The first paper of the session, “China’s
Emerging Trade Strategy: Drivers, Influence and Implications to North Pacific
Economic Cooperation,” by Yong Wang of Peking University argues that the
rise of bilateral and regional trade agreements is an important factor behind
China’s desire to pursue a new approach to trade. China has become increasingly
concerned about the geopolitical implications of trade deals such as the TransPacific Partnership (TPP), and about protectionism under the guise of regional
trade agreements. In light of this, China has moved toward a more proactive
2) “The Case for a Grand Bargain,” Finanz und Wirtschaft, April 8, 2016.

stance on trade policy, particularly since President Xi Jinping and Premier Li
Keqiang came to power in 2013.
The desire to become more active in trade negotiations has also been driven
by the recent slowdown in the growth of the Chinese economy. This has motivated
China to seek new outlets for exports of high value-added goods in the Middle
East and Central Asia as a means of increasing its economic growth rate. Professor
Wang discusses many new trade initiatives that China is considering or has
already implemented such as the One Belt, One Road Initiative and the Asian
Infrastructure Investment Bank (AIIB), its recent decision to contemplate joining
the TPP, and, importantly, the implications for the global trade order and North
Pacific cooperation. The bottom line is that “If China succeeds in opening up
previously closed markets in the Middle East and Central Asia, it will bring
forth big changes to the world trade map.” In any case, “we expect China’s
new trade policy will give a further boost to the rise of a new global order,
in which the country will definitely play a larger role.”
The second paper, “China’s Belt and Road Initiative and Korea’s Eurasia
Initiative,” by Inkyo Cheong of Inha University turns the focus to Korea and
President Park Geun-Hye’s proposal for a Eurasia Initiative to build “One
Continent,” a “Creative Continent,” and a “Peaceful Continent.” The first goal,
one continent, is to connect Korea to Europe seamlessly by building upon existing
transportation networks along a path through Siberia and Central Asia. The hope
is that reduced transportation costs will boost both intra- and inter-regional trade
in the Eurasia region. The second goal is to promote creativity as the new growth
engine of Eurasia. The third goal, a continent of peace, aims to facilitate peace
and prosperity in a unified Europe and Asia through a trust-building process.
The paper also discusses attempts by China, Russia, Japan, India, and the
United States to forge their own ties with Europe and Asia, and how this affects
the structure of Korea’s Eurasia Initiative and its probability of success. China’s
One Belt, One Road Initiative, for example, will require Korea to adjust its plans.
As the paper notes, “With the progress of China’s Belt and Road Initiative,
Korea’s initiative needs to shift focus to linking railways and shipping routes
from the two Koreas to China and Russia, and cooperating more closely with

China in transportation, rather than keeping to the original plan.”
The Eurasia Initiative is closely related to the goal of the unification of
North and South Korea. The hope is that involving North Korea in multilateral
joint projects with Eurasian nations will eventually bring about internal changes
and improve the overall environment for peaceful reunification. This points to
an often-overlooked fact in discussions of international trade agreements; that
these agreements are not just about the economic advantages, but there are also
strategic and political implications. This issue, which is discussed in Professor
Cheong’s paper, is the main topic of the next paper in this conference session,
“The Trans-Pacific Partnership Agreement: High Diplomacy and Low (Domestic)
Politics,” by Claude Barfield of the American Enterprise Institute.
Unlike many other countries where the executive branch or its equivalent
can negotiate and agree to trade agreements on its own, in the US the constitution
gives that power to Congress. Thus, when negotiating over trade the executive
branch must always keep in mind that Congress could veto the agreement. In
addition to Congress, which must worry about local interests, e.g. how a trade
agreement might affect business interests in the home district of a Senator or
a member of the House of Representatives, trade deals must also be defended
“before a top-level interagency committee that consists of representatives from
the State, Defense, Commerce, Labor departments, as well as the Environmental
Protection Agency.”
Even so, there has been a “striking continuity” of trade deals through the
Clinton, Bush, and Obama administrations due to their strategic value. During
the Clinton years, for example, trade policy was viewed as a way of overcoming
sluggish economic growth. But it was also viewed as a means of promoting
democratic institutions and civil liberties. NAFTA wasn’t just a trade agreement;
it was also used successfully to promote multi-party democracy in Mexico.
Similarly, the Asia-Pacific Economic Cooperation (APEC) initiative advanced
both economic and security considerations. And the last major trade initiative
during the Clinton years, the push to allow China to join the WTO, was in
part due to the expected economic benefits to the US, but the administration
also argued that it could eventually lead to “political liberalization and pluralism.”

This combination of using trade agreements to promote economic, security,
and diplomatic goals continued under the Bush administration and intensified
after the 9/11 attack on the World Trade Center. An example of this is the Bush
administration’s refusal to engage in trade negotiations with New Zealand due
to its opposition to the Iraq war, and its willingness to prioritize negotiations
with Australia as a reward for its support of the war effort. Initiatives were also
pursued by the Bush administration “as a commitment to democratization,
transparency, and the rule of law in Central American countries, in addition to
providing economic opportunities for all parties involved.”
The paper also uses the Obama administration’s difficulties in getting support
for the TPP to document the difficulty of passing trade legislation in an environment
where so many interests must be appeased. Manufacturing, agriculture, digital
commerce, and service industries do well under the agreement, but industries such
as biologics―pharmaceuticals made from live organisms―tobacco, and financial
services are unhappy with provisions on patents, the exclusion of tobacco from
dispute settlement provisions, and requirements for data localization. The
administration has done all it can to emphasize the strategic value of the TPP,
but it is not at all clear that the objections by important special interest groups
can be overcome.
Taeho Bark, in his comments on the papers in this session, notes that the
TPP will not produce large economic gains. He suggests this could be remedied
after the TPP is ratified, by broadening the agreement beyond the twelve countries
currently involved to include “dynamic economies in East Asia such as Indonesia,
Thailand, Philippines, and of course Korea and China.” However, as just noted,
ratification of the TPP may encounter troubles within the US and it is unclear
whether promising to include more countries once the TPP is ratified will help
overcome this problem. It could even make the opposition stronger, given the
rhetoric on trade with China and other countries on the campaign trail. As the
second discussant Theresa Greaney argues in her remarks, protectionism did not
increase significantly during the post-recession period, perhaps due to an
understanding that protectionism would hurt everyone, but this lesson seems lost
as the presidential campaign unfolds and any reasonable hope of passing the

TPP will have to wait until the election is over.

Prospects for Economic Growth in the North Pacific
The second session of the conference examined the macroeconomic conditions
in the North Pacific region. As discussed above, economic growth is expected
to be weaker than in the past, so there was also a focus on the steps countries
can take individually and collectively to improve the macroeconomic outlook.
The first paper of the session, “Global Economic Problems and EMEs’
Macroeconomic Policies,” by Inchul Kim of Sung Kyun Kwan University and
Korea’s Foreign Investment Ombudsman, focuses on the conditions in emerging
market economies and the types of policies these countries can pursue to
successfully compete in the global marketplace. The discussion is centered around
seven characteristics of emerging market economies: high inflation rates and low
central bank credibility, troubled financial sectors arising from government
allocation of funds at artificially low interest rates, exposure to foreign shocks,
dependence on exports as an engine of growth, exchange rate volatility, high
income inequality, and large external debt at risk for default.
Policies directed at these issues are constrained by the “trilemma framework”
that prevents countries from having free capital mobility, monetary policy
autonomy, and fixed exchange rates simultaneously. Once a country commits
to two of these goals, the third is constrained to be consistent with the other
two objectives. The paper looks at the various choices emerging market
economies have made in the past under the limitation imposed by the “impossible
trinity,” and how successful those choices turned out to be. This examination
yields seven general conclusions to guide policy in emerging market economies
in a way that can provide the stimulus they need to improve their macroeconomic
outcomes and reduce the risk of a currency crisis.
The next paper in the session, “China’s New Economic Norms,” by Yijiang
Wang of the Cheung Kong Graduate School of Business, takes on an important
topic―the current and future macroeconomic conditions in China. After a period

of remarkable economic growth, economic expansion has slowed and China faces
several challenges that must be overcome if it is to continue its rapid pace of
economic development. China has experienced a loss of business competitiveness
due primarily to rising labor costs and a heavy tax burden, excess capacity due
to government-directed overinvestment in the manufacturing sector, and a related
problem concerning the quality of bank holdings of financial assets used to
support these investments. And that’s not all. There are fiscal issues arising from
an imbalance between government spending and tax collection, and the problem
of providing the liquidity the economy needs without providing so much that
it makes the overinvestment and bank asset problems even worse. Finally,
economic growth is also threatened by the declining world demand for China’s
exports due to slow worldwide economic growth, and by the problems associated
with transitioning to a more consumption-based economy.
Nevertheless, Professor Wang finds reasons for optimism about China’s
future. Although the manufacturing sector has slowed, the service sector appears
to be taking up the difference, a positive sign for China’s ability to transition
to a “new normal.” Meanwhile, the primary sector―agriculture, fishing, and
mining―has displayed stable growth rates and there is little reason to believe
this will change. Strong consumer spending has also bolstered the economy, and
consumption should increase rapidly in coming years and continue to support
the growth in the service sector. There is further optimism due to innovation
becoming a much stronger force in powering the economy, a development that
will help China move away from an economy powered by investment in the
manufacturing sector. In addition, and importantly, the government recognizes
the challenges China faces and seems prepared to do what is needed, including
making changes to the financial system and enhancing the economy’s efficiency.
While China may not be able to recover the remarkable growth rates of the
past, the worries that a “hard landing” is ahead appear to be unfounded.
The session then turned to the current and expected future conditions in
another important economy, the US. Professor Mark Thoma of the University
of Oregon examined the “Economic Conditions in the US and the Uncertain
Prospects for Future Economic Growth.” The US has had a difficult time

recovering from the Great Recession, and although unemployment has fallen
considerably, output growth has been sluggish. There are several reasons for
this: slow productivity growth, an aging population, rising inequality, and the
prospect of secular stagnation. Taking these factors into account, most analysts
believe that future growth will be in the neighborhood of two percent.
This is not the best of news for countries the US trades with, particularly
emerging economies. The ability of the US to return to growth rates closer to
what it experienced prior to the Great Recession depends upon several factors.
First, the US must make investments in the economy that can produce higher
growth rates. This includes infrastructure spending, supporting highly innovative
sectors, overcoming political resistance to new trade deals, and supporting other
countries around the world as they work through their own challenges. The
present political climate in the US does not bring much confidence regarding
its ability to meet these challenges, but there are some reasons for optimism.
Digital technology may overcome slow productivity growth, the recovery from
the recession may turn out to be stronger than expected, and we don’t yet know
if secular stagnation will become a reality. In addition, there is still a chance
that the TPP will be ratified. Thus, a low growth future is by no means a certainty.
Nevertheless, countries that depend upon exports to the US must take seriously
the possibility that the US will grow slowly, and that trade agreements will
become more difficult to negotiate.
The next paper, “The Asian Infrastructure Investment Bank and the Struggle
for the East Asian International Order,” by Ming Wan looks at the strategic
implications of the AIIB, particularly in regard to the US-led international order
in the Asia Pacific. The AIIB is similar in many respects to the Asian
Development Bank and the World Bank, making it a reputable financial institution
worthy of attention. It is also a formidable challenge to existing international
relations in the region, particularly to US leadership.
The AIIB cannot be fully understood on its own. It is part of a comprehensive
economic and strategic plan led by China involving many other projects in
Eurasia, Africa, and other areas around the world. The paper goes into
considerable detail on the structure and strategic implications of the AIIB for

the US and Japan, and how these countries should react to the challenges the
AIIB poses. The recommendation, one that was echoed throughout the conference,
is that both countries should consider joining the AIIB. Although it is unlikely
that Japan will join the AIIB, at least in the immediate future, it would make
sense from both a strategic and economic perspective for Japan to be simultaneously
involved in both the Asian Development Bank and the AIIB.
The US should also consider joining the AIIB for several reasons. For one,
if the US wants to continue its strategy of both engagement with and containment
of China, the AIIB offers an opportunity to help shape how the institution evolves.
Cooperating with China, rather than standing as an impediment to an institution
that appears clearly headed for success, would make it much easier for the US
and China to find solutions on the various global challenges both countries face.
Unfortunately, domestic politics in the US make such a move unlikely, but there
is still hope. The US did not resist the AIIB strenuously, certainly not to the
degree it could have. Meanwhile, Congress has approved changes to the IMF
that give China increased voting power and the IMF has decided to include the
Renminbi in the SDR basket of currencies. Taken together, there is hope that
the US may someday join the AIIB, a move that would provide “greater
cooperation that would benefit all.”
The discussion of these papers by Yoonje Cho of Sogang University focused
on two areas common to many of the papers in the session―the possibility of
worldwide secular stagnation and the economic slowdown in China. Secular
stagnation is a very real and very likely possibility for the US. When this is
combined with the likelihood of an economic slowdown in China, or worse,
it’s hard to be optimistic about the prospects for economic growth in coming
years. This points to the urgency for countries to do all they can to stimulate
their economies, and to take steps to avoid any further negative economic shocks.
This also points to the importance of enacting the TPP and the launch of the
AIIB, both of which could increase growth potential in the North Pacific region.
Professor Cho’s discussion concluded by highlighting a development that
was not discussed in the session: movements in the value of the Renminbi on
foreign exchange markets arising from the inclusion of the Renmimbi in the

IMF’s SDR basket. The Renmimbi is likely to fall in the near future, and if
this happens it will hurt other economies in Asia, particularly Korea. Thus,
“monetary and macroeconomic policy coordination still remains as an important
task in the region as well as in the global economy.”

Financial Ties between North Pacific Economies
The final session of the conference discussed the ways in which financial
ties between countries can be mutually beneficial, the ways in which they impose
risks, and how those risks can be minimized. The first paper, “Strategies for
Currency Convertibility: Korea’s Perspectives,” by visiting fellow at the Korea
Institute of Finance, Dr. Jang Yung Lee, examines the costs and benefits of
currency convertibility based upon the experience of Singapore, China, and Japan
in opening up their current and capital accounts. The lessons from the difficulties
that Singapore encountered, and the success of both China and Japan in their
convertibility efforts are used to develop guidelines for Korea’s plans to follow
up its 1988 current account convertibility with capital account convertibility.
The main lesson for Korea is that the benefits of capital account liberalization
are large, but moving too quickly brings risks that could be very costly. Before
implementing the last step of its Three-Stage Plan for Foreign Exchange
Liberalization, Korea must first make sure that its banking system is prepared.
A target date of January 2019, when the Basel 3 standards will be in place,
should help ensure that the Korean banking system is sufficiently resilient to
withstand the potential risks associated with capital account liberalization.
The discussion of the Korean economy continued with the next paper in
the session, “Unconventional Monetary Policy, Spillovers, and Liftoff: Implications
for Northeast Asia,” by Marcus Noland of the Peterson Institute. During the
financial crisis, the US and other countries turned to unconventional monetary
policies once interest rates hit the zero lower bound and could not be decreased
any further to stimulate their economies. The paper discusses the implications
for the Korean economy, and the expected consequences of the reversal of these

polices as central banks begin normalizing monetary policy.
Quantitative easing, while directed at domestic economic problems, has
effects that extend beyond an individual country’s borders. One important impact
is the depreciation of the dollar, and the trading partners of countries that have
pursued quantitative easing have taken steps to limit exchange rate movements.
However, in Korea, while monetary authorities limited the won’s appreciation
against the currency of China, it does not appear they did the same for the
currencies of Japan and the United States. Nevertheless, Korea has come under
fire from US authorities for currency manipulation. This could threaten Korea’s
effort to attract more investment from the US and create a barrier to Korea joining
the TPP at some point in the future. With both sides pointing fingers―Korea
blames the US for causing the financial crisis that has hurt the Korean economy
and the US has concerns about currency manipulation―and with tensions likely
to mount further as the US exits from its unconventional policies leading to
appreciation of the dollar and a widening trade deficit, more discussion,
compromise, and cooperation between the US and Korea on these issues are
required. The paper recommends that Korea reach a reasonable accommodation
with the US, particularly regarding more transparency in its exchange rate
interventions and its goals for monetary and fiscal policy, and that the US
recognize the special circumstances posed by North Korea and how this impacts
its policy choices in areas such as fiscal policy and the accumulation of reserves.
The last paper of the session, “Exploration of the Prospect of Cooperation
between BRI and TPP in Global Economic Governance,” by Xiaotong Shan of
the International Cooperation Center of NDRC in China, focuses on the benefits
of a cooperative venture between the US and China that would exploit the
complementary aspects of the TPP and the Belt and Road Initiative (BRI). The
complementary nature of a joint venture arises from the different focus of the
two initiatives. The Belt and Road proposal is directed toward developing
economies, and these countries can benefit from China’s experience at developing
its own economy. Conversely, the TPP is geared toward countries that are much
further along the development path, and it focuses on trade liberalization and
the rules of trade―customs inspection, IP protection, and data transparency―

rather than development. The two initiatives also differ with respect to the targeted
countries. The Belt and Road Initiative is directed toward connecting the Asian,
European, and African continents, while the TPP is focused on countries in the
Asia-Pacific region.
The contrasting emphasis of the BRI and TPP presents an opportunity for
mutual gain. Cooperation between the US and China will create a better trade
and investment environment for both developed and developing countries,
increase the connections between the developed and developing world, promote
mutual learning and understanding, and boost worldwide economic growth.
Unfortunately, as things stand now, China faces difficulty in joining the TPP,
and since the US is not a member of the Asian Infrastructure Investment Bank,
it cannot help shape the Belt and Road Initiative toward mutual goals. The paper
recommends a “fast track” mechanism that would allow countries to join either
the BRI or TPP. This would make it easier for countries at different stages of
the development process to participate in free trade agreements most suitable
to their circumstances. The hope is that this would eventually result in a merger
into a common arrangement.
Although many people view the BRI as a strategic response to the US
“rebalancing toward Asia,” the competitive relationship between the two
initiatives has been overstated. The willingness of countries such as Australia,
France, and Britain to explore joining the BRI demonstrates the potential gains
that could be acquired from more cooperation between the US and China on
these initiatives.
The discussion of the papers in this session by Baybars Karacaovali of the
University of Hawaii-Manoa raised several issues. First, with respect to the paper
by Dr. Jang Yung Lee on currency convertibility in Korea―a step toward being
recognized as an advanced economy―the question is whether it is desirable at
this stage of Korea’s development. There are certainly benefits to currency
convertibility, but it would also increase the likelihood of a potential crisis that
may outweigh the potential benefits. In addition, there may not be sufficient
demand for the won, something that can be addressed over time. Thus, while
liberalization is a good idea, she agrees with Dr. Lee that a cautious approach

that puts sufficient safeguards in place is needed.
Second, the paper by Marcus Nolan raises concerns that intervention in
currency markets will endanger Korea’s ability to join the TPP in the future,
and he urges Korea to compromise on this issue. However, since Korea already
has free trade agreements with most of the TPP countries, the benefits of joining
the TPP may not compensate for giving up the ability to intervene in currency
markets in times of crisis. Conversely, the value to the US of Korea joining
the TPP is relatively small, and the US may not be willing to compromise on
its demands for more transparency on Korea’s exchange rate interventions. Thus,
the incentives on both sides for compromise appear to be small. A similar question
arises on the third paper in the session by Xiaotong Shan on cooperation between
the US and China on the TPP and Belt and Road Initiative. While there are
benefits to be gained from cooperation, the benefits to the US seem to be small
relative to the potential costs of helping China attain its geopolitical goals.

Major Findings And Policy Implications
The concluding session reviewed the major findings and policy implications
of the papers delivered at the conference. The session began with a paper by
Il Houng Lee, President of the Korea Institute for International Economic Policy,
on “Monetary Policy Response in Emerging Economies and North Pacific
Cooperation.” The paper highlights several important issues surrounding the
conduct of monetary policy in emerging economies.
The main issues emerging economies face today are a slowing world economy,
including a slowdown in China, financial instability and falling commodity prices,
falling trade volume, lower investment flows, and tightening of liquidity due
to the exit of the US and other countries from unconventional monetary policy.
In addition, interest rates in emerging economies are increasingly driven by interest
rate policy in advanced economies, which is problematic due to the lack of
synchronization of business cycles between these two groups of countries. To
make matters worse, advanced countries are unlikely to consider the impacts

on emerging economies when formulating domestic policy.
These issues present important policy challenges. Emerging economies must
find a way to manage their business cycles and respond effectively to large capital
flows in both directions, even though many of these countries do not have
currency convertibility or independent monetary policy. If they are unsuccessful,
they will continue to face output volatility, large and sudden changes in capital
flows, liquidity problems, and reductions in output due to high exchange rate
fluctuations.
Three guiding principles will help developing countries pursue the necessary
policies. First, these countries should adopt either the interest rate or the exchange
rate as the monetary policy instrument, and support whichever choice is made
with quantity adjustments such as sterilization to control liquidity. Second,
emerging economies should accumulate an adequate stock of reserves as insurance
against capital outflows, intervene to smooth volatility, and adjust the policies
to maintain market confidence as economic conditions vary. Third, they should
implement measures to control capital flows without distinguishing between
residents and nonresidents, use these measures to offset the risk of asset market
bubbles and, at the same time, maintain both external and internal balance.
Another step that would help overcome the difficulties emerging economies
face is the construction of a multi-polar system with regional localized currencies
and regional currency swaps. This could begin by the use of the yen, yuan,
and the won, and perhaps one or two other currencies for settlements within
the region. A multi-polar system would improve the safety net for emerging
market economies by spreading economic risk across countries, reduce the need
to hold a large amount of US dollars as reserves, and allow these countries to
regain a degree of monetary policy independence.
The ensuing roundtable discussion began with remarks by Charles Morrison,
President of the East-West Center. Dr. Morrison focused on the possibility of
integrating the North Pacific area, and the difficult collective action problem
that must be overcome for this vision to be realized. The North Pacific is a
group of sovereign nations, but the issues they face go beyond the borders of
any one country. How can we match national interests with the systemic needs

of the region, and also provide global leadership? One alternative is hegemony,
but that does not seem to be a viable solution. The other is inclusivity, but the
examples of the WTO and the World Bank show how hard it is to give everyone
an equal voice and still move forward cooperatively. Thus, the most likely path
is like-mindedness, a group of nations with common interests that has enough
systemic weight to have global influence and the ability to become more inclusive
over time.
One possibility is a G2. It would include the two most important countries
in the region, the US and China, and they would certainly have global influence.
But the competitive nature of the relationship makes this difficult to imagine.
Furthermore, it would not be easy to avoid the perception that these two countries
are telling other countries what to do. Thus, a North Pacific framework seems
more viable. It would include three large economies, the US, China, and Japan
along with a large and influential middle power country, Korea. Korea could
play a key role since it has the potential to smooth out the relationship among
China, the US, and Japan. The challenge is to find common interests–trade,
macroeconomic stability, and currency issues are possibilities–where working
together can support the region and world in important ways.
This was followed by comments from Taeho Bark of Seoul National
University, who discussed the problems with the multilateral trading system, the
importance of reviving it, and the steps that can be taken toward this goal. The
Doha Round is stalled, regionalism is rising, and the two largest trading nations,
the US and China, are not getting along in trade negotiations. This has raised
concerns in the trading community. What can be done to improve this situation?
For one, China needs to play a more constructive role in reviving the multilateral
trading system through the Doha Round, perhaps by working with large middle
power countries like Korea to propose an agenda. The US has indicated it has
no interest in pursuing the current agenda, so this may provide a way forward.
The chances of success are small, but something must be done to save the system.
China must also take the lead in producing high standard agreements for
the China-Japan-Korea (CJK) FTA and the Regional Comprehensive Economic
Partnership (RCEP). This is crucial for the establishment of the FTA of the

Asia-Pacific (FTAAP) in the future. To make this happen, it will be important
that Korea and Japan work with China toward this goal, a crucial step for the
integration of RCEP and the TPP.
Finally, to strengthen North Pacific cooperation, Professor Bark reiterated
the call from others during the conference to broaden membership in the TPP
once it is ratified. Once the door is open, which will require leadership from
the US, major countries in the area such as Indonesia, Thailand, the Philippines,
Korea, and China should seriously consider joining the TPP when the time is
right. Similarly, and also echoing what was heard in earlier sessions, the US
and Japan should consider joining the AIIB in the near future. If this can be
accomplished, then the FTAAP may be realized.
Kyoji Fukao of Hitotsubashi University spoke next on three issues important
to Japan–trade, macroeconomic conditions, and exchange rate policy. Japan’s
trade policy did not receive much attention during the conference, and Professor
Fukao took this opportunity to discuss this important topic. In Japan, the
agricultural sector has, in the past, been an impediment to trade agreements.
However, this has changed under reforms led by Shinzō Abe that have reduced
agriculture’s political power. Opening up the agricultural sector was required
for Japan to join the TPP, which will happen. But Japan will not join the AIIB
unless and until the US joins first.
As for Korea joining the TPP, the sticking point between Japan and Korea
on trade issues has been Japan’s protection of its agricultural sector and Korea’s
import tariffs on manufactured goods. Now that Japan has opened agriculture, the
impediment will be Korea’s resistance to lowering its tariffs on manufactured
goods.
Turning to macroeconomic issues in Japan, the main issue Japan faces is
how to overcome secular stagnation. However, Professor Fukao does not believe
that the solution many economists have proposed―increased government
spending―is a viable one, due to Japan’s high saving rate, a main factor behind
the secular stagnation problem. What is needed instead is to either decrease the
saving rate or increase productivity by improving resource allocation.
Finally, with respect to exchange rate policy, Korea’s productivity has been

falling relative to Japan’s due mainly to reduced productivity in the agricultural
sector. This, combined with low inflation rates in other countries, low interest
rates, and resistance to cuts in nominal wage rates make flexibility of the
exchange rate an important factor in Korea’s ability to regain competiveness.
However, since both China and Japan are likely to let their currencies depreciate
and the US will resist appreciation of the dollar, it will be very difficult for
Korea to pursue this policy. It is not clear how Korea can overcome this serious
macroeconomic policy problem without cooperation from other countries.
The last speaker, Yong Wang of Peking University, discussed the important
topic of how to facilitate North Pacific cooperation. First, we should proceed
from the recent positive history in the region. This includes the pursuit of
economic liberalism, an open regional order, and regional institution building
where the middle powers have played an important role. These positive
interactions can lay the foundation for the future.
Second, there is an opportunity to build upon recent changes in China, such
as the AIIB and the Belt and Road Initiative that demonstrate its willingness
to contribute to the global community. China still has domestic issues to
overcome, and economic reform along with modernization of governance will
be top priorities in the near future. But China recognizes the need to play a
cooperative role in the region. To this end, China should consider joining the
TPP to deepen its participation in regional and international institutions.
Third, the relationship between the US and China is central to the region
and the world. Without cooperation between these two countries, it will be
extremely difficult to find solutions to major problems. We have already witnessed
encouraging signs such as the recent agreement on climate change. Perhaps this
can be extended to efforts to save the multilateral trading system, and the
development of infrastructure for emerging economies in the region. However,
this will require both the US and Japan to be more open to the rise of developing
economies, and the reform of institutions such as the IMF and the World Bank.
Finally, China’s new leadership has many new ideas on international
cooperation, but it has had difficulty communicating these win-win ideas to other
countries in the region. There is great potential for China to work together with

countries like Korea to implement mutually beneficial initiatives.
We are at a critical point that can decide the future of the North Pacific.
There is growing tension about economic and security issues, and it is essential
that countries work together by participating in initiatives like the TPP and AIIB,
and in building a common security roof. As Professor Wang emphasized, this
is a great time for scholars in international economics and international relations
communities to propose solutions that will help us achieve the vision of a
cooperative and globally influential North Pacific region.

Session I
Trade

China’s Emerging Trade Strategy:
Drivers, Influence and Implications for
North Pacific Economic Cooperation
Yong Wang

Through more than three decades of reform and opening up, China has
achieved tremendously in development and growth. It has become the second
largest economy and largest trading nation in the world. The rapid rise of the
Chinese economy has benefited greatly from economic globalization, participating
in the international division of labor and the emerging network of global supply
chains (Draper 2013). China has become an economy highly dependent on
import and export. As the second largest economy in the world, China’s policy
choices will produce even more significant influence on the future of Asia
Pacific trade order and the global economy given the troubling prospect of
protectionism and nationalism aggravated by Brexit and the election of Donald
Trump.

1. Key Drivers of Change in China’s Trade Policy
Since the global financial crisis of 2008, the global economy and international
trade regime has experienced tremendous changes, and though it is the largest
trading nation in the world, China recognizes that it has to move quickly to
adapt to the new world trade trends. Chinese commentators regret the stalemate
of the WTO Doha Round negotiations, and have been skeptical of the rise of
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mega-regional FTAs, represented by the Trans-Pacific Partnership (TPP) and
Transatlantic Trade and Investment Partnership (TTIP). In particular, they are
concerned about the geopolitical implications of the TPP, which is perceived
as the economic arm of the US “pivot to Asia” or rebalancing strategy under
the Obama Administration (Wang2 2013). China is also vigilant about the rise
of protectionism in the name of regional cooperation. While China has become
part of the core group in the Doha Round, it has been not able to salvage the
trade talks by itself though it is widely believed that the early conclusion of
multilateral trading negotiation will benefit Chinese economy. China’s burgeoning
domestic interests have built pressure on the government not to give more
concessions.
On the other hand, the global financial crisis has also put the Chinese
economy on the track of transformation. Global economic rebalancing under the
G20 framework produced big pressure for the Chinese economy to transform
its former pattern of growth, which was mainly driven by rapidly increasing
exports. The Chinese economy has restructured into one driven to a greater
extent by domestic consumption. In addition to international pressure, the rise
of labor costs and property price inflation have also put considerable strain on
the Chinese economy, and as a result the country has begun to lose competitiveness
in the production of labor-intensive exports. Slowing down of the growth with
all these forces makes the “new normal” for Chinese economy. Despite
challenges ahead, however, the Chinese economy is believed to be capable of
sustaining a relatively high growth rate, targeted for 7.0-7.5 percent, which is
still higher than most major economies in the world (Wang3 2014). Furthermore,
Chinese exports has remained strong even if the economy is on the track of
structural transformation. Decision makers believe the country should expand
its outbound investment in overseas markets, partially to absorb domestic
overcapacity and alleviate excessive foreign exchange reserves; and should work
hard to export more value-added products. The government has accordingly
prioritized export sectors such as Chinese heavy equipment machinery including
high-speed trains, telecommunication equipment, and nuclear power generators.
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2. China’s Emerging Trade Policy
In order to deal with international and domestic challenges, the Chinese
government has moved toward the formation of a new, more proactive, trade
policy particularly since President Xi Jinping and Premier Li Keqiang came to
power in 2013.
The core principle of China’s new trade policy seems to be very clear:
China should not just be a rules-taker. Rather, China should be a rules-maker,
and play a leadership role in the emerging regional and global trade order. In
particular, China should not stand on the sidelines and be marginalized in the
new games centered on mega-regional FTAs represented by TPP.
Since the new leadership was sworn in, the Chinese government has given
serious consideration to applying for membership in the TPP negotiations.
Starting in early 2013, the Chinese response to the TPP has moderated, as
government officials and experts discussed the possibility of China joining the
TPP and the potential impacts on the Chinese economy. One more factor for
this is that China and the US have improved communications and mutual trust
regarding the TPP since 2012, and President Xi himself has engaged in the
process of bilateral communications involving the TPP. The effective seniorlevel interactions and cooperation between the US and China likely boosted the
confidence of China’s leadership about China-US relations. They gradually
adjusted their judgment of the TPP and no longer took it as a threat to China’s
vital interests. Indeed, there have been discussions of China eventually joining
the TPP or having it linked to the Regional Comprehensive Economic Partnership
(RCEP), which would include China and fifteen other countries, or some other
form of cooperation.1) In particular, the need for domestic reform has continued
to drive the change of Chinese perceptions about the TPP and other
mega-regional FTAs. The decision makers and analysts argue that as the case
1) A senior Chinese finance official signaled that the TPP would not be complete without China.
“Top Chinese Finance Official Signals Support For Concluding ITA By APEC.” Inside US
Trade, October 10, 2014. http://insidetrade.com/inside-us-trade/top-chinese-finance-officialsignals-support-concluding-ita-apec.
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of WTO accession, opening up Chinese economy is necessary to break the
vested interests and their resistance to the radical market reform agenda proposed
by the new leardership, though skeptical voices are also heard.
China has also closely watched, and adjusted its policy towards, the
development of plurilateral agreements under the WTO framework. It has sought
eagerly to be part of the new generation of rules negotiations, especially the
new Trade in Services Agreement (TiSA). China’s bidding for TiSA can be
explained by its concern of being marginalized in the development of new rules,
and the enthusiastic demand for development of its services economy. As part
of efforts to upgrade the Chinese economy, the government has positioned the
services sector to drive the transformation of the pattern of growth (State
Council of China 2015). China has made big progress in promoting its service
economy, exemplified by the boom of mobile internet commerce in recent years:
four out of the top ten internet companies in the world are now based in China,
including Alibaba and Tencent (Lu 2014).
Another plurilateral trade agreement under the WTO that has benefited
Chinese exports and the Chinese economy is the Information Technology
Agreement, initially agreed on in 1996 and which members have sought to
upgrade. After a US-China agreement on the ITA in November 2014 at the
APEC meeting, a further impasse involving Korea and China developed. Later
on, China’s trade negotiators offered more concessions to further open the
Chinese market, which was important in leading to the wrap-up of the ITA
expansion talks in December 2015.2)
Stimulated by the TPP and other mega-regional FTAs, the Chinese
government has raised the quality of trade liberalization agreements with
Switzerland in 2014 and with Korea and Australia in 2015. The Chinese
government also pushed for upgrading its FTA with ASEAN in 2014, and
received positive feedback from ASEAN countries. The upgrade agreement was
signed in November 2015. China also vowed to speed up the RCEP talks, and
2) “China Suggests Talks On Phaseout Periods To Restart ITA Expansion Effort.” Inside US Trade,
April 9, 2015. http://insidetrade.com/inside-us-trade/china-suggests-talks-phaseout-periods-restartita-expansion-effort.
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set the target for concluding negotiations for the end of 2015. Meanwhile, it
succeeded in sponsoring a Free Trade Area of the Asia-Pacific (FTAAP) among
APEC members during the APEC leaders’ meeting in Beijing in November
2014. China and other countries expect the FTAAP to become the common roof
under which the rules of TPP and RCEP are integrated, to ensure the integrity
of the regional trade order in the Asia-Pacific region (Hasan 2014). In November
2016 in Lima, Peru, leaders of the APEC “reiterate our commitment to the
eventual realization of the FTAAP as a major instrument to further deepen
APEC’s regional economic integration agenda.” Specifically, the APEC members
endorsed the Collective Strategic Study on Issues Related to the Realization of
FTAAP and its Executive Summary.3) It is an important gesture midst the
worrisome prospect of rising trade protectionism and trade war after the election
of Donald Trump as US president. Finally, since 2013, the leadership has
ushered in a new experiment with the Shanghai Pilot Free Trade Zone. This
project is not only about free trade liberalization, but also involves relaxing
regulations on trade in services, capital controls, convertibility of the Chinese
currency RMB, and improving the standard of IPR and trade facilitation.
Measures have also been adopted to streamline government structure and
procedures. Since then the State Council extended the pilot free trade zone to
other parts of the country, including Tianjin, Guangdong and Fujian (Xinhuanet
2015).

China and the US: Competition and Compromise
China has adjusted its perspective and policy toward the TPP from skeptical
to more neutral. The public and leaders of China were dubious at first, since
the partnership has been widely perceived as the economic pillar of the US
“Pivot to Asia” strategy (later on renamed as the rebalancing strategy) under
the first term of the Obama Administration. But since early 2013, the Chinese
response to the TPP has become increasingly moderate, and government officials
3) APEC Leaders’ Declaration, Lima, Peru, 20 Nov 2016, see http://www.apec.org/MeetingPapers/Leaders-Declarations/2016/2016_aelm.aspx.
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and experts even started a discussion about the possibility of China joining the
TPP and the impact on the Chinese economy.
The reasons why the Chinese public and their leaders have shifted their
approach toward the TPP are as follows:
Firstly, China and the US have improved communications and hence trust
regarding the TPP since 2012, and interestingly President Xi himself has
engaged in the process of bilateral communications involving the partnership.
In February 2013, when Xi Jinping, then Vice President of China, visited the
United States, both countries agreed to inform each other on the progress of
either the TPP negotiations or the implementation of the China-ASEAN FTA,
and this was included in the joint statement following Xi Jinping’s visit. This
agreement held all the more significance provided the fact that the bilateral
relations had just emerged from hard times caused by former Vice Mayor of
Chongqing, Wang Lijun, who sought asylum at the US consulate in Chengdu
shortly before Xi’s trip to the US.
Secondly, the high-level official China-US Forum Strategic and Economic
Dialogue (S&ED) meetings have been helpful in clearing misperceptions. The
S&ED kicked off when Obama came to power in 2009, and was focused on
dialogue and coordination over macroeconomic policies, as well as strategic and
military affairs dialogue. These regular meetings attended by cabinet members
apparently helped play down skepticism about the TPP ― alongside other
elements of US policy toward Asia ― among China’s policy circle. Drawing
from the experience of dealing with the US within the S&ED and G20
frameworks, Chinese leaders and policy experts have come to the recognition
that China and the US do not necessarily hold different interests on all issues,
and that there is considerable room for both sides to work together based on
common interests.
In line with the improved trust between US and China, President Xi Jinping
proposed the concept of a new type of major power relations to President Obama
at an informal meeting in Sunnyland in June 2013. Around the time of this meeting,
the spokesman of the US government invited China to join TPP talks, and at the
same time Chinese decision makers and policy analysts started giving serious
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consideration to attending the TPP negations if the situation is ripe for the country.
Thirdly, US-China relations has played a unique role in promoting China’s
opening up and reform. While the talk with the US over WTO accession was
painful, analysts and some political leaders recognized that the US role has been
conducive to China’s domestic reform and in the end Chinese economy benefits
greatly. In their mind, the TPP and other mega-regional FTAs could play a role
similar to WTO accession talk. The TPP is widely expected to help break the
barriers of special interests ― especially in the case of state-owned enterprises
and bureaucrats ― to help drive forward domestic reforms, to give a tremendous
boost to a slowing down economy.
The compromise over the FTAAP roadmap between China and the US on
the occasion of the APEC meeting in 2014 added one more positive aspect to
the complicated relations between the two. Though strategic competition still
exists between the established power of the US and the emerging power of
China, compromise was reached and cooperation promised at the Beijing APEC
leaders’ meeting in November 2014, based on shared practical interests. In the
beginning, the US and Japan resisted ideas about a FTAAP feasibility study,
arguing that the countries engaged in TPP negotiations would not have the
resources to consider another trade talk (Hasan 2014). Interestingly, in the end
the US decided to give the green light to the FTAAP because China used linkage
strategies, and threatened to revoke its promise to accept the bilateral agreement
on climate change (and the ITA list). The US-China deal has given people hope
that in the future the TPP and RCEP could be integrated into one single
APEC-wide trade arrangement. The compromise and cooperation benefit the two
countries, and more significantly, strengthen the base and structure of global
governance, which is badly needed but plagued by competition among nations.

3. Why will China embrace higher standard FTAs?
Competitive liberalization may account for China’s more ambitious policy
of trade liberalization. Chinese commentators have been worried about possible
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trade diversion caused by the TPP and TTIP. Some are skeptical of the negative
strategic influence of the TPP on China’s regional role (Wang 2013). So a more
ambitious trade liberalization plan is considered to be able to help the Chinese
economy counterbalance the spillover effects of the TPP. China expects it could
at least gain some bargaining chips, in whatever regional or multilateral trade
talks.
China has started to endorse higher standards in trade talks, because the
new leadership seeks to relive the success story of the country’s WTO accession,
that is, to use international obligations as pressure to push forward domestic
reforms. The new leadership released a sixty-point comprehensive reform program
in December 2013, but the pace of implementation is unsatisfactory owing to
resistance from state-owned enterprises and self-serving government bureaucrats.
A higher standard of trade liberalization is expected to break the barriers imposed
by such interest groups.
Chinese commentators expect that higher standard trade and investment
agreements will ensure the better protection of Chinese “going global” companies.
In 2014, the amount of China’s outbound investment equaled inbound investment,
at USD 120 billion. However, Chinese investors have been growing frustrated
with the old-generation, low-standard bilateral investment treaties (BITs). It is
imperative to upgrade these investment treaties with major economic partners.
By February 2015, China and the US reached an agreement on the text of their
BIT, and planned to start negotiations over the negative list (Wuhan University
2015). In the China-US BIT, China has yielded to American standard texts, but
it is believed that this could serve the interests of Chinese companies investing
in the US and elsewhere (Ministry of Commerce 2014). The China-US BIT may
set a good example for China’s investment treaty talks with other countries,
including the EU, which has also advanced BIT negotiations with China.4)
Last, but not least, China understands that tremendous changes are taking
place, and that the WTO may be suffering from structural problems. To some,
4) Speech by EU Trade Commissioner, “China-EU Trade: Mutual Support for Growth & Jobs.”
http://insidetrade.com/sites/insidetrade.com/files/documents/jan2015/wto2015_0269.pdf.
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the failure to conclude the Doha Round negotiations augment complaints about
the inefficiency of policymaking under the multilateral trading system. The
growing number of WTO members makes it more time-consuming to carry
forward coordination and compromise, and the global financial crisis of 2008
has placed the Doha negotiations in a more challenging context. Clearly the
worldwide crisis boosted trade protectionism in major trading nations, and has
changed expectations about reciprocity. The business community in developed
countries has lost enthusiasm in lobbying governments to move quickly, because
they do not expect much market access benefits from completing the Doha
Round talks. They find the high standard regional FTAs ― the TPP and TTIP
― more attractive.
The division between the two groups of trading nations in the WTO has
been deep, and has plagued the WTO talks. Developed economies argue that
the existing WTO rules only benefit emerging economies, while developing
countries assert that developed countries have not yet fully implemented the
commitments of the Uruguay Round agreements, and refuse to give sympathetic
consideration to development and food security concerns.
Some point out that the restructuring in negotiation power also accounts
for the slow progress of the Doha Round. In the negotiations, emerging
economies Brazil, India, and China in particular have exercised more power and
influence, but they are reluctant to make market access concessions to meet the
demands of some developed countries. Chinese commentators consider the
actual situation to be more complicated, not limited to the dichotomy between
developed and developing countries. The increasing number of anti-dumping
cases during the global financial crisis also shows the conflict of vision and
interests among emerging economies and LDCs, with China being an easy target
(Wang1 2013).
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4. Integrate the Belt and Road Initiative and AIIB into China’s
Trade Policy
In October 2013 President Xi Jinping posited the new Silk Road economic
cooperation initiative, comprising the New Silk Road Economic Belt and the
Maritime Silk Road of the 21st Century, called “One Belt and One Road” in
Chinese (NDRC and others 2015). Accordingly, the Chinese government
established the USD 40 billion Silk Road Fund in 2014. At the same time, the
Chinese leader urged for the establishment of the Asian Infrastructure Investment
Bank (AIIB) to help Asia’s developing countries finance their badly needed
infrastructure projects.
China’s new development initiatives have triggered some dispute and
opposition from countries like the United States and Japan, the established
powers of the existing international financial institutions. However, the AIIB
initiative received positive feedback from Asian developing economies, which
clearly expect to benefit from these funds. For example, all ten ASEAN
members have signed the AIIB’s MOU, including the Philippines and Vietnam
which have been in fierce dispute with China over sovereignty in parts of the
South China Sea. In March 2015, the United Kingdom and other EU countries
applied to become founding members of the AIIB, followed by key US security
allies ― notably Korea and Australia (Wang4 2015).
Several reasons are believed to account for China’s initiatives on the AIIB
and Silk Road cooperation. First, the reforms of the existing international
economic institutions have been too slow, and, as in other emerging economies,
the Chinese public has been growing increasingly impatient. Secondly, the AIIB
and the new Silk Road initiatives are expected to help absorb the problems of
overcapacity and excessive foreign reserves, giving a boost to the Chinese
economy’s “new normal” (Wang3 2014). Thirdly, with the new Silk Road
Initiatives China is attempting to set up its own network of FTAs to deal with
the pressure of competition from the TPP and other mega-regional FTAs. China
is planning to push for higher standard FTAs with countries located along the
ancient Silk Road, which are eager to participate in China’s new cooperation
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initiatives. As shown in the speeches of Chinese leaders, WTO or WTO plus
rules could apply to cooperation between China and partners along the Silk Road
in different forms (Xi 2014). In sum, Chinese decision makers now understand
clearly that only with an open mind and in compliance with the WTO rules
will these Chinese initiatives have a chance to succeed. If China succeeds in
opening up previously closed markets in the Middle East and Central Asia, it
will bring forth big changes to the world trade map.

5. Implications for the Global Trade Order and North Pacific
Economic Cooperation
Given the new global context created by Brexit and the election of Trump,
China’s policy choices as the second largest economy in the world, will no doubt
deeply influence the future of the global trade order, in several respects:
1. China’s proactive approach seems to be helping global trade become
more open. China has worked to negotiate with major trade partners on
bilateral FTAs and BITs. The country’s new Silk Road initiatives are
expected to open up economies in the region that have been relatively
slow to embrace free trade, and will tap the great potential of growth
by investment in infrastructure and boosting connectivity. The whole
world will stand to benefit from such moves led by China(Wang5 2016).
2. China’s newfound preference for higher standard bilateral and regional
FTAs will pressure the stalled WTO Doha Round negotiations. China
seeks to assist the WTO in maintaining its authority and reputation, and
has made efforts to act as a coordinator narrowing the differences
between discordant groups of members during the talks. While China
continues to urge respect for the WTO’s authority, it has decided to
pursue its own trade liberalization goals, including the creation of an
FTA network, to ensure market access for Made in China products.
3. China is making deals with the world’s major economies, specifically
the US, EU and Japan, which will help reduce or diversify the risks
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of geopolitical competition. The talks on the BIT with the US have made
important progress, and the country is also enthusiastic about the BIT
with the EU. It has decided to speed up talks with Japan and Korea
on a trilateral FTA. These moves are based on the principles of more
open market access, and combined, they will push the global economy
to be more stable and open, with the ultimate goal of consolidating the
foundation of the global economy. With a greater market share and more
confidence, China is expected to be more open to world exports and
investment. These deals also play a role in decreasing the risks of
geopolitical rivalry. China’s rise has caused disputes over territory and
tensions in regional relationships among major powers. The US-Japan
security alliance is taking steps to rebalance the growing influence of
China. Regarding US policy, China has proposed a new model for major
power relations with the US, and at the same time, the country promotes
region-wide dialogue on cooperative security. The closer economic
relations between China and the US will help the two competitors to
place their relations on more secure and stable foothold.
We expect China’s new trade policy will give a further boost to the rise
of a new global order, in which the country will definitely play a larger role,
and the region and the global economy will benefit from its new and ambitious
commitment to open trade and investment.
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China’s Belt-Road Initiative and
Korea’s Eurasia Initiative
Inkyo Cheong

1. Introduction on Korea’s Eurasia Initiative
Korea’s “Eurasia Initiative” with the triple goals of building “One Continent,”
a “Creative Continent,” and a “Peaceful Continent” was raised October 18, 2013.
Considering that the Republic of Korea (hereafter referred to as “Korea”) is
located in the Far East, a key part of the initiative is to connect the entire Far
East to Europe, starting from Korea, Siberia, and Central Asia to reach East
and West Europe. The initiative relies on the expansion and networking of
various transportation methods, including intercontinental trains on land and
shipping via the Arctic Ocean.
Although the Eurasia Initiative is the current government’s primary
regional cooperation agenda, documentation and information remain scarce.
The most comprehensive description has been provided by the “Eurasia
Initiative” published by Korea’s Ministry of Foreign Affairs (MOFA 2015). This
paper summarizes the Eurasia Initiative based on this publication. The Foreign
Ministry (2015) describes the initiative as a cooperation initiative and a grand
national strategy put forward by the Korean government to achieve sustainable
prosperity and peace in Eurasia. Korea aspires to build a new Eurasia of peaceful
exchanges and shared prosperity by overcoming obstacles such as disconnection,
isolation, tension and conflict through mutual understanding and door-opening
efforts. The country seeks to strengthen regional connectivity by linking
severed physical networks and establishing cooperation mechanisms in Eurasia,
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with the hope that this will contribute to a vast community of Eurasian economies
that encompasses Asia and Europe.
The Eurasia Initiative can be explained through three concepts: a continent
that is truly “one” ― connecting Eurasia seamlessly, a continent of “creativity” ―
promoting creativity as the new growth engine of Eurasia, and a continent of
“Peace”-facilitating peace and prosperity in Eurasia through the “Trust-Building
Process (Trustpolitik).” These concepts cover regional integration by means of
improving connectivity and expanding cooperation in energy, resources and
technology, and facilitating peace on the Korean Peninsula through the TrustBuilding Process.
Figure 1. Concept of Korea’s Eurasia Initiative

Three Concepts of the Eurasia Initiative

Concept of Trustpolitik

Source: MOFA (2015), “Eurasia Initiative.”

Korea intends to link the Eurasia Initiative with its Creative Economy policy
by transforming the continent into a space for communication, opening, creativity
and convergence. This will require the expansion of international connectivity
in the region. The country aspires to utilize its geopolitical location as a Far
Eastern gateway to the Eurasian continent, and become one of the leading
facilitators of cooperation in the region. Its location will enable Korea to serve
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as an initial linking point in the integrated network of intercontinental transport
and logistics, from the tip of the Far East to Europe, across Central Asia. Reduced
transportation costs will boost intra-regional and inter-regional trade with other
countries in Eurasia. The allocation of energy and natural resources will become
more efficient, and the region may witness the realization of a vast intra-regional
market covering the entire Eurasian region.
The initiative is closely related to national unification. The incumbent
government of Korea maintains a positive attitude toward the unification of the
two Koreas. While the Eurasia Initiative starts from the immeasurable potential
of the region, representing 40 percent of the world’s land mass and 70 percent
of its population, the development of the initiative can contribute to improving
the environment for national unification of Korea. The government has new
perceptions toward national unification. That is, national unification can be a
great opportunity rather than a disaster or a burden.
Kim (2014) assessed the Eurasia Initiative through three dimensions: geoeconomic, security and geo-political. First, the geo-economic dimension is
apparent in the fact that the initiative sets forth not only Korea’s vision for
economic integration within Eurasia, but also calls for the participation of
Eurasian countries in collaborative multilateral economic projects in the spheres
of logistics and transport, energy, science and technology, and even culture.
Second, he underlines that the security of the Korean Peninsula can be improved,
as the initiative is a practical proposal towards this end, specifically by involving
North Korea in multilateral joint projects and eventually inducing internal
changes, assuming more binding commitments under multilateral cooperation
than under bilateral efforts. Third, the initiative reflects Korea’s geopolitical
strategy to resolve its problem of “dual reliance” on the United States and China,
as it becomes increasingly caught up in their strategic rivalry. Korea may strive
to find a third, neutral zone.
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2. China’s Belt-Road Initiative
China is the number one growing power in the world, and it is continuing
to expand its influence with the “One Belt, One Road” (abbreviated to “BeltRoad”) initiative, which encompasses the “Silk Road Economic Belt” in the land
and “Maritime Silk Road” in sea routes. Key directions for cooperation under
this initiative cover more than the usual bilateral cooperation. This paper will
discuss the Belt-Road Initiative after briefly touching upon the diverse approaches
toward Eurasia employed by four major countries: the US, Japan, Russia and
India. Since the collapse of the Soviet bloc, many countries have approached
Central Asia and neighboring countries in the context of support for smooth
transition, economic value and security alliance. Countries in Eurasia or adjacent
areas will naturally tend to develop a more active policy toward strengthening
regional cooperation in the region.

Eurasia-bound policy recently implemented by major countries
Russia has rolled out its New Eastern Policy, and is also promoting the
Eurasian Economic Union (EEU). A socio-economic development plan for the
Far East and Baikal region is a key vehicle for improving the relationships
among the former Soviet bloc countries. The EEU is benchmarked on the
European Union (EU), a highly integrated economic/political organization based
on customs union, but the major details of the EEU remain unknown. Belarus,
Kazakhstan and Russia instigated the union on January 1, 2015 following the
treaty signed on May 29, 2014 under Russia’s leadership. Armenia and
Kyrgyzstan joined the EEU on October 9 and December 23, 2014, respectively,
and the agreements came into force in 2015.1)
India is promoting its “Connect Central Asia Policy (CCAP)” with five
Central Asian nations in various sectors such as energy and resources, health,
1) The five EEU members have a total population of 183 million people and a GDP of over USD
4 trillion (PPP). The EEU aims for a system similar to that of the EU, but the general quality
is low.
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education, and culture. The CCAP policy was first unveiled by India at the
1st meeting of the India-Central Asia Dialogue, June 12-13, 2012 in Bishkek,
Kyrgyzstan to fast-track India’s relations with Kyrgyzstan, Tajikistan, Turkmenistan,
Uzbekistan and Kazakhstan.2) The policy calls for setting up universities,
hospitals, information technology (IT) centers, an e-network in telemedicine
connecting India to the Central Asian regions, joint commercial ventures,
improved air connectivity to boost trade and tourism, joint scientific research
and strategic partnerships in defense and security affairs.
Table 1. Eurasia Strategies by Key Nations

Nation

Strategy

Russia:

New Eastern Policy 

& Eurasian
Economic Union
China:
“One Belt,
One Road”

A socio-economic development plan for the Far East and Baikal region
Launch of the Ministry for Development of the Far East
Greater economic cooperation with Asia-Pacific nations through the
launch of the Eurasian Economic Union (EEU), etc.

 A policy that encompasses China’s “Silk Road Economic Belt” and
“Maritime Silk Road” initiatives
 Cooperation priorities: policy coordination, facilities connectivity,
unimpeded trade, financial integration, people-to-people bonds

India:
 A policy designed to pursue stronger cooperation with five Central Asian
Connect
nations in politics, security, multilateralism, energy and resources,
Central Asia Policy health, education, culture, people-to-people exchanges and ICT
The US:
New Silk Road
Initiative

 An initiative designed to stabilize Afghanistan by enhancing connectivity
and promoting greater commerce and exchanges among Afghanistan and
its five neighbors in Central Asia, India and Pakistan, etc.

Japan:
Central Asia &
Japan Dialogue

 A dialogue aimed at facilitating stability and development in Central
Asia by engaging in cooperation in the areas of agriculture, disaster
relief, empowerment of women, anti-drug policies, border control,
peaceful resolution of disputes, arms reduction, non-proliferation, etc.

Source: MOFA (2015), data compiled by author.

The US policy toward Eurasia is the “New Silk Road” initiative, which
was designed to stabilize Afghanistan. The initiative was first envisioned in 2011
2) Foreign Policy Journal (2012), “India’s ‘Connect Central Asia’ Policy,” October 29, 2012.
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as a means to integrate Afghanistan into the neighboring region by resuming
traditional trading routes and reconstructing significant infrastructure links
broken by decades of war and conflict.(U.S.-China Economic and Security
Review Commission 2014). Afghanistan and its neighbors are now leading the
way in key areas, creating new North-South transit and trade routes that
complement vibrant East-West connections across Eurasia. The US is supporting
the region in reducing barriers to trade, investing in each other’s economies,
and performing international development and cross-border projects among
Afghanistan and its five neighbors in Central Asia, India and Pakistan and so
forth.3)
Japan has been holding a dialogue with Central Asian countries since 2004,
under the “Central Asia plus Japan” Dialogue. For the past ten years, Japan
has led the dialogue for regional cooperation in specific fields based on the idea
that regional cooperation is necessary for the stability and development of
Central Asia, which will be enhanced by cooperating in the areas of agriculture,
disaster relief, empowerment of women, anti-drug policies, border control,
peaceful resolution of disputes, arms reduction, non-proliferation, etc.4)

China’s Belt-Road
Korea’s Eurasia Initiative aims to link energy and logistics infrastructure
across Asia and Europe in order to create more growth opportunities and reduce
tensions with North Korea. China’s Belt-Road Initiative targets connectivity and
cooperation among countries in Eurasia and the creation of new overland and
maritime Silk Roads linking the two regions (Yonhap News 2015).
The Belt-Road Initiative came to prominence in 2013, when President Xi
Jinping visited Kazakhstan and Indonesia in the fall of the same year. This
initiative was institutionalized in China’s 13th Five-Year Plan, which will run
for 5 years starting 2016 and guide national investment strategy throughout that
3) US Department of State, available at http://www.state.gov/p/sca/ci/af/newsilkroad/.
4) Japan’s Ministry of Foreign Affairs, http://www.mofa.go.jp/erp/ca_c/kg/page22e_000455.html
#section1.
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period. The “Belt” is a planned network of logistics such as overland road and
rail routes, energy pipelines, and related infrastructure projects that will start
from Xi’an in central China, through several countries in Central Asia, and reach
as far as major cities in Europe such as Paris, Rotterdam, Venice and Paris.
The “Road”, which is the maritime equivalent, is a network of planned port
and other coastal infrastructure projects that connect from Asia to Africa and
the Mediterranean Sea via sea roots. The action plan released by China’s
National Development and Reform Commission (NDRC) on March 28, 2015
states that Chinese president Xi Jinping has made the initiative a centerpiece
of both his foreign policy and domestic economic stimulus strategy. While the
initiative was initially known as a network of regional infrastructure projects,
the NDRC release indicates that the scope of the Belt-Road Initiative has
expanded over time and will now include the promotion of cooperation in
various sectors such as policy coordination along related region, financial
integration, trade liberalization, and people-to-people connectivity (Kennedy and
Parker 2015).
Figure 2. Key Routes of the Belt-Road Initiative

Source: Cheung and Lee (2015), “A brilliant plan One Belt, One Road,” Hong Kong: CLSA.
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The Belt-Road Initiative is about building networks of connectivity on land
and sea. The sectoral nature of these links is not limited to physical
infrastructure-Xi has talked about connectivity in terms of trade, investment,
finance, and flows of tourists and students. The developmental imperatives that
have driven this can also be seen in Xinjiang, in China’s far northwest. The
ideas of encouraging economic development here by expanding trade,
investment and infrastructure linkages to Central Asia date back to the 1980s,
and though the growth of post-Cold War separatism in Xinjiang has complicated
this, one hoped-for side effect of the “Belt” for Beijing would be to undercut
extremism by boosting development in Xinjiang and Central Asia (Summers
2015).
Cheung and Lee (2015) evaluate the Belt-Road Initiative highly, in that the
Belt-Road could have as much impact on China’s internal economy as it will
have internationally. China’s priority is to give stimulus to the domestic
economy via the growth of exports of industrial sectors with major overcapacity
such as steel, cement, glass and aluminum. Key to the Belt-Road’s success
is the development of transportation between China and Europe, which
combined represent a third of the global economy and more than half the total
population in the world. China’s long-term goal is to extend the Belt-Road
initiative to Africa and Latin America. Until now China has signed 15 free-trade
agreements, including Singapore, ASEAN Pakistan, Chile, Peru, New Zealand,
Costa Rica, Iceland, Switzerland, Hong Kong, Taiwan, Australia and Korea, and
several bilateral FTAs with Sri Lanka and Norway, while the Regional
Comprehensive Economic Partnership (RCEP) and the Gulf Cooperation Council
are under negotiation.
A similar point is found in Dollar (2015), who presents three problems
arising from the pattern of China’s economic growth. First, technological
advancement, as measured by total factor productivity (TFP) growth, has slowed
down. Second, and closely related, the marginal product of capital goes down
(it takes increasingly more investment to produce less growth). The real world
indicators of this falling capital productivity are large share of empty apartment
buildings, low utilization of local airports, and serious excess capacity in
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important manufacturing sectors. The third manifestation of China’s growth
pattern is that consumption growth is very low, especially household consumption,
which is at only one-third of GDP.
China’s response to this changing growth dynamic is partly external and
partly internal. On the external side, it is no coincidence that this period of
excess capacity at home is the moment at which China launches expensive new
initiatives, such as the Asian Infrastructure Investment Bank (AIIB), the BRICS
Bank, and the Belt-Road Initiative in order to strengthen infrastructure both on
the westward land route from China through Central Asia and on the southerly
maritime routes from China through Southeast Asia and on to South Asia,
Africa, and Europe. On the other hand, China’s initiatives can prove major
solutions to its internal excess capacity problems, although external policy goals
may be more weighted. The domestic response to China’s overcapacity problem
is a set of reforms that emerged from the Third Party Plenum in November
2013. Together, these form a coherent set of measures aiming to rein in wasteful
investment, increase innovation and productivity growth, and enhance consumption
(Dollar 2015).

Challenges of the Belt-Road Initiative
While China’s Belt-Road Initiative sounds persuasive with the country’s
power in finance and foreign policy, not to mention the success of the AIIB,
the initiative will expose China and its neighbors to several significant risks and
challenges. Beijing’s past difficulties investing in infrastructure abroad, especially
through bilateral arrangements, suggest that many of the proposed projects could
well end up as little more than a series of expensive boondoggles (Kennedy
and Parker 2015).
Political factors may also prove to be hidden risks. Summers (2015) notes
two potential complications in Chinese attempts to build a Eurasian economic
belt. The first is that Russia sees much of this region as its own backyard, and
has been promoting its own plans for the EEU. At the moment, though, it looks
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as if the Chinese and Russian leaderships have reached an understanding on
aligning and coordinating their respective strategies, no doubt backed by their
broader strategic relationship at a time when both are experiencing unease-of
different sorts-in their ties with the west. The second complication is over the
political and commercial risks of building infrastructure in much of the Eurasian
landmass, from Pakistan through to Central Asia and the former Soviet republics.
Another risk is that many countries in Asia and abroad (including the
United States) are concerned about the geopolitical impact of the Belt-Road
Initiative. Although Beijing has sought to allay these concerns in its latest plan,
stressing the “win-win” potential of the initiative, its efforts will have important
foreign policy implications for a number of key regional players, including
Japan, India, and Russia. Moscow is particularly concerned about the initiative
translating into increased Chinese influence in Central Asia, an area it has long
viewed as within its sphere of influence and where Sino-Russia competition has
been noticeably intensifying of late. Meanwhile, India has been especially
alarmed by Chinese investments in Sri Lanka, which New Delhi likewise views
as part of its backyard. Hence, there is a clear risk that Beijing’s efforts-wellintentioned or not-will heighten geopolitical tensions in an already tense region.
There are also direct security implications of the project. The Maritime Silk
Road in particular will likely expand China’s capacity to project its growing
naval power abroad, while increased Chinese involvement in building regional
information technology infrastructure could create new channels for Beijing to
exert its influence in the region (Kennedy and Parker 2015).
Questions on economic feasibility are also raised. The Belt-Road Initiative
is larger than the AIIB. It started with the idea that nearby countries in Central
Asia-spread along the traditional Silk Road-could benefit from more transport
infrastructure, some of which China could finance bilaterally. However, the
economies of Central Asia are not that large, and the potential for investment
is limited. Overland transportation will remain expensive, compared to sea-going
shipments. For that reason, China added the idea of a maritime road-that is,
the expansion of infrastructure along the sea-going routes from the Chinese coast
through Southeast Asia to the Indian Ocean and all the way to Europe. A vast
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amount of world trade already traverses this route. Among the various developing
countries along the Belt-Road routes, there are some with relatively strong
governance-India, Indonesia, and Vietnam, for example-which will be hard for
China to push around. Those countries will not want to accept large numbers
of Chinese workers or take on large amounts of debt relative to their GDP. On
the other hand, there are weak governance countries-Cambodia and Pakistan,
for instance. It may be more feasible for China to send some of its surplus
production to these countries, but there is a reasonable prospect that in the long
run, China will not be paid (Dollar 2015).

3. Korea’s Nordpolitik and Recent Performance of its Eurasia
Initiative
While the Eurasia Initiative was announced by the current Korean government,
Korea’s efforts to improve its relationships with Eurasian countries date back
to the 1970s, and took more specific shape through Nordpolitik5) since the early
1980s.

History of Korea’s Nordpolitik 6)
Korea has a long history of Nordpolitik, dating back to President Park
Chung-hee with the June 23rd Declaration in 1973 announcing Seoul’s decision
to engage in reciprocal policy with open doors to all socialist countries. The
government took advantage of the détente of the early 1970s. The Roh Tae-woo
administration (1988-1993) made some progress with the two core objectives
of enhancing national peace and security on the Korean Peninsula, and
5) Nordpolitik means “Northern Policy,” and was adopted and named by then-Foreign Minister
Lee Beom Suk in 1983 during the presidency of President Roh Tae-woo. Under this policy,
the government of Korea pursued the establishment of diplomatic relationships with the Soviet
Union and China, which were traditional allies of North Korea.
6) The subsection of Korea’s Nordpolitik is based on Kim (2015).
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advancing into the Eurasian continent for economic gains. These objectives can
be categorized into a market- centered approach and peace/security-centered
approach, respectively.
The Roh Tae-woo administration undertook Nordpolitik by seizing the
opportunity offered by another détente after the collapse of the Berlin Wall,
establishing diplomatic relationships with transitioned economies such as
Russia, China and former Soviet bloc countries in the late 1980s and early
1990s. The “Sunshine” engagement policy implemented by the Kim Dae-jung
administration (1998-2003) continued on into the Roh Moo-hyun administration
(2003-2008). Under the rubric of “Peace and Prosperity” in Northeast Asia, Roh
projected the vision that Korea become the hub state of Asia.
Nordpolitik by former governments was a partial success, in spite of
significant progress in economic aspects with transitional economies, but peace
and security on the Korean Peninsula have remained almost unchanged since
the early 1970s. According to Kim (2015), “Nordpolitik of the two progressive
administrations (Kim Dae-jung and Roh Moo-hyun) was intended to induce
changes in North Korea through inter-Korean reconciliation, but it was
fundamentally circumscribed by the hardening relations between Washington and
Pyongyang triggered by Pyongyang’s nuclear provocations. Nordpolitik, for the
past four decades, was a partial success. Significant progress was made in
economic relations with Russia and Central Asia, but peace and security on the
Korean Peninsula are no better than in the early 1970s. Seoul’s policy towards
Pyongyang will be the most crucial in advancing its new Nordpolitik.”

NordLogistics-oriented approach
Korea’s Eurasia Initiative and China’s Belt-Road Initiative were both
proposed in the fourth quarter of 2013, but their scale and ambitions are
completely different, even allowing for the differences of economic size and
population between the two countries. Although the Belt-Road Initiative covers
China to Europe via a network of roads on land and sea, Korea is excluded
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from the initiative. The Belt starts in Xian, China and extends to Europe, and
the Road is linked from Fuzhou to Rotterdam, the Netherlands. Here, Korea’s
primary concern will be to extend the original plan of the Belt-Road to Korea.
This may push Korea to seek its connection to the Belt-Road routes.
Korea has been promoting an international railway network linking Korea
to Europe via the Trans-Siberia Railroad and the Trans-China Railroad.
However, South Korea’s hardened relationship with North Korea has hindered
this proposal. Subsequently, Korea has explored the Rajin-Khasan Logistics
Project. The Rajin-Khasan project is part of Eurasia Initiative, first announced
in October 2013 as a way to boost the regional economy through free trade
and economic cooperation in the Eurasian bloc by reconnecting the railways that
link the two Koreas, China and Russia. Three Korean companies-POSCO, the
Korea Railroad Corporation (Korail) and Hyundai Merchant Marine Co.-are
jointly involved in the project, transporting goods between Korea, Rajin (North
Korea) and the Russian city of Khasan. The 54-kilometer (33-mile) railway was
reconnected between Rajin and Khasan in 2014.
While Korea’s Eurasia Initiative is aimed at building infrastructure for
energy and logistics between Asia and Europe, the Rajin-Khasan project gives
the impression that the government intends to concentrate on restoring “an
inter-Korean railway that has been disconnected for 70 years. Seoul plans to
start the project by renovating the southern side of the Gyongwon Line that
once connected the Korean capital with the eastern North Korean city of
Wonsan. The South plans to spend USD 130 million on the construction,
according to Korea’s Unification Ministry, which is in charge of inter-Korean
affairs. The South formally launched the project [in August 2015] with a
groundbreaking ceremony-Korean officials say the restoration of the
Gyongwon Line could bring significant long-term economic benefits to the two
Koreas, noting that the railway is the shortest network connecting Korea and
Russia’s Trans-Siberian Railway.”7)

7) Voice of America (2015), “S. Korean Rail Project Could Restore Severed Connection,” August 5.
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Korea’s soft approach
While China’s Belt-Road Initiative focuses on large-scale investment for
building transportation infrastructure in Central Asia, Korea has been
strengthening traditional ODA-type projects. China’s grand design for large-scale
investment is made possible with the support of its three financial institutions,
described in Table 2: the Silk Road Infrastructure Fund, AIIB and New
Development Bank. In the case of Korea, the Northeast Asia Development Bank
(NADB) may be an option; a proposal that has been merely discussed for more
than three decades. Recently, the Korean government re-proposed the
establishment of the NADB in the promotion of its Eurasia Initiative, but it will
be very difficult to induce the participation of major countries such as China,
Japan and the US.
Table 2. China’s Financial Institutions Supporting the Belt-Road Initiative

Silk Road
Infrastructure Fund

Asian Infrastructure
Investment Bank

New Development
Bank

Launched in February 2014,
the China-led USD 40bn Silk
Road Infrastructure Fund
invests in One Belt, One Road
infrastructure projects. The
fund is capitalized mainly by
China’s Forex reserves and is
intended to be managed as
China’s sovereign wealth
fund. Jin Qi, who serves as the
assistant to the PBOC
governor, will be the fund’s
chief executive.

Founded in October 2014, the
AIIB aspires to be a global
development bank joined by
21 Asian member countries
(China, India, Thailand,
Malaysia, Singapore, the
Philippines, Pakistan,
Bangladesh, Brunei,
Cambodia, Kazakhstan,
Kuwait, Laos, Myanmar,
Mongolia, Nepal, Oman,
Qatar, Sri Lanka, Uzbekistan
and Vietnam), with registered
capital of USD 100bn.

The NDB is a BRICS
multilateral development bank
established on July 15, 2014,
by Brazil, Russia, India, China
and South Africa. The bank
was seeded with USD 50bn
initial capital, with the
intention to increase capital to
USD 100bn. The bank will be
headquartered in Shanghai.
Each country will have one
vote and no country will have
veto power.

Source: Cheung and Lee (2015).

However, Korea has been successfully pursuing several projects which can
become part of the Eurasia Initiative. The country has been discussing bilateral
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cooperation with Central Asian countries, strengthening and expanding the
comprehensive partnership with five Central Asian nations. One of the most
important projects is the proposed Korea-Central Asia Cooperation Forum (KCACF)
and its Secretariat. Since the announcement of the Eurasia Initiative, Korea has
held summit meetings with all five Central Asian countries: the official visit to
Korea by the President of Kyrgyzstan (November 19, 2013), the official visit of
President Park Geun-hye to Kazakhstan (June 19, 2014), the official visit to
Turkmenistan (June 20, 2014), the Korea-Tajikistan Summit in Seoul (April 12,
2015), and the Korea-Uzbekistan Summit (May 28, 2015).
At the 8th KCACF in June 2014, member countries agreed to the
consultations on establishing the KCACF secretariat. In June 2015, a tentative
committee for establishing the KCACF secretariat was launched. The 9th
KCACF was held in Seoul in October 2015, featuring a road show for promoting
trade and investment. The 5th Korea-Central Asia Caravan was held in
Turkmenistan a month after the road show in Korea. The official agreement for
the KCACF secretariat is expected to be settled at the 10th KCACF this year.
Several other projects carried out by Korea are worth noting. They include
the sector-specific Knowledge Sharing Program (KSP) for Central Asian
countries.8) KSP has become a brand name of the new format of Korea’s ODA,
provided by the Korea Development Institute (KDI), with financial support from
the Korean government. By launching sector-specific KSPs in industry, logistics,
commerce, services, IT, agriculture, forestry, environment, and so forth for
Eurasian nations, Korea has been transferring its development experience to

8) According to the official website (www.ksp.go.kr) of the KSP, “Korea has transformed itself
from an aid-recipient country to a donor country by achieving unprecedented economic growth
within the past half century. From a war-torn country to the economic miracle of today, Korea
has become the envy of most developing countries due to its unprecedented economic growth.
Drawing from its own experience of learning from advanced countries, Korea recognizes
‘knowledge sharing’ as an effective and innovative tool for economic development. As a result,
the Ministry of Strategy and Finance (MOSF) of the Republic of Korea launched the Knowledge
Sharing Program (KSP), a new paradigm of development cooperation, in 2004. It aims to share
Korea’s development know-how, assisting the partner countries and working towards lessening
the knowledge divide.”
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these developing countries. Some examples are: the consultation for building
industrial clusters in Russia, developing a roadmap for geo-information for
Kazakhstan, promoting the roadmap for building a textile cluster in Uzbekistan,
and establishing an IT-based procurement system in Kyrgyzstan.
Table 3. Trends of ODA into Uzbekistan

2009

2010

2011

2012

2013

2009-2013

Germany (current USD)

32

25

16

39

32

145

Korea, Rep. (current USD)

6

32

22

19

11

90

United States (current USD)

10

13

8

9

25

66

Japan (current USD)

20

7

-4

-6

30

48

European Union (current USD)

6

6

6

4

12

34

Switzerland (current USD)

2

1

2

3

3

11

France (current USD)

3

2

2

2

2

11

United Kingdom (current USD)

2

1

1

3

2

9

190

231

203

255

293

1,172

Total ODA (world)
Source: World Bank ODA data.

Korea has strengthened its economic and political relationship with all five
Central Asian countries. As a case in point, the country has provided several
projects for Uzbekistan in the context of the Knowledge Sharing Program (KSP),
Official Development Assistance (ODA), and other joint activities. Although
Korea has been increasing the amount of its ODA to Central Asian countries,
Uzbekistan has been one of major receipt countries recent years. Korea has
provided the second-highest amount of ODA to Uzbekistan, after Germany, for
the period of 2009-2013, as seen in Table 3. Moreover, the leaders of Korea
and Uzbekistan agreed to educate ICT professionals by opening a university
in Tashkent, Uzbekistan in 2014. Inha University in Tashkent (IUT) was
established by Korea following Uzbekistan’s request for support toward the
opening of an IT-oriented university in Uzbekistan, in the 2nd KoreaUzbekistan Forum (December 2013). Inha University was chosen to manage
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the new IT university in February 2014, and the resolution of the President
of the Republic of Uzbekistan was issued on March 24, 2014, No. PP-2155
“On Creation of Inha University in Tashkent.” IUT’s success has been
benchmarked by other Central Asian states, which have requested similar
support.

4. Conclusion and Policy Implications
Korea’s motivations for the Eurasia Initiative were based on its potential
to act as a foundation for peaceful unification, under the perception that projects
on boosting logistics and energy cooperation among Eurasian countries would
improve the overall environment for peaceful unification. With the progress of
China’s Belt-Road Initiative, Korea’s initiative needs to shift focus to linking
railways and shipping routes from the two Koreas to China and Russia, and
cooperating more closely with China in transportation, rather than keeping to
the original plan.
Kim (2015) presupposes a “Silk Road Express,” which would connect rail
and road networks from Busan, Korea to Europe, as well as new sea routes
passing through the Arctic Ocean in summer. This transport integration is to
be followed by the gradual elimination of trade barriers, leading to the
establishment of a vast free trade zone. Progress on the Eurasia Initiative,
however, has not been smooth due to the interference of many factors. Kim
raises questions on the fundamental objectives that Korea is trying to achieve.
The government of Korea has modified its original Eurasia Initiative plan
from a project of establishing an intercontinental network of logistics,
transportation and energy to aligning its initiative with China’s Belt-Road
Initiative. This is to gain from the synergy that would come from closer
cooperation with China’s grand strategy in Central Asia, and promote free trade
along the old Silk Road between Asia and Europe. KDI (2015) suggested that
the two initiatives led by China and Korea can be complementary, creating
economic gains for both. The institute highlighted joint efforts between China
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and Korea in connecting a railroad through Northeast Asia, including the
inter-Korean railroad, establishing a Yellow Sea multi-modal (train-ferry)
transportation service between the two countries, and multi-national development
of North Korea’s Rason area as an international outward processing zone.9) The
KDI argues that closer cooperation with North Korea will be good for the nation,
since continued growth of trade and business and a cohesive strategy with major
economic partners are a prerequisite for the Belt-Road links to be maintained
and expanded.
Infrastructure in Eurasia will be improved as the Belt-Road Initiative is
implemented. In order to maximize economic gains from the two initiatives, a
freer trade environment will be critical, especially in the Central Asian region.
China integrated the Belt-Road Initiative and AIIB into its trade policy. In
October 2013, China’s President Xi Jinping posited the Belt-Road Initiative,
comprising the economic belt along the historic Silk Road and the new maritime
route of the 21st century. The Chinese government institutionalized USD 40
billion for the Silk Road Fund in 2014, followed by the establishment of the
AIIB. “With the new Silk Road Initiatives China is attempting to set up its own
network of FTAs to deal with the pressure of competition from the TPP and
other mega-regional FTAs. China is planning to push for higher standard FTAs
with countries located along the ancient Silk Road, which are eager to participate
in China’s new cooperation initiatives (Wang 2015, p. 6).”
While Korea has established a wide FTA network with 52 countries, no
FTA has yet been concluded with Central Asian countries, despite the Korean
government’s goal to sign FTAs with emerging countries including Central Asian
states. Since these countries have yet to attain global standards in the trade system,
Korea’s FTA policy should be modified from its usual FTA practices in order
to induce these countries to become interested in FTA negotiations. Korea should
9) On February 10, 2016, Korea decided to close Gaesung Industrial Complex in North Korea-first
launched in 2004-due to North Korea’s rocket launch, implying Korea’s strong position against
North Korea and the impact on other joint projects such as the Rajin-Khasan Logistics Project.
Korea’s decision can be a turning point for the Eurasia Initiative, but this recent development
is not discussed in this paper.
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note that the transshipment of goods will be processed through outdated local
regulations which require longer time and higher costs, unless efficient customs
rules are introduced via FTAs. It will be desirable to maintain balanced
development in both hard and soft infrastructure in terms of realizing economic
gains, rather than exaggerating potential economic gains by saying that Eurasia
represents 40 percent of the world’s land mass and 70 percent of its population.
Similarly for China, Xiang (2015) underlines the importance of unimpeded trade
in the Eurasia region. He argues that investment and trade cooperation is a major
task in building the Belt-Road Initiative, and suggests that China should expand
its trading areas, advance cooperation in emerging industries, and improve the
division of labor and distribution of industrial chains.
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The Trans-Pacific Partnership
Agreement High Diplomacy and
Low (Domestic) Politics
Claude Barfield

“The stakes for US trade policy have always reached beyond the economic
realm…Trade is what most international relations are about. For that reason trade
policy is national security policy.”
Thomas Schelling, Nobel Prize Winner in Economics
“What is remarkable about Schelling’s observation is that it was made
during an era when economic power was viewed largely as an ancillary power
to the military…But the world has changed dramatically since Schelling’s time,
and the sum of those changes has brought economic and strategic aspects of
trade into even closer alignment…At a time when there are crises on multiple
fronts, TPP can demonstrate that the United States is and always will be a
Pacific power…TPP is a central component of America’s rebalance to Asia.”
US Trade Representative Michael Froman, September, 2014
“All politics is local”
Speaker of the US House of Representatives Tip O’Neill
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1. Broad Themes and Analytic Frameworks
The purpose of this brief paper is to describe and analyze the stark contrast
in the formulation and execution of national trade policy between two competing
factors. First, as highlighted in the statement by Nobel Prize winner Thomas
Schelling, trade policy has always “reached beyond” economic policy with
implications and consequences for larger diplomatic and strategic goals. Second,
to illustrate through the developing domestic debate over the Trans-Pacific
Partnership Agreement (TPP), the central role that private interest groups play
in the success or failure of any administration’s drive to achieve ratification of
trade agreements.
Against this background, the paper will advance a group of major themes
and analytic frameworks, as follows:
* Trade stands at the intersection of a nation’s diplomatic/security strategies and
domestic economic goals.
In deciding upon individual trade agreements, the chief of state (president
or prime minister) perforce must calculate not only the projected economic
results (both positive and negative) but also the broader foreign policy and
national security consequences.
In the US, while the US Trade Representative has prime responsibility for
trade policy, his or her office must defend its recommendations before a top-level
interagency committee that consists of representatives from the State, Defense,
Commerce, Labor departments, as well as the Environmental Protection Agency.
* From an analytic perspective, trade policy has been well described as a
two-level game. A government must first adopt national priorities for the trade
negotiation; then advance those priorities in the actual negotiation with trading
partners; and finally defend the final compromises and results in the domestic
political arena.
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While in most countries, the executive wields great power in trade policy,
the United States is almost unique in that the Constitution grants full power
over interstate and foreign commerce explicitly to the US Congress. The US
executive, therefore, operates under close scrutiny-and potential veto-in the
formulation and execution of US trade policy.
This constitutional fact gives particular force to Speaker Tip O‘Neill’s
maxim that “all politics is local.” Whatever the diplomatic or security imperatives
behind a trade agreement, the local interests and demands of representatives and
senators must be satisfied.
The access of key business and economic private interests to Congress,
and the openness of the US political process also results in substantial power
for these groups (along with so-called public interest organizations) in shaping
final decisions by the two houses of Congress.
* Trade Policy Paradox: Over the past two decades, a paradox has developed
in the area of trade policy: Despite a deepening partisan split over both the
ends and means (trade agreements) of US trade policy, a striking continuity
can be traced from the George H.W. Bush administration right down to the
Obama administration. That continuity, in the end, results from the varying
-though constant-imperatives of broad US strategic goals, globally and in key
geographic regions.

2. Security/Diplomatic Rationale of Trade Policy1)
The rise of regional economic blocs like the European Communities and
Japan Inc. after the Cold War engendered a rethinking of the boundaries of US
international economic policy. Secretary of State James Baker, George H.W.
Bush’s chief policy adviser, noted that this reorientation toward bilateral and
1) The opening section of this paper represents a condensation of points the author has made
in earlier studies. The author would like to thank Jelle Barkema for culling the key points from
that research and writing the first draft of this section.
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regional systems would, without undermining the General Agreement on Tariffs
and Trade (GATT), “help move the world toward a more open system.”2) When
Malaysian Prime Minister Mahathir Mohamad threatened Baker’s ideal open
system by suggesting the creation of an East Asian Economic Caucus, comprised
solely of Asian nations, Baker laid down what became a longstanding strategic
position toward Asia. He vowed he would oppose any “plan that drew a line
down the middle of the Pacific,”3) with the US on one side and Asian nations
on the other―a declaration that tied diplomatic and security power with national
economic interest. The view of trade policy as supporting deeper strategic goals
would continue through succeeding administrations, albeit for varying rationales.
In the next section, I will demonstrate the consistency between the past four
administrations in terms of trade policy―in that they all favored an approach
that aims to satisfy both economic and diplomatic objectives.

President William J. Clinton
The Clinton years occurred behind a relatively peaceful backdrop of a
unipolar world, during which economic security replaced traditional security
policy as the top priority on the administration’s diplomatic agenda.4) The
country was experiencing a sluggish employment recovery following a brief
recession in the early 1990s, so the Clinton administration adopted a more
assertive stance on trade policy and greater attention to achieving measurable
results in trade flows in order to foster renewed economic growth. Despite this
call for a more “results-oriented” approach to trade policy, the administration’s
trade agenda largely adhered to former Secretary of State Baker’s ideology by
stressing the significance of regional trade agreements in promoting the larger
2) Baker, James Addison, and Thomas M. DeFrank. The Politics of Diplomacy: Revolution, War
and Peace, 1989-1992. New York: Putnam, 1995.
3) Ibid.
4) Claude Barfield. “The Trans-pacific Partnership Agreement: A Model for 21st Century Trade
Agreements?” International Economic Outlook, American Enterprise Institute, 2011. https://
www.aei.org/publication/the-trans-pacific-partnership/.
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political goals of advancing democratic institutions and civil liberties.5) The
North-American Free Trade Association (NAFTA), for example, became an
important manifestation of this ideology. Clinton emphasized that the negotiations
with both the US’ neighbors ought to strive for “GATT (now WTO) Plus”
outcomes, that is, that they would go beyond the liberalization achieved through
multilateral rules. NAFTA is widely considered to have played a role in the
advent of Mexico’s multi-party democracy, and thus came at a crucial time of
the country’s democratic development.6) As New York Times’ Stanley Weiss
pointed out at the time: “Because of NAFTA, Mexico can afford the luxury
of a democracy.”7)
Once NAFTA negotiations had been concluded, the Clinton administration
started developing greater interest in Asia, and used the Asia-Pacific Economic
Cooperation (APEC) as a tool to advance US regional Asian policy. In the “Big
Emerging Markets” initiative, launched in 1994, the administration identified
nations that were likely to attract American exports ― as it turns out, almost
half of these nations were located in Asia.8) As Clinton summarized it; “… I
believe the Pacific region can and will be a vast source of jobs, of income,
of partnerships, of ideas, of growth for our own people in the United States.”9)
However, Clinton’s increasing investment in APEC was not merely motivated
by economic growth; it had an important political advantage as well. Clinton’s
advisors pointedly reminded him that any action on APEC would be regarded
as Clinton’s own, rather than an initiative passed down from previous
5) Claude Barfield. “The United States and Asian Regionalism–The Long Road to the Trans-Pacific
Partnership.” Paper prepared for the ELSNIT Conference, St. Gallen, 2011. http://www10.
iadb.org/intal/intalcdi/PE/2012/09801a03.pdf.
6) Robert Lawrence. “Recent US Free Trade Initiatives in the Middle East: Opportunities but No
Guarantees.” Harvard University John F. Kennedy School of Government Faculty Research
Working Paper Series No. RWP06-050, 2006. http://www.iie.com/publications/papers/lawrence
1206.pdf.
7) Stanley Weiss. “Mexico After NAFTA Becomes a New Home for Democracy.” New York
Times, 2000. http://www.nytimes.com/2000/06/28/opinion/28iht-edstan.t_0.html.
8) US Dept of Commerce. “The Big Emerging Markets,” 1994.
9) Clinton, William Jefferson. Speech at Waseda University, Tokyo, 1993.
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administrations (think NAFTA and the Free Trade Area of the Americas
Agreement).10) With this in the back of his mind, Clinton decided to raise the
status of APEC by inviting all heads of states of its member countries to a
summit in Seattle. At the following year’s gathering in Bogor, Indonesia, APEC
leaders agreed to the so-called Bogor Declaration, in which developed member
states committed to free trade and investment within APEC by 2010, while
developing members agreed to 2020 (goals that thus far are still off in the
future). Through Clinton’s eager commitment to APEC, he managed to address
both economic and security considerations. Already in his opening remarks of
the initial Seattle APEC gathering, he had affirmed: “Now, more than ever, our
security is tied to economics… our place in the world will be determined as
much by the skills of our workers as by the strength of our weapons, as much
by our ability to pull down foreign trade barriers as our ability to breach distant
ramparts.”11)
The last major trade initiative of the Clinton presidency consisted of a major
effort to push for China’s accession to the World Trade Organization (WTO).
This campaign encountered substantial opposition in Congress due to China’s
authoritarian regime, social and labor conditions, and very questionable record
on human rights enforcement. In order to persuade Congress to consent to
engaging China in the so-called Permanent Normal Trading Relations (PNTR),
the Clinton administration, along with other advocates for Chinese accession (US
businesses and a large number of Republicans), presented the clear-cut argument
that China’s membership would bring a wide array of economic benefits.
Moreover, Clinton bolstered this argument by enumerating the geostrategic
objectives that a WTO with China could achieve. Notably, the administration
discussed China’s rise as a major power in the Asian region and subsequent
need to have the People’s Republic of China (PRC) accede to existing rules
10) Claude Barfield. “Introduction and Trade, Investment, and Emerging US Policies for Asia.”
Expanding US-Asian Trade and Investment: New Challenges and Policy Options, 1997. AEI
Press. https://www.aei.org/publication/expanding-u-s-asian-trade-and-investment/.
11) Clinton, William Jefferson. Remarks at the APEC Host Committee, Seattle, 1993. http://www.
presidency. ucsb.edu/ws/?pid=46137.
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and norms; the promotion of rule of law in China; and finally the idea that
Chinese membership could eventually culminate in political liberalization and
pluralism.12) The PRC was granted PNTR in late 1999 ― representing yet another
instance in which trade policy is determined by a combination of economic,
security, and diplomatic motivations.

President George W. Bush
Robert Zoellick, US Trade Representative (USTR) during the first years of
the Bush II administration, sustained the approach set forth by previous
administrations of conducting trade and security policy in a single bundle. The
linkage between trade and security only intensified after the 9/11 terrorist attacks;
and in 2002, the Bush administration formally included trade policy in its white
paper, the “National Security Strategy of the United States of America.” The
white paper underlined the faith the Bush administration had in tying trade
objectives to political and security goals, stating: “… the United States will work
with individual nations, entire regions, and the entire global trading community
to build a world that trades in freedom and therefore grows in prosperity… (We)
will build on these common interests to promote global security.”13)
The administration demonstrated the willingness to translate these principles
of the importance of trade into action, by stating that foreign policy and security
objectives would play instrumental roles in the process of selecting prospective
trade partners. As Zoellick pointed out, “given that the United States has
international interests beyond trade, why not try to urge people to support our
overall policies.” In this vein, and in light of intensifying security concerns in
the Middle East, the Bush administration initiated negotiations and signed
bilateral agreements with Jordan, Morocco, Bahrain, and Oman ― and planned
12) Claude Barfield. “The United States and Asian Regionalism–The Long Road to the Trans-Pacific
Partnership.” Paper prepared for the ELSNIT Conference, St. Gallen, 2011.
http://www10.iadb.org/intal/intalcdi/PE/2012/09801a03.pdf.
13) Executive Office of the President. “The National Security Strategy of the United States of
America.” White Paper, 2001. http://www.state.gov/documents/organization/63562.pdf.
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a larger Middle East Free Trade Association (MEFTA) initiative.14) A later Bush
administration USTR, Rob Portman, underlined the security rationale of
MEFTA, by stating: “I do not want to diminish the importance of a Bahrain
FTA or an Oman FTA, where we have real export opportunities, but also we
have larger interest in political stability and the promotion of prosperity and
democracy in an important region.”15)
The Bush administration pursued a similar strategy in Asia, when it
announced plans for an Enterprise for ASEAN Initiative, meant as a platform
for future FTA negotiations between the United States and Southeast Asia.
According to the White House Fact Sheet, the US believed a strong US-ASEAN
relationship would generate a force for stability and development in the
Southeast region. This is not to say that the foreign policy objectives underlying
US economic policies always stemmed from benign intentions. The Bush
administration refused to participate in negotiations regarding an FTA with New
Zealand due to that country’s explicit opposition to the Iraq invasion and
longstanding refusal to let US nuclear warships into its ports.16) In contrast, the
United States prioritized negotiations with Australia, particularly as a result of
its support of the Iraq War and its military contributions to it.
The successful combination of economic and security/diplomatic policy
carried over to the second Bush term. Bush managed to reinvigorate a frayed
relationship with Korea and in 2007 launched negotiations for a US-Korea free
trade agreement. In addition, while the FTA with Colombia represented an
important economic pact, it also was a way of protecting the country against
pernicious influences from the Chavez-leaning governments that surrounded it.
14) Robert Lawrence. “Recent US Free Trade Initiatives in the Middle East: Opportunities but
No Guarantees.” Harvard University John F. Kennedy School of Government Faculty Research
Working Paper Series No. RWP06-050, 2006. http://www.iie.com/publications/papers/lawr
ence1206.pdf.
15) Rob Portman. “Roundtable Discussion with Rob Portman.” Office of the United States Trade
Representative, 2006. https://ustr.gov/archive/Document_Library/Transcripts/2006/January/
Roundtable_Discussion_with_Rob_Portman.html.
16) Simon Evenett, and Michael Meier. “An Interim Assessment of the US Trade Policy of
‘Competitive Liberalization.’” World Economy 31, no. 1, 2006.
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Last but not least, the Central America Free Trade Agreement (CAFTA) was
presented as a commitment to democratization, transparency, and the rule of
law in Central American countries, in addition to providing economic opportunities
for all parties involved.17)

President Barack Obama
During his 2008 presidential campaign, Obama was openly skeptical of the
trade policy conducted by the Bush administration. Once in office however,
Obama, too, advanced a trade policy that was intended to serve both security
and diplomatic objectives.18) Tellingly, Obama assigned major strategic and
political trade decisions to the National Security Council rather than the USTR.
Though Obama is now touting the TPP as one of the top accomplishments
of his second term in office, he did not begin his presidency with an ambitious
trade agenda. In fact, the United States lacked a coherent trade strategy for all
of 2009, largely as a result of deep divisions in the Democratic Party on trade
liberalization. This divide remained throughout his presidency, but Obama
realized trade liberalization could prove instrumental in combating the economic
malaise the country had been suffering since he entered office. During his 2010
State of the Union speech, President Obama announced the National Export
Initiative, through which he sought to double American exports between 2010
and 2014. As had been the case for previous administrations, the Obama
administration looked specifically at rapidly developing economies in Asia as
a destination for these exports. However, aside from the compelling economic
opportunities Asia provided for US firms, it was the deteriorating diplomatic
and security situation in the region that truly propelled what is now called the
Asia Pivot. The first move toward launching the Pivot and its underlying security
17) Claude Barfield. “US Trade Policy: The Emergence of Regional and Bilateral Alternatives
to Multilateralism.” Intereconomics 42, no. 5, 2007. https://www.aei.org/wp-content/uploads/
2011/10/20061010_SussexTradeConference-2.pdf.
18) Claude Barfield. “The Trans-Pacific Partnership and America’s Strategic Role in Asia.” Paper
for Presentation at the American Institute for Asian Studies Conference, Washington, DC, 2014.
https://www.aei.org/publication/trans-pacific-partnership-americas-strategic-role-asia/print/.
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aspirations was the announcement by the administration to finally complete
KORUS negotiations. Obama’s decision to reinvigorate the stalled negotiations
constituted a direct response to heightened tensions on the Korean peninsula.
Pyongyang had conducted an underground nuclear test and had shot off two
rounds of short-range missiles across the Sea of Japan, resulting in heightened
pressure on the administration to back its ally South Korea.19) After a five-year
hiatus, the agreement entered into effect in March 2012.
But of greatest importance for this paper was the decision in late 2009 to
go forward with negotiations for a mega-regional Trans-Pacific Partnership
Agreement. Ironically, in the last months of the Bush administration UJSTR
Susan Schwab had signaled to the four countries that then comprised the core
of the future TPP (New Zealand, Australia, Brunei, and Chile) that the US was
ready to enter into the process. This offer came at the end of a discredited
administration, and it was by no means clear that the incoming Obama
administration would take up the Bush administration’s late initiative. But for
a combination of the economic and security considerations that form the core
of this paper’s themes and analysis, the president defied major elements of his
party and signaled US readiness to enter and conclude this huge undertaking
before the president left office.
China. US security concerns were particularly concerned with expanding
Chinese influence throughout Asia. China had been a rapidly growing power
for many years before Obama took office, but had started to translate that
dominance into bullying other nations in the region. In May 2009, Beijing
published a map of the South China Sea containing nine dashed lines in a
U-Shape that laid claim to over 80 percent of this maritime area. Inevitably,
this action provoked several confrontations with nations within this selfproclaimed perimeter, particularly with Vietnam and the Philippines. In addition,
China grew bolder in contesting the claims of Korea and Japan, respectively,
in the Japan and East China Seas.20) In July 2012, China managed to evoke
19) Claude Barfield. “The Trans-Pacific Partnership and America’s Strategic Role in Asia.” Paper
for Presentation at the American Institute for Asian Studies Conference, Washington, DC, 2014.
https://www.aei.org/publication/trans-pacific-partnership-americas-strategic-role-asia/print/.
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great anxiety among ASEAN leaders by brazenly manipulating the deliberations
of ASEAN foreign ministers.21) Behind the scenes, Beijing diplomats relied
heavily on Cambodian officials to block publication of a joint communiqué
highlighting disputes in the South China Sea and calling for a united ASEAN
front on these issues. Despite similar criticisms from other ASEAN member
states, China’s reversal of its “Peaceful Rise” mantra did not abate. More details
are beyond the scope of this paper, but the crux of the matter is that growing
turmoil in the region presented the larger context in which the Obama
administration attempted to push ahead with its proclaimed Pivot.
Secretary of State Hillary Clinton had already laid much of the groundwork
for the Asia Pivot, by promising “more rigorous commitment and engagement”22)
to Asia during her visit to Vietnam in 2010, and subsequently boosting economic
resources and calling for forward movement of US regional trade and investment
issues in the region. In addition, with Clinton leading the way, the United States
took a firm stance on maritime disputes. At the 2010 Shangri-La Dialogues,
Secretary of Defense Robert Gates emphasized that though the US would not
take sides on individual territorial disputes, it would oppose any action that
“threatened freedom of navigation in the South China Sea.”
Obama’s nine-day trip to Asia in November of 2011, however, is generally
regarded as the central embodiment of the Pivot. “The United States is a Pacific
power, and we are here to stay,” Obama declared in a speech to the Australian
Parliament. Having hosted the APEC Leaders Meeting on Hawaii, the President
arrived in Indonesia to meet with ASEAN leaders and become the first American
President to join the East Asian Summit. Obama uttered some foreign policy
advances and announced a new security pact by which the US would deploy
a couple thousand marines to Southeast Asia, but the announcement that a first
20) Ellen Frost et al. “China’s Rising Influence in Asia: Implications for US Policy.” Institute
for National Strategic Studies, National Defense University. http://www.ndu.nl/inss.
21) Patrick Barta, and Carlos Tejada. “Sea Dispute Upends Asian Summit.” Wall Street Journal, July
23, 2012. http://www.wsj.com/articles/SB10001424052702303919504577524133983292716.
22) Hillary Clinton. “US-Asia Relations: Indispensable to Our Future.” Remarks at the Asia Society,
New York, NY., 2009. http://www.state.gov/secretary/20092013clinton/rm/2009a/02/117333.htm.
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“framework” for the Trans-Pacific Partnership had been agreed on became the
most concrete symbol of American presence in the region. The TPP of course
has significant economic implications ― if passed by Congress, it could provide
the template and model for FTAs around the world, and potentially, for
multinational negotiations in the WTO. However, beyond its economic significance,
it became obvious that because the framework represented American leadership
in Southeast Asia, its future outcome would determine the long-term impact of
the Asia Pivot. Indeed, the Obama administration would continually stress the
diplomatic and security implications that would flow from the success or failure
of the TPP negotiations. As Ash Carter pointedly verbalized: “As Secretary of
Defense, I never forget that our military strength ultimately rests on the
foundation of our vibrant, unmatched, and growing economy. That’s one reason
why the TPP is so important… and probably one of the most important parts
of America’s rebalance.”
As in its strategy to conduct the Asia Pivot by means of a multilateral trade
agreement, the administration received expressions of support from unexpected
sources. In a strategically timed op-ed in the Washington Post, former Secretary
of State Condoleezza Rice warned of Chinese “assertiveness” in Asia, saying
that “… trade is an essential element of a strategy that long ago placed faith
in the proposition that the future world belongs to free people and free markets.”

3. The Low Domestic Politics of Trade: Who Wins and Who Loses
The second section of this brief paper will describe the reaction of key
interest groups to the TPP texts that became public in early November. As
expected with a 12-member trade agreement, the ultimate decisions and
compromises have triggered a huge debate in the United States (and in political
discourse in each of the other TPP members). The sectors and issues will be
divided into three categories (somewhat arbitrary, but roughly accurate): Clear
Successes; Mixed Successes; and Major Problem Areas.
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Clear Successes:
* US Manufacturing Sectors. Almost all US manufacturing sectors consider
themselves winners in the TPP negotiations (the major exception being
segments of the automobile industry: see below). As the Obama administration
has trumpeted, the TPP reduces or eliminates some 18,000 tariff lines. Within
that overall result, it is also true that almost all tariffs reduce to zero by the
16th year after the agreement comes into force. This includes current high
tariffs such as the 70 percent tariff on US automobiles levied by Vietnam,
the 35 percent tariffs on chemical products levied by a number of TPP countries,
and 30 percent tariffs levied on certain health products.23)
The major business organizations all have endorsed the TPP (with some
reservations: see below) and have put together a cross-industry coalition to fight
for its approval by Congress. The first major organizations to endorse the final
TPP text were the Emergency Committee for American Trade (ECAT) and the
US Council for International Business, which came out for the agreement in
early December. They were followed in January by the Business Roundtable,
the US Chamber of Commerce, and the National Association of Manufacturers.
The statement from the NAM read: “After careful analysis, the NAM will
support the TPP as it will open markets and put manufacturers in a much
stronger position to compete in an important and growing region of the world.
Support for the TPP, which allows manufacturers to be more competitive in a
global economy, is in keeping with the NAM’s principles.”24)
23) Sara Olive. PIEE Pie Chart: How Quickly Are Tariffs Eliminated in the TPP. Peterson Institute
for International Economics, December 2, 2015. Office of the US Trade Representative.
“Trans-Pacific Partnership: Leveling the Playing Field,” USTR, Washington, D.C. http://blogs.
piie.com/trade/?p=527.
24) Quoted in Office of the US Trade Representative. “USTR News: TPP Endorsements,” January
6, 2016. https://ustr.gov/about-us/policy-offices/press-office/press-releases; for comprehensive
list of supporting statements for the TPP. See: Trade Benefits America, “What they are
saying: Business and Agriculture on Conclusion of TPP,” October 6, 2015. http://www.
tradebenefitsamerica.org/resources/what-they-are-saying-business-agriculture-conclusion-tpp.
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Agriculture. The TPP did not attempt to deal with internal agricultural
policies, such as farm income support or internal subsidies, but it did make
substantial gains in external tariffs and quotas. For instance, with regard to
Japan, the most closed market among TPP nations, under the TPP that nation
will reduce its high 38.5 percent beef tariffs on 74 percent of US beef imports
within 15 years; eliminate 80 percent of its pork tariffs within 11 years;
eliminate a 21 percent tariff on soybeans immediately; and reduce taxes on
California wines to zero. As another example, Vietnam will eliminate its 20
percent tariff on US poultry.25)
Given the high success of US negotiators in lowering or completely
removing tariffs of US agricultural products, it is no surprise that immediate
and strong support for the TPP came from major agricultural lobbying
organizations. The largest multi-crop farm organization, the American Farm
Bureau stated: “American farmers need improved access to markets around the
Pacific Rim in order to generate growing demand for our products in the future…
This agreement goes a long way in establishing a much more level playing field
for our nation’s farmers and ranchers.”26)
The Farm Bureau’s endorsement was followed by a separate statement of
support from a myriad of specialty agricultural organizations such as the
cattlemen’s association; the pork producer’s council; the corn, wheat, and
soybean producers, and the poultry producers.27)
Services. Scholars at the Peterson Institute in Washington, who have studied
world services trade policy most assiduously, posit that US service firms are
25) Office of the US Trade Representative. “Fact Sheet: How the TPP Opens Markets for Made
in America Exports,” October 2015, Washington D.C. https://ustr.gov/about-us/policy-offices/
press-office/fact-sheets/2015/october/fact-sheet-how-tpp-opens-markets-made.
26) Quoted in Office of the US Trade Representative. “USTR News: TPP Endorsement,” January
6, 2016. https://ustr.gov/about-us/policy-offices/press-office/press-releases/2016/january/Diverse
-Coalition-American-Businesses-Farmers-Manufacturers-Call-for-TPP-Passage.
27) Ed White. “Beef, pork producers cheer outcome of TPP agreement.” The Wester Producer,
October 6, 2015. http://www.producer.com/2015/10/beef-pork-producers-cheer-outcome-oftpp-agreement/. Once again, see: Trade Benefits Coalition. “What they are saying,” October
6, 2015.
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“Neglected TPP Winners.” Institute scholars go on to argue that “US service
sector firms will gain the giant’s share of service export gains enabled by the
TPP.”28) They note that (with a few notable exceptions: maritime, e.g.) US
service sectors are already open to foreign competition. For most TPP nations,
the reverse is true. The list of countries with major services impediments
includes relative free traders such as Australia and New Zealand, as well as
Vietnam, Mexico and Japan.
In addition, one important new liberalizing rule will abet future open markets:
that is, adoption of the so-called “negative list” rule: that is, all service sectors
are liberalized unless a country enters a specific exclusion. This rule will lock
in current TPP-negotiated rules and prevent backsliding in the future. Given the
quite positive outcomes for TPP services liberalization, it is no surprise that the
major US services associations have lined up strong behind the agreement. The
largest and most representative of these organizations is the Coalition of Services
Industries, whose president stated: “The TPP has been a long time under
consideration, but it has been well worth the extended effort. We especially
appreciate its forward-looking achievements for the US services industry, which
is the most competitive in the world.”29) The Coalition statement was supplemented
by individual endorsements from service subsectors, such as the securities,
insurance and television and film industries.
The Digital Economy and E-Commerce. If one is seeking evidence for the
claim that the TPP is a “21st century agreement,” one need look no farther than
the chapters dealing with e-commerce and the digital economy. And here, US
negotiators achieved real triumphs in relation to US priorities. Briefly, under
the TPP the free flow of data is mandated and forced localization of servers
is prohibited (though there are limited exceptions for “legitimate public policy
objectives”).30) There are also built-in provisions for consumer protection. And
28) Gary Hufbauer, J. Bradford Jensen, and Eujin Jung. “US Service Firms: Neglected TPP
Winners.” Trade and Investment Policy Watch, Peterson Institute, October 13, 2015. http://
blogs.piie.com/trade/?p=446.
29) Trade Benefits Coalition. “What they are saying,” October 6, 2015. http://www.tradebene
fitsamerica.org/resources/what-they-are-saying-business-agriculture-conclusion-tpp.
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finally, more controversially even in the United States, the agreement grants
companies and individuals the right to choose any available encryption tools.
With international laws and regulations for data flows still in their infancy,
the precedent set in the TPP is hugely important. Keen awareness of the
importance of such precedents produced enthusiastic TPP backing by key sectors
of digital economy, including the computer software industry, hardware
manufacturers, phone and digital service providers, and small businesses who
are taking great advantage of the cheaper and more expeditious communications
with customers afforded by the Internet. Among the trade associations weighing
in to back the agreement are among others: The Business Software Alliance,
the National Semiconductor Association, the Consumer Electronics Association,
the Information Technology Industry Council, and individual multinational high
tech companies (Intel, Texas Instruments, Microsoft, Apple, IBM, and AT&T,
as examples).31)

Mixed Successes:
State-Owned Enterprises. The TPP is the first FTA to include rules and
disciplines for state-owned-enterprises, thus laying the groundwork for the
introduction of these issues across the worldwide trading system. As with the
chapters on e-commerce, the precedent set is a worthy accomplishment of the
negotiators.
The basic rules set forth in the agreement are that: SOEs operate in
accordance with commercial considerations; that they do not receive subsidies
that undercut private firms; that they abide by the normal WTO rules of
most-favored-nation and national treatment; that they operate transparently; and
regulations apply with equal force to SOEs, as well as to private companies.
30) Claude Barfield. “The TPP: If not a ‘gold standard’ agreement, then at least a ‘silver;--and
worth supporting, AEIdeas, November 16, 2015. https://www.aei.org/publication/the-tpp-if
-not-a-gold-standard-agreement-then-at-least-a-silver-and-worth-supporting/.
31) Trade Benefits America. “What they are saying,” October 6, 2015. http://www.tradebene
fitsamerica.org/resources/what-they-are-saying-business-agriculture-conclusion-tpp.
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These rules represent a solid foundation, but they are somewhat undercut
by other deficiencies. First, the definitions adopted for SOEs are quite narrow
and will allow some public-private alliances to escape the new disciplines.
Further, a number of TPP countries took absolute exceptions to important
individual entities.
Obviously, the elephant in the room here is China. Critics correctly point
out that reining in China’s dominant SOEs would be difficult under the current
TPP rules. On the other hand, they fail to take into account an important lever:
conditions of membership for the TPP. The accession agreement for the TPP
gives the founding members extraordinary leeway to insist on additional terms
for later entrants. Under existing FTAs, the US has not hesitated to demand
side agreements and separate negotiations, viz. Japan in the TPP) and additional
commitments on labor and the environment for Korea, Panama and Colombia,
after an initial agreement had been concluded. Thus, worries that in the future
China would join the TPP without more stringent obligations regarding SOEs
are unfounded.32)
Investor-State Dispute Settlement (ISDS). For many years, ISDS chapters
have been a part of bilateral investment or trade agreements and treaties: over
3,000 in pacts among 180 countries, with the US a partner in 51 such
arrangements. Recently, however, NGOs, environmental and labor organizations,
and other anti-globalists have seized upon ISDS as a weapon for marauding
multinationals to beat back public regulations. This issue has become a large
sticking block in US-EU FTA negotiations. With the TPP, opposition to an ISDS
chapter was not as strong, though both Australia and New Zealand expressed
initial opposition to inclusion of an ISDS chapter (Australia was actually the
leader here, as a recent Australian Labor government had announced that ISDS
would no longer be included in its individual bilateral FTAs. Australia had
32) Claude Barfield. “The TPP: If not a ‘gold standard’ agreement,” AEIdeas, November 16, 2015.
https://www.aei.org/publication/the-tpp-if-not-a-gold-standard-agreement-then-at-least-a-silver
-and-worth-supporting/; See also, Nova Daly. Testimony at Hearing on the Trans-Pacific
Partnership Agreement. US International Trade Commission, January 15, 2016. https://
www.usitc.gov/press_room/documents/testimony/105_001_005d3.pdf.
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signaled early on, however, that the issue was negotiable and its final stance
would depend on what concessions it got on key products such as Aussie lamb
and beef).
The US business community very much supported an ISDS, and the USTR
responded by trying to accommodate some of Australia’s (and others) worst
apprehensions. Among the safeguards that were written into the text were the
following: (1) language specifically protects the “right to regulate in the public
interest”(encompassing areas such as public health, financial security, and the
environment); (2) in a change from many earlier ISDS chapters, legal burden
of proof was shifted from the government to the complaining party; (3) a new
standard was written for an expedited dismissal of “frivolous” claims; (4)
clarification of the fact that the mere fact that a government’s measures frustrates
an investor’s “expectations” does not alone give rise to an ISDS claim; and new
provisions were included to assure transparency and public participation in the
ISDS process.33)
With the exception of one decision regarding the tobacco industry (see
below), the US business community was satisfied with the compromises and
the ISDS system constructed for the TPP and expressed support for it in their
general statements of support for the TPP.
Regulatory Reform and Regulatory Coherence. The goal of the Regulatory
Coherence chapter in the TPP is to encourage-but not mandate-mechanisms that
will produce effective interagency cooperation and coordination where possible.
Among the “good regulatory practices” the chapter promotes the following: (1)
impact assessment of proposed new regulations; (2) communications to the
public and affected businesses regarding the rationale behind proposed
regulations; (3) discussion of alternatives that were not taken; (4) provisions for
public access and comment; and (5) periodic review of existing regulations to
determine if they are any longer effective or necessary. Finally, the chapter
33) Office of the US Trade Representative. Fact Sheet: The Trans-Pacific Partnership: Upgrading
and Improving Investor-State Dispute Settlement. USTR, Washington D.C. https://ustr.gov/
sites/default/files/TPP-Upgrading-and-Improving-Investor-State-Dispute-Settlement-Fact-Shee
t.pdf.
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encourages TPP member countries to establish a central office or mechanism
to oversee efforts at regulatory coherence and agency coordination; and it
provides the establishment of a TPP Committee on Regulatory Coherence to
meet periodically to review national coordination efforts and make recommendations
for improving best practices. What this chapter does not do is interfere with
the right of each TPP member to fashion and put in place public regulations
for health, safety or consumer protection as it deems necessary and appropriate.34)
At the outset of the negotiations, the United States had pushed for a more
structured and mandatory set of rules for regulatory coherence. These proposals
met with substantial resistance and in the end the US settled for chapter language
that sets forth in some detail best practices but leaves to each TPP member
the determination of the scope and executive of such coordinating practices.
Reservations/National Exception to the Agreement. A number of commentators
have pointed to the large number of reservations (opt-outs) and exceptions to
specific provisions in the twenty-odd TPP chapters.35) There are a number of
reservations, unfortunately. But, the impact and negative liberalization consequences
of these reservations must be placed in the context of what was-and
is--politically feasible in negotiating and ratifying FTAs. As noted at the outset
of this paper, trade policy is a bargaining game played on two levels. Negotiators
push for their most vital “offensive (liberalizing)” interests, but must balance
this against their most “defensive (protectionist)” interests. And behind these
defensive imperatives almost always stands a politically powered private interest
group. For the United States, the Obama administration decided that it could
not take on the power of US sugar, maritime (companies and unions) and textile
interests.
Reservations and exceptions stem from the same political source: a defense
34) Office of the US Trade Representative. “Fact Sheet: Made in America: Regulatory Coherence,”
USTR. Washington, D.C. 2015. https://ustr.gov/sites/default/files/TPP-Chapter-SummaryRegulatory-Coherence.pdf.
35) See, for instance: Derek Scissors. “Grading the Trans-Pacific Partnership on Trade,” American
Enterprise Institute, December 2015. https://www.aei.org/wp-content/uploads/2015/12/Gradingthe-Trans-Pacific-Partnership-on-trade.pdf.
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of so-called “sensitive” industries and practices, without which governments feel
they could not succeed in the domestic ratification process.
One problem for those assessing the importance of the reservations stems
from the unusual situation of dealing with a multi-nation regional agreement,
as opposed to the more common bilateral FTAs. Some observers have been
overwhelmed by the sheer number of reservations, contrasting with the bilateral
FTAs. But the reality, obviously, is that with 12 nations at the bargaining table,
it was inevitable that the number of exceptions demanded (and received) would
multiply. The key to the puzzle is whether in totality the reservations gravely
undercut the total liberalizing results of the TPP. In that regard, as an example,
one commentator has argued that because of the wide exceptions, “The TPP
misses the opportunity to promote free trade in services-and misses badly.”36)
This judgment is flatly contradicted (as noted above) by scholars at the Peterson
Institute, who have long studied services sector trade and trade policy. While
taking note of the reservations, they conclude through economic modeling
projects that services exports among TPP nations will increase by USD 99
billion ten years hence. Of this, US exports “will claim the giant’s share,” about
USD 68 billion.37)

4. The Political Problem Areas
Though as usual with an FTA, there are a number of provisions that present
political problems for interest groups and some member of Congress, three
issues stand out: the decision surrounding so-called biologics in pharmaceuticals;
removing tobacco from the issues covered by future ISDS cases; and the failure
to include financial services in the guarantee of cross-border data flows.

36) Scissors, p.cit. 6.
37) Hufbauer, Jensen, and Jung. “US Service Firms: Neglected TPP Winners.” Trade and Investment
Policy Watch, Peterson Institute, October 13, 2015. http://blogs.piie.com/trade/?p=446.
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Biologics: Biological products are made from living organisms. Most such
products are more complex in structure and have larger molecules than
conventional drugs. Conventional drugs are made from pure chemicals, but
biological drugs are complex mixtures and more difficult to characterize.
Biologics (or biosimilars) are medical products that are an almost identical copy
of the original. Given the complexity of such drugs, they are highly sensitive
to any change in the manufacturing process, and thus are both difficult and
expensive to produce. For that reason, the biopharmaceutical industry has sought
(and often received by many countries) special patent protection rules.
In the United States, such drugs are granted a period of 12 years before
having to release information to generic companies that will allow them to begin
the difficult process of replicating the original biologic drug. Some TPP nations
grant no such data exclusivity period, and others a shorter period. Without
delving too deeply into the legal issues surrounding the TPP biologics text,
suffice it to note that it appears that data exclusivity is absolutely granted for
five years, with opaque language that may allow a further three years of
protection-at least protection from marketing if not for data protection.
For the themes pursued in this paper, there are two formidable obstacles
to congressional acceptance of this biologics compromise: one, the power of
the biopharmaceutical industry in Congress; and second-possibly of even greater
weight-the fact that extended data exclusivity enjoys the strongest backing of
one of the most powerful members of Congress on trade issues: Sen. Orrin
Hatch (R-UT), chairman of the Senate Finance Committee, the Senate committee
that has jurisdiction over trade policy.38) Hatch raised other issues regarding the
TPP, but in reality the real potential deal breaker is the biologics provision. He
stated soon after the text was published: “At the end of the day, USTR may
need to go back to the negotiating table and try again.”39)
As of this writing, the administration has begun talks with Hatch to see
if the problem can be worked out short of going back to the negotiating table.
38) For details regarding the fight over biologics, see: Inside US Trade. October 16, November
13, 2015; November 20, 2015.
39) Inside US Trade. November 13, 2015.
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Options include side letters from other TPP partners assuring that they will
extend data exclusivity beyond the terms of the agreement, or some amendment
process short of reopening the entire text. The conjecture by this author is that
Hatch in the end might accept a solid commitment to a period of no less than
eight years-but it is by no means clear that he will bend to this degree.
Tobacco. The issue stems from the decision of the Obama administration
to allow the tobacco industry to be excluded from the jurisdiction of the ISDS
system. The blowback came from two sources: one, congressmen who were
from districts or states where tobacco was still an import crop and commodity;
and two, the larger business community who disliked the potential precedent
being set. On local tobacco reaction, at least 15 House Republicans announced
that they would not vote for the TPP with tobacco excluded from ISDS. But
of even greater importance, the Republican Senate Majority Leader, Sen. Mitch
McConnell (R-KY) had explicitly warned the administration not discriminate
against tobacco, which is a key agricultural crop and industry in his state. While
McConnell has also mentioned other reservations concerning the final draft of
the TPP, and has expressed doubt that it can be passed in 2016, there is little
doubt that tobacco is the real obstacle to his support (McConnell led the fight
in the summer of 2015 to give President Obama authority to finish the negotiations
and receive an expedited process for approval of the agreement).40)
Beyond the negative reaction of the tobacco representatives and industry,
other major business organizations-the US Chamber of Commerce, the Business
Roundtable, and others-also strongly oppose tobacco exclusion, fearing that its
sets a precedent for picking off individual industries and sectors as a result of
NGO pressure.41)
At this writing, the issue is unresolved, but some representatives have
suggested that the matter can be settled with side letters signed by the US and
other TPP members. It is by no means certain that this will work or how the
agreement to the tobacco additions would be worded.42)
40) The reactions of McConnell and the 15 House Republicans are covered by: Inside US Trade.
December 4, 2015; and December 11, 2015.
41) Inside US Trade. December 11, 2015.
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Data Localization and Financial Services. In the chapter dealing with
financial services, there is the stipulation that governments should allow the
uninhibited transfer of financial services data, but unlike the proscriptions for
other service sectors, the chapter does not explicitly ban countries from
mandating local servers. Ironically, this exception originated from worries by
the US Treasury Department that its own regulatory discretion would be
hampered by mandated free data flow in financial services. Whatever the cause,
there has been a large negative reaction from the business community, particularly
from financial services firms (banking, insurance, securities). The head of the
Coalition of Services Industries blasted the decision, charging: “This misguided
position gives our trading partners the perfect political argument to impose such
requirements on our businesses.”43)
Once again, at this writing one proposed solution would be to add side
letters to the TPP, assuming that the US Treasury can be persuaded to change
its position. Another proposal would fix the problem through additional language
in the ongoing Trade in Services negotiations in the WTO.44) As with the other
major problematic political and interest group objections, the compromise here
will likely be part of a package of decisions made between the president and
congressional leaders in coming weeks and months.

5. Concluding Observations
Readers can be forgiven if they find differences between the main sections
of this paper jarring. As noted in the introduction, trade policy occupies the
space between two very different policy areas: national diplomatic and security
goals and domestic political imperatives. The starkly contrasting analyses in the
two sections reflect this overarching reality. A president or prime minister, when

42) Inside US Trade. December 4, 2015.
43) Inside US Trade. November 6, 2015.
44) Inside US Trade. December 11, 2015; January 15, 2016.
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he or she moves toward the big decisions surrounding large-scale trade negotiations
such as the TPP, must simultaneously factor in the high diplomatic implications
of the agreement against his/her ability not only to fashion the compromises
necessary to complete the negotiations but also to persuade often skeptical and
understandably narrowly focused legislators that on balance, even if their own
constituents will take a hit on some issues, they can defend the overall benefits
in other areas, as counterbalancing these compromises.
With regards to the TPP, this fascinating juxtaposition is playing out with
full force-the administration has mobilized the entire US security and diplomatic
apparatus (State Department, Defense Department personnel both present and
past) to tout the strategic importance of the TPP. Meanwhile, in a less edifying
(but equally valid) struggle, the domestic “winners” from the TPP advances are
duking it out with the interest groups-both public and private-who fervently
believe that the TPP will set back American wellbeing and equality.
Stay tuned!

Trade
Comments by Taeho Bark

I would like to make comments on the following three subjects, the TPP,
China’s trade policy and the Eurasia Initiative. Let me start with the TPP. As
you know, the TPP negotiations were completed on October 4, 2015.
Considering the very uncertain world trading system, in particular the difficult
situations faced by the WTO Doha Round, the successful completion of the TPP
negotiations was welcome news. I would like to congratulate all the participating
countries and hope that it will play a catalyst role for other trade negotiations,
whether multilateral, plurilateral or regional. Since the TPP includes numerous
chapters on new commercial issues such as competition policy, state-owned
enterprises, labour and environment, e-commerce, small and medium businesses,
regulatory coherence, development and so forth, I hope it can serve as a model
for other trade agreements. One thing I would like to note on the current
12-country TPP is that the potential economic gains from the TPP will be
limited. This is because the current TPP does not include several dynamic
economies in East Asia such as Indonesia, Thailand, Philippines, and of course
Korea and China. Therefore, to increase the economic benefits of the TPP, it
should open doors to non-participating countries in East Asia as additional
members after they complete the ratification of the TPP agreements. In that case,
Korea will certainly try to join the TPP, possibly along with other countries.
One last issue regarding the TPP is the ratification process of the participating
countries. In the US in particular, we heard that some of the major presidential
candidates have made negative comments about the agreement. Although this
may be a political gesture to gain more votes in the election, it may also indicate
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that the ratification process at US Congress could be delayed even to the first
half of 2017, after the inauguration of the new US president.
Let me now turn to China’s trade policy. Listening to Professor Wang’s
presentation, I have become quite optimistic about China’s trade policy. Until
recently, as we all know, China and the US have been in conflict in numerous
trade negotiations. Most notably, China and the US did not get along well with
each other in the Doha Round negotiations. Although the US argued that the
TPP is open to all countries that are willing to make proper commitments, the
US would not like to see China’s participation in the TPP for the time being.
In addition, the US does not support China’s participation in the TISA (Trade
in Services Agreement) negotiations. Some trade experts note that the US seems
to isolate or marginalize China from the regional and/or pulilateral trade
agreements in which the US participates. We are very concerned that the uneasy
relationship between these two very large trading nations may potentially cause
serious disputes in the world trading system. However, according to Professor
Wang, China’s view on the TPP has now become less negative and the country
may even consider participating in the TPP later on. Furthermore, China shows
a strong interest in participating in the TISA negotiations. China will also make
efforts to seek high-standard FTAs and/or RTAs in the future. Most importantly,
Professor Wang pointed out that Chinese leaders recognize that trade
liberalization through FTAs/RTAs will play a critical role for economic reforms
in China. We all hope to see China become more forthcoming towards trade
liberalization in the coming years.
I would like to briefly discuss RCEP and the FTAAP (Free Trade Area
of the Asia-Pacific). As we saw in the APEC Economic Leaders’ meeting held
in Manila last November, the Chinese leader strongly suggested that APEC
should ultimately seek to deliver the FTAAP. China may be thinking that the
RCEP and TPP could be integrated to form the FTAAP in the long run.
However, many experts are predicting that the RCEP will not be a high-quality
RTA (the deadline for concluding RCEP has been extended to the end of 2016).
At this point, it is useful for us to go back to the past and think why the Bogor
Goals of the APEC failed. According to the Bogor Goals, the APEC will have
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established a mega-RTA (APEC-wide RTA) by 2020. But the Bogor Goals did
not go through because of the extremely diverse economic development statuses
among APEC members. Therefore, to successfully form the FTAAP by
combining the RCEP and TPP, the scopes and depths of the RCEP and TPP
should not differ too much. If the gap between the two mega-RTAs remains
wide, we will then relive the failure of the Bogor Goals. In this context, the
RCEP should seek a relatively high-standard RTA, and thus China’s leadership
in the RCEP negotiations will be very important.
Related to this subject, I would like to say a few words on the relation
between the RCEP and the CJK (China-Japan-Korea) FTA. We all agree that
in order to establish a high-standard RCEP, it will be essential to have a
high-quality CJK FTA since these three countries are the largest trading
members of the RCEP. At the moment, some trade experts are predicting that
the quality of the CJK FTA will be even lower than the Korea-China FTA
concluded last year. If the CJK FTA is concluded as a low-standard FTA, we
cannot expect a high-quality RCEP. In this context, China should make efforts
along with Korea and Japan to form a high-standard CJK FTA. We have to
understand that if forming the FTAAP by integrating the RCEP and TPP is not
possible, regional trade integration in the Asia-Pacific region will more likely
be led by the TPP through the expansion of its member countries in the region,
instead of merging with other existing RTAs.
Lastly, let me turn to the topic of the Eurasia Initiative. Since I am not
very familiar with the topic, my comments will be brief. Many people do not
know exactly how this initiative will be implemented. Some people even feel
suspicious about the initiative, since it looks too abstract and overlaps with other
countries’ initiatives, and involves a single country’s interests rather than those
of multiple countries. Therefore, at this stage, it will be important for Korea
to make efforts to eliminate these unnecessary concerns. In this regard, I would
like to make a few specific suggestions. First, I understand that the Eurasia
Initiative does not pursue single country projects, but joint projects with multiple
countries. In this context, the initiating country should emphasize and strengthen
coordination as well as cooperation functions. Second, the initiating country
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should enhance the transparency of the initiative by establishing a clear
governance structure and providing a comprehensive blueprint with some pilot
projects. Third, this initiative also seems to promote FTAs or RTAs among the
related countries. However, I think that at least in the early stages, it should
focus on trade facilitation rather than trade liberalization.

Strengthening North Pacific
Cooperation
Comments by Theresa Greaney

In “China’s Emerging Trade Strategy: Drivers, Influence and Implications
for North Pacific Economic Cooperation” Professor Yong Wang reminds us of
China’s economic accomplishments over the past 30 years-becoming the second
largest economy and top trading nation-but warns that China must continue to
respond to and influence new trade trends, such as the rise of regional free trade
agreements (FTAs). His analysis finds that China has become more proactive
and assertive in trade policy formation, particularly since 2013 when President
Xi Jinping and Premier Li Keqiang came into power. The new leaders appear
to view the Trans-Pacific Partnership Agreement (TPP) as a potential opportunity
that might include China’s membership rather than as a threat to China’s
interests created by the US. Other examples of China’s new proactive trade
policy approach can be seen in China’s participation in the formation of the
Regional Comprehensive Partnership (RCEP) and the Free Trade Area of the
Asia-Pacific (FTAAP). Within the WTO structure, China has worked to be
included in the creation of new plurilateral agreements, such as the new Trade
in Services Agreement (TiSA) and upgrades to the Information Technology
Agreement signed in 1996.
In addition to regional and multilateral trade liberalization, China has boldly
taken some unilateral trade liberalization steps, such as the Shanghai Pilot Free
Trade Zone started in 2013. A few other free trade zones were designated last
year. To further facilitate regional trade, China has proposed a New Silk Road
Economic Belt and Maritime Silk Road of the 21st Century, dubbed “One Belt,
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One Road” in Chinese. Professor Wang believes that this initiative will help
fill the huge need for infrastructure in Asia, and facilitate trade moving into
Central Asia and the Middle East. The project already has received positive
feedback from the newly formed Asian Infrastructure Investment Bank (AIIB).
In additional to these new trade policies and infrastructure investments,
Professor Wang proposes that China can and should play a leading role in
moving the Doha Round of the World Trade Organization (WTO) towards
completion. China can help bridge the gap that has formed between developed
and developing countries so that a multilateral agreement is reached. Other
countries should welcome China in taking on this type of leadership role in
international trade.
Professor Inkyo Cheong began his talk on the “The Eurasia Initiative” by
pointing out that Professor Wang’s discussion of China’s regional FTAs ignored
Korea. Korea might be seen as a “shrimp on a whale’s back” but it should not
be overlooked. Korean officials would like the new Silk Road Express to start
in Busan, South Korea, travel into North Korea and then run across China and
beyond. Due to the location of North Korea, it is difficult for South Korea to
connect to either the Trans-Siberian or Trans-China Railroad. President Park
Geun-hye has proposed the Eurasia Initiative as part of a strategy to work
towards the unification of the two Koreas.
Professor Cheong pointed out that Korea has participated in expanding
regional initiatives over time to encompass a wider region, from the East Asia
Initiative of 1998-2003, to the Northeast Asia Initiative of 2003-2008, to the
New Asia Initiative of 2008-2013, and finally to the current Eurasia Initiative
of 2013-2018. Korea also has established a wide network of FTAs with 52
countries, but no FTAs currently with Central Asian countries that are targeted
under the Eurasia Initiative (i.e., Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan,
and Uzbekistan). Korea’s initiative initially focused on establishing an
intercontinental network for transportation and logistics but has been modified
recently to align more closely with China’s “One Belt, One Road” initiative to
promote free trade along the old silk road linking Asia and Europe.
According to Professor Cheong, two continuing challenges for South Korea
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are making sure it is not left out of trade agreements such as the TPP, TIIP
and EEU, and dealing with reunification issues with an unpredictable North
Korea.
In “The Trans-Pacific Partnership Agreement: High Diplomacy and Low
(Domestic) Politics” Dr. Claude Barfield focuses on the difficult political process
involved in the US in negotiating and ratifying trade agreements such as the
TPP. He points out that trade policy formation involves not only economic
interests but also broader diplomatic and strategic interests of the government
along with powerful private interests. The US is somewhat unique in that the
US Congress has full power over interstate and foreign commerce, so the
executive branch must secure Congressional support for the trade agreements
they negotiate or risk non-ratification. Senator Mitch McConnell reportedly has
said that the TPP will not pass during President Obama’s time in office. The
Secretary of Defense Ashton Carter called the TPP “another battleship in the
Pacific.” Despite this rhetoric, Dr. Barfield observes that over the past two
decades, US trade policy has shown remarkable consistency even as administrations
have changed and political partisanship has widened. He calls this the “Trade
Policy Paradox.”
Dr. Barfield gave some historical perspectives by referring to the first Bush
administration where the big debate involved a movement from the multilateral
General Agreement on Tariffs and Trade (GATT) and individual trade partner
disputes towards regional FTAs. Secretary of State James Baker overrode the
multilateralists in the Bush administration by arguing that if we can’t get
multilateral liberalization we should at least get RTAs as a second-best strategy.
He also firmly argued against any RTA that “drew a line down the Pacific,”
leaving the US on one side and Asian nations on the other. This view that trade
agreements should support broader strategic goals became a lasting part of US
foreign policy.
To support this hypothesis, Dr. Barfield continued with his analysis of
recent US trade policy by examining major initiatives under the Clinton
administration. The North American Free Trade Agreement (NAFTA), the Bogor
Declaration of APEC, and China’s accession to the WTO were all pursued due
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to combined economic and strategic objectives, according to Dr. Barfield.
Under George W. Bush and especially after 9/11, US trade policy became
even more tightly linked to US security interests. Trade Representative Zoelick
laid out the criteria the US should use to pick RTA partners-including political
and diplomatic aspects in addition to economic ones. If a country supported the
US in Iraq, that would be rewarded, for example. Chile, Oman and Bahrain
were rewarded under such criteria while New Zealand was snubbed because of
it. The US-Korea FTA and US-Columbia FTA were cited as further examples
of trade agreements tightly bound with US security and diplomatic objectives.
According to Dr. Barfield, as a candidate, President Obama was one of the
most anti-trade presidential candidates of modern times, but within a year of
taking office his stance was reversed thanks to the economists surrounding him.
The deteriorating economy of North Korea and concerns over China’s growing
influence in Asia helped economists to sell the concept of free trade to President
Obama. His trip to Asia in 2011 helped solidify President Obama’s commitment
to Asia, as seen through the initiation of TPP talks. The final TPP agreement
includes some clear successes, according to Dr. Barfield. Agreements in
manufactured goods, agriculture, services, e-commerce and telecommunications
were quite successful from a US standpoint. The environmental agreement on
paper looks to be more extensive than that included in any prior RTA. He gives
a more mixed assessment of the agreement when one examines all of the
reservations and exceptions at the end of the agreement between the 12 nations.
He thinks the agreement on intellectual property rights probably goes too far
from the viewpoint of Democrats in the US Congress. Other problem areas
include biological patents, tobacco exclusions, financial services and autos.
Labor and environmental groups are never going to support the TPP, even
though some were initially impressed by its environmental content. We will have
to wait to see whether the domestic interest groups that stand to gain from the
TPP are successful in their political battles against opposing domestic groups
who are convinced the TPP will hurt America’s well-being and equality. Dr.
Barfield’s overall assessment was, “Yes, there are things that I might have done
differently, but overall it’s a good agreement.”
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Discussant and Professor Taeho Bark commented that the TPP conclusion
was welcome news, especially when multilateral negotiations are problematic.
He congratulated the US in particular for concluding the negotiations, and stated
that perhaps it can serve as a catalyst for other trade agreements. The TPP
should serve as a model for future regional trade agreements because it includes
many difficult topics-such as competition policy, state-owned enterprises (SOEs),
labor, the environment, and anti-corruption policies. However, he pointed out
that the fundamental benefits of the TPP will be somewhat limited due to its
exclusion of China, Korea, Thailand, Indonesia and the Philippines. It is still
uncertain the TPP will pass ratification by the US Congress. For Presidential
candidate Hillary Clinton, maintaining an ambiguous stance is advantageous to
maintain voter support.
Professor Bark pointed out that the TPP should open its membership to
include ASEAN countries and China. ASEAN countries want to move together
but four are included in the TPP and the others are not. He is more optimistic
about China’s future trade policies thanks to reading Professor Wang’s paper.
He is encouraged by Professor Wang’s assessment that China is interested in
joining the TPP and TiPA. According to Professor Wang, Chinese leaders are
key supporters of the domestic reforms needed for trade liberalization. However,
Professor Bark expressed pessimism about the pace of RCEP and FTAAP
progress. Even if RCEP is completed, he feels it will be a low-quality RTA.
To be more successful with such a heterogeneous group of countries, China
needs to take a leadership role in pushing for high-quality RTAs. The KoreaChina FTA is an example of a low-quality RTA, with China’s market opening
only 66% over 10 years. More liberalization is needed, so TPP expansion may
be a better way to achieve greater liberalization.
Professor Bark stated that the Eurasia Initiative is difficult for the public
to understand, and therefore people are suspicious of it. Are the beneficiaries
likely to be several countries or mainly one country? He made three suggestions
to China to help alleviate these suspicions: 1) emphasize that this is a multicountry project, not a single-country project; 2) increase the transparency of the
initiatives to better publicize it to the public; and 3) in the early stages, focus
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on trade facilitation rather than liberalization.
Professor Theresa Greaney questioned a statement made in Professor
Wang’s paper that the recent financial crisis led to increased protectionism.
While that was certainly a widespread fear among trade economists, she thought
trade economists were somewhat successful in convincing political leaders that
trade protection was self-defeating. She wasn’t aware of new trade protection
erected in the aftermath of the crisis, but can readily believe that the usage of
anti-dumping duties might have increased in recent years, which was mentioned
by Professor Wang. Professor Yoon Je Cho later responded that our view of
trade protection needs to be broadened to include unofficial trade measures, such
as monetary policies and currency manipulation, in order to see how trade
protection may have increased due to the financial crisis. He feels that several
countries in Asia were using currency depreciation as trade protection and that
we need a better policy response to this type of disguised trade protection.
Regarding Professor Cheong’s presentation, Professor Greaney requested
more information on the regional trade agreement aspect of President Park’s
Eurasia Initiative and a discussion of some of the potential roadblocks to the
initiative. Potential roadblocks include the proposal that the Silk Road Express
run through a rather troubled region in Central Asia, including Afghanistan, Iran,
Iraq and Syria.
Professor Greaney also asked all three authors to address the topics of trade
diversion and stumbling blocks for large countries, such as agricultural export
subsidies and domestic politics for the US, agricultural protection for Japan and
South Korea, and intellectual property rights for China. She also mentioned the
importance of the logistics of trade-infrastructure, transportation networks and
costs, customs transparency and efficiency.
Dr. Marcus Noland commented that China has expressed concern over the
State-Owned Enterprise (SOE) rules contained in the TPP as a major impediment
to potential membership, but what China really should be concerned with are
the labor aspects of the agreement (i.e., union rules, etc.). Although the American
political process promises to make TPP ratification difficult, he feels that
domestic deals are possible to make the TPP more palatable to those who feel
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their constituents stand to lose from the agreement. For example, Senator
McConnell could be promised something for the agricultural interests in his state
in return for his support of the TPP. He agreed with Professor Bark’s assessment
of the China-Korean FTA as being a much lower-quality trade agreement.
Dr. Charles Morrison summed up several questions for Professor Wang:
1) how can the One Belt, One Road initiative be made more transparent? 2)
How will China’s Communist Party deal with the labor aspects of the TPP deal?
3) Where’s the role for RCEP? Professor Wang responded that bringing RCEP
and ASEAN together with so many very different countries is a big challenge.
China is trying to do more, but it is only one country among many in this regard.
Competition over resources has become a priority for China. The ChinaJapan-Korea RTA might be of lower quality than the China-Korea FTA, but
China is still enthusiastic for it. Expanding the Silk Road Initiative to include
the US and Canada would also be very good. He stated that the new leaders
of China are studying the TPP labor issues, and that more checks and balances
would be good for China.
Dr. Barfield observed that the key for Korea to join the TPP will be for
Korea to successfully negotiate a FTA with Japan. The US worries about Korea
and Japan fighting diplomatically, since both are US allies. The US will want
Korea to join the TPP. He also noted that the “-stan” countries are “a cesspool
of corruption” and that China has been bad at dealing with corrupt nations.
Dr. Morrison pointed out that although the US regulatory approach makes
Asian nations suspicious, Asians have become more willing to use the WTO
dispute settlement procedures. Maybe there are opportunities for “win-win”
outcomes in using regulatory approaches towards corruption problems in trade
partners.

Session II
Macroeconomic Perspectives

Global Economic Problems and
Emerging Market Economies’
Macroeconomic Policies
Inchul Kim

1. Introduction
In today’s world, most countries are suffering from the domino effects of
low growth and high unemployment. Due to pessimistic outlooks for their
respective economies and the global economy, nations are refraining from
investment, which in turn yields low income. A vicious circle has been set in
motion.
Emerging market economies (EMEs) suffer more than developed countries
due to being home to less-developed technology and larger populations. EMEs
are globally open, but not to the extent of developed nations. Their financial
markets, in particular, are less open than in developed countries. Also, while
the EU boasts high labor mobility, labor mobility among EMEs remains
considerably low. Their financial systems are underdeveloped, and their currencies
are not globally convertible.
Traditionally, an emerging market economy refers to an economy that is
in the transitional phase between developing and developed status. It displays
some characteristics of a developed market, but does not meet the standards to
become one. The four largest emerging and developing economies by either
nominal or PPP-adjusted GDP are the BRIC countries (Brazil, Russia, India and
China). The next five largest EMEs are South Korea, Mexico, Indonesia, Turkey,

Global Economic Problems and Emerging Market Economies’Macroeconomic Policies

103

and Saudi Arabia.
Jeffrey Frankel (2010) explains that emerging market economies can be
characterized by the following: (1) They tend to have low central bank
credibility due to a long history of high inflation; (2) Their banking system is
less competitive because the banks are used as government agencies, allocating
funds at a low interest rate in the direction of the government; (3) They are
highly exposed to foreign shocks; (4) They tend to depend on exports of
agricultural and mineral commodities; (5) Their economic size is small and they
are price takers in the world market; (6) They frequently face high exchange
rate volatility; (7) Income inequality problems prevail; (8) Their external debt
is large and their default risk is high.
Section 1 introduces the characteristics of EMEs and identifies countries
that fall under the EME category. Section 2 describes the global economic
environment. Section 3 analyzes global economic problems such as trade
imbalance, secular stagnation, and sudden stops in capital flows. Section 4
suggests macroeconomic policy prescriptions for EMEs. Section 5 concludes the
paper.

2. Global Economic Environment
Currently the world economy as a whole is suffering from very low growth
and unprecedented high unemployment. Fortunately, the US economy seems to
be moving ahead, thus pushing the world economy forward, but its speed is
still slow. The recovery of the Euroland economy does not seem to be making
any progress.
The Japanese economy seems to be making progress, but it has not yet
gained its growth momentum. The expected economic effects of Abenomics
remain to be seen. Unfortunately, the Chinese economy is experiencing a growth
slowdown, and it may lose its reputation as the locomotive of the global
economy.
Consequently, the economic conditions of EMEs are gloomy, as they
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heavily depend on the import demand of the rest of the world. Their financial
systems are inherently weak, and they have long held onto large amounts of
external debt. If the world economy continues on this trend of slow growth,
many EMEs will run into a foreign debt crisis.
Financial sectors in EMEs have been liberalized gradually, and are
becoming more open. Capital inflows including foreign borrowing have much
contributed to GDP growth but capital outflows, especially swift and drastic
capital outflows, have caused financial instability and financial crisis. During
1982-1989, highly indebted EMEs ran into foreign debt crises. During 19952001, many EMEs experienced foreign reserve crises. During 2008-2009, both
developing and developed countries suffered from the global financial crisis, and
still suffer from global stagnation.

3. Analysis of Global Economic Problems
The major global economic problems that we analyze here include global
trade imbalance, macro savings and investment gaps, and threats of external debt
default. To analyze these problems, one can use the model of an open
macroeconomic framework, as follows:
Aggregate demand = Y = C + I + G + X – M

(1)

where C is household consumption, I, firm’s investment, G, government
spending, X, exports, and M, imports.
Y + R – T = C + I + G – T + R + X – M

(2)

where R is transfer payments in the current account and T, tax revenue. Then
the expression Y + R – T represents disposable income. Then (3) and (4) are
derived.
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Y + R - T – C = I + (G – T) + (X + R – M)
(S - I) = (G – T) + (X + R – M)
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(3)
(4)

Equation (4) shows that the savings gap (S – I) is equal to the sum of the budget
gap (G – T) and the current account balance (X + R – M). Based on (4), one
can argue that given the balanced budget, the savings gap causes a current
account surplus. However, this has to be proved by empirical study.

3-A. Global Trade Imbalance
The issue of global imbalance arose when the US persistently ran trade
deficits against China. The US blamed this trade imbalance on China’s excess
savings. In contrast, China blamed it on excess consumption in the US. In
addition to income or wealth, product price, product quality, the exchange rate,
and after-service, among others, determine the trade balance.
Previously, we derived a theoretical equation showing the relationship
between the savings gap and current account balance, as seen in equation (4).
But it must be noted that equation (4) merely indicates an equilibrium
relationship which may hold in the medium or long run. However, the direction
of causality is not certain a priori. A careful empirical investigation is required
to prove the definite direction of causality between the savings gap and trade
or current account imbalance.

3-B. Global Recession
Richard Koo (2009) attempted to explain global recession in terms of the
balance sheet. In the balance sheet account, all asset items are equal to all
liability items plus the residual in value. If the asset value falls short of the
liabilities value due to a burst of asset price bubbles, the value of the residual
turns into loss.
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To restore the initial balance, corporate firms and households try to pay
off their debts even at a near-zero interest rate instead of increasing investment
and consumption. This action is called “rebalancing the balance sheet.” Koo
argued that people continued this action in the US during 2001-2009, and that
Japan had the same experience during 1990-2005.
In an era of economic interdependence, economic recession in one country
easily transmits to neighboring countries through trade. This immediately
develops into a global recession. In particular, if the recession starts from a big
country like the US, the transmission is fast and formidable. But the empirical
question is what proportion of the people would stop investing or spending in
order to restore the initial status of the balance sheet.

3-C. Global Secular Stagnation
The majority of countries in today’s world are suffering from low growth.
People are worried that this trend will continue for years to come, and that they
will end up facing global secular stagnation. The term, “secular stagnation” was
coined by Harvard professor Alvin Hansen in 1938. He believed that the US
was to face “secular stagnation” by experiencing years of near-zero growth after
the Great Depression of the early 1930s. He recommended large-scale fiscal
spending, as John M. Keynes had advocated. In fact, Hansen was often referred
to as “the American Keynes.” However, his secular stagnation hypothesis
disappeared as the US economy recovered by the end of 1939.
The former Secretary of the Treasury, Larry Summers, revived the term
“secular stagnation” as he gave a speech at the IMF in 2013. He argued that
slower growth of the population and demand shortfalls are the bottlenecks for
US growth. A brighter economic outlook on the side of the public can cut the
vicious chain of slow growth and low investment.
Figure 1 compares the conventional economic cycle (the dotted line) with
the trend of secular stagnation. The downward vicious chain may start from low
employment, moving to low income to low investment and again back to low
employment. The upward virtuous chain may start from government pump-
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priming, leading to increased employment to higher income to more investment,
and again back to increased employment. It is hypothesized that the traditional
business cycle moves up and down around a four to five percent GDP growth
rate. However, the secular stagnation curve keeps declining until it reaches a
near-zero level. The traditional business cycle may rise again before reaching
the two to three percent growth level, but the secular stagnation curve falls even
further below those figures.
Joseph Stiglitz (2016) presented growth statistics for emerging countries in
the G20, as shown in Table 1. Except for India, all countries have been growing
at a moderately declining rate since 2010. Russia and Brazil began to display
negative growth rates in 2015. Argentina is expected to grow at -0.7 percent
in 2016. Korea’s actual growth rate for 2015 turned out to be 2.6 percent, which
is slightly lower than the forecast of 2.7 percent. As factors of growth slowdown
for the emerging economies, Stiglitz listed lower commodity prices, increasing
debt, capital outflows, slower growth of labor force, etc.
Figure 1. Traditional Business Cycle and Secular Stagnation Trend

Source: International Monetary Fund (IMF), Direction of Trade Statistics (2015); Korea International
Trade Association, K-Stat online; Japan External Trade Organization (JETRO) online.
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Table 1. Emerging Countries in the G20: Real GDP Growth (%), 2009-2014, and
Forecast for 2015-2016

Nation
China
India
Russia
Brazil
Korea
Indonesia
Mexico
Argentina
Turkey
S. Africa
S. Arabia

2009
9.2
8.5
-7.8
-0.2
0.7
4.7
-4.7
0.1
-4.8
-1.5
1.8

2010
10.4
10.3
4.5
7.6
6.5
6.4
5.1
9.5
9.2
3.0
4.8

2011
9.3
6.6
4.3
3.9
3.7
6.2
4.0
8.4
8.8
3.2
10.0

2012
7.8
5.1
3.4
1.8
2.3
6.0
4.0
0.8
2.1
2.2
5.4

2013
7.7
6.9
1.3
2.7
3.0
5.6
1.4
2.9
4.1
2.2
2.7

2014
7.3
7.3
0.6
0.1
3.3
5.0
2.1
0.5
2.9
1.5
3.5

2015
6.8
7.3
-3.8
-3.0
2.7
4.7
2.3
0.4
3.0
1.4
3.4

2016
6.3
7.5
-0.6
-0.6
3.2
5.1
2.8
-0.7
2.9
1.3
2.2

Source: Stiglitz (2016).

3-D. Global Problems with Capital Flows
Extreme capital movements can cause serious problems. “Surges” and
“stops” refer to sharp increases and decreases, respectively, of gross inflows.
“Flight” and “retrenchment” refer to sharp increases and decreases, respectively,
of gross outflows. Traditionally, capital used to move from advanced countries
to developing countries. These days, however, short-term capital can move
from advanced to advanced countries, or from developing to advanced countries.
This is called a capital reversal episode.
As mentioned earlier, financial and capital markets in EMEs are not fully
developed. So a sudden stop of capital inflow brings serious problems to EMEs,
including shortage of foreign currency reserves or default on foreign debt
payment. Similarly, a sudden and drastic capital flight causes the collapse of
the domestic stock market and the plunge of the domestic currency value. From
the standpoint of EMEs, some degree of capital control is necessary. Otherwise,
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their economies will be extremely vulnerable to the instability of capital flows,
and can easily run into a financial crisis.

4. Macroeconomic Policies for EMEs
Besides the political instability problem, EMEs are also affected by
domestic and foreign economic shocks. Large fluctuations in the prices of
agricultural products and commodity prices weaken the economic viability of
EMEs. For example, the drastic fall in the price of crude oil can easily jeopardize
the economies of petroleum-exporting countries. Free capital mobility can easily
put a country in danger or crisis. Four countries in East Asia―Thailand,
Indonesia, Malaysia, and Korea―were critically injured by drastic capital flights.
The economic crisis that the EMEs ran into can be well explained by the
Trilemma framework.

4-A. Trilemma Framework
The origin of the Trilemma framework is the seminal work of Mundell
(1963). It is also called “the impossible trinity.” The Trilemma states that a
country may simultaneously choose any two, but not all three of the policy
objectives of free capital mobility, policy autonomy, and fixed exchange rates.
Although empirical testing is required, this policy trilemma framework is very
useful in organizing one’s thinking about the determinants of a country’s policy
goals.
As illustrated in the triangle below, perfect capital mobility, perfect
monetary independency, and fixity of exchange rates are the three policy goals.
Perfect capital mobility means free capital movement with no regulation or
intervention. Perfect monetary independence means that domestic money supply
is not disturbed by capital flows, which means the central bank can keep interest
rates at the target level. Fixity of exchange rates means either the fixed exchange
rate regime or maintenance of the target exchange rate.
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If a country wishes to have both perfect capital mobility and fixed exchange
rates as in Scenario I of Figure 2, capital flows will continue until the foreign
and domestic interest rates become equalized. Then the central bank cannot hold
domestic money supply at the target level, nor can it keep the interest rate at
a level different from the foreign interest rate. To this extent, monetary
autonomy is eroded.
If the country wishes to maintain both perfectly free capital mobility and
perfect policy autonomy as in Scenario II, this can be achieved if exchange rates
are perfectly flexible. If foreign capital starts flowing into the host country for
investment, the home currency value is driven to rise immediately, and the
increase in the domestic money supply would be negligibly small, allowing the
country to secure considerable monetary independence.
If the country wishes to keep both fixed exchange rates and perfect policy
autonomy as in Scenario III, then it should close the window of capital flows.
With no capital flows, there is no change in the exchange rates, and there will
be no change in the money supply, thereby enabling full monetary independence.
In reality, however, there is no such thing as perfect capital mobility and
perfect monetary independence. Even advanced countries impose some
restrictions on capital flows for reasons of security and deterrence of illegal drug
transactions. For instance, they require all international passengers to report to
the customs office when they bring in cash exceeding USD 10,000. If the
exchange rate does not perfectly adjust to the short-term and long-term capital
flows, domestic money supply is changed somewhat by capital flows. Then there
will be no perfect monetary independence.
At this point, one should note that in today’s world, the external value of
all currencies freely fluctuate in the currency markets. International reserve
currencies such as the US dollar, the euro and the Swiss franc are competing
with one another in the international currency markets, and their exchange rates
change. Once their exchange rates are determined, the exchange rates of
non-reserve currencies are determined by supply and demand conditions in the
domestic currency market.
Using this Trilemma framework, one can explain the miserable financial
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crisis which some EME countries experienced in 1997-1998. Korea joined the
OECD as a member in 1996, and substantially liberalized capital flows. Yet
the government insisted on exchange rate fixity even though the won currency
had been greatly overvalued. At that time, Korea was hoping to achieve all three
policy goals simultaneously. Thus, foreign investors as well as currency
speculators were able to convert their won-currency funds to dollar funds with
much ease.
Figure 2. Policy Trilemma

Consequently, Korea lost huge amounts of its dollar reserves, and its stock
market collapsed completely.
Currently, exchange rates are freely flexible. As a result, the Trilemma turns
into a dilemma between complete capital mobility and complete policy
independence.

4-B. Raising the Central Bank’s Policy Credibility
It is common for most EMEs to have central banks that lack credibility
in fighting inflation. If people do not trust their central bank, its macroeconomic
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or monetary policy will seldom turn out to be effective. Therefore, the central
bank should work to recover policy credibility from the public. To this end,
the central bank should regularly make commitments to policy consistency and
transparency.
The central bank should also persuade the public that it is doing its best
in dealing with risks and uncertainties. To fight uncertainties, the central bank
may conduct range-targeting policy for strategic variables such as inflation, the
exchange rate, nominal GDP, the interest rate, and the employment ratio. In
choosing the target variables, the central bank should consult with specialists
in academia, instead of being swayed by bureaucrats and politicians.
To raise the public’s policy credibility, the central bank should publicly
announce, in advance, what is or are the target variable(s): Should it be money
supply, or the exchange rate, or CPI inflation? In practice, all these variables
are often adopted as nominal targets among EMEs.

4-C. Lessons from Korea’s Targeting of Nominal Variables
In the 1980s, Korea’s inflation rates were high, as in many developing
countries. Korea’s central bank, the Bank of Korea, set the target growth rates
for M1 and M2. Once the target money growth rates were announced, the central
bank worked to keep them within the target range. Consequently, money
targeting worked reasonably well and it helped Korea a great deal in achieving
low inflation in terms of CPI by the mid-1980s. During 1986-1989, Korea
recorded its best performance in over 30 years. It achieved low, single-digit
inflation, record-high GDP growth, and made the transition from a net debtor
to a net creditor country.
In the aftermath of the Asian financial crisis of 1998, inflation went up
again, and Korea’s central bank adopted inflation targeting in 1999. Inflation
targeting worked quite well, and helped the country bring down inflation and
stabilize prices. Due to the reduced prices of crude oil and other imported goods,
actual inflation has fallen to a low level, below the target inflation of 2-2.5
percent. These days inflation targeting is no longer necessary. For the past few
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years, the actual inflation rate has stayed below the target level.
Currently, the Bank of Korea is focusing on the benchmark interest rate,
which is the central bank’s short-term interest rate charged to commercial banks.
This base rate directly affects capital flows, and the central bank is paying close
attention to the US Federal Reserve’s interest rate policy. Korean monetary
authorities are concerned that the US interest rate hike will induce foreign
short-term portfolio investors to take large sums of money out of Korea.
The Bank of Korea does not seem to consider exchange rate targeting
appropriate, for some reasons. First of all, the currency market in Korea is so
huge that it cannot mobilize the required amount of funds to change the
conditions of demand for and supply of reserve currencies. Second, uncertainty
in currency markets home and abroad has increased substantially. This is
because the US Federal Reserve, the European Central Bank, and the Bank of
Japan have carried out almost unlimited printing of their currency, which has
made it extremely difficult to predict the future inflation of these currencies.
So exchange-rate targeting does not seem to be feasible.
Drawing from the Trilemma framework and Korea’s targeting experience,
EMEs can learn the following lessons: (1) If a country insists on fixed exchange
rates under free capital mobility, it will run into a currency or financial crisis;
(2) If a country suffers from high inflation or hyperinflation, it requires inflation
targeting; (3) If the country’s inflation rate stays lower than the target inflation
rate, the central bank should use the interest rate as a key policy variable. If
the country experiences low inflation but needs to reduce the unemployment
rate, it may implement nominal GDP targeting. If the country is heavily
indebted, it needs to impose some restriction on speculative short-term capital
flows.

5. Conclusion
In this study we focused on emerging market economies (EMEs). An EME
refers to an economy that is in the transitional phase between developing and
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developed status. Most EMEs are characterized by a small, open and inflationprone economy, lack of central bank credibility, non-competitive banking system,
heavy dependence on exports and foreign borrowing, and political instability.
Like many other countries, EMEs are facing global recession and low oil
prices, low GDP growth, high unemployment, great exchange rate volatility,
increased cross-border capital mobility, and economic uncertainty. To fight these
external and internal economic problems, monetary authorities including the
central bank should implement appropriate macroeconomic policies. First of all,
the central bank should make the utmost efforts to raise its policy credibility
by making commitments to policy consistency and transparency.
To stimulate economic activity while reducing uncertainties, the central
bank should implement range-targeting monetary variables. Macroeconomic
policies for EMEs include: (1) Money growth targeting when inflation is very
high; (2) Inflation targeting when actual inflation is high; (3) Nominal GDP
targeting when inflation is very low; (4) Fiscal spending targeting possibly
pursued as a supplementary measure; (5) Exchange rate targeting possibly
pursued while preventing speculative short-term capital inflows; (6) If the
country is heavily indebted, refraining from completely opening its capital market
and preventing inflows of speculative short-term funds instead; (7) Having the
Central Bank enhance the public’s trust and raise its policy credibility by
maintaining policy consistency and transparency.
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Economic Conditions in the US
and the Uncertain Prospects for
Future Economic Growth
Mark Thoma

1. Introduction
In 1982, the economy entered a period known as the Great Moderation.
During this period of economic stability, the variability in output fell to half
of what it was in previous decades, and inflation, which was a big problem
in the 1970s, fell to a low and stable value of approximately 2-2.5 percent.
Economists, particularly monetary economists who had advocated for the
inflation targeting rules that were put into place around the onset of the Great
Moderation, patted themselves on the back and proclaimed that the days of large,
extended recessions were over. In our modern, technologically advanced,
flexible economy guided by inflation targeting rules, nothing like the Great
Depression could ever happen again.
That view was shattered when the Great Recession hit in December of
2007. Output fell significantly below its previous trend, unemployment increased
to a peak of 10 percent in October of 2009, and policymakers at the Federal
Reserve (“the Fed”) struggled, unsuccessfully, to keep inflation falling below
the target value of 2 percent. The days of mild fluctuations were over.
The economy began recovering in June 2009, but it has been a very slow
process. Just over six and a half years since the recovery began, and just over
eight years since the start of the great Recession, the recovery is still incomplete.
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Presently, the economy continues to move forward at a slow, but steady
pace. Unemployment has fallen to five percent, people are returning to the labor
force as new jobs appear, and inflation, while still below target, shows signs
of returning to the two percent level desired by monetary policymakers at the
Federal Reserve.
Will the recovery continue? Will the long, extended period of mild
fluctuations and stable inflation prior to the Great Recession return?
Hopefully it will, but there are risks on the horizon that cannot be ignored.
This paper begins by summarizing the current state of the economy, and then
looks at the risks to US economic growth: falling productivity, the possibility
of secular stagnation, demographic change, falling international trade, monetary
and fiscal policy, economic conditions in China, Europe, and other countries,
oil prices, and growing inequality. The ability of the US economy to fully recover
from the Great Recession and continue to grow in the future will depend upon
how well we prepare for these risks, and, should they be realized, how well
we implement the policies needed to overcome them.

2. The Current State of the US Economy
A. GDP
The US economy grew at an annual rate of 2.2 percent in the third quarter
of 2015, and average growth for 2015 was 2.6 percent (through 2015:Q3). The
average since the trough of the recession has been just 1.8 percent, but that
includes quarters of negative growth and may not be a very good indication
of growth going forward. Over the entire sample from 1948:Q1 through 2015:Q3
shown in Figure 1, average growth has been 3.2 percent, much higher than in
the last few decades.
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Figure 1. Real GDP Growth from 1948:Q1 through 2015:Q3

Source: Federal Reserve Economic Data.

However, although growth has returned to around 2.5 percent in the
post-recession period, as Figure 2 shows it hasn’t been enough to make up for
the fall in GDP during the recession. GDP is growing at about the same rate
as before the recession, but the growth is along a lower trajectory. Thus, the
recession may have permanently lowered our standard of living (typically
measured as GDP per capita).
Figure 2. US Real GDP from 1998:Q1 through 2015:Q3

Source: Federal Reserve Economic Data.
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In order to catch up and return to the pre-recession trend for real GDP,
higher growth rates will be needed. However, as discussed in more detail below,
this decline in the trend for real GDP is likely permanent, at least in large
part, and growth rates of the magnitude needed to return the economy to its
pre- recession trend will be difficult to achieve in any case. There is still a
chance that a burst of growth will return us to the previous trend, but most
analysts do not expect that to happen.

B. Unemployment
Unemployment has fallen steadily from its peak of 10 percent in October
of 2009 to 5 percent for the last three months of 2015 (see Figure 3). The recent
leveling off of the unemployment rate at five percent is not because of lackluster
job creation; the number of new jobs each month during that period averaged
284,000. Instead, it is because workers who stopped looking for work during the
recession are returning to the labor force as the economy has strengthened. That
is encouraging, but there are uncertainties about how long this will continue, i.e.
how close we are to full employment.

Figure 3. Monthly Unemployment from Jan. 1948 through Dec. 2015

Source: Federal Reserve Economic Data.
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The major uncertainty about labor markets going forward is the labor force
participation rate. The Civilian Labor Force Participation Rate shown in Figure
4 has been declining since 2000. Notice, however, that it leveled off in the late
2000s, then declined sharply once the recession hit. How much of this sharp
decline―which is due to both demographic factors and the low probability of
finding a job during the recession―is permanent is an open question.
The main problem is not determining the demographic component. Instead
it’s determining how many of the people who exited because of the recession
will return. For example, will older workers return to the labor force, or choose
to retire early, go on disability, etc.? In the last three months of 2015, the
civilian labor force participation rate stopped its long decline and began
increasing, though the increase was small (from 62.4 percent to 62.6 percent).
How long this will continue? The consensus is that the US is close to, but not
yet at the point where labor is in short supply. There is still room for labor
markets to expand.
Another important labor market indicator, wages, supports this view. There has
been some increase in wages in the post-recession period, but the increases have
been just above the inflation rate. Overall, there is little sign of the types of rapid
Figure 4. Civilian Labor Force Participation Rate from Jan. 1948 through Dec. 2015

Source: Federal Reserve Economic Data.
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wage increases that would be expected if labor markets were already at or very near
full employment.

C. Inflation
As Figure 5 shows, inflation has been running below the Fed’s two percent
target rate. (Inflation is measured using the Personal Consumption Expenditures
index, with food and energy prices removed, the measure preferred by the
Federal Reserve. Including food and energy would make the graph noisier, but
would have little impact on the underlying trends shown above. Using the CPI
instead of the PCE would also yield similar results, though CPI inflation tends
to run a bit higher than PCE inflation). Prior to the Great Recession, inflation
had been very close to the Fed’s target rate of two percent. But when the
recession hit there was a period of deflation and, except for a brief period in
early 2012 when inflation increased to two percent, it has been below target
ever since.
Figure 5. PCE Core Inflation from Jan. 1960 through Nov. 2015

Source: Federal Reserve Economic Data.
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Putting all of this together, along with other factors that could impact
growth that are discussed below, what rate of growth should we expect going
forward, and what are the risks to that forecast?

3. Forecast for GDP
This forecast for economic growth from the SF Fed shown in Figure 6 is
representative of a more general forecast.
Most analysts expect GDP growth to be somewhere in the neighborhood
of two percent in the next several years. That is low relative to recent decades,
for example growth from 1980 through 1999 averaged 3.19 percent.
One of the reasons for this relatively low rate of economic growth is
demographic change-the aging of the population and a decline in population
growth. The first factor, the aging of the population, affects growth in the
workforce and the labor force participation rate. According to projections from

Figure 6. Moderate growth should continue

Source: Bureau of Economic Analysis and FRBSF staff.
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the United Nations,1) the percentage of the population aged 60 or over will increase
from 16.1 percent in 2000 to 26.9 percent in 2050. As the population and
workforce age, labor force participation will decline.
The other factor, population growth shown in Figure 7, has a direct impact
on the growth rate of GDP. In general, the growth rate of GDP can be decomposed
into three components, the growth rate of the workforce, the growth rate of the
capital stock, and the growth rate of technology. As the population ages the growth
in the workforce declines, and this reduces the growth rate of GDP.
Note, however, that a decline in population growth and a corresponding
decline in GDP growth do not necessarily change the growth rate of GDP per
capita (GDP/population). So long as GDP grows at the same rate as the
population, the ratio will be stable. The growth rate of GDP per capita depends
upon the two other factors that affect long-run growth, the rate of technological
change and the growth of the capital stock. There are some concerns about
recent trends in these variables as will be discussed further below.
Figure 7. Population Growth from Jan. 1952 through Dec. 2015

Source: Federal Reserve Economic Data.
1) United Nations. “World Population Ageing 1950-2050,” Population Division, DESA, New York,
2001. http://www.un.org/esa/population/publications/worldageing19502050/pdf/207unite.pdf.
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4. Risks to Growth
Although a GDP growth rate of two percent seems reasonable given recent
demographic and productivity trends, there are risks to this forecast. This section
discusses the main risks to US GDP growth: falling productivity, the possibility
of secular stagnation, falling international trade, economic troubles in China,
Europe, and other countries, mistakes in monetary and fiscal policy, oil prices,
and growing inequality.

A. Falling Productivity
The average growth rate of GDP has been falling in recent decades. In the
first period shown in Figure 8, from 1948 through 1949, average GDP growth
was 3.88 percent. In the second, from 1980 through 1999, it fell to 3.19 percent,
and in the third, from 2000 through the third quarter of 2015, GDP growth fell
further to 1.93 percent, fairly close to the 2 percent forecast for coming years.
Part of the reason for the recent decline is the demographic change discussed
above. But that is not the only reason GDP growth has been falling. The key
factor in determining GDP growth per capita is growth in technology. However,
Figure 8. Changes in Average GDP Growth over Time

Source: Federal Reserve Economic Data and author’s calculations.
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the rate of technological change has been falling over time. Many economists
fear this may continue, and if it does it will be a drag on economic growth.
To understand why, it’s helpful to go through the reasons that are generally
cited for the fall in productivity.
First, perhaps the data are wrong. How well can we measure productivity
in a world where many digital goods (e.g. the apps on your phone) are free?
The problem is that many of these goods have a zero price, and prices are used
to determine the value of production and the productivity of the labor and capital
used to produce GDP. Hal Varian, a noted economist who is now at Google, and
Nicholas Bloom of Stanford, are advocates of the view2) that productivity measures
do not capture many of the productivity gains these kinds of goods provide. If
they are right, the productivity slowdown may not be as large as feared, and may
not have even happened at all.
Second, perhaps the housing boom distorted the statistics by giving a false
read on true underlying productivity trends. That is, a bubble by definition
represents a departure from the underlying fundamentals in the economy, and
one of those fundamentals is the rate of productivity growth. However, while
this type of measurement error may explain the relatively high productivity during
the housing boom, it’s hard to see how it can explain the more recent data.
A third possibility is that the data are correct, but something fundamental
has changed that has permanently lowered the economic growth rate. Secular
stagnation, which will be discussed further below, is one possibility. Another
is that all of the good ideas, the ones that made large advances in our
productivity have already been discovered3) (the division of labor, mass
production, steam, railroads, electricity, internal combustion engine, running
water, indoor toilets, communications, entertainment, chemicals, and petroleum
2) Aeppel, Timothy. “Silicon Valley Doesn’t Believe U.S. Productivity Is Down,” Wall Street Journal,
July 16, 2015. http://www.wsj.com/articles/silicon-valley-doesnt-believe-u-s-productivity-is-down
-1437100700.
3) Gordon, Robert J. “Is U.S. Economic Growth Over? Faltering Innovation Confronts the Six
Headwinds,” NBER Working Paper No. 18315, August 2012. http://www.nber.org/papers/
w18315.
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are examples). There are still ways to make improvements, but not on the same
scale as in the past.
The fourth argument is that we are still in the transition phase of the digital
revolution, so we haven’t fully realized the benefits yet. That is, there is a lag
between when innovations take place and when they fully impact production.
Once artificial intelligence, robots, and the like are fully developed and put into
place, large productivity gains will be realized.
The next argument, the fifth, is based upon new work from the NBER by
Decker, Haltiwanger, Jarmin, and Miranda.4) This research shows that there has
been a decline in the formation of high growth, young firms in recent decades.
The decline was even sharper beginning in 2000. These types of firms have
traditionally been a source of productivity and job growth, so this decline is
worrisome. Possible explanations for this are credit constraints that limit the
ability to get needed financing, faster acquisition by larger firms, and
outsourcing to China and other locations. This is an important finding that may
go a long way toward explaining the productivity slowdown.
It is unclear which, if any, explanation is correct. But it is clear that there
has been a productivity slowdown, and if it continues, the forecast of two
percent growth may be overly optimistic.

B. Declining World Trade
Another risk to growth is declining world trade. As shown in Figures 9
and 10, since the end of the recession, the growth in US imports and exports
has been declining, and this is not limited to the US. Most countries have
experienced a similar change in trade.

4) Decker, Ryan A., Haltiwanger, John, Jarmin, Ron S., and Miranda, Javier. Where Has All The
Skewness Gone? “The Decline In High-Growth (Young) Firms In The U.S.,” NBER Working
Paper No. 21776, December 2015. http://www.nber.org/papers/w21776.pdf.
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Figure 9. Exports from the US to Other Countries

Source: Federal Reserve Economic Data.
Figure 10. Imports to the US from Other Countries

Source: Federal Reserve Economic Data.

Trade is an essential component of economic growth, especially for
developing countries. As these countries become wealthier through trade, they
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purchase more goods and services from other countries, and that increases
economic growth generally. Thus, the fall in trade is a risk not just for the US,
but for other countries as well.
Why has trade declined? It appears to be a combination of the aftereffects
of the Great Recession and deeper structural issues that won’t be solved by the
recovery. Thus, some rebound in trade is expected once full recovery from the
recession is achieved, but it won’t be to levels of the past.
The structural factors cited by analysts include the rise of protectionism,
a shift from investment to consumption, a change in the trade of durables relative
to non-durables, changes in pace of globalization, and the end of the integration
processes of China and central/eastern Europe.
There was concern about the rise of protectionism during the Great
Recession, but it’s very difficult to make a case that this was a significant factor
in the trade slowdown, and this is largely dismissed as the cause. Changes in
the relative importance of investment and consumption due to the transition in
China toward more consumption and less investment, and a similar shift toward
non-durable goods relative to durables, are more promising explanations.
Consumption goods, which are largely non-durables, are not traded as much as
durable investment goods, but this does not explain the totality of the trade
slowdown. Another factor that helps is a decline on globalization, in part due
to the end of the integration of China and Eastern Europe into the world economy
(which produced a burst of globalization). When this is combined with the other
explanations, as a group they come closer to explaining the fall in trade.
But economists have not yet settled on an explanation for the fall in world
trade, and it remains an open question. However, that doesn’t mean we can’t
think about solutions to this problem. Some of the structural factors may not
be easy to overcome, but there are still steps we can take to try to counteract
this worrisome development.
One promising area is the trade of services. Services are more tradable than
most people imagine and will become even more tradable as digital technology
continues to advance. However, services are highly protected. Breaking down
the barriers to trade in services could help to reverse the trade slowdown. This
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highlights the importance of doing all we can to promote trade among countries,
and to go beyond agreements such as the TPP which focused more on the rules
of trade than trade promotion.

C. Secular Stagnation
One of the biggest threats to economic growth in the US and other countries
is the possibility we are entering a period of secular stagnation. This idea,
originally due to Alvin Hansen5) and recently revived by Larry Summers,6) is
characterized by an excess of saving over investment, very low interests rates,
and sluggish economic growth.
When saving exceeds investment-when funds are piled up at banks as they
are now instead of being used for productive investment-the cure is a fall in
interest rates (which stimulates investment and reduces saving). However, with
interest rates at or near the lower bound, there is no way for them to fall further
and eliminate the excess saving. Since investment is a key component of
economic growth, it is important for policymakers to recognize the possibility
that financial markets are not channeling available savings into productive
investment, and take corrective action.
What can be done? For one, if we do enter into a long period of stagnation,
then the Fed’s recent increase in its target interest rate is a mistake and the
Fed will be forced to reverse the rate increase. But monetary policy loses power
when interest rates are very low, so such a reversal would not have much of
an impact on the economy. However, that is not true for fiscal policy. It tends
to lose power in a booming economy, but has considerably more impact when
interest rates are stuck at the zero bound. Thus, fiscal policy intervention is the
best way to overcome secular stagnation.
5) Hansen, A. H. (1939), “Economic Progress and Declining Population Growth,” The American
Economic Review, 29(1), 1-15. http://www.jstor.org/stable/1806983.
6) Summers, Lawrence H. “U.S. Economic Prospects: Secular Stagnation, Hysteresis, and the Zero
Lower Bound,” Business Economics, Vol. 49, No. 2. National Association for Business Economics.
http://larrysummers.com/wp-content/uploads/2014/06/NABE-speech-Lawrence-H.-Summers1.pdf.
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We could wait and hope the problem fixes itself, but if the economy doesn’t
self-correct; waiting will make the secular stagnation problem much, much
harder to fix. A surge in private sector investment, for example, could eliminate
the excess saving and promote new growth. We should do all what we can to
promote productive private sector investment, but it’s very unlikely that the
resulting change in investment would be enough to overcome the potential
secular stagnation problem.
Thus, action from fiscal authorities to promote public sector investment is
needed. Since we are unsure if secular stagnation will, in fact, be a problem,
it would be best if the spending was needed anyway. Spending on infrastructure
satisfies this requirement. The US and other countries, which are also facing
the possibility of secular stagnation, have not kept up with the needed
installation of new infrastructure and repairs to infrastructure that is already in
place. The longer we wait to tackle this problem, the more costly it will become.
Presently, governments can borrow at rock bottom rates, and the raw materials
and labor that would be needed are also relatively cheap due to the lingering
effect of the recession as well as the slowdown in China. Thus, it would be
wise to take advantage of low interest rates and low labor and materials costs
and make the needed public investments.
Further support for spending of this type comes from a Brookings
Institution paper by economists Brad DeLong and Larry Summers.7) They argue
that in a depressed economy with interest rates stuck at the zero bound,
infrastructure spending may actually be self-financing through its effects on
economic growth. We are no longer at the trough of the recession, and the Fed
has begun “liftoff” of interest rates (though it’s not yet clear if the liftoff can
be sustained), so the conditions aren’t quite as favorable as they were a few
years ago. But, nevertheless, their main point stands. Infrastructure spending can
spur economic growth, and that growth-which increases tax collection-helps to
pay for the investment in infrastructure.
7) Delong, J. Bradford and Summers, Lawrence, J. “Fiscal Policy in a Depressed Economy,” Brookings
Papers on Economic Activity, Spring 2012. The Brookings Institution. http://www.brookings.
edu/~/media/Projects/BPEA/Spring%202012/2012a_DeLong.pdf.

132

2015 Trans-Pacific Intellectual Dialogue

Figure 11. Estimates of the Real Natural Rate of Interest from the Laubach-Williams
Model

Source: Janet Yellen Speech, December 2, 2015.

This is not just a problem for the US8); many other countries around the
world face the same possibility. However, implementing the necessary spending
on infrastructure won’t be easy given the political opposition to government
spending in the US and other countries, and the difficulty of financing
investment of this type in developing countries. A worldwide, cooperative effort
will be needed if the worries about secular stagnation turn out to be real.
And there is suggestive evidence that the worries are real. One sign of
secular stagnation is a persistently low or negative natural real interest rate (the
natural rate of interest is the rate consistent with full employment). As the
following graph from a speech by Federal Reserve Chair Janet Yellen shows,
the natural rate of interest has been low for the last few years, and the question
is whether the end of the recession will begin to push the natural rate upward.
Perhaps not, says Larry Summers, at least not in the short run. The natural
rate of interest has been trending down for the last two decades, so the end
of the recession is unlikely to reverse this trend. An underlying cause may be
8) Buttonwood Column. “The Long View,” The Economist, November 3, 2014. http://www.
economist.com/blogs/buttonwood/2014/11/secular-stagnation.
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the aging of the population. Recent work by economists Łukasz Rachel and
Thomas Smith9) of the Bank of England finds that “There is a stable negative
relationship between dependency ratios and saving rates across countries over
time,” where the dependency ratio is defined as the proportion of dependents
(those aged 0-19 and 65 or over) in the population. The aging of the population
is expected to continue for decades into the future, so if this is one of the causes
of the low natural rate, it will not end any time soon (the authors find that
demographic forces can explain around a fifth of the decline in real interest
rates, and that, when combined with other factors, the long-run natural real rate
will settle at just below one percent).
In addition, if the rest of the world struggles economically, there will be
a “flight to safety” as capital flows into the US where it can be parked safely
in US Treasury securities, or used to purchase other financial assets that appear
to be low risk. That will put upward pressure on the exchange rate and downward
pressure on real interest rates.
Finally, Professor Summers notes that recent stimulus attempts by central
banks may have shifted the demand for durable goods like automobiles forward.
That is, households and businesses considering the purchase of large durable
goods may have been induced to buy them sooner rather than later to take
advantage of low interest rates. If so, then it will take a while for aggregate
demand to return to normal levels, and that has a depressing effect on interest
rates.

D. Monetary and Fiscal Policy
Even though labor markets appear to have a bit of ways to go before hitting
full employment, inflation remains below target, secular stagnation looms as a
possibility on the horizon, and the world economy looks shaky, the Fed began
increasing interest rates in December 2015. That could be a mistake, but it’s
9) Łukasz, Rachel L and Smith, Thomas D. (2015), “Secular drivers of the global real interest
rate,” Bank of England Staff Working Paper No. 571. http://www.bankofengland.co.uk/research/
Documents/workingpapers/2015/swp571.pdf.
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too soon to tell. As the following two figures showing SF Fed forecasts for
unemployment and inflation illustrate, the Fed certainly believes the economy
is on the right track and not headed for any major problems.
If the December rate hike is a mistake, it won’t be devastating to the
economy so long as the Fed reverses course if and when it is needed. That’s
not to say there won’t be any consequences for employment, output, and
inflation, but the bigger worry is fiscal policy.
The importance of fiscal policy if secular stagnation becomes a reality has
already been discussed. The risk is that political gridlock will render Congress
incapable of using infrastructure spending as insurance against this possibility,
or doing anything about it if it becomes a reality.
The consequences of such a failure could be large and long-lived.
Traditionally, economists believed that countercyclical monetary and fiscal
policy could change the course of the economy in the short run, but not the
long run. In the long run the economy would return to the “natural” rate of
employment and output. Furthermore, the long-run natural rates were thought
to be dependent solely on supply-side factors like technology, the capital stock
Figure 12. Unemployment to fall below natural rate

Source: Federal Reserve Economic Data.
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Figure 13. Inflation Expected to return to 2% target

Source: Bureau of Economic Analysis and FRBSF Staff.

and the workforce. Monetary and fiscal policy used to manage aggregate demand
could limit the downturn in the economy and speed the recovery, but they would
have no impact at all on the long-run outcome. If this is the case, the risk from
poor policy such as austerity during a recession or raising interest rates too soon
in the recovery is a short-run risk. The recession might be deeper and longer
than it should have been, but the economy will eventually return to the long-run
value determined by supply-side factors.
That view is changing with the experience of the Great Recession. Recent
work by Antonio Fatás and Larry Summers10) (and others11)) finds considerable
evidence that economies that experience recessions do not return to the previous
trend level of GDP. Instead, the trend is permanently lowered, and the longer
a recession lasts, the bigger the effect becomes. Figure 2 discussed above
10) Fatás, Antonio and Summers, Lawrence H. “The Permanent Effects of Fiscal Consolidations,”
Working Paper, 2016. http://faculty.insead.edu/fatas/Permanent%20Effects%20Fiscal%20Policy.pdf.
11) Blanchard, Olivier, Cerutti, Eugenio, and Summers, Lawrence. “Inflation and Activity-Two
Explorations and their Monetary Policy Implications,” IMF Working Paper WP/15/230,
November 2015. https://www.imf.org/external/pubs/ft/wp/2015/wp15230.pdf.
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illustrates this for the US economy.
This highlights the importance of using monetary and fiscal policy to
counteract recessions. In mild recessions, monetary policy can be used to
stabilize the economy, and the Fed has a strong record of doing so in the US.
But fiscal policy is needed in a deep recessions since monetary policy loses
effectiveness and cannot do the job on its own. Unfortunately, we cannot count
on fiscal policy to be used as an effective recession-fighting device due to
political gridlock. Thus, if a recession hits there are short-run risks concerning
the depth and length of the recession, particularly in a large recession where
fiscal policy is needed, and there are long-run risks to growth both from the
recession itself and from policymakers failing to respond as needed.

E. China
China’s economy grew at a rate of 10 percent per year during the early
1980s. This continued after the 1980s as China’s real GDP per person rose from
around 5 percent of the US real GDP per person to around 20 percent in 2011.
Figure 14. Labor, Capital, and Productivity in China since 1980

Source: Federal Reserve Bank of San Francisco.

Economic Conditions in the US and the Uncertain Prospects for Future Economic Growth

137

Can this rate of growth continue over the next few years?
As shown in Figure 14, prior to the financial crisis, China’s growth was
driven primarily by increases in productivity and capital investment. Since 2008,
however, growth has become more dependent upon capital investment, and
overall growth has slowed.
China is a large and growing market for other countries, and its growth
prospects have important implications for the global economy. Presently, China
is trying to make the transition from an economy dependent upon capital
investment for growth, with high savings and low rates of consumption, to an
economy where consumption spending plays a larger role. The big question
facing China is whether the transition to a more consumption-based economy
along with necessary structural reform in the financial sector and other areas
will be smooth or disruptive.
It seems clear to most analysts that China is heading for a period where
growth will be slower than in the past (though still relatively high). For example,
the IMF forecast12) for growth is 6.8 percent for 2015, exactly what the Chinese
announced13) as the growth rate for the fourth quarter of 2015. But with an
aging population, slowing productivity growth, and the adjustments required to
implement needed structural reform, growth is projected by the IMF to slow
further to 6.3 percent in 2016 and 6 percent by 2017. But if the adjustment
period is not as smooth as hoped, growth could be lower.
A second question is whether China can escape the middle-income trap.
Fast- growing developing countries sometimes experience sharp declines in
growth as income reaches a threshold level, wages begin to increase, and the
country loses its low labor cost comparative advantage. However, it’s certainly
not inevitable that this will happen. Japan and Korea avoided this trap, and there’s
optimism that China will as well. Nevertheless, it’s not a certainty, and if China
12) International Monetary Fund. “World Economic Outlook,” July 2015. http://www.imf.org/
external/pubs/ft/weo/2015/update/02/.
13) Gough, Neil, “China G.D.P. Growth at Slowest Pace Since 2009, Data Shows,” The New
York Times, January 18, 2016. http://www.nytimes.com/2016/01/19/business/international/
china-gdp-economy.html.
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does get caught in the middle-income trap it could have a negative impact on
economic growth in the US and other countries. According to an IMF estimate,
China contributed to about one-third of the world’s growth in 2013, and a
slowdown would have far-reaching consequences.
The third issue is reform of China’s financial sector. Presently, China’s
largely state-controlled financial sector has misallocated capital to a significant
degree, and there have been repeated worries about financial bubbles and the
damage they could cause. There are plans to liberalize interest rates, improve
bank deposit insurance to prevent bank runs, improve regulation and supervision,
and loosen exchange rate and capital controls. These reforms are essential, and
China’s growth prospects depend critically on its ability to implement effective
reform.
Despite the recent slowdown, as Federal Reserve Bank of San Francisco
economist Zheng Liu notes,14) there are several reasons to be optimistic about
China’s economic future. First, as just discussed, China has not allocated its
supplies of labor and capital, efficiently leaving lots of room for improvement.
If the reforms to the financial sector, labor markets, and fiscal policy China
has announced are successful, the resulting increase in efficiency should help
to boost productivity.
Second, China’s technology still has a long way to go to catch up with
developed countries. According to the Penn World Tables, “China’s total factor
productivity remains about 40 percent of the U.S. level.” China could boost its
productivity by catching up with other countries.
Third, China has experienced uneven economic development. The coastal
area has been growing rapidly over the last few decades, but there is still plenty
of room for growth in the interior. China has set the stage for this development
with the high-speed rail, airports, and highways, and if interior development is
successful it will provide a boost to economic growth.
But none of this is certain, and China’s economic condition certainly
14) Liu, Zheng. “Is China’s Growth Miracle Over?” Economic Letter, Federal Reserve Bank of
San Francisco, August 10, 2015. http://www.frbsf.org/economic-research/publications/
economic-letter/2015/august/china-economic-growth-miracle-slowdown/.
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represents a major risk to future economic growth in the US and the rest of
the world.

F. Europe
Europe faces the same productivity issues that plague the US.15) In the
1960s, labor productivity grew at a healthy 4 percent, but slowed to 2 percent
in the 1980s, dropped below 1 percent around 2000, and is around 0.5 percent
today. Other measures of productivity show similar declines. In addition, there
are similar demographic issues and similar worries about secular stagnation.
Beyond that, Europe is still recovering from the financial crisis and there
are questions about the viability of the European Union and the euro. Most of
the issues surrounding the financial crisis have been resolved, but there are still
lingering questions and uncertainties about how to manage the debt burden in
countries such as Greece. The issues surrounding the Eurozone and the euro,
some of which are connected to the financial crisis, are unresolved at this point,
though the likelihood of a major meltdown seems remote.
Overall, Europe is expected to grow at a slow rate in coming years, and
most of the risks to that forecast are on the downside.

G. Oil Prices
As shown in Figure 15, oil prices have been falling. In general, economists
think of a decline in oil prices as having a positive effect on economic growth
in countries reliant upon imported oil. Money that was formally used to purchase
oil can now be used to purchase other goods and services within the country,
and that has a stimulative effect overall. That was thought to be true for the
US economy.
However, the magnitude of the change is important. Moderate changes in
15) Heise, Michael. “Overcoming Europe’s Twin Growth Challenges,” Project Syndicate, December
1, 2015. https://www.project-syndicate.org/commentary/europe-demographic-decline-weakproductivity-growth-by-michael-heise-2015-12.

140

2015 Trans-Pacific Intellectual Dialogue

Figure 15. Crude Oil Price since 2006

Source: NASDAQ.

oil prices, e.g. from USD60 to USD50 a barrel, are stimulative. However, larger
changes of the type we have seen recently can cause trouble for oil-producing
firms and countries. A large decline in oil prices causes firms who have invested
in new oil extraction based upon a forecast of oil prices remaining above some
threshold to suddenly find themselves in a position where the investment won’t
generate enough income to cover the costs of extraction. As those firms get
in trouble and shut down, the supply side of the economy contracts, generating
negative economic effects on GDP and employment.
There has been a large spike in US crude oil production since 2009, due
to shale oil extraction supported by relatively high prices for crude oil. But as
prices have fallen, more recently production has started to decline, and is
expected to decline further. This will hurt the areas of the US with economies
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dependent upon oil production. In addition, as UC San Diego economist and
oil expert Jim Hamilton notes,16) “If Iranian production is about to surge, Iraqi
production remains high, and the Chinese economy is stumbling, that can only
mean that even bigger drops in U.S. oil production are inevitable.”
For net exporters of oil, a decline in prices lowers national income and,
for developing countries in particular, this can put a strain on government
finances. As an example of this, Saudi Arabia announced17) a “radical austerity
program” in its budget for 2016, and they will be far from alone in taking such
measures. The result will be a decline in world demand, and lower economic
growth for developing countries. That in turn will hurt countries that export
goods and services to oil-producing regions.
Forecasting oil prices is difficult, but with Iranian production set to increase
to much higher levels, and with the emergence of shale, there are reasons to
believe that the decline in prices could last for some time.

H. The Distribution of Income
Inequality has been growing for several decades, and if it continues growing
it could affect economic growth. This is not an immediate threat, but it could
become more important over time if current trends in inequality persist.
Some degree of inequality is helpful in generating incentives. If everyone
gets the same amount no matter how much they work, how innovative they
are, and so on, what incentive is there to work or try to develop new products?
But there are limits to this. If one person has almost all of the wealth, and
everyone else is barely surviving, the economy is unlikely to be very productive
or innovative. The question is where these limits are. At what point does
inequality begin to be a drag on growth?
Recent research from the IMF and others doesn’t specify these limits
16) Hamilton, James. “World oil supply and demand,” Econbrowser, January 17, 2016. http://
econbrowser.com/archives/2016/01/world-oil-supply-and-demand.
17) Kerr, Simeon. “Saudis unveil radical austerity programme,” Financial Times, December 28,
2015. http://www.ft.com/intl/cms/s/0/a5f89f36-ad7e-11e5-b955-1a1d298b6250.html.

142

2015 Trans-Pacific Intellectual Dialogue

precisely, but it does suggest these forces are at work. This research18) finds
that countries with higher inequality tend to grow at slower rates, and that,
contrary to what most economists believed in the past, redistribution from the
wealthy to the middle class could increase growth.
Why does this happen? As the paper notes, there is a “tentative consensus
in the growth literature that inequality can undermine progress in health and
education, cause investment-reducing political and economic instability, and
undercut the social consensus required to adjust in the face of major shocks,
and thus that it tends to reduce the pace and durability of growth.”
This research is not definitive, but it is in agreement with other work on
this topic and suggests that if inequality continues to grow we should be worried
about the consequences for economic growth.

5. Conclusion
The US economy is emerging from the deepest and longest downturn since
the Great Depression. The labor market is improving, though some slack still
remains, and there are signs that inflation may finally be headed back up to
its target value of two percent. Growth since the end of the recession has
averaged around 2.5 percent. That is a bit slow for a recovery period by
historical standards, and the long-drawn-out recovery reflects this lackluster rate
of economic growth (more typically, recovery periods have growth rates that
are much higher than the average rate of growth).
Future rates of economic growth are expected to be even slower. The aging
of the population and the decline in the growth of the workforce will lower
the economy’s natural rate of growth to around, or just over, two percent. That
alone does not mean that living standards will grow slower than in the past.
When population growth slows, GDP does not have to grow as fast to provide
18) Ostry, Jonathan D., Berg, Andrew, and Tsangarides, Charalambos G. “Redistribution, Inequality,
and Growth,” International Monetary Fund, April, 2014. https://www.imf.org/external/pubs/
ft/sdn/2014/sdn1402.pdf.
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the same growth in GDP per person.
The most important factor in raising living standards is the growth rate of
technology, and this is where the first risk to the forecast of two percent GDP
growth arises. Technological change has been slowing and there is concern that
this trend will continue and drag down the growth rate of GDP even further.
However many people believe, with justification, that the official numbers are
not fully capturing the benefits of digital technology-for example GDP statistics
do not fully capture the value of free apps on phones and computers, having
information about almost anything at your fingertips, being able to communicate
instantly, maps that help to navigate unfamiliar places with ease, and so on.
If this argument is correct, then the risk is on the upside and growth may be
even higher than was forecast.
Unfortunately most, though not all of, the other risks to growth are on the
downside. To begin with, there is the possibility of secular stagnation-a long
period of low growth due to the inability of financial markets to channel all
of savings into productive investment when interest rates are stuck at the zero
bound. If we are entering such a period, and that is far from certain at this
point, escaping the “zero interest-rate trap” will require governments to undertake
large public investment projects to counteract the dearth of private investment.
But it’s not clear that governments in the US and elsewhere can overcome
political gridlock and effectively deal with such a problem.
In addition, China’s rate of economic growth appears to be slowing, and
the economy is undergoing a difficult transition from an economy based upon
technology and investment for growth to an economy that is more reliant on
consumption. In addition, China’s financial sector is in need of substantial
reform. There are plans to undertake the reforms that are needed, but there is
a risk they won’t be implemented, or that if they are implemented-as it appears
they will be in some form-they won’t work as well as required.
There are also reasons to be optimistic. China still has much opportunity
to develop in the interior regions, it still has a lot of room for improvement
in technology, and the leadership appears to understand the reforms they need
to make. But most analysts expect China’s growth to slow; the question is by
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how much. The IMF forecast is for growth to decline to six percent by 2017,
and the rate of decline after that is unknown. China is a large part of the world
economy, so any change in its rate of economic growth will have wide-ranging
impacts.
The growth in international trade is also slowing, and the reasons for this
appear to be a combination of lingering effects from the recession that should
go away with time, and deeper structural issues that are likely to persist. There
is a lot of uncertainty about how much of the slowdown can be attributed to
each component, and if it should turn out that structural factors are more
important than we thought, then trade won’t recover as much as predicted. That
would have a negative impact on growth. The converse is also true. If it’s the
case that the recession is more important in explaining the trade slowdown than
we thought, then trade will rebound more than expected and this will have a
positive impact on growth.
The rate of economic growth in Europe presents another uncertainty for
predicting the rate of growth in the US. Europe faces demographic challenges
and worries about secular stagnation, similar to what the US faces, while it is
also facing a productivity slowdown, and there are still political and economic
uncertainties relating to the financial crisis in countries such as Greece and the
viability of the euro. If Europe grows slower than expected, GDP growth in
the US will also fall.
The risk to growth from low oil prices is a risk to growth in the short
run, but not the long-run. If oil prices remain low and stable, the impact of
the fall in oil prices will be transitive. The problems come from oil prices that
move up and down significantly and unpredictably. When there is substantial
variability and oil prices rise, those expecting the high oil prices to persist make
investments in new capacity. But if oil prices fall instead of staying high, those
investments will not pay off and the firms will go out of business. As they
do, economic growth falls. Thus, the main risk comes from highly variable oil
prices, not oil prices that are too low.
Ineffectual or counterproductive monetary and fiscal policy is also a risk
to growth, particularly if another recession hits. The main risk is that in a deep
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recession, a recession beyond the Fed’s ability to overcome it by itself, fiscal
policymakers will not respond as needed, or worse repeat the error from the
Great Recession of imposing austerity measures that push against the economy’s
ability to recover. That affects economic growth in the short run, and since
long-drawn-out recessions can lower the economy’s productive capacity, the failure
of policy to respond effectively to a recession can also cause long-run effects.
The final risk, the impact of growing inequality on economic growth, is
more speculative. There is suggestive empirical evidence indicating that higher
inequality can reduce growth, but the size of the effect is uncertain and more
work is needed before drawing strong conclusions. But the research to date
makes it worth noting as a possibility.
None of the risks to growth are substantial in and of themselves, though
a huge crash of China’s economy or an economic event of similar magnitude
somewhere else in the world would change that assessment. The main risk is
that several of these problems will hit all at once, leading to a large, cumulative,
self-reinforcing downturn.
This points to the need for individual countries to be ready if any of the
risks are realized, and also to the need for international cooperation to solve
many of these problems. For example, trade agreements between the US and
other countries in Asia, Europe, and elsewhere could help to reverse the trade
growth slowdown. If secular stagnation is widespread, developing countries will
need a cooperative effort from wealthier countries to find the financing they
need to implement the infrastructure spending required to reverse stagnation.
Finally, the forecast for two percent growth in the years ahead should be
regarded as a forecast of the growth rate the economy will achieve if it manages
to steer clear of trouble. The growth rate in any particular year will almost certainly
be higher or lower than that due to one of the factors listed above, or other
influences on economic growth that cannot be foreseen at this point. However,
since most of the risks that can be identified are on the downside, the average
rate of growth over many years is likely to be below two percent. That’s not
a certainty-unexpected positive shocks to growth could lift the average higher-but
that is the most likely outcome.
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China’s New Economic Norms
Yijiang Wang

Abstract
China is experiencing a slowdown in GDP growth that is likely to continue for
years. Meanwhile, a new economy is emerging. Features of the new economy
include increased importance of the tertiary sector, increased consumer spending
and increased innovation. These new features have desirable implications for
economic efficiency and social welfare.
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1. Introduction
The paper is based on a presentation at the KIEP- EWC Conference on
Strengthening North Pacific Cooperation. It is my second effort on the same
platform to explain what is going on in China as the world’s second-largest
economy on microeconomic levels and its macroeconomic implications. In the
first such effort made a year and a half ago (Wang 2015), I listed several major
challenges that China faces and explained why a hard landing of the economy,
i.e., an economic recession or collapse, was unlikely.1) In this second effort,
I update some of the earlier observations and also present several new
observations.
First, the problems listed in the last year’s paper remained serious in 2015.
Some of the problems worsened in 2015 and are likely to become even more
intense in 2016. For this reason the economy is expected to have a year of even
slower GDP growth in 2016, and perhaps for several years to come.
Second, a new economy is emerging, with three prominent features: a)
higher share of the tertiary sector in the economy and a lower share accounted
for by the secondary sector; b) innovation rather than heavy investment in fixed
assets, least those for big factories, as the new engines of economic growth;
and c) increased consumer spending rather than business spending.
And third, barring unexpected policy or other shocks, an economic hard
landing is unlikely. This view was stated last year in Wang (2015) and we
uphold it in this paper.
A good phrase that we can use to summarize these observations is “new
economic norms,” which the Chinese government officially uses to describe
China’s present economic situation. These observations suggest that China is
undergoing an economic transition with a certain degree of success achieved
so far. As China moves away from the old model of economic growth that
depends heavily on investment and strains financial and natural resources, and
1) Yijiang Wang. “Challenges and Opportunities in China’s Economy.” Proceedings of the First
KIEP- EWC Conference on Strengthening North Pacific Cooperation, 2015.
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replaces the old model with a new one that depends more on consumer spending
on the demand side and innovation on the supply side, China is unlikely to
enjoy double-digit growth again anytime soon. However, better performance
may be expected in terms of economic efficiency, environmental conservation
and social welfare.
Sections 2 and 3 below substantiate these observations. Section 4 concludes
the paper.

2. The Slowdown
To understand the major economic problems plaguing China these days,
a good place to start with is a quick review of the five prominent challenges
to the economy listed in Wang (2015).
 Loss of business competitiveness due to rising labor costs, heavy tax burdens,
etc.
 Surplus capacity due to overinvestment made in the years when China played
the role of the world’s manufacturing shop.
 Quality problem of the bank assets accompanying the overinvestment
problem. Although this problem is a chronic economic issue, it has significantly
worsened since the adoption of the massive stimulus plan by the government
in 2008.
 More stringent fiscal conditions as expected for the classic reasons that one
can find from the Laffer’s curve. In fact, China is now one of the countries
with the heaviest tax burdens in the world.
 Dilemma for the monetary authority on managing liquidity in the economy.
While China has the largest money supply in the world (in terms of M2,
for example), liquidity is still tight. While inadequate liquidity would threaten
an immediate collapse of the credit system, easy liquidity would lead to the
exacerbation of the soft-budget and overinvestment problems, through the
mechanism explained by Wang (1991).2)
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There are no quick solutions to any of these problems. Some of them are
politically sensitive, e.g., labor costs and tax burdens. Others have accumulated
over many years, e.g., overcapacity and quality of bank assets. Still others are
beyond the control of China, e.g., international market conditions. Not
surprisingly, these problems remained serious challenges throughout 2015. Some
of them became even worse over time. For example, international trade (Figure
1), especially exports (Figure 2), remained largely flat from 2013 through 2014
and worsened in 2015.3) Fixed capital investment became significantly and
steadily weaker over time, dropping from 20 percent increases in early 2013
to 10 percent at the end of the third quarter of 2015 (Figure 3).
Figure 1. China’s Foreign Trade Volume (RMB 100m) and Growth Rate (%)

2) Yijiang Wang. “Economic Reform, Fixed Capital Investment Expansion and Inflation: A
Behavioral Model Based on the Chinese Experience.” China Economic Review, 1991(2) 3-27.
3) Unless noted otherwise, all statistics used in the paper are from the website of the State Bureau
of Statistics. http://www.stats.gov.cn/.
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Figure 2. China’s Total Export (RMB 100m) and Growth Rate (%)

Figure 3. China’s Fixed Capital Investment, Total Amount Finished (RMB 100m) and
Growth Rate (%)

Weak demand and overcapacity are reflected in price indexes. As we can
see from Figure 4, monthly Consumer Price Index (CPI) changes have been
barely positive, and its value has lowered since October 2013. The CPI
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registered the slowest increase in January 2015, and stayed within the range of
one to two percent for most of the year. For the entirety of 2015, the CPI
increased merely 1.4 percent.
Monthly Producer Price Index (PPI) changes were even worse: it stayed
firmly in the negative range and dropped drastically and steadily since July 2014.
It hit a new low at six percent in September 2015. During the entirety of 2015,
the PPI declined by about six percent. These figures are reasons for
policymakers to worry about a lasting deflationary process in the economy.
These problems are reflected in macroeconomic statistics, showing that
GDP growth rates slowed down steadily and significantly (see Figure 5 for
quarterly growth rate of the economy from 2012 through the third quarter of
2015). The year 2015 ended with an annual GDP growth rate of 6.9 percent,
which is the lowest in 25 years and below the government-set target of a 7
percent GDP growth rate.
Figure 4. China’s CPI and PPI (monthly, with the previous month being 100)
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Figure 5. China’s GDP (RMB 100 million) and GDP Growth Rate (%)

People suspect, with good reasons, that even this lowest GDP growth in
25 years is somewhat exaggerated. For example, cargo shipping statistics show
that both total tons and ton/miles grew much slower than GDP. Their growth
rates declined sharply in 2014 and 2015 (Figures 6 and 7). In fact, the total
ton/miles figure hardly recorded any meaningful growth in 2015. The electricity
consumption statistics depict a similar dismal picture; electricity consumption
hardly displayed any meaningful growth at any point in 2015. It even declined
during quite a few months (Figure 8).4)

4) Some people would explain the discrepancy between GDP growth and electricity data through
better energy-conserving technology. Such an argument, however, is not convincing in
explaining the sizable discrepancy and the sudden drops in energy consumption.
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Figure 6. Cargo Shipping (in 10k tons) and Fluctuations (%)

Figure 7. Cargo Shipping (in 10k ton/miles) and Fluctuations (%)
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Figure 8. Electricity Consumption (100m kW) and Fluctuations (%)

3. Features of the New Economy
A more careful reading of the statistics reveals that underneath the surface
of the economic slowdown, a new economy is emerging in China. The new
economy has at least three prominent features: It is powered by the tertiary
sector, it is powered by consumer spending, and it is powered by innovation.

1) Increased importance of the tertiary sector
Disaggregating the statistics, we can see that the slowdown of China’s GDP
growth is caused mainly by the disappointing growth performance of the
secondary sector. Figures 9-11 below show us the changes in the relative
importance of the primary, secondary and tertiary sectors in the economy in
recent years.
Figure 9 shows us that the performance of the primary sector has been quite
stable in recent years; its quarterly growth rates fluctuated between the range of
three to five percent in 2014 and 2015, but did not experience persistent declines.
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Figure 9. Value Added by the Primary Sector (quarterly, in RMB 100m) and
Fluctuations (%)

Figure 10 portrays a very different picture painted by the secondary sector,
showing that the growth rate of the sector declined steadily and significantly
from close to 10 percent in the first quarter of 2012 to below 6 percent in the
third quarter of 2015. The large drop in the secondary sector’s growth rate
suggests that the traditional engine of China’s high and impressive economic
growth has lost its power.
Figure 10. Value Added by the Secondary Sector (quarterly, in RMB 100m) and
Fluctuations (%)
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Figure 11 portrays the opposite ― a rather bright picture drawn by the
tertiary sector. From the first quarter of 2012 through the third quarter of 2015,
this sector has maintained an impressive growth record, with the growth rate
remaining in the range of seven to nine percent for each and every quarter during
these years. For the year of 2015, the growth rates of the primary, secondary
and tertiary sectors are, respectively, 3.9, 6.0 and 8.3 percent.
Figure 11. Value Added by the Tertiary Sector (quarterly, in RMB 100m) and
Fluctuations (%)

We can again look at the figures of electricity consumption in China to
double-check what we learned from the sectorial statistics. A breakdown of the
electricity figures examined in the previous section confirms the divergence in
sectorial performance and the structural changes that this is bringing to the
economy. Figure 12 shows us electricity consumption by the primary sector,
where we see large monthly fluctuations in the range of -13 to 10 percent, but
no persistent declines. In Figure 13 we see that the secondary sector hardly
witnessed any increase in electricity consumption in 2015. In fact, compared
with the same month a year ago, the sector’s monthly electricity consumption
dropped sharply at the beginning of the year and stayed mostly in the negative
range (decreased) for most of the year. In contrast, the monthly electricity
consumption of the tertiary sector compared with the same month the previous
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Figure 12. Electricity Consumption of the Primary Sector (100m kW) and
Fluctuations (%)

Figure 13. Electricity Consumption of the Secondary Sector (100m kW) and
Fluctuations (%)

year stayed in the positive domain in each and every month in 2014 and 2015.
As we can see from Figure 14, although fluctuations were large, they stayed
in the range of four to ten percent for most months.
Thanks to the faster growth of the tertiary sector compared to the other
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Figure 14. Electricity Consumption of the Tertiary Sector (100m kW) and
Fluctuations (%)

two sectors, China crossed an important economic landmark in 2015. For the
first time, the tertiary sector contributed to more than half the GDP: it accounted
for 50.5 percent of the GDP that year, up by 2.4 percentage points from the
previous year. It is easy to imagine that without the impressive performance
of the tertiary sector, China would have a much lower record of GDP growth
for 2015.
It is worth emphasizing that the growing importance of the tertiary sector
in the economy is a trend, rather than the phenomenon of an isolated year. In
2006, the tertiary sector contributed less than 40 percent (39.4 percent to be
precise) to the year’s GDP while the secondary sector contributed nearly 50
percent (48.9 percent to be precise). Since then, the contribution of the tertiary
sector has steadily gained more than 10 percentage points, while that of the
secondary sector has lost nearly 10 percentage points.

2) Strong consumer spending
The Chinese spent more than RMB 30 trillion on consumer goods in 2015
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(measured by retail sales), and this accounted for more than 44 percent of the
year’s GDP. The spending is 10.7 percent higher in nominal terms, or 10.6
percent more in real terms, than that of 2014. The increase rate is faster than
GDP growth by 2.8 percentage points.
Increases in consumer spending in some specific areas are even more
impressive. For example, the Chinese spent more than RMB 44 billion on
movies in 2015, which is nearly 49 percent more than what they spent in 2014.
Chinese movie exports also increased at about the same rate that year. Of the
money that the Chinese spent on movies, less than 39 percent, which represents
a seven-year low, was spent on imported (mainly Hollywood) movies. Analysts
believe that China’s movie industry still has much growth potential, as they
observe that the average Chinese went to a movie theatre only once in 2015,
while the average Korean did so 4.1 times.5)
Retail sales made via internet reached RMB 3.9 trillion in 2015, up by 33
percent from 2014. These figures are indicative of the important role that internet
technology plays in the economy and changes in the Chinese people’s spending
habits.
The rapid growth of tourism in 2015 is also very impressive. In fact, the
industry has maintained double-digit growth rates for over a decade and doubled
every five years from 2005 to 2015. Perhaps more important is the fact that
the industry’s powerful growth momentum is not slowing down during the
present economic recession. Instead, it has gained even further momentum.
Figure 15 tells us that the total number of tourists (people x times) was 1 billion
in 2005, 2 billion in 2010 and 4 billion in 2015 (estimated). It is projected to
increase by another 50 percent from 2016 to 2020, to reach 6 billion. The
industry’s total revenue during the same period also quadrupled (roughly), from
RMB 0.7 trillion in 2005 to RMB 3 trillion in 2014 (see Figure 16).

5) China Daily, January 5, 2016, http://www.chinadaily.com.cn/dfpd/dfwhyl/2016-01-05/content_
14455629.html and New Capital News, (Xin Jing Bao) December 15, 2015, http://news.
xinhuanet.com/finance/2015-12/05/c_128501116.htm.
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Figure 15. Number of Chinese Tourists (people/times)

Figure 16. Tourism Income (RMB 100m for domestic tourists - black line, USD 1m
for international tourists - gray line)

These statistics tell us that the slowdown in GDP growth is not accompanied
by any slowdown in consumer spending. With consumer spending displaying
stronger growth instead, China is becoming a consumer-driven economy.
Supporting the strong momentum of consumer spending in China is the
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healthy household finance of the Chinese. Figure 17 confirms Chinese households’
reputation of being big savers―they are among those with the highest saving
rates in the world. Consequently, household savings in China increased steadily
to reach RMB 55 trillion at the end of the third quarter of 2015. To appreciate
this figure, recall that in the same year China’s GDP is RMB 67.7 trillion and
total consumer spending is RMB 30 trillion. Figure 17 also shows that, although
the growth rate of total savings is decelerating, due probably to an increasingly larger
base and slower growth of income, total household savings is still growing at high
rates even at times of significant economic slowdowns. This gives us confidence
that consumer spending will continue to power the economy in the years ahead.
Supporting the strong momentum is also the fact that the economy is
actually severely undersupplied with consumer-related facilities. The country is
currently suffering from severe shortages of medical facilities and services,
elderly care facilities and services, public transportation and tourist facilities, and
so forth. On holidays or even regular weekends, highways going out of cities
and to tourist spots become parking lots and parking lots become waiting areas.
Outside many of the most popular tourist sites are long queues, and inside them
are packed crowds. Such severe shortages suggest that, first, although overinvestment
and overcapacity are severe problems in China, they are structural in nature and
Figure 17. China’s Household Savings (RMB 100m) and Fluctuations (%)
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do not mean there are no longer investment opportunities. Instead, many
investment opportunities are there to meet the needs of a new, consumer-driven
economy. Second, once they are built people are ready to use them for their
services―not only the people who are already on the roads and in queues, but
also many of those who are currently staying away from them to avoid the
expected strain and stress.

3) Innovation
People do not usually think of China as high on the list of countries whose
economies are powered by innovation. A reason for this impression of China
is that its economic growth in the past was driven mainly by heavy investment
in housing, steel mills, highways, railroads, etc.
Things have changed in recent years. While the economy is slowing down,
innovation is becoming critically important to the economy.
Wang (2015) provides a fairly long list of Chinese businesses doing well
in innovation. These businesses use technologies ranging from the internet,
unmanned flying objects, genetic mapping, and space to transportation. On the
list are two internationally renowned internet companies, Alibaba and Tencent,
which are able to raise hundreds of billions of US dollars of investors’ money
for their own development, and are in the ecological circle. The success and
significance of these great companies and many more like them are reflected
in economic and social statistics. For example, internet-mediated retail sales
grew by 33 percent from 2014 to reach RMB 3.9 trillion in 2015, as we
mentioned earlier. The momentum is expected to continue. Another very
impressive statistic is that at any given time, billions of people around the world
are using WeChat for communication. With the help of this Tencent-developed
application, people can stay in close contact no matter how physically far apart
they are, find their long-lost old friends and carry a mobile office around in
their pockets.
Technology and creative business ideas are helping to address some of the
serious problems that many find most threatening to economic stability. For
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example, China has seven billions of square meters of residential homes in stock
or under construction, while annual sales stand at about 1 billion square meters,
and the figure continues to decline. The unsold homes burden the financial
system and are mentioned by many as a reason to forecast a pessimistic future
for the economy. Entrepreneurs, however, see opportunities for business. One
creative idea is to use internet technology to match billions of square meters
of surplus homes with billions of tourists for whom both availability and prices
of housing accommodation are often challenges.6)
Deserving special mention is the southern city of Shenzhen, adjacent to Hong
Kong, on China’s economic map. The city was set up less than 40 years ago
on a fishing village as a special economic zone to experiment with politically
questionable new reform policies. It started off as an economic colony of Hong
Kong, supplying seemingly unlimited cheap labor to labor-intensive Hong Kong
businesses, many of them sweat shops, that relocated across the border and
accommodated Hong Kong tourists who seemed to have unlimited purchasing
power. After less than four decades of development, Shenzhen is now economically
the fourth largest city in China after Beijing, Shanghai and Guangzhou. The
city is one of the most creative and energetic in China, as well as in the world,
with many world-class businesses headquartered in it and many more trying to
Figure 18. China’s Technology Statistics, 2008 and 2014

6) See a journalist report on this, December 16, 2015. http://news.ifeng.com/a/20151216/46696
881_0.shtml.
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reach the rank. In 2015, the city experienced another wave of businesses and
people moving in it to take advantage of the opportunities offered by the city
―not cheap manual labor this time, but entrepreneurs and skilled workers with
strong purchasing power. The pressure of the growing population and businesses
pushed residential home prices up by a stunning 40 percent in 2015, while nationally
the housing market experienced another sluggish year. Another economic milestone
for Shenzhen in 2015 is that its GDP passed that of Hong Kong.
What is happening in Shenzhen is reminiscent to us of what is going on
in the whole country. Figure 18 contains statistics of China’s R&D spending
and tech trading. They show that from 2008 through 2014, China saw large
increases in R&D spending (more than 180 percent), the number of patents
granted (nearly 150 percent), exports (59 percent) and imports (61 percent) of
high-tech products and domestic trading of technology (more than 220 percent).
In a recent study comparing China’s innovation performance with the global
standard (measured by revenue contributions adjusted to the size of China’s
GDP), Roth, Seong and Woetzel (2015) identify four innovation archetypes:7)
 Customer focused;
 Efficiency driven;
 Engineering based; and
 Science-based.
They come to the conclusion that China performs above the global standard
in the first two archetypes, i.e., in customer-focused and efficiency-driven
innovations. China is doing well in innovation in industries such as household
appliances, internet software, services, solar panels and construction machinery.
They also find that while China remains weak in science-based innovations, it
is catching up in engineering-based innovations.
Their findings are consistent with the innovation momentum that I was
reporting found in China, first and foremost in Shen Zhen.
7) Erik Roth, Jeongmin Seong and Jonathan Woetzel. “Gauging the strength of Chinese innovation.”
McKinsey Quarterly, October 2015. http://www.mckinsey.com/insights/innovation/gauging_the_
strength_of_chinese_innovation.
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4. Concluding Remarks
The new economic norms summarized above present us a picture of China’s
economy in which both pessimism and optimism alike can find a strong support.
While profound problems accumulated from the old development model are
seriously hindering further development, the economy is undergoing a transition
to a new model that promises better efficiency and sustainability. A question
of overarching importance is which side will win: Will the economy collapse
under the weight of the profound problems that we have identified before the
new elements can grow strong enough to support it, or upgrade to a higher level
with the positive new forces prevailing before it collapses?
To answer the question, it is necessary to remember two things. First, China
is officially a “socialist market economy.” After 37 years of economic reforms,
it is still largely a government-controlled economy, as Wang (2015) observes.
Second, we need to note that China’s credit system is being stretched
thinner as every day passes. China is the largest money supplier in the world,
with the amount of M2 equivalent to nearly 200 percent of GDP. At the end
of 2014, total debt in the economy reached RMB 150 trillion, which is 235
percent of the GDP for that year and an increase of nearly 66 percentage points
above the year-end level of 2008.8) In 2015, Chinese investors witnessed
depreciations of the Chinese currency RMB against US Dollar, which holds the
symbolic significance of ending the present cycle of a strong RMB, while
government officials kept assuring people that these are only normal foreign
exchange fluctuations and there are no grounds for RMB depreciation. In 2015,
Chinese investors also experienced stock markets fluctuations with major stock
indices more than doubling, and then more than halving while security
supervisory authorities were busy introducing new policies and trading rules and
then abolishing them. These and other similar experiences have undermined
investors’ confidence in China’s financial system.
8) Yang Li and Xiaojing Zhang. “Leverage Adjustment and Risk Management in China’s National
Balance Sheet.” Shanghai Securities, August 21, 2015. (李扬, 张晓晶的文章《中国国家资产负债表的
杠杆调整与风险管理》上海证券报2015, 8, 21). http://finance.ifeng.com/a/20150821/13924877_0.shtml.
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So what is the future of the economy? It seems clear that the answer to
the question depends more on the government than anything else. It depends
on whether the government can skillfully manage the nation’s financial system,
and whether it can come up with powerful and decisive reform measures to
improve economic efficiency and rebuild people’s confidence in the economy.

The Asian Infrastructure Investment Bank
and the Struggle for
the East Asian International Order
Ming Wan

I. Introduction
This paper examines the Asian Infrastructure Investment Bank (AIIB) from
a strategic perspective. The term “struggle” refers to the competition for
influence between nation states in the contemporary world, which students of
international relations assume to be a fact of life for international relations. Such
competition may indeed lead to serious conflicts but can also be a catalyst for
greater cooperation.
I argue in this paper that the AIIB is both a challenge and opportunity for
the US-led international order in the Asia Pacific, based on three arguments.1)
First, the AIIB is a reputable and recognizable international financial institution
in the scheme of the Western international financial system. It is similar to the
World Bank and the Asian Development Bank (ADB) in institutional design
and legal language. This is a fundamental reason for pushing for cooperation.
1) Much of my arguments in the paper are based on my recently published book The Asian
Infrastructure Investment Bank: The Construction of Power and the Struggle for the East Asian
International Order (New York: Palgrave Macmillan 2016).
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Second, the AIIB constitutes a challenge to the US-led international order from
an international relations perspective. The AIIB represents and contributes to a
shifting international landscape. Third, China is not only building the AIIB. It
is also doing other things. The interaction between the AIIB and other state
projects is crucial for understanding what all this business about the AIIB means.
This reinforces my second point, namely that the AIIB is a challenge to the
US-led international order. Based on my theoretical analysis, I argue that Japan
and the United States should consider joining the AIIB.

2. The AIIB as an International Financial Institution
The AIIB was formally established on December 25, 2015, and will start
operation in January 2016. It would be prudent to assess the institution as we
do other institutions when we have more evidence. But based on what we can
see already, the AIIB is reputable. To start with, the bank has attracted 57
founding members. The AIIB would be more reputable if the United States and
Japan chose to join. But it is reputable enough. In fact, the bank would be in
good shape at a lower number. The Chinese government was seemingly
pleasantly surprised about the popularity of its initiative. And apparently, more
countries may join.
The AIIB is recognizable for anyone who has followed postwar international
financial institutions. Linguists often use “mutual intelligibility” to determine the
language family tree. The AIIB’s Articles of Agreement is clearly a Western
legal document, different from Chinese official documents or ancient Chinese texts.
The IBRD Articles of Agreement (as amended effective on June 27, 2012)
has an introductory article followed by 11 main articles (58 sections). It also
has two schedules regarding subscriptions and election of executive directors.
The Agreement Establishing the Asian Development Bank adopted on December
4, 1965, has ten chapters, which are further divided into 66 articles. It also has
two annexes concerning subscriptions and election of directors. The AIIB
Articles of Agreement, signed on June 29, 2015, includes 11 chapters with 60
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articles. Similar to the IBRD and ADB, the AIIB charter has two schedules on
subscriptions and election of directors.
Table 1 provides a detailed comparison between the AIIB, the ADB and
the International Bank for Reconstruction and Development (IBRD), the main
institution within the World Bank Group. It highlights key features such as
purpose, membership, authorized capital, currency, governance, voting, top
voting shareholders, headquarters and working languages.
Table 1. The AIIB versus the IBRD and the ADB

IBRD

ADB

AIIB

Purpose

Reconstruction and
Sustainable
Regional economic
development, promote development and
development, regional
private investment,
cooperation
cooperation
promote long-range
Functions:
Functions:
balanced growth,
Promote public and Promote public and
private investment,
arrange loans for most private investment,
utilize its resources to utilize its resources to
useful, most urgent
finance development, finance development,
projects first, assist
transition from wartime meet requests from encourage private
to peacetime economy members to assist them investment, other
in development policy, services
provide technical
assistance, cooperate
with UN, ECAFE

Membership

International Monetary
Fund members
Total members in
IBRD: 188

ECAFE members,
other regional
countries and
non-regional
developed countries
which are UN
members

IBRD or ADB
members
Regional: Asia and
Oceania as defined by
United Nations
Non-regional
Founding members
Total members: 57

Authorized capital

$10 billion in 1944,
20% paid-in, 80%
callable

$1 billion in 1965,
50% paid-in, 50%
callable initially
At least 60% for
regional members

$100 billion, 20%
paid-in, 80% callable
75% for regional
members
25% for non-regional
members
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Table 1. Continued

IBRD

ADB

AIIB

Currency

Gold, $US or other 50% gold or
$US or convertible
currencies as specified convertible currency currencies
50% the currency of
the member

Governance

Board of governors
Board of governors
Board of directors
Executive directors
(five from five largest (7 regional and 3
non-regional), resident
share holders each,
in headquarters, meet
seven elected by
governors), resident in as often as required
headquarters, meet as President and vice
presidents
often as required
President Japanese by
President and vice
practice
presidents
President American by
practice

Voting

1. Basic votes: 5.55% 1. Basic votes: 20% of 1. Basic votes: 12% of
of all votes
all votes distributed all votes distributed
distributed equally
equally
equally
2. One vote for one 2. One vote for one 2. One vote for one
share of authorized
share of authorized
share of authorized
capital
capital
capital ($100,000 a
share)
3. 600 votes each for
founding members

Top 5 voting share
holders

1.
2.
3.
4.
5.

Headquarters
Working language

U.S.: 16.21%
Japan: 7.51%
China: 4.85%
Germany: 4.40%
France/UK: 3.95%

1.
2.
3.
4.
5.

Japan: 12.84%
U.S.: 12.75%
China: 5.47%
India: 5.38%
Australia: 4.95%

Board of governors
Board of directors
(9 regional and 3
non-regional),
non-residential and not
paid
President and vice
presidents
President Chinese

1.
2.
3.
4.
5.

China: 26.06%
India: 7.51%
Russia: 5.92%
Germany: 4.15%
South Korea: 3.50%

Washington DC,
U.S.A.

Manila, Philippines

Beijing, China

English by practice

English by rule

English by rule

Source: The table is, with slight alterations, from Table 4.1 in Wan, The AIIB, pp. 81-82.
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There are some notable differences between the three financial institutions.
In particular, the AIIB does not have a residential, paid board of directors, unlike
the IBRD and the ADB. Unlike the IBRD, both the ADB and the AIIB treat
regional cooperation and promotion of public investment as part of the purposes
for their existence. The IBRD is a global institution that requires International
Monetary Fund membership. The ADB is a regional development bank that
restricts membership to members of the Economic Commission for Asia and
the Far East of the United Nations and non-regional developed countries. The
AIIB is broader, requiring IBRD or ADB membership. It also created a system
of founding members. Similar to the ADB, the AIIB has a division of regional
and non-regional members, with greater voting power given to the regional
members. The AIIB has a bigger share of basic votes shared equally among
members than the ADB. It also gives some shares to the founding members.
But one should be struck by the great similarities between the three legal
documents.
To be more precise, I have followed a simple protocol to compare the AIIB
to the World Bank and the ADB. I use a scale of 0-4 to measure similarity
between articles in the three banks’ Articles of Agreement. I first compare the
ADB to the IBRD. Zero means that one bank has an article (here referring to
the smallest headings in the three documents, whatever their official names) but
the other does not. Four means that the two documents have the same article.
I then add up all the scores and divide the total by the number of categories.
The ADB has a similarity score of 2.477 relative to the IBRD. This is to be
expected. It is well documented how the framers of the ADB leveraged their
experience with the IBRD and actively sought advice and support from the
global financial institution.2)

2) See Takeshi Watanabe, Toward a New Asia (Manila: ADB 1977); R. Krishnamurti, ADB: The
Seeding Days (Manila: ADB 1977); Po-wen Huang, Jr. The Asian Development Bank: Diplomacy
and Development in Asia (New York: Vantage 1975).
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Table 2. Comparing the Articles of Agreement for the IBRD, the ADB and the AIIB

IBRD

ADB

AIIB
Similarity to Similarity to
IBRD
ADB

Articles

Articles

Similarity to
IBRD

Introductory
Article

(Preambles)

0.5

(Preambles)

0.5

3.5

ARTICLE I
Purposes

Chapter I
Article 1.
Purpose

2

Chapter I
Article 1.
Purpose

2

3.5

2.5

3

Article 2.
Functions

Articles

Article 2.
Functions

ARTICLE II
Membership in
and capital of
the bank
Section 1.
Membership

Article 3.
Membership

2.5

Chapter II
Capital

Article 3.
Membership
Chapter II
Capital

Section 2.
Authorized
capital

Article 4.
Authorized
capital

3.5

Article 4.
Authorized
capital

3.5

3.5

Section 3.
Subscription
of shares

Article 5.
Subscription
of shares

1.5

Article 5.
Subscription
of shares

1.5

3

Section 4.
Article 5.4.
Issue price of Issue price of
shares
shares

4

Article 6.
Payment of
subscriptions
Article 6.5. (b)
(ii)

3

3

Section 5.
Division and
calls of
subscribed
capital

2

Article 4.2.

3.5

2

Article 4.2.
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IBRD
Section 6.
Limitation on
liability

ADB
Article 5.6.
Liability of
members
Article 5.7
Liability for
obligation of
the bank

Section 7.
Method of
payment of
subscriptions
for shares

Article 6.
Payment of
subscription
Article 6.2
Method of
payment of
subscriptions
for shares

Section 8.
Time of
payment of
subscriptions

Article 6.1
Time of
payment of
subscriptions

Section 9.
Maintenance
of value of
certain currency
holdings of
the bank

Article 6.4;
Article 25.
Maintenance
of value of
the currency
holdings of
the bank

Section 10.
Article 5.5
Restriction on Restriction on
disposal of
disposal of
shares
shares
Article 7.
Ordinary
capital
resources

AIIB

3.5

Article 7.
Terms of shares
Article 7.3.
Liability of
members

3.5

3.5

0

Article 7.4
Liability for
obligation of
the bank

0

4

2.5

Article 6.2.
Method of
payment of
subscriptions
for shares

2.5

1.5

3

Article 6.1
Time of
payment of
subscriptions

3

4

3.5

Article 6.5. (b)
(iii), (iv) (v)
Adjustment
payment

3.5

3.5

3.5

Article 7.2
Restriction on
disposal of
shares

3.5

3.5

0

Article 8.
Ordinary
resources

0

4
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Table 2. Continued

IBRD

ADB

ARTICLE III
General
Provisions
Relating to
Loans and
Guarantees

Chapter III.
Operations

Section 1.
Use of
resources

Article 8.
Use of
resources

AIIB
Chapter III.
Operations of
the Bank

2.5

Article 9.
Use of
resources

2.5

3

Article 9.
Ordinary and
special
operations

0

Article 10.
Ordinary and
special
operations
Article 10.1

0

3.5

Article 10.
Separation of
operations

0

Article 10.2
Separation of
operations

0

3.5

0

Article 11.
Recipients and
methods
operation

0

3.5

0

4

4

4

4

0

0

3

Article 11.
Recipients and
methods
operation
Section 2.
Dealings
between
members

0

Section 3.
Article 12.
Limitations on Limitations on
guarantees and
ordinary
borrowing of
operations
the bank
Article 12.1

4

Article 12.2
Limit on
commitment
of a specific
currency

0

Article 12.3
Limit on equity
investment

0

Article 12.
Limitations on
ordinary
operations
Article 12.1

Article 12.2
Limit on equity
investment
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IBRD

ADB

Section 4.
Article 15.
Conditions on
Terms and
which the Bank
conditions for
may guarantee
direct loans and
and borrowing
guarantees
of the bank

Section 5.
Use of loans
guaranteed

Article 14.
Operating
principles

Section 6.
Loans to the
International
Financial
Corporation

AIIB

2.5

Article 14.
Terms and
conditions for
financing

2

2

4

Article 15.
Technical
assistance

0

0

1.5

Article 13.
Operating
principles

1.5

2

0

4

0

Article 19.
Special funds

0

Article 17.
Special funds
Article 17.1,
17.2, 17.3

0

3.5

Article 20.
Special funds
resources

0

Article 17.4

0

3.5

3

3

Chapter IV.
Borrowing
ARTICLE IV
and other
Operations
miscellaneous
powers
Section 1.
Methods of
making or
facilitating
loans
Section 8.
Miscellaneous
operations

Article 21.
General
powers

Chapter IV
Finances of
the Bank

3

Article 16.
General
powers
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Table 2. Continued

IBRD

ADB

AIIB

Chapter V
Currencies

Section 2.
Availability and
transferability
of currencies

Article 23.
Determination
of convertibility

2.5

Article 19. 2
Determination
of convertibility

0.5

0.5

Article 24.
Use of
currencies

3

Article 19.1
Use of
currencies

1.5

1.5

4

Article 14.4
Use of currency

1

1

Section 3.
Article 13.
Provision of Provision of
currencies for currencies for
direct loans
direct loans
Section 4.
Payment
provisions for
direct loans

Article 16.
Commission
and fees

3.5

0

0

Section 5.
Guarantees

Article 16.2
Guarantees

3.5

0

0

3.5

0

0

2.5

Article 20.
Methods of
meeting
liabilities of
the bank

3

2.5

4

Article 16.6
Notice to be
placed on
securities

3.5

3.5

Section 6.
Article 17.
Special reserve Special reserve
Section 7.
Methods of
meeting
liabilities of
the bank

Article 18.
Methods of
meeting
liabilities of
the bank

Section 8.
Miscellaneous
operations
Article 22.
Section 9.
Warning to be Notice to be
placed on
placed on
securities
securities
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IBRD

ADB

Section 10.
Political
activity
prohibited

Article 36.2
Political
activity
prohibited

ARTICLE V
Organization
and
Management

Chapter VI
Organization
and
Management

Section 1.
Structure of the
bank

Article 26.
Structure

Section 2.
Board of
governors
(a)

AIIB
3.5

Article 31.2
Political
activity
prohibited

3.5

3.5

Chapter V
Governance

4

Article 21.
Structure

4

4

Article 27.
Board of
governors:
composition

3

Article 22.
Board of
governors:
composition

3

4

(b)

Article 28.
Board of
governors:
powers

3.5

Article 23.
Board of
governors:
powers

3.5

4

(c)

Article 29.
Board of
governors:
procedure

3.5

Article 24.
Board of
governors:
procedure

3.5

4

Section 3.
Voting

Article 33.
Voting

2.5

Article 28.
Voting

3

2.5

Section 4.
Executive
directors
(b)

Article 30.
Board of
directors:
composition

2.5

Article 25.
Board of
directors:
composition

2

2.5

(a)

Article 31.
Board of
directors:
powers

3

Article 26.
Board of
directors:
powers

3

3.5

(e)

Article 32.
Board of
directors:
procedure

3.5

Article 27.
Board of
directors:
procedure

1.5

1.5
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IBRD

ADB

Section 5.
Article 34.
President and
The president
staff
Article 35.
Vice-President
(s)
Article 36.
Prohibition of
political
activity: the
international
character of
the bank

AIIB
3

Article 29.
The president

3

3

1

Article 30.
Officers and
staff of the bank
Article 30.1

1

4

0

Article 31.
The
international
character of
the bank

0

4

Section 6.
Advisory
council

0

0

4

Section 7.
Loan
committees

0

0

4

4

1.5

2

4

3.5

4

Section 8.
Relationship to
other
Article 2 (v)
international
organizations

1.5

Article 35.
Cooperation
with members
and
international
organizations
Chapter VI
General
Provisions

Section 9.
Location of
offices

Article 37.
Office of
the bank
Article 37.1

2

Article 32.
Office of
the bank
Article 32.1

Section 10.
Regional
offices and
councils

Article 37.2

3.5

Article 32.2
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IBRD

ADB

AIIB

Article 38.
Section 11.
Channel of
Depositories communications,
depositories

2

Section 12.
Forms of
holdings of
currency

0

Section 13.
Publications
of reports,
information

Article 39.
Working
language,
reports

Section 14.
Allocation of
net income

Article 40.
Allocation of
net income

Section 2.
Membership
suspension

Article 42.
Suspension of
membership

2

2.5

0

4

3

Article 34.
Reports and
information

3

4

4

Article 18.
Allocation and
distribution of
net income

4

4

4

Article 36.
References

0

0

ARTICLE VI Chapter VII
Withdrawal
Withdrawal
and suspension and suspension
Section 1. Right
Article 41.
of members to
Withdrawal
withdraw

Article 33.
Channel of
communication:
depositories

Chapter VII
Withdrawal and
suspension
2.5

Article 37.
Withdrawal of
membership

2.5

4

2.5

Article 38.
Suspension of
membership

2.5

4

0

4

4

4

Section 3.
Cessation of
membership in
IMF

0

Section 4.
Settlement of
Article 43.
accounts with
Settlement of
governments
accounts
ceasing to be
members

4

Article 39.
Settlement of
accounts
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IBRD

ADB

AIIB
Chapter VIII
Suspension and
termination of
operations

Section 5.
Suspension of Article 44.
operation & and Temporary
settlement of suspension of
obligations
operations
(a)
(b)

Article 45.
Termination
of operations

3.5

Article 40.
Temporary
suspension
of operation

3.5

4

3.5

Article 41.
Termination
of operations

3.5

4

(c) (d)

Article 46.
Liability of
members and
payment of
claims

3.5

Article 42.
Liability of
members and
payment of
claims

3.5

4

(e) thru (i)

Article 47.
Distribution
of assets

3.5

Article 43.
Distribution
of assets

3.5

4

ARTICLE VII
Status,
immunities
and privileges

Chapter VIII.
Status,
immunities,
exemptions
and privileges

Section 1.
Purpose of the
article

Article 48.
Purpose of
chapter

4

Article 44.
Purposes of
chapter

3

3

Section 2.
Status of
the bank

Article 49.
Legal status

4

Article 45.
Status of
the bank

4

4

3

Article 46.
Immunity
from judicial
proceedings

3

4

Section 3.
Article 50.
Position of
Immunity
the bank with
from judicial
regard to
proceedings
judicial process

Chapter IX
Status,
immunities,
exemptions
and privileges
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IBRD

ADB

AIIB

Section 4.
Immunity of
assets from
seizure

Article 51.
Immunity of
assets

4

Article 47.
Immunity of
assets and
archives
Article 47.1

Section 5.
Immunity of
archives

Article 52.
Immunity of
archives

4

Article 47.2

3.5

3.5

Section 6.
Freedom of
assets from
restrictions

Article 53.
Freedom of
assets from
restrictions

4

Article 48.
Freedom of
assets from
restrictions

4

4

4

Article 49.
Privilege for
communications

4

4

Article 55.
Section 8.
Immunities
Immunities
and privileges and privileges
of officers and
of bank
employees
personnel

4

Article 50.
Immunities and
privileges of
officers and
employees

4

4

Section 9.
Article 56.
Immunities
Exemption
from taxation from taxation

4

Article 51.
Exemption
from taxation

4

4

0

Article 52.
Waivers

0

4

Section 7.
Article 54.
Privilege for Privilege for
communications communications

Section 10.
Application
of article

3.5

3.5

Article 57.
Implementation
Article 58.
Waiver of
immunities,
exemptions
and privileges

Chapter IX
ARTICLE VIII Amendments,
Amendments interpretation,
arbitration

Chapter X
Amendments,
interpretation
and arbitration
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IBRD
Amendments

ADB
Article 59.
Amendments

ARTICLE IX Article 60.
Interpretation Interpretation
(a) (b)
of application
(c)

Article 61.
Arbitration

ARTICLE X
Article 62.
Approval
Approval
deemed given deemed given

AIIB
3

Article 53.
Amendments

3

4

3.5

Article 54.
Interpretation

3.5

4

3.5

Article 55.
Arbitration

3.5

4

4

Article 56.
Approval
deemed given

4

4

ARTICLE XI Chapter X
Final provisions Final provisions
Section 1.
Article 65.
Entry into force Entry into force
Section 2.
Signature

Article 63.
Signature and
deposit
Article 64.
Ratification or
acceptance

Section 3.
Article 66.
Inauguration Commencement
of the bank of operations

Chapter XI
Final provisions
3

Article 59.
Entry into force

2.5

3

1

Article 57.
Signature and
deposit

3

1

0

Article 58.
Ratification,
acceptance or
approval

0

4

3.5

Article 60.
Inaugural
meeting &
commencement
of operations

3

3

SCHEDULE A
Subscriptions

Annex A
Initial
subscriptions

3.5

SCHEDULE A
Initial
subscriptions

4

3.5

SCHEDULE B
Election of
executive
directors

Annex B
Election of
directors

3.5

SCHEDULE B
Election of
Directors

4

3.5

2.477=215.5/87

2.241=195/87 3.098=269.5/87

Source: Condensed from the Appendix in Wan, The AIIB, pp. 107-119.
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A comparison between the AIIB, ADB and IBRD is a bit more complicated
as a three-way analysis. Based on my protocol, if the AIIB and ADB both have
a similar article but the IBRD does not, that means the AIIB has a similarity
score of 0 with the IBRD but a positive number with the ADB. I have found
the AIIB to have a similarity score of 2.241 with the IBRD and 3.098 with
the ADB. Thus, the AIIB is quite similar to both the World Bank and the ADB.
The similarity between the three institutions is actually higher, considering that
I have chosen to provide harsh assessment to enhance variation. Also, the legal
language in the three documents is basically the same, even when the articles
are different. The AIIB uses the standard Western legal language. This is NOT
a Chinese document. Moreover, we need to keep in mind that the AIIB is new.
It is conceivable that if the World Bank and the ADB were created now, they
might have been more similar to the AIIB.
My calculation also shows that the AIIB resembles the ADB more than
the World Bank, which is predictable to some extent. The ADB and the AIIB
are both regional development banks. But if one looks at the articles carefully,
there are cases where the AIIB is more similar to the World Bank than to the
ADB. This is not a case in which the World Bank begets the ADB, which in
turn begets the AIIB. That makes sense. China is quite familiar with the World
Bank. China actually joined the World Bank several years earlier than the ADB.
Put simply, the AIIB can be viewed rightly as a byproduct of China’s
participation in the US-led international financial order. As development
financial institutions provide funding for needs of the developing world, the
AIIB should contribute by adding badly needed financial resources. One
justification for the AIIB is an oft-mentioned funding gap of USD 8 trillion
from 2010 to 2020 cited in an ADB study. Moreover, a perceived competition
with the AIIB should be good news for developing countries, because the
existing financial institutions need to improve their performance. Indeed, we
have already witnessed reform efforts by the ADB in recent months.
The AIIB is already a major diplomatic success for China. It is not easy
to start a new multilateral financial institution. It is impressive how the Chinese
government has so far met every single deadline for moving the bank project
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along. It is harder to determine whether the AIIB will achieve the ultimate
mission of facilitating development. On the one hand, the AIIB is likely to
succeed. The bank has received endorsement from China’s top leader. China
has financial resources and extensive capacity for infrastructure construction. It
may choose to give “better projects” to the AIIB while undertaking the harder
ones bilaterally. The AIIB as a new institution can also learn lessons from
existing financial institutions for better performance. On the other hand,
development has proven challenging for the international community even
though it can be achieved and has been achieved by countries of all kinds. China
does not have a golden touch on development achievement.

3. The AIIB and International Order
If the AIIB is similar to the World Bank and the ADB, why are people
so excited? Indeed, there has been much hyperbole and concern about the
China-led bank. As I discussed in the previous section, there is little grounds
to be critical of the AIIB itself. This looks like a reputable international financial
institution being created. At the same time, after studying the topic I have come
to the conclusion that the AIIB does constitute a challenge to the US-led
international order in East Asia and the world from a broader international
relations perspective.
To start with, the historical contexts for the creation of the IBRD, ADB
and AIIB are different. The United States built the Bretton Woods system before
the Second World War ended, when it was emerging as a victorious dominant
country. The World Bank was part of that international order. It was truly
innovative institutionally; nothing like it had existed before. There was little
opposition to US leadership. The United States ensured its hosting of the World
Bank headquarters in Washington, D.C. and its nationals as bank president by
practice. Both Japan and China have benefited from their participation at the
World Bank.
Japan sought to build a regional development bank led by equal partnership
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with the United States in the early 1960s. Japan was ambitious because it had
recovered its sovereignty merely a decade ago. Japan was the most advanced
economy in Asia. But Tokyo needed US support because it did not want to
shoulder the financial burden alone, because it depended on the United States
militarily, politically and economically, and because it feared a backlash from
the Asian neighbors it had invaded in the recent past. Japan succeeded through
patient diplomatic maneuvering. It scored an equal voting share with the United
States and secured presidency for Japanese nationals, but it lost the fight for
headquarters to Manila. There was competition for leadership and policy ideas
between Japan and the United States in the 1980s and early 1990s. Japan did
manage to increase its voting power nominally ahead of the United States’, and
the ADB largely reflects Japanese organizational practice. In the scheme of
things, Japan failed in its initiative to build the Asian Monetary Fund (AMF)
at the start of the Asian Financial Crisis due to US opposition. With its relative
decline, Japan is seeking a stronger alliance with the United States and shoring
up its existing institutional position in the international financial order.
China joined the bank in 1986, a few years later than its membership in
the World Bank. China has benefited much from the ADB. Interestingly, a rising
China has fared better in the World Bank than in the ADB, judging by its voting
share relative to Japan’s. But the ADB has not been a controversial issue in
the otherwise more contentious Sino-Japanese relationship.
Unlike Japan in the 1960s, China is building the AIIB without the United
States. Also unlike Japan in the late 1990s, China is succeeding in creating a
new Asian institution despite US skepticism.3) Similar to the United States’
position at the World Bank, China is the single largest shareholder, hosts the
bank headquarters and has its national as president (so far at least). Thus, the
AIIB reflects and contributes to a shifting strategic landscape in Asia and the
world. At the very least, now the three great powers in the Asia Pacific all
3) For a journalist account of the US government reaction, see Jane Perlez, “China Creates a World
Bank of its Own, and the U.S. Balks,” New York Times, December 4, 2015, accessed December
5, 2015. http://www.nytimes.com/2015/12/05/business/international/china-creates-an-asian-bankas-the-us-stands-aloof.html?_r=0.
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have their “own” bank. Observers will follow the intrigues between them for
years to come.
To understand the shifting strategic landscape, we should use some spatial
analysis. Membership is illustrating. People often view the AIIB as almost as
big as the ADB. The ADB currently has 67 members. The AIIB has 57
members. But one should also compare the AIIB to the ADB when it was just
created. The ADB had 31 founding members in 1966. The AIIB is starting much
bigger and may soon exceed the ADB unless the ADB expands.
Map 1 compares the AIIB membership with the ADB membership in 1966.
The blue countries are those that were only ADB members. The yellow countries
are only in the AIIB. The green countries are both ADB members in 1966 and
AIIB members now. The ADB membership in the 1960s unmistakably reflected
the geopolitics of the Cold War and geoeconomics of the North-South divide.
The ADB founders did not reject the Soviet Union, but Moscow was not
interested. The ADB only admits developed countries from outside Asia.
Map 1

Note: The four maps used in this paper are equal area world maps.
Source: Wan, AIIB, p. 77.
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Map 2 compares the AIIB membership and ADB membership now. The
Cold War has faded for the ADB. China is a member of the ADB. But the
center of gravity at the ADB and the AIIB is clearly different. The ADB is
heavily Pacific. If we focus on the voting shares to the member states of the
ADB, the center gravity is somewhere in the middle of the Pacific. After all,
Japan and the United States have a combined voting power of 25.6 percent.
Map 2

Source: Wan, AIIB, p. 78.

The AIIB is different. It is heavily Eurasian with a strong presence of the
BRICs. China, India and Russia are the top three shareholders, with a combined
voting share of nearly 40 percent. Brazil and South Africa are also prominently
at the table. The center gravity is in China. If Japan joins the AIIB, the center
may move from China’s western region to the central plain area. But the AIIB
will remain centered in China.
Some international relations scholars have pointed out correctly that it is
not just the power distribution that matters. In particular, if we examine
international order, we need to focus on the fundamental purposes different
countries pursue. In fact, Headley Bull, arguably the most prominent early
proponent of international order as an analytical framework, defined international
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order as “a pattern of activity that sustains the elementary or primary goals of
the society of states.”4) Thus, we need to go deeper when we examine the AIIB’s
international political implications.
It is apparent that the AIIB will be more consistent with an authoritarian
development model. Map 3 illustrates the distribution of political regimes in the
world. The green countries are free and the yellow countries are partly free.
Geographically, the unfree red countries occupy much of Eurasia and reach
widely into Africa. One can see this pistol-shaped region that is authoritarian,
with India as a major exception.
Map 3

Source: Wan, AIIB, p. 35.

The AIIB membership fits this authoritarian shape better than the ADB.
One can argue, backed by logic and partial evidence, that economic development
improves the prospect of democracy. Can the AIIB improve the prospect of
democracy through contributions to development? It is conceivable but not
4) Hedley Bull. The Anarchical Society: A Study of Order in World Politics (New York: Columbia
University Press 1977), p. 8.
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likely. Like all other financial institutions, the AIIB is supposed to keep away
from political interference. And China as the dominant power in the AIIB is
authoritarian itself. Thus, one should not expect the China-led AIIB to work
toward better governance where it does its work.
More broadly, the authoritarian region depicted in Map 3 has been resilient.
Map 4 superimposes the level of economic development to the distribution of
political regimes. The purple is the region that is freedom negative, meaning
that they should be more free based on their level of economic development.
The blue region is freedom plus, indicating a greater degree of freedom
compared to its level of economic development. In this configuration, Africa
is performing better. But the Eurasian region plus North Africa are basically
freedom negative. Again, you see this pistol-shaped region, which overlaps to
a large extent with the AIIB membership map. The AIIB is realistically more
likely to reinforce this landscape.
Map 4

Source: Wan, AIIB, p. 37.
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One may argue that authoritarian stability and development is preferable
to the chaos we see in Iraq, Syria and Libya. But this is clearly not what the
United States envisions. Thus, the AIIB constitutes a prominent case of
contested multilateralism ongoing in the Asia Pacific. The United States has
been constructing a mega-FTA in the Trans-Pacific Partnership agreement (TPP),
which excludes China. The AIIB does not include the United States, which has
chosen not to join. The TPP and AIIB are not functional equivalents, but do
reflect different visions and competition for the East Asian international order.

4. The AIIB and China
One cannot truly separate the characteristics of an international institution
from those of its dominant country, even though the powerful members within
the institution can also impact behavior. China is a non-democratic nation,
different from the United States and Japan. And it has its own distinct, hybrid
authoritarian model of development. I do not need to go to great extent here
to show how different China is politically from the United States.5) But it
suffices to say that that political difference matters when thinking about the
AIIB, at least for two reasons.
First, a rising China is not only building the AIIB. It is also actively
engaged in other activities abroad, some of which are viewed with greater
concerns than the AIIB. Second, the AIIB interacts with other institutions within
China, in different ways from how the World Bank interacts within the US or
how the ADB interacts within Japan.
In conclusion, the AIIB constitutes a challenge to the US-led international
order in Asia and the world. Both strategic analysis and political regime analysis
point in the same direction.

5) For my own views in this regard, see Ming Wan, The China Model and Global Political
Economy: Comparison, Impact, and Interaction (New York: Routledge, 2014).
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5. Recommendation
Does it follow from my analysis above that Japan and the United States
should oppose the AIIB? My answer is no. The AIIB is indeed a challenge for
the United States but is also a reputable institution. Joining it means that it will
be less a challenge and more reputable. In this uncertain and changing world
of ours, I believe that a smart strategy should be nuanced based on a clear
recognition of the nature and contexts of a particular issue.
Japan should join the AIIB, but probably will not in the immediate term.
It makes sense for Japan to be in both the ADB and the AIIB. China itself
has a foot in both institutions. It would be wise for the United States to join
as well. If the United States wants China to contribute public goods to the
international community, it will have to accommodate that country to some
extent. China is not Japan. It has its own strategic priorities and purposes, often
divergent from those of the United States. As discussed in the paper, the AIIB
clearly serves China’s interest, but this is the best China can offer. If the United
States continues its combination of engagement and containment strategy toward
China, the AIIB is where it should engage. Moreover, US-China cooperation
would make it so much easier to tackle serious global challenges. The landmark
Paris climate change agreement reached on December 12, 2015 is a case in
point. President Obama took a strong lead in the conference but his pleasantly
surprising climate change deal with President Xi Jinping in November 2014 had
laid the ground for the global accord. One wishes to see more such cooperation,
which will make life easier for everyone else in Asia and the world. Such
US-China cooperation is particularly important for East Asia in the economic
and financial arenas.
Most observers assume rightly that Congress will probably not allow it. The
Washington Post printed a story on December 11, 2015 that Senate Majority
leader Mitch McConnell had told the White House not to send the TPP bill
to Congress until after the 2016 election. He apparently thinks that a bill sent
before the election would be defeated. If the TPP faces huge Congressional
hurdles, a US membership in the AIIB would be a non-starter. It is not all
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hopeless, however. The US government did not really put up a serious fight
over the AIIB. The IMF agreed on November 30, 2015 to include China’s
currency Renminbi in the benchmark Special Drawing Rights basket. More
dramatically, after a five-year delay Congress approved the IMF “quota reform”
that gave China, India and other emerging powers more voting power on
December 18, 2015. That Congressional inaction was cited as one of the reasons
for China to launch the AIIB. One can always hope for greater cooperation that
would benefit all.

Macroeconomic Perspectives for
Developed and
Emerging Economies
Comments by Michael J. Roberts

1. Introduction
Three articles provide interesting summaries of the global macroeconomic
situation from Korean/emerging-economy (Inchul Kim), Chinese (Yijiang Wang)
and United States (Mark Thoma) perspectives. A fourth article describes the
recent emergence of the Asian Infrastructure Investment Bank (Min Wan), or
AIIB, which complements international development efforts of the World Bank,
Asian Development Bank and Inter-American Development Bank.
In this discussion I briefly summarize some highlights from these articles
and include some commentary on the global economic outlook and prevailing
policy wisdom. Although every country faces unique economic challenges and
opportunities, low aggregate demand afflicts much of the world. So-called
secular stagnation, the idea of a sustained slow-growth equilibrium raised by
Alvin Hansen in the 1930s, has been resurrected by Larry Summers and other
prominent economists. There is some debate about whether the slowdown is
simply due to deficient aggregate demand and a prolonged global recession,
whether productivity growth has fundamentally slowed, or some combination
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of the two.
Regardless of whether productivity growth is fundamentally slowing, the
policy implications of the situation seem clear. Deficient aggregate demand and
excess capacity remain prevalent globally. Solving that problem likely requires
coordinated and sustained monetary and fiscal stimulus from the world’s largest
economies. Such stimulus may well improve long-run prospects for growth, by
growing investments in physical and human capital. And it would solve the most
pressing issues with unemployment and underemployment. Maybe this would
end secular stagnation, maybe it wouldn’t, but it would likely help and is
therefore the obvious move to take now.
Why should stimulus be coordinated? Two reasons: (1) almost all of the
world suffers from excess unemployment or other forms of excess capacity, so
almost all countries could benefit from stimulus; (2) without a coordinated effort,
stimulus in one country may be exported to other countries via currency
adjustments (see Paul Krugman: http://krugman.blogs.nytimes.com/2015/02/06/
the-dollar-and-the-recovery-wonkish/ and Larry Summers: http://larrysummers.
com/2015/12/22/my-views-and-the-feds-views-on-secular-stagnation/). The second
reason follows from the weakness being global. While there is room for debate
about how much one country’s stimulus and growth will be transferred to others,
a coordinated effort would be more desirable, and do much more to combat
secular stagnation.
Unfortunately, coordinated, sustained monetary and fiscal stimulus from the
world’s largest economies is not going to happen. The political will has simply
been lacking in Europe and the United States. And while Japan and China
experiment with somewhat more aggressive policy measures, their menu of
options are constrained relative to those in Europe and the United States. Perhaps
more importantly, Japan and China, though large economies, pale in comparison
to Europe, the United States and the rest of the world. Their stimulus efforts
may be transferred to other countries via currency adjustments, limiting domestic
impact, but are much too small to pull up the rest of the world.
If a coordinated stimulus effort is ruled out, what options are available for
individual countries? While the situation differs somewhat across developed and
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emerging economies and China, unfortunately prospects range from bleak to
mildly encouraging. I discuss these in the context of each article.

2. Emerging Economies
In “Global Economic Problems and EMEs Macroeconomic Policies,”
Inchul Kim begins with a nice summary of macroeconomic challenges faced
by emerging-market economies. Kim defines emerging economies as those
transitioning from developing to developed, and which tend to specialize in raw
materials (commodities) or production of manufactured goods, and have grown,
by-and-large, by increasing exports to China, Europe, Japan, and the United
States. When these larger economies boom or bust, so does demand for exports
from emerging economies. Given their unusually large exposure to trade, it’s
no surprise that emerging economies can experience bigger swings than the
countries to which they export.
Because exports typically comprise a large share of GDP of emerging
economies, and these economies tend to be small relative to the size of
international capital markets, changes in export demand―actual or anticipated―
can also have considerable influence on capital flows, exchange rates and price
levels. Perceptions of mismanagement or political instability within a county can
also affect capital flows.
Kim emphasizes that emerging economies are more vulnerable to so-called
“balance-sheet” recessions (Koo 2009). In a balance-sheet recession, a fall in
asset values leads to higher debt ratios, which can then lead businesses and
consumers to invest or spend less in an effort to reduce debt, which further
depresses output and asset values, leading to a dismal Keynesian spiral. Emerging
economies tend to be especially vulnerable to such spirals because they often
hold debt that is denominated in foreign currencies, because their central banks
have not yet garnered enough trust from international markets. Thus, a decline
in asset values can be greatly exacerbated by a depreciation in the value of a
country’s currency.
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It is important to keep in mind that, to a large extent, these factors driving
fluctuations in demand for an emerging economy’s exports, as well as its supply
of capital, are beyond the control of an emerging economy. While surges and
stops of foreign investment, exchange rates and exports may derive from
changing expectations about the quality of governance within emerging economies,
expectations about prospective export demand appear to be the main source of
instability.
Especially over the last 10-15 years, these expectations have varied widely
following from global booms and busts in demand for manufactured goods and
world commodity markets. Demand for manufactured goods boomed with
China’s growth and housing bubbles across much of the developed world, and
collapsed with the Great Recession. Cycles with commodity prices were a little
different. Commodity demand followed the boom-bust cycles of manufacturing
and the world economy, but fundamental supply factors played a major role
too. From the mid-2000s and into the beginning of the Great Recession,
traditional deposits of oil, natural gas and rare-earth minerals were being rapidly
depleted. Major droughts in Australia, Europe, Russia and the United States
reduced supply of agricultural commodities. High commodity prices opened up
great opportunities for resource-rich emerging economies, even as the developed
world sank into deep recession. Then an emerging new technology, hydraulic
fracturing―or “fracking”― gained broad traction and greatly expanded
production of oil and natural gas. At the same time, expectations for future
commodity demand growth ratcheted down with the slowing world economy.
New sources of rare-earth minerals began to open up, and the weather improved.
As a result, commodity prices collapsed, and with them, expectations for export
demand from resource-rich emerging economies.
Emerging economies face a difficult dilemma in balancing the potential
opportunities and risks associated with export-led growth in manufacturing and
commodities. On the one hand, a relatively open economy can attract investment
and create large potential demand for exports, which could help emerging
economies catch up with developed nations. On the other hand, attracting such
investment and trade opportunities may require a floating exchange rate and debt
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denominated in foreign currencies, which makes emerging economies extremely
vulnerable to externally driven macroeconomic fluctuations.
What should emerging economies do? Emerging economies face a difficult
choice, balancing opportunities for rapid export-led growth with the instability
that follows from high exposure to external fluctuations. Economists usually
explain this tradeoff in terms of a trilemma or impossible trinity, following
Mundell, which Kim nicely reviews. The idea is that countries engaging in
international trade cannot simultaneously achieve three desirable things: a stable
currency, free capital flows, and macroeconomic stability. At most, a country
can achieve just two. Attempts to achieve all three will be quickly overwhelmed
by international markets. Compelling logic and great empirical evidence support
this observation. I won’t elaborate further here, since Kim has, and there are
many other references.
For large developed countries with diverse economies and for which trade
comprises a relatively small share of GDP, the conventional wisdom is to
sacrifice a stable currency while retaining free flow of capital and effective
stabilization policy. For emerging economies, the conventional wisdom seems
to mirror that of developed economies, but tradeoffs are in fact more delicate.
Two critical differences―debt that is often denominated in a foreign currency
and a large share of exports―can cause emerging-economy inflation and debt
levels to be highly volatile with floating exchange rates. Some kinds of foreign
investment, and political stability, may depend on fixed rates. But with fixed
exchange rates, emerging economies must either impose capital controls or
sacrifice monetary policy as a stabilization tool.
One small quibble or clarification: Kim writes:
Currently the exchange rates are freely flexible. As a result, the Trilemma
turns into a dilemma between complete capital mobility and complete policy
independence!
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This misstates the trilemma. Because emerging economies have sacrificed
fixed exchange rates, they can, in theory, have both capital mobility and policy
independence. Floating exchange rates, however, expose emerging economies to
big fluctuations in price and debt levels. Today the risk may be more deflation
than inflation, and excessive deflation might well compromise stabilization
policy due to the zero lower bound. But there may be a hidden truth to Kim’s
misstatement. Secular stagnation and the zero lower bound may constrain
monetary policy relative to the past.

3. China
Although the above challenges with emerging economies apply, China, with
its long history of rapid growth, huge population and managed economy, is in
many ways unique. In “China’s New Economic Norms,” Yijiang Wang summarizes
these unique challenges and the country’s efforts to cope with slowing growth.
For many years China has enjoyed a large comparative advantage in
manufacturing and was able to continually expand its exports and grow its
economy by drawing from a seemingly endless supply of cheap labor. But as
growth slowed in the developed world to which China exports, demand for its
manufactured goods has abated. At the same time, the nation’s deep labor pool
has begun to show its limits, wages rise, and their labor-focused manufacturing
sector faces increasing competition with other labor-rich countries, plus robots
and automation. As a result, China’s comparative advantage in manufacturing
is losing strength. China now needs to redirect its economic might inward and
grow its own consumption of retail goods and services, or the tertiary sector.
During its decades of rapid growth and large trade surpluses, China
accumulated a huge store of foreign reserves and a large current account surplus.
China was long accused of suppressing its currency by fixing its exchange rate
through large purchases of foreign reserves. But times have changed. Beginning
in 2014, as its economy slowed, China let its exchange rate float, and its
currency fell. Today China is spending reserves to keep its currency from falling
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too rapidly, and capital is rapidly exiting.
To maintain growth amid financial crisis and global slowdown, China
engaged in massive stimulus efforts which led to over-investment in buildings
and residences. Many banks possess assets that have or will soon face severe
losses. Yijang also mentions large tax burdens and an apparent shortage of
liquidity despite massive stimulus efforts.
While China’s growth is slowing, Yijiang Wang presents evidence that its
economy is showing clear signs of transition away from export-led growth in
manufacturing and toward growth of its tertiary sector (i.e., services) and
innovation. That is, Wang argues that China is beginning to look more like a
developed country. In recent years, value-added by the tertiary sector of the
economy is growing faster than primary and secondary sectors, although the
acceleration appears modest in the graphs he presents. It would have been useful
to see a longer time series of these values, such that we could see changes since
at least a few years before the financial crisis of 2008. One of the more striking
graphs shows a remarkable slowdown in household savings growth. Growth in
recent quarters appears to average around 7 percent, down from over 16 percent
in 2012. Such a slowdown seems much larger than the slowdown in overall
growth, which may suggest growth in domestic spending. Some might also
wonder whether the slowdown may partially reflect a more substantial slowdown
in growth than officially reported.
Since the conference, recent reports of GDP growth have stabilized, with
domestic consumption growing to 71 percent of GDP during the first three
quarters of 2016. If these numbers are right, China may well succeed in
achieving the soft landing from rapid growth that its massive stimulus efforts
have tried to foster. At the same time, there appears to be continuing ambiguity
about the degree of malinvestment and the accuracy of its official numbers.

4. The United States
Mark Thoma presents a lucid review of the macroeconomic situation in the
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United States, which has fared better than most developed nations, despite
having the slowest recovery since the Great Depression. Inflation and real
interest rates are near all-time lows. While inflation appears to be rising slightly
toward the Federal Reserve Bank’s two percent target, it has stayed stubbornly
below that target for several years, despite the Fed’s vigorous stimulus efforts.
The unemployment rate is now around five percent, a level that many regard
to be close to the natural rate, below which inflation may rise. There is some
debate and a lot of uncertainty about how far the economy remains from full
employment, in part because a large number of discouraged workers dropped
out of the labor force, and may return if labor demand grows sufficiently strong.
Wages for most workers have risen little, with the median wage today roughly
equal to that from the 1970s. Only very recently, eight years after the financial
crisis, have signs of stronger wage growth begun to emerge.
The slow recovery is easy to understand. With interest rates at the zero
lower bound for eight years, conventional monetary policy was sharply
constrained. The Fed did use unconventional policies like quantitative easing
(purchases of long-term bonds and other risky assets), and forward guidance.
In late 2015 Lael Brainard reviewed compelling evidence that these unconventional
monetary efforts have been effective (https://www.federalreserve.gov/newsevents/
speech/brainard20151106a.pdf). But the Fed has seemed reluctant to pursue such
policies in a manner vigorous enough to propel a more rapid recovery. At the
same time, fiscal stimulus was very limited at first, amounting to roughly half
what Christina Romer, then Chair of the Council of Economic Advisors, deemed
appropriate in 2009. Soon fiscal policy became contractionary, as budgetary
concerns came to dominate political rhetoric, and states, with limited ability to
borrow, slashed local budgets, especially education. Deep political divisions led
to a budget compromise that eventually included higher taxes on the wealthy
(due to expiration of tax cuts implemented by President George W. Bush) and
cuts to military spending. In short, we were slow to recover from the Great
Recession because the financial crisis was so severe and the policy response
was weak relative to the scale of the problem.
Thoma emphasizes two interesting features of our post-Great-Recession
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economy: a sharp decline in trade, in the United States and around the world,
and slowdown in productivity growth, which feeds ongoing concern of secular
stagnation. These two things could be partly related: reduced trade can cause
reduced specialization and productivity. Thoma presents nice graphs showing
that the slowdown in productivity growth began well before the financial crisis
in 2008 and ensuing Great Recession.
Thoma claims that trade is essential for growth, which may be true for
developing or emerging economies looking to quickly catch up with developed
nations via export of commodities and manufactured goods. But most trade is
still between relatively rich countries. While trade may affect the level of
productivity in the United States, the effect may not be especially large given
its vast, diverse resources and the fact that trade accounts for a relatively small
share of its economy. And trade probably weighs less on the growth of the
United States and other countries. The decline in trade might only cause a
one-time shift in the overall level of productivity. Growth comes mainly from
technological change and capital accumulation, which are not clearly tied to
trade.
Moreover, the growth implications of reduced trade surely depend on its
causes. Political sentiment against trade and its perceived influence on domestic
wages may be leading to greater protectionism. But the decline in trade came
about before protectionism gained traction. It is hard to pinpoint all the causes
of reduced trade. The onset of the Great Depression caused a sharp decline in
trade following a sharp decline in consumption of all manner of manufactured
goods. But trade recovered quickly after modest growth resumed, plateauing
around 2012. Recently, over the last year or two, trade has begun to decline,
despite reasonably strong domestic growth.
Why the recent decline in trade? I don’t think the answer is clear. One
possibility may be the growth of wages in China, combined with efforts to keep
its currency from falling. Another possibility may be the growth of automation.
Transportation costs can be a factor affecting trade. Technological improvements
in shipping may be a key factor lowering transportation costs and increasing
trade volumes in earlier decades. Maybe high oil prices between 2012 through
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early 2015 acted to stem trade flows. But we haven’t seen recovery of trade
since oil prices started falling precipitously. The shifting trend in trade is
interesting, and it may be connected to slowing growth, but I would guess it
is a relatively small factor in the broader slowdown of growth.
So why the broader slowdown in growth? Is secular stagnation here to stay?
Views here range widely, but it is hard for me to look at some of the amazing
technological advances that have occurred since the onset of the Great
Depression and then believe we’re nearing the end of rapid growth, as Robert
Gordon persuasively argues. Technological advances in renewable energy,
battery technology and smart devices are truly amazing, and could change the
way we live. Today the installed cost of utility-scale solar photovoltaic is less
than 1/3 the cost in 2009, and can compete handily with coal and natural gas
on a levelized basis (http://www.nrel.gov/news/press/2016/37745). Battery costs
have fallen nearly as rapidly (https://www.bloomberg.com/news/articles/2016-1031/no-one-saw-tesla-s-solar-roof-coming; http://www.nature.com/nclimate/journal/
v5/n4/full/nclimate2564.html). Cost curves for both renewable energy and
batteries consistently beat projections. Looking out just 5-10 years, renewable
energy, despite its intermittency, may well beat the cheapest fossil fuels. Cheap,
driverless electric cars could make dense urban cities far more livable and
productive. Views differ about how long it will be before a driverless world
takes hold. But it is close enough, and has come on rapidly enough, that it is
hard for me to fathom an end to progress.
If technology is not the obstacle, what is? As I argued in my opening, it
seems clear to me that the world simply lacks adequate demand. Low real
interest rates reflect less about the potential for growth and more about the
collective fear that growth will not happen. And because fear restrains spending
globally, it is all the more difficult to break out of it; it will require a coordinated
effort. Given enough time or enough stimulus, I believe normal growth could
resume. There would be little downside that I can see from more aggressive
policy, and enormous upside. But there seems to be little political will to pursue
such policies.

Macroeconomic Perspectives
Comments by Yoon Je Cho

I was impressed by the rich statistics, deep analysis, and insightful
predictions by all five presentations. I am not going to comment on each
individual presentation. Rather, I will focus on two common themes discussed
by all presenters with the exception of Professor Ming Wan, whose presentation
focused on the AIIB. The two themes are “secular stagnation” and ‘China’s
economic slowdown.”

1. Secular Stagnation
Discussions on the possibility of secular stagnation among economists so
far have been based on the observation of several factors. First, the demography
which increased the required level of savings stock and reduced aggregate
consumption due to the increased proportion of the aged population. In the case
of Germany, estimates indicate that the required level of savings stock rose from
two times the GDP in 1970 to three and half times in 2010 due to the change
in the demographic composition. On the contrary, the demand for loanable funds
has been falling, since high value-added firms these days require much less
investment compared to traditional industries such as steel mills and automobiles.
Second, deepening income inequality with the rising share of the top 10 percent
income earners reduced the overall propensity to consumption. The third factor
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is the end of mass education revolution. No further increase in the average level
of education is expected in most advanced economies in the future. Fourth,
technological innovation today and in the days to come will perhaps not induce
as much capital investment and employment as it did in the past. Wuber, Air
B&B, Microsoft, and Facebook induce less employment and capital investments
than Ford, GM, US Steel, and shipyards. Fifth, total factor productivity (TFP)
has been falling in most advanced economies. In the US, since 1980, TFP
growth returned to the pre-1930s level, which was around 0.5 percent annually.
TFP growth during the intervening five decades, i.e., during 1930-1980 (about
2 percent), was an exception rather than a norm, according to many economists.
Finally, the high level of public debt in most advanced economies makes it hard
to introduce extensive fiscal stimulus to the economy. In most advanced
economies, the level of public debt has reached a level beyond which expansion
would be politically very difficult; this will serve as a constraint to the use of
fiscal policy as a counter-cyclical measure and further limit future growth
prospects.
If we consider that these five factors are causing slower growth rates in
individual countries, we may be able to find some clues to the future economic
prospects of these countries. Japan has already entered secular stagnation.
Europe and the US are on the brink of entering, or have also entered, secular
stagnation. The “aged society” emerged in 2014 in the US and in 1975 in
Western Europe. Most other factors mentioned above have also been fully
observed in Europe and in the US. Then, what about Korea and China?
Korea is now the fastest aging society in the world, and has entered the
stage faced by Japan 20 years ago. Korea has been following almost exactly
the same path of demographic change in Japan, with about a 20-year lag, but
at a faster pace. Korea is also facing the end of revolution in mass education.
Korea recorded one of the highest college enrollment rates among industrial
countries, but this rate has lately witnessed a fall. Korea’s TFP is also decreasing.
On the other hand, income inequality has been rising fast: the income share
of the top 10 percent accounts for nearly 45% of the total, only next to the
US, and much higher than Japan, UK, and France, according to one recent study
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(Kim and Kim 2014).1) The real income of the lower 90 percent has been
stagnant for the last 20 years, and the same applies to private consumption. One
positive aspect is public debt. Korea’s national debt level is less than 45 percent,
still substantially lower than the OECD average. Technology is another positive
aspect. Korea is still behind the curve of global technological innovation,
although in some areas the country has more or less caught up. In general, Korea
still has some room for a reasonably high growth rate owing to technological
catch-up and fiscal stimulus. But it is also true that ICT-oriented technology
development will not stimulate much investment, and the heavy chemical
industries are already losing competitiveness to China. Korea has also been
experiencing industrial “hollowing out”. On the fiscal front, if we consider the
high SOE and local government debt and the expected inevitable increase of
future fiscal expenditures due to health and welfare programs in a rapidly aging
society, we may find that there is not much room for fiscal policies to be used
as a measure to boost the economy. So considering all these factors, we may
say it is likely that Korea also is now entering the secular stagnation stage. Over
the last four years including this one, Korea’s average annual economic growth
rate has been below three percent point.

2. China’s Economic Slowdown
The Chinese economy has attracted a lot of attention over the last two to
three years due to the rapid slowdown in its growth rate. China contributed about
one third to half of global economic growth from 2009 to 2013. Therefore,
China’s economic slowdown is indeed a cause for concern for the global
economic community. For sure, many observers agree that the Chinese economy
has much room left before entering the secular stagnation stage. It is still in
the stage of catching up in technology. The mass education revolution has just
1) Nak Nyeon Kim and Jong Il Kim. “Top Incomes in Korea, 1933-2010: Evidence from Income
Tax Statistics,” Working Paper 2014-03. Naksungdae Institute of Economic Research, 2014.

208

2015 Trans-Pacific Intellectual Dialogue

begun. Rapid innovation in various areas of China has been taking place, as
Mr. Wang Yijiang powerfully presented in this session. The Chinese economy
also has much room to expand its private consumption.
However, its future investment demand is likely to fall substantially as the
corporate sector is heavily indebted, and housing construction has been excessive
over the last decade. To some extent, adjustments in these areas are needed and
would be good for the future stable growth of the Chinese economy. However,
it is also true that these factors will make it hard for China to achieve as high
economic growth in the future as it did over the last 10 or 20 years.
There are two more negative aspects to the Chinese economy. They are
income inequality and demographic change. The most undermining factor would
be demography. The labor force has been already declining in China. Many
economists in China including Justin Yifu Lin and Pan Gang argue that China
will continue to record a high economic growth rate in the coming decades,
by pointing out that China’s current per capita income is only 12 percent of
that of the US, which is equivalent to the level of Korea in the 1970s, and
Korea displayed high growth until the 1990s. But this prediction becomes
doubtful if we consider the ongoing change in the demographic composition of
China. China became an aging society in 2001, and will become an aged society
in 2025. Korea became an aging society in 2000, and will become an aged
society in 2018. For Japan, this happened much earlier, becoming an aging
society in 1970 and an aged society in 1994. The Japanese economy entered
a phase of long stagnation in the early 1990s. Even if we assume the Chinese
economy will grow 7 percent per annum over the next 10 years (which is
unlikely), i.e., before becoming an aged society, China’s per capita income will
reach only USD 15 thousand, still about 20 percent of the US per capita income
(unless the RMB is substantially appreciated). When Japan became an aged
society, the per capita income was almost 80 percent or higher of that of the
US. When Korea became an aged society, the per capita income was about 60
percent of that of the US. So in many respects, it is obvious that China’s future
growth rate will be much less impressive than that of the past. And there is
even the possibility that China may not be able to overcome the middle-income
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trap. China’s demographic change is coming at too early a stage of its economic
development. The one-child policy was abandoned recently, but the timing was
too late.
So, what would be the implication of all these developments for the regional
economy? Many empirical studies suggest that once the actual growth path falls
below the path suggested by potential growth rates due to some shock or crisis,
it usually does not ever recover the original path (as Professor Fucao and
Professor Thoma presented in this session). The level of GDP tends to remain
below the point which could have been reached if there had been no shock or
crisis. So, it is important for the policy authorities to avoid negative shocks,
and to reduce the negative GDP gap at all times. This would require not only
prudential macroeconomic management, but also timely stimulating macroeconomic
policies and timely structural reforms to increase the potential growth rate.
I would say there have been two important recent developments in the
North Pacific region toward the second goal. One is the agreement on the
Trans-Pacific Partnership (TPP), and the other is the launch of the Asian
Infrastructure Investment Bank (AIIB). I think the birth of both institutions is
expected to facilitate trade and investment growth in the region, and to increase
regional growth potential. However, the first one started without the participation
of China, and the second one without the participation of the US, which is not
an auspicious sign for the future prospect of regional economic cooperation to
the end of common welfare improvement. For the maximization of the region’s
growth potential, cooperation, not containment, should be the answer. In this
respect, I agree with Professor Min Wang that the US should participate in the
AIIB, and China in the TPP.

3. The Inclusion of RMB in the SDR Basket
Last but not least, I would like to mention an important development this
year which was not discussed by any of the five presentations. It is the recent
IMF Board decision to include the RMB in the SDR basket, starting October
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2016. In my view, this will have a far-reaching effect on the medium and
long-term path of the Chinese economy, as well as the economies in the region.
I do not have much time to elaborate on this today. But let me briefly point
to its possible impact on the short- to mid-term prospects for the movement
of the value of the RMB. I think we can envisage three options that can be
chosen by the Chinese monetary authorities. The first one would be a gradual
reduction of intervention in foreign exchange markets. The second one would
be to continue heavy intervention in the market for domestic policy purposes.
The third one would be to move rapidly to a free floating system. My
expectation is that the Chinese authority will choose the first option.
Whatever option the Chinese authorities may choose, the value of the RMB
is likely to fall in the near future, if the current foreign exchange market
circumstances continue. If the RMB rapidly depreciates, it will be catastrophic
to the economic performances of neighboring Asian economies. The Korean
economy would be the one most strongly affected. The real effective exchange
rate of the Korean won has substantially appreciated, compared to 2011 levels.
Thus, I believe monetary and macroeconomic policy coordination still remains
an important task in the region as well as in the global economy.
Thank you.

Session III
Finance

Strategies for Currency Convertibility:
Korea’s Perspectives
Jang Yung Lee

1. Definition and Accepted Wisdom

Currency convertibility refers to the ease with which a country’s currency
can be converted into gold or another currency. On the contrary, inconvertible
currency poses a risk and a barrier to trade with foreigners who have no need
for domestic currency.
Many economists and policymakers distinguish between narrow and broad
definitions of currency convertibility.
Narrowly-defined convertibility refers to the liberalization of external
transactions on the current account, while a broad definition refers to a system
offering greater freedom of movement of goods, services, and capital.
From IMF’s perspectives, currency convertibility refers to the liberalization
of external transactions that are compatible with the open system provided for
under the Articles of Agreement of the IMF.
The Korean won became convertible currency on the current account when
the Korean government accepted the obligations of Article VIII―a narrow
definition of convertibility―of the IMF’s Articles of Agreement in 1988.
However, in Korea, capital account convertibility is still under way. For
example, restrictions still remain on local-currency funding and overseas use of
the Korean won by nonresidents.
The Korean government agreed to liberalize most capital account transactions
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when it accepted obligations under the OECD Code of Liberalisation of Capital
Movements, thereby gaining accession to the OECD in 1996.
However, the decision to open its capital account led to a massive
accumulation of foreign currency debts in the Korean banking sector.
Although Korean authorities remained cautious, and preferred a gradual
approach with regard to capital inflows involving debt instruments, they allowed
banks to enjoy greater freedom in borrowing from foreign creditors, rather
prematurely.
More specifically, the explicit quantity restrictions that had been imposed
on short-term borrowings of banks were lifted, and the discretionary quantity
control over international interbank lending has become non-binding since the
mid-1990s.
Commercial loans by domestic firms, which had been prohibited since
1986, were allowed in 1995. Also, overseas issuance of foreign-currency
denominated bonds carried out by domestic firms was deregulated in 1991.
For capital flows involving equity instruments, liberalization measures were
taken as well: in January 1992, the stock market was opened to foreign investors
for the first time.
Owing to these liberalization measures, the Korean economy witnessed
substantial private capital inflows from 1990 through the 1997 crisis. Particularly
for the three years from 1994 through 1996, the size of inflows more than
doubled to 3.5 percent of GDP on average from 1.2 percent in the preceding
four years.
In terms of the composition of the capital inflows, debt instruments were
the dominant vehicles for capital transactions.
It is a well-known fact that the surge in short-term capital inflows led to
the rapid expansion of banking assets for the three years before the crisis.
In addition, prudential regulation and supervision was not strong enough
to rein in the excessive risk-taking being carried out by Korean banks, which
caused a subsequent increase in the NPL (non-performing loan) ratio and a
decline in the capital adequacy ratio.
In sum, the expansion in banks’ foreign currency liabilities compromised
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the financial soundness of the banking system, causing runs and flights, and
eventually culminated in the financial crisis in 1997.
Thus, the lessons from the Korean financial crisis show that a “premature”
liberalization of capital accounts (that is, if the speed and sequencing of reforms
are not appropriate) would expose the economy to greater macroeconomic
instability and also the financial system to substantial stress and risks arising
from the volatility of short-term capital movements.
Thus, from a Korean perspective, the prevailing view on currency
convertibility is that a country could run huge risks if it has an open capital
account without strong markets and financial institutions.
Indeed, it is an accepted wisdom that there is a case for “orderly” capital
account liberalization.
More importantly, a successful liberalization policy requires more than just
currency convertibility.
It requires a multifaceted agenda for reforms to meet the “preconditions”
for ensuring safe capital account liberalization: macroeconomic fundamentals
must be right, including stable balance of payment, a solid fiscal situation, a
sound financial system and effective monetary management in an open
environment.
There is empirical evidence that capital account liberalization brings about
more economic gains in a country where institutions are strong and the financial
sector is advanced (Edward 2001).
For these reasons, many countries have followed the path of removing
capital controls only gradually over a number of years. For example, the United
Kingdom only removed capital controls in 1979, Japan in 1980, and most
European countries in the late 1980s or 1990s.
These countries cautiously introduced capital account convertibility well
after their current account had been liberalized and the accounts had been
strengthened, or at least when exchange rate flexibility had been introduced.
They also tried to ensure sustainable capital account liberalization by
pursuing strong and consistent macroeconomic policies and structural reforms.
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2. Benefits and Costs of Convertibility
The benefits and costs associated with an open capital account may be
summarized as follows:

Benefits of capital account convertibility
There are important benefits from capital account convertibility for financial
institutions and their client firms, including
- greater access to capital;
- lower funding costs;
- increased diversification of assets by domestic residents; and
- a broader range of risk management tools.
An open capital account would likely lead to increased cross-border
transactions, which will augment new sources of capital for local banks and their
clients.
Increased acceptance of local currency on international financial transactions
would also lower their funding costs, because they can save on the clearing and
settlement fees incurred when the transactions involve different currencies and
span many countries.
Increased diversification of assets would also be possible, as investors will
not be constrained by the limited development of domestic capital markets.
Also, investors can deploy a broader range of risk management tools, e.g.,
currency swaps and forward contracts, and effective hedging tools against
exchange rate fluctuations.
For policymakers, the benefits of capital account convertibility include:
Freeing itself from “Original Sin”, i.e., the need to use a hard currency
to borrow;
- Ensuring foreign currency liquidity in the event of shocks;
- Modernizing the capital market and enhancing its efficiency;
- Supporting the development of an international financial center.
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Original sin refers to a situation in which an emerging country cannot
borrow abroad in its own currency, independently of its history of stable
inflation and exchange rates.
This is because most international lenders prefer currencies that are easily
convertible into hard currency.
Also, a country in need of cash, if its currency is fully convertible, can
easily tap into the pool of foreign currency liquidity, either in the form of
interbank lending or the swap network among central banks. Only convertible
currencies are held as foreign exchange reserves at central banks.
It is notable here that countries with good economic fundamentals were also
affected by the severe credit and liquidity crisis of 2007-2008.
Since the global banking system as a whole has shown a reluctance to lend,
caught in the “prisoner’s dilemma” situation, Korean banks also struggled to
find other sources of financing quickly.
Under the circumstances, it was a big comfort that the Bank of Korea
entered into a currency swap arrangement with the US Federal Reserve.
Before the swap decision, the US central bank had a long-established
principle of not entering bilateral swap arrangements with emerging countries
whose currency is not fully convertible. During the crisis, however, the US
central bank came to realize that the recession-crash in the US would be
followed by a worldwide recession and hence by further turmoil in financial
markets.
So, it made an exceptionally strategic decision to expand the swap network
to include “systemically important” emerging countries, independently of their
currency convertibility.
Policymakers can also benefit as currency convertibility helps modernize
local capital markets.
The Korean government has been asking Morgan Stanley Capital International
(MSCI) to add the local stock market to the developed market index. However,
Korea’s attempt to be upgraded to a developed-market status has failed largely
because of the nation’s limited currency convertibility and the lack of efficient
offshore markets for the Korean won.
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If the currency is fully convertible, foreign entities can easily secure localcurrency liquidity by issuing Arirang bonds in the domestic capital market.
By exposing the financial sector to global competition, an open capital
account could bring with it greater financial efficiency, specialization and innovation.
The added foreign participation in the capital market would further improve
the breadth and depth of the market and change the dynamics of the domestic
market.
With foreign participation, the domestic-focused regulatory and supervisory
system would also be aligned with global best practices, including more efficient
supervision on corporate disclosure, the derivative markets, accounting and
auditing standards, and regulation on unfair securities trading.
Last but not least, currency convertibility and a global-standard regulatory
environment could raise Korea’s status as an international financial center (IFC)
in Northeast Asia.
Over the past decade, the Korean government and private sector have made
substantial efforts to transform the Korean financial industry into a Northeast
Asian IFC.
And significant reforms have been achieved to this end, including the
liberalization of foreign exchange controls and the enactment of the Financial
Investment Services and Capital Market Act.
However, the pace of progress for the last five years was not competitive
with events transpiring around Asia.
Thanks to a rapidly growing number of global financial institutions, and
backed by government support, Singapore, Hong Kong and Shanghai are all
posed to become financial centers, consequently gaining market advantage over
neighboring countries.
To regain competitive advantage, the Korean government’s efforts now
need to focus on the full liberalization of foreign exchange controls on capital
account transactions, i.e. full convertibility.
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Costs of capital account convertibility
Notwithstanding all these benefits, there are costs and risks that will be
faced by policymakers, financial institutions and their clients.
With fuller capital account convertibility, new risks will arise as crossborder transactions increase.
Financial institutions and their clients will typically face additional market
risk, credit and liquidity risk, risk in derivatives transactions, and legal risk.
Market risk refers to the risk of losses on on- and off-balance sheet
positions arising from movements in market prices. For example, a general
increase in interest rates usually depresses bond prices, or a depreciation of
foreign currency reduces the value of assets denominated in that currency within
a domestic portfolio.
Thus interest rate and exchange rate risks become more complex as
financial institutions and corporations gain access to new securities and markets.
Credit risk is related to the occurrence of defaults or changes in the
likelihood of defaults in the future. For example, if a foreign borrower’s business
profit declines, or turns into losses, a domestic bank holding bonds issued by
the borrower will perceive an increased likelihood that the borrower might
default on the payment obligations, reducing the expected value of its portfolio.
With increasing cross-border transactions, credit risk will include new
dimensions: country risk associated with the economic, social, and political
environment of the borrower’s country, and settlement risk arising from time
zone differences between places where payments are made in different currencies.
With full convertibility, liquidity risk will include the risk from positions
in foreign-currency denominated asset and liabilities. Potentially large and
uneven flow of funds, in different currencies, will expose the banks to greater
fluctuations in their liquidity position and complicate their asset-liability management.
Risk in derivatives transactions will also become more important with full
convertibility. For example, OTC derivatives trading will now include a number
of foreign counterparts, who may not be able to meet their obligations. So
collecting information and assessing this new counter-party risk will be more
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challenging.
Finally, legal risk stemming from the difference between domestic and
foreign rights and obligations and their enforcements may increase with full
capital account convertibility.
From policymakers’ point of view, the biggest challenge of currency
convertibility is potential financial stability risk.
Increased access to global financial markets can bring substantial benefits
to many countries, but it can also make them vulnerable to sudden shifts in
investor sentiment and attacks on their currencies.
Speculative short-term movements in interest rates may render domestic
monetary policy ineffective.
It is well-documented that several emerging market countries, which opened
their financial markets to foreign investors during the 1990s, have seen speculative
currency attacks on their currencies (the Thai baht, Hong Kong dollar, and
Czech koruna).
While the growth of hedge funds and proprietary traders searching for
weaknesses in foreign exchange regimes were behind the speculative attacks,
market perceptions of inconsistencies or weaknesses in policies or financial
structure precipitated such attacks.
For example, a massive speculative attack took place against the Hong
Kong dollar in October 1997 and August 1998.
Although the Hong Kong Monetary Authority’s high interest rate policy
successfully repelled these attacks (by squeezing short sellers), the prolonged
sustenance of a high interest rate took a toll on the economy.
The speculators initially thought they could bring down Hong Kong’s
foreign exchange regime, which was a currency board system: the Hong Kong
dollar was linked to the US dollar, and the supply of the Hong Kong dollar
was fully backed by foreign exchange reserves.
At that time, foreign exchange reserves were more than three times greater
than the outstanding stock of currency.
However, speculators suspected that Hong Kong might not be willing to
defend its peg to the US dollar, though there was never any doubt about Hong
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Kong’s ability to do so.
The speculative attack against the Hong Kong dollar was also fueled by
the provision of credit by the banking system to short sellers, who were mostly
foreign hedge funds.
When the Hong Kong dollar was under heavy speculative attack again in
August 1998, stock and futures prices also plummeted.
The Hong Kong government, arguing that markets were being manipulated,
took the unprecedented step of intervening directly in the stock and futures
markets.
A number of regulatory changes and temporary prudential restrictions were
also announced to increase the cost of speculative activity in the stock and
futures markets.
Financial market conditions have stabilized since then, aided by the
appreciation of the yen against the US dollar and interest rate cuts in major
industrial countries and in the mainland of China.
Lessons from Hong Kong’s experience show that, while any country with
inconsistent economic policies or a weak financial system is vulnerable to
currency attacks, opportunities for such attacks will increase dramatically as they
fully open up their capital account and thus allow foreigners to borrow in
domestic currency.
Another significant challenge for policymakers is volatile capital flows.
For example, a surge in capital inflows often follows capital account
convertibility.
From a developing country’s perspective, this is regarded a welcome
phenomenon, as it stimulates investment and economic growth.
However, surging capital inflows can also be a double-edged sword with
ill-effects, including a tendency for local currency to gain in value, undermining
the competitiveness of export industries, and potentially giving rise to inflation.
Capital inflows typically result in a buildup of foreign exchange reserves.
As the foreign exchange reserves are used to buy domestic currency, the
domestic monetary base expands without a corresponding increase in production;
too much money begins to chase too few goods and services.
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To ease the threat of currency appreciation or inflation, central banks may
attempt the “sterilization of capital flows.”
But many developing countries lack the suitable policy instruments or
resources to sterilize persistently large capital inflows.
Even if effective sterilization tools are available, they often incur heavy
fiscal costs that may eventually derail the sterilization effort. Issuing a large
stock of securities in an attempt to mop up inflowing liquidity often places a
heavy debt-service burden on the government or central bank.
In a worst-case scenario, the building up of a central bank or Treasury
balance sheet may also expose it to greater credit risk, making the entire system
more vulnerable to a sudden reversal in capital flows.
This is more likely where much of the capital inflow is in the form of
short-term portfolio investment, which can be reversed much more quickly and
easily than foreign direct investment.
This suggests that countries working toward the policy objective of full
currency convertibility should develop the infrastructure needed for more
effective monetary controls to be applied.
With no capital controls, policymakers will have to accept weaker influence
on its foreign exchange market.
It is a well-known hypothesis that if a nation pursues independent monetary
policy and an open capital account, it has to forego exchange rate stability.
If the nation wants a stable exchange rate and free capital flows, it cannot
implement an autonomous monetary policy, because its monetary policy should
be aligned with the international market.
Economists call this the Impossible Trinity (i.e., the incompatibility between
monetary policy independence, an open capital account and a fixed/managed
exchange rate regime), which has substantial empirical evidence to be valid.
A more recent example is China, which has been pursuing the
internationalization of the renminbi and at the same time attempting to depress
its currency value to gain competitiveness in international trade.
However, Chinese monetary authorities are in a policy dilemma: running
a stabilizing monetary policy is becoming more difficult in light of the increasing
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capital outflows, which are triggered by market expectations for renminbi
depreciation and the hikes in US interest rates.
As the net foreign asset component in the central bank’s balance sheets
decreases, the monetary base is shrinking, tightening pressure on its money
supply.
By raising market interest rates, this puts downward pressure on asset
prices, including stock prices.
Potential regulatory arbitrage is the last, but far from least, challenge of
currency convertibility.
It stems from the differences in financial regulatory and supervisory regimes
among countries.
The differences may create incentives for capital to flow from countries
with higher standards to those with lower ones.
And this could complicate the task of financial supervisors and regulators,
particularly in light of the proliferation of new instruments and market
participants that currency convertibility will bring.
Thus, in order to address this issue, financial regulatory and supervisory
authorities need to continuously review their approach to regulation, and further
enhance standards for supervisory consistency and transparency.

3. Strategies for Currency Convertibility
The discussions above on the benefits and costs of currency convertibility
suggest that countries should pursue optimal strategies to maximize the benefits
and mitigate the potential risks from full capital account convertibility.

Pursue more consistent macroeconomic policies
The first priority of the strategies should be sound, credible economic
policies. The first line of defense against speculative currency attacks is consistent
macroeconomic policies and a resilient financial system.
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Market perceptions about consistency among fiscal, monetary and exchange
rate policies are particularly important.
Many empirical studies determine that speculative attacks have targeted the
currencies of countries with certain characteristics: a highly overvalued real
exchange rate, a weak financial system and fiscal position, and an external debt
position with a high portion of short-term maturities.
Related to this discussion is the recommendation to pursue more conservative
reserve accumulation and transparent foreign exchange market intervention
policies.
Note here that conservative reserve accumulation is recommended as a
self-insurance against potential crisis, rather than mercantilist motives to manage
domestic currency value.
The ability to sustain a program of sterilized intervention as a defense
against speculative attacks is ultimately constrained by the size of a country’s
foreign exchange reserves and the resources the country can obtain from other
official institutions.

Strengthen the regulatory and supervisory framework
The second element of the strategies should be a strong prudential regulatory
framework.
In order to maintain financial system stability in the face of economic
shocks to the system during and immediately after capital account liberalization,
risk control at the macro and micro levels is critically important.
In order to address these issues, the regulatory and supervisory authorities
should further improve supervisory expertise and adopt stricter standards for
transparency and predictability.
There are also expectations from financial institutions and consumers that
the regulatory framework remain up to date with international regulatory and
supervisory developments.
The supervisory framework should be further strengthened by transitioning
to a risk-based supervisory framework, as envisioned in the reform blueprint,
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“Roadmap for Advanced Financial Supervision,” unveiled by the Financial
Supervisory Service (FSS) in October 2007.
As promised, the authorities should also scrap overly prescriptive rules and
replace them with a set of broad principles.
More effective macroprudential supervision requires not only advanced
surveillance methodologies, but also competent staff equipped with in-depth
knowledge of overall economic conditions and financial markets.
In the face of financial globalization and the growth of complex financial
instruments, not only will market uncertainties and systemic risk rise, but
individual financial institutions will also be exposed to a wide variety of new
risks, such as credit and liquidity risk.
This implies that the microprudential aspect of supervision should also be
strengthened to ensure that individual institutions adopt stronger risk management
mechanisms.
In particular, the authorities should undertake reforms to strengthen
microprudential rules with the goal of promoting a more resilient banking system
and improving individual banks' risk management capability.
More concretely, the authorities should work to implement the Basel 3
capital and liquidity standards as recommended by the Basel Committee on
Banking Supervision (before 2019).
Full implementation of the Basel 3 capital adequacy standards will enhance
banks’ crisis management capabilities significantly, as the new rule will require
banks to hold seven percent of common equity (up from two percent in Basel
2) of risk-weighted assets.
The higher level and quality of capital base will improve banks’ lossabsorbency capacity in the face of additional risks.
In addition, a “countercyclical buffer” with a range of 0-2.5 percent
comprising common equity will be imposed, when authorities judge that credit
growth is resulting in an unacceptable build up of systematic risk.
Strong liquidity requirements are another necessary condition for banking
sector stability.
To this end, the Basel Committee has further strengthened its liquidity
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framework by introducing two minimum standards for funding liquidity: the
Liquidity Coverage Ratio (LCR) will help ensure that banks have sufficient
high-quality liquidity assets to offset the net cash outflows it could encounter
under an acute short-term stress scenario, and the Net Stable Funding Ratio
(NSFR) will require a minimum amount of stable sources of funding at a bank
relative to the liquidity profiles of the assets, as well as contingent liquidity
needs arising from off-balance sheets commitments over a one-year horizon.
Full implementation of the Basel 3 framework will also help contain
systemic risks: the Leverage Ratio Requirement is intended to contain excess
leverage in the banking system and provide an extra layer of protection, and
Systemically Important Financial Institutions (SIFIs) must have higher loss
absorbency capacity to reflect the greater risks that they pose to the financial
system.
These policy instruments will help address proactively the systemic risks
arising from the failures of “too-big-to-fail” banks and high-leveraged financial
institutions.

Enhance banks’ risk management capabilities
The discussions above are closely related to the third element of the
strategies for full currency convertibility: the enhancement of banks’ risk
management capabilities, as the full convertibility will expose banks to new and
greater risks.
This means the improvement of skills and competency levels at individual
banks required to manage new risks, such as market risk, credit and liquidity
risk, derivative transactions risk, and legal risk.
The quality of risk management mostly depends on people.
So, as part of efforts to enhance expertise and skills, banks are required
to recruit external specialists and professionals as well as strengthen internal
training and education of the workforce.
Considering that the foreign currency liquidity held by domestic banks will
fluctuate more heavily due to external conditions, banks should also strengthen
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monitoring of the liquidity risk for each currency and an early warning system
thereof.
And the stress test and contingency funding plan must be implemented in
advance.
To deal with greater market risk and derivative transaction risk, banks
should hold sufficiently higher capital for trading and derivative activities, as
well as complex securitization and off-balance sheet exposures (e.g., structured
investment vehicles).
Banks should also introduce a stressed value-at-risk (VAR) framework to
help mitigate market risk and procyclicality.
To reduce counterparty risk for over-the-counter (OTC) derivatives, banks
should also be prepared to use central counterparties (CCP).
In order to enhance banks’ overall risk management, a robust internal
control mechanism should be put in place.
Banks’ ability to manage risks will also depend critically on the senior
management oversight and understanding of the risks involved as well as the
quality of internal control mechanisms.

Further develop domestic capital market
The fourth element of the strategy is the further development of the capital
market.
A well-functioning capital market with adequate liquidity, infrastructure,
and market discipline is necessary to provide market participants with the
relevant risk management instruments.
The Korean stock market has ample liquidity compared to most other
emerging markets. However, as discussed before, it still remains in the MSCI
emerging market index.
Since foreign fund managers regard the Korean stock market as a proxy,
those investing in the Korean market withdraw their funds from it first before
they go to other markets, thus adding volatility to Korea’s stock market.
Therefore, efforts should be made to elevate the status of the Korean market
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to advanced market levels.
This would require a two-pronged approach: a fully convertible Korean
won, and a global-standard regulatory framework compatible with fully open
global economies.
In areas of bond market development, there still remains much room for
improvement.
The breadth and depth of the local bond market needs to be further
improved.
At present, the investor base is dominated by a small number of institutional
investors like the National Pension Service (NPS), which results in the chronic
problem of systemic liquidity mismatch in the secondary market. This can be
addressed if the institutional investor base is expanded further.
Also, because of the limited supply of government bonds, longer-term
bonds (beyond 10-year maturity) are virtually not available.
In this situation, the futures markets for risk-free government bonds cannot
be flexibly used as a hedging instrument for long-term interest rate risk.
Improvements should also be made to the current regulatory and
supervisory system; liberal licensing policy for securities companies is not
matched with the “free exit” policy, resulting in an excessively large number
of small companies in the industry.
Many securities and asset management firms are also frustrated with some
rules and regulations they view as overly prescriptive and strictly regulating
individual business activities, such as product development, sales, and asset
management.
To allow competition and innovation in the capital market, the approach
to capital market regulation should be fundamentally changed from the positivelist to negative-list system, which allows all activities unless explicitly prohibited.
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4. Countries’ Experiences of Convertibility
From an Asian perspective, the following three countries’ experiences will
focus on the policy issues of currency convertibility and stabilization.

Singapore
Singapore first undertook current account convertibility as part of an overall
development strategy.
Like other countries that opted for currency convertibility, Singapore waited
until its overall payments balance had grown very strong before undertaking the
move to the IMF’s Article VIII status, a fairly narrow definition of convertibility.
The decision was consistent with the conventional wisdom that current
account convertibility should come late in the reform process after the
liberalization of the trade sector and the country acquires a large current account
surplus.
However, when the country decided to introduce capital account convertibility
later, it set aside the balance of payments consideration, as well as the concerns
about potential risks from capital account liberalization.
It is noteworthy that, despite Hong Kong’s experience of the speculative
currency attack in 1997, Singapore liberalized capital account transactions
including in local currency funding and direct trading among non-residents in
1999.
The decision reflected the government’s policy priority on the development
of an “Asian Financial Center” and on enhancing the attractiveness of the
Singaporean dollar among foreign investors.
Under capital account convertibility, lending of the Singaporean dollar was
allowed to non-residents, but the authorities can still impose credit limits when
the local currency is judged to be used for “speculative purposes.”
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China
In contrast, China has adopted a steady and gradual approach to capital
account liberalization.
Capital flows still remain subject to considerable restrictions.
Inward FDI remain subject to approval requirements.
Portfolio investment is controlled by quotas, and cross-border issuance of
securities requires approval.
And other investments, including foreign borrowing, are subject to ceilings
(for short-term borrowing) or approval requirements (for long-term borrowing).
Many scholars argue that the preconditions for “safe” capital account
liberalization have not yet been fulfilled in China.
In 2001, Groomberg (2001) listed weak state-owned enterprises and banks
as well as underdeveloped capital markets as risk factors in capital account
liberalization.
More recently, Lardy (2011) also argued that without interest rate liberalization
it is difficult to assess the soundness of the financial system and that the Chinese
corporate bond market is profoundly underdeveloped.
Another policy concern was that, when capital controls are relaxed in China,
the diversification of assets by domestic residents would likely lead to an
outflow of capital.
Taking these into account, the Chinese government has pursued the
“internationalization of the renminbi (RMB),” without lifting much of the capital
controls.
In July 2009, in order to increase RMB’s role as an international payment
currency, the government announced the RMB trade settlement scheme, and
expanded the scope of participating regions to 20 provinces and cities in 2010.
Subsequently in 2011, the Chinese government opened up the domestic
capital market by selectively allowing RMB Qualified Foreign Institutional
Investors (RQFII) to invest in the capital market.
Unlike QFII, RQFII can invest in the capital market with available RMB
from offshore markets, such as the RMB deposit market in Hong Kong back
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into China.
This was followed by the expansion of the RQFII limit (to cover four
countries with the aggregate ceiling of RMB 640 billion as of 2014), which
helped establish an effective monetary channel for the internationalization of the
RMB.
Previously, in order to promote the offshore RMB market, the Chinese
government had established “Special Zones” to bridge onshore and offshore
markets.
Owing to these measures and also to the market’s expectation of RMB
appreciation, the use of the Chinese RMB for international payment increased
significantly to become one of the top four leading global currencies. As seen
from the following graph, the RMB’s share in global payment currency in value
is 2.79 percent, overtaking the Japanese yen’s share of 2.76 percent as of
October 2015.
The global profile of the RMB has been further strengthened as it was
newly included in the IMF’s international reserve assets, namely the SDR.

Japan
Japan undertook capital account liberalization during 1979-80.
This was some 20 years after it had adopted current account liberalization
and the accounts had strengthened.
During the previous years, Japan oscillated between imposing capital inflow
and outflow controls depending on exchange rate pressures: the country
tightened capital inflow controls and eased outflow controls in response to
current account surpluses in 1970-72; it eased restrictions on inflows in response
to current account deficits in 1973-74; and tightened inflow controls to contain
short-term capital inflows in 1977-78.
In 1979-80, all remaining capital account restrictions on both outflows and
inflows were removed: reserve requirements on nonresident yen deposits and
restrictions on nonresident purchases of yen-denominated securities were
eliminated in January 1979; restrictions on medium and long-term foreign
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currency borrowing by corporates were successively relaxed between February
1979 and March 1980; and in March 1980, Japanese banks were allowed to
issue yen-denominated foreign bonds.
Capital account liberalization was accompanied by financial liberalization
between 1972 and 1992: a market with liberalized interest rates was introduced
for commercial deposits in May 1979 and for money market certificates in
March 1985; the Tokyo offshore market was established in December 1986,
allowing domestic banks to take deposits and lend to nonresidents without any
restrictions; and competition between banks, trust funds, and securities was
allowed in June 1992.
The impact of capital account liberalization in Japan can be summarized
by net capital outflows: in the five years following liberalization, net foreign
assets increased by 10 percent of GDP.
Especially, permission for institutional investors to acquire foreign assets
generated strong capital outflow pressure. However, far larger flows followed
financial system liberalization: Between 1985 and 1990, foreign assets and
liabilities increased by some 30 percent of GDP each, whereas net foreign assets
remained broadly around 10 percent of GDP.
And as onshore and offshore markets integrated, the difference between the
Figure 1. Share as an international payments currency (%)

Note: Korean Won is a fraction of ‘Others.’
Source: SWIFT (October, 2015).
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London euro-yen market rate and the domestic money market rate dropped from
about five percent in early 1979 to close to zero by end-1979, and remained
around zero thereafter.
Overall, the Japanese authorities have orchestrated a fairly successful
internationalization of its currency.
Many attribute it to the well-functioning domestic financial markets and the
flexible exchange rate regime.

5. Conclusion and Policy Suggestions
The conventional wisdom on capital account convertibility is that countries
should pursue it with a steady and gradual approach, to minimize destabilizing
effects.
However, given that the Korean government had already announced the
“Three-staged Plan for Foreign Exchange Liberalization,” and postponed the last
stage of the plan after the 2007 crisis, it is time the government revisits the
plan, assesses current situations, and revises the original plan reflecting new
realities.
If a new medium-term roadmap for convertibility is announced, the signals
will create market conditions where participants will begin to change and prepare
for the new regime.
In drafting the new roadmap, the authorities are recommended to focus on
how to remove barriers to cross-border foreign exchange transactions, particularly
for the following activities:
- KRW funding (through issuance of securities and lending) to nonresidents;
- Direct overseas dealing of KRW-denominated assets.
In the new roadmap, the Korean authorities should also reconsider the
following capital control measures:
- Limit on banks’ FX derivative position;
- Withholding tax on nonresidents’ holding of bonds;
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- Bank levy on foreign-currency external debt.
These tax-based indirect capital controls, though well-designed prudential
measures to discourage short-term capital inflows, may restrict cross-border
foreign currency liquidity flows just when Korea needs such liquidity flows
urgently. So, these controls should be flexibly deployed depending on liquidity
pressures.
Of course, Korea should not move hastily to full convertibility. Instead, the
speed and sequencing of the capital account opening should be carefully set.
That is, the timing of full liberalization should depend on the fulfillment
of preconditions for “safe” transition, e.g., sound macroeconomic fundamentals,
a resilient financial system, and a global-standard regulatory and supervisory
framework.
A specific timeline to note here is January 2019, when the full
implementation of the Basel 3 standards will make the Korean banking system
sufficiently more resilient and sound.
More importantly, the authorities should work to take advantage of the new
momentum created by the Chinese pursuit of RMB internationalization, and
more recently, the acceptance of the RMB as a reserve currency in the SDR
basket.
The emergence of the RMB as an international currency could provide
Korea with opportunities to further develop its own capital and foreign exchange
market.
Increased transactions in the KRW/RMB market would not only help
companies cut fees, but also enable Korean policymakers to respond more
flexibly to the US dollar’s volatility.
In particular, the recent launch of the KRW/RMB direct dealing market in
Shanghai can be a good test bed for Korea’s pursuit of currency convertibility.
Korea should monitor the market transactions intensively, and identify ways
to address destabilizing elements of the market.
Singapore, which was able to move to full convertibility under a short
period in 1999, could be another noteworthy benchmark for Korea.
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A careful examination of the Singaporean experience will help us equip
ourselves with effective policy tools against the potential speculative currency
attacks when local currency credit is allowed to foreign investors.
From a long-term perspective, the removal of regulatory barriers alone does
not automatically lead to the internationalization of the Korean won. That is,
there should be more market demand for the KRW or won-denominated assets,
globally as well as locally.
Market selection of a country’s currency as an international payment
currency will depend on its attractiveness as a credible currency that can perform
the basic role of a medium of exchange, store of value and unit of account.
For many centuries, London and the British pound sterling have served the
international financial community well, followed by New York and the US
dollar. Nonresident account holders found freedom there to increase or decrease
their balances in the course of transactions with other nonresidents.
Law and order, communication facilities, and commercial contracts were
upheld consistently by the local governments.
And financial supervisors continuously reviewed their approach to meet
their statutory obligations in an increasingly innovative marketplace, and to
decrease the regulatory burden on financial institutions.
Therefore, authorities should undertake other reforms to accompany capital
account liberalization, so that Seoul and the Korean won could provide better
service to the international financial community in terms of the criteria listed
above.
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Abstract
Unconventional monetary policy (UMP) has had predictable effects. How exit
plays out is scenario-dependent. Quantitative easing has had the predictable effect
of encouraging currency depreciation and some partner countries may have
attempted to offset these exchange rate effects. Korea presents a particularly
interesting case: it is relatively small and relatively open and integrated in both
trade, and financial, terms with the United States and Japan, two practitioners
of UMP. Authorities have acted to limit the won’s appreciation against the
currency of China, not the US or Japan. Nevertheless, Korea’s policy is a source
of tension with the US. Under legislation currently under consideration, the
currency manipulation issue could potentially interfere with Korean efforts to
attract direct investment from the US and create an obstacle to Korea joining
the Trans-Pacific Partnership.
JEL: E58, E65, F41, F42
Keywords: unconventional monetary policy, quantitative easing, spillovers,
currency manipulation, Korea
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1. Introduction
In the wake of the Global Financial Crisis (GFC) the US Federal Reserve
(“the Fed”) and several other central banks (including the Bank of Japan)
adopted unorthodox and controversial monetary policies including quantitative
easing (QE) and forward guidance, known together as unconventional monetary
policy (UMP). Considerable effort has been expended to try to understand the
effectiveness of UMP, its spillovers onto other economies, and how the Fed and
other central banks might unwind the policy and return to conventional monetary
policy. The latter concern is particularly acute in the wake of the Fed’s
December 2015 exit from QE and return to positive policy rates (“liftoff”).
In this context, Korea presents a particularly interesting case: it is relatively
small and relatively open and integrated in both trade and financial terms with
the United States and Japan. Hence it would be a prime candidate for spillovers
from UMP as practiced in the two larger economies, as well as any fall-out
that might accompany the Fed’s return to conventional monetary policy and the
eventual exit from QE by the Bank of Japan.
The evidence reviewed in this paper suggests that UMP has had fairly
predictable effects on partner countries. How exit plays out is scenariodependent and less certain, but if it occurs against a backdrop of robust growth
in the US it should be benign, though not necessarily entirely so. QE has had
the predictable effect of encouraging currency depreciation and some partner
countries may have attempted to offset these exchange rate effects. In the case
of Korea, it appears that the authorities have acted to limit the won’s
appreciation against the Chinese RMB (not the US dollar or the Japanese yen).
Nevertheless, the country’s intervention policy has become a source of growing
tension with the US, and was raised in the October 2015 meeting between
Presidents Barack Obama and Park Geun-hye. If not addressed, under legislation
currently before the Congress and likely to be enacted into US law, the currency
manipulation issue could potentially interfere with Korean attempts to attract
direct investment from the United States and create an obstacle to Korea joining
the Trans-Pacific Partnership (TPP). More serious consultation between the two
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governments on the transparency and nature of Korean monetary policy and
fiscal space and a realistic appraisal of how North Korean contingencies impinge
on South Korean fiscal policy would be the place to start.

2. How We Got Here
The origins of the GFC reside in a witches’ brew of complex instruments,
inadequate regulation, lax enforcement, and unethical, and in some cases outright
criminal, behavior in major financial institutions in the United States and Europe.
One can imagine crisis response taking three forms: fiscal, monetary, and
regulatory policy.1) Initially, the fiscal response in the US was forceful (at least
as measured by expenditures), but inconsistent and ad hoc, complicated by the
electoral calendar in the US and the political transition from the Bush
Administration to the Obama Administration, and subsequently by a fundamental
lack of consensus in a badly divided US Congress. The US adopted two fiscal
stimulus packages at the federal level but prematurely reversed field in 2011,
after the Republican Party took control of the House of Representatives in the
November 2010 Congressional elections. This shift ushered in a period of
heightened uncertainty and repeated “cliffhangers” as the Congress (primarily
the Republican leadership of the House) and the Obama Administration
repeatedly played chicken, culminating in a 16-day partial shutdown of the
federal government in 2013. Stockton (2015, p. 47) observes that according to
the Macroeconomic Advisers' index, “the average level of fiscal policy
uncertainty between the beginning of 2011 and the end of 2013 was more than
50 percent higher than the average over the 1986 to 2010 period.”
The inconstant and unpredictable fiscal policy forced a heavier than
necessary reliance on monetary policy. In October 2008, the Fed, the European
Central Bank, the Bank of England, and the Swiss National Bank began
1) The regulatory response in the US, which is beyond the scope of this paper, took the form
of the Dodd-Frank Act.
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coordinated interest rate cuts. Soon the Fed faced the problem that it is
impossible to push short-term policy rates below zero, “the lower bound.” In
November 2008, the Fed initiated a policy of quantitative easing through
large-scale purchases of long-term assets and forward guidance to try to
influence market participants’ expectations as to the future path of interest rates
(together termed unconventional monetary policy or UMP). This policy can be
seen in Figure 1, in both the ballooning of the Fed balance sheet as well as
the compositional shift toward long-term assets.2) The Bank of England followed
suit, initiating QE in January 2009. The European Central Bank started a limited
Figure 1. US Federal Reserve Assets

Source: US Federal Reserve, special thanks to Joseph Gagnon and Marc Hinterschweiger.

2) In September 2011 the Fed also launched Operation Twist, in which it shifted the composition
of the portfolio away from short-term securities and toward long-term securities in the
expectation that this shift in relative demand would further flatten the yield curve by driving
down long-term interest rates” (Stockton 2015, p. 39).
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QE program in May 2009.
The first round of US QE was expanded in March 2009 and continued
through March 2010. A second round of QE was launched in November 2010
and lasted until June 2011. The third round of QE was implemented between
September 2012 and October 2014.3) The preponderance of evidence concludes
that unconventional monetary policy was indeed effective in lowering the yield
curve. Stockton (2015, p. 40) concludes, “Taken together, the monetary policy
actions initiated between 2007 and 2014 arguably constitute the most aggressive
and creative set of policy responses by the central bank in its 100-year history.”
Unfortunately, it was not enough. The US experienced its sharpest contraction
since the Great Depression, with real GDP falling a cumulative 4.2 percent from
its peak in the fourth quarter of 2007 to the trough in the second quarter of
2009. Unemployment, which had been around 6 percent in September 2008, rose
to 10 percent in October 2009. The intervening period has seen a startling rise
in disability applications and fall in labor force participation which may signal
an unrecoverable reduction in economic potential and permanent damage to
household welfare. Research suggests that fiscal policy tends to have more direct
external spillovers. The uneven implementation of fiscal policy not only was
disadvantageous domestically, but arguably hurt foreign countries as well.
The subsequent tepid recovery, reminiscent of Japan’s lost decades, was
consistent with the historical pattern of slow recoveries in other post-financial
crisis episodes (Reinhart and Rogoff 2009). Perhaps owing to schadenfreude,
during the early stages of the GFC there was wishful thinking about
“decoupling,” the idea that Asia would be able to maintain its growth rates,
even as the US and Europe slowed. Instead, Asia was impacted through both
the real and financial channels, as a combination of slowdown in the US and
Europe and depreciation of the US dollar led to a substantial, sustained increase
in US net exports.4)
3) See Fawley and Neely (2013), Gagnon and Hinterschweiger (2013), and Stockton (2015) for
additional detail.
4) One upside for most of Asia associated with the weakening of global growth was the fall in
commodity prices, particularly of oil, and the improvement in the terms of trade acted as a
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And while the Fed was the most aggressive in implementing QE, it did
not invent the policy. Faced with years of deflation and anemic growth, Japan
had attempted a kind of precursor policy to QE beginning in March 2001 when
it switched its main operating target from the uncollateralized overnight call rate
to the quantity of bank reserves, before reverting to the previous policy in March
2006 (Fawley and Neely 2013). A QE policy was initiated in a limited fashion
in 2008, then more fully in 2010, and implemented more aggressively starting
in April 2013, following the appointment of Haruhiko Kuroda as governor of
the Bank of Japan the previous month (Figure 2). QE contributed to a
Figure 2. Bank of Japan Holdings and Monetary Base
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Figure 3. Japan Export Growth
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depreciation of the yen, an increase in corporate profitability and stock prices,
but not so much to export volumes (Figure 3).
Not all central banks adopted QE. As shown in Figure 4, while the
balance sheets of some central banks (most notably the Fed, the Bank of
England, and the Bank of Japan) have ballooned with purchases of long-term
securities, the ECB’s implementation of QE has been less resolute. The
People’s Bank of China, the Chinese central bank, and the Bank of Korea
have continued to implement conventional monetary policies. Their balance
sheets have grown fairly steadily during this period, with the Bank of Korea
balance sheet showing the smallest growth by far of the six central banks
depicted in Figure 4.
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Figure 4. Central Bank Balance Sheet Size Index
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3. Spillovers
Given the unprecedented nature of the policies, understandable concern has
centered on how unconventional monetary policies might affect other countries.
Several channels are frequently cited. First, as noted in the previous section,
the maintenance of domestic demand in countries aggressively implementing
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UMP sustains their demand for imports, directly affecting partner countries
through the trade channel. Second, the maintenance of low interest rates for a
sustained period would encourage risky behavior and potentially even financial
market bubbles as investors engage in an increasingly desperate “search for
yield.” Such arguments are sometimes made with respect to capital inflows into
emerging markets, the so-called “wall of money.” A third channel which in some
sense is a byproduct of the first two, is the impact on asset markets that may
go beyond the standard links to parity conditions and trade flows. Finally, while
QE is undertaken for domestic policy objectives, not to gain unfair advantage
in international trade, the policy could have the effect of driving down the
exchange rate and in some sense amount to a beggar-thy-neighbor policy.
However, many macro models and empirical studies find that the domestic
demand and exchange rate effects roughly offset each other, so that there are
no net effects on trade balances. This point is usually cited by advocates of
UMP against beggar-thy-neighbor policy.
Economists have long analyzed the cross-border spillover impact of
monetary policy via exchange rates, bond yields, and stock prices, and associated
capital flows.5) Much of this work involves highly complex statistical techniques
applied to high frequency data, often taking the form of “event studies” where
the researcher attempts to isolate and extract from the time-series the influence
of various drivers on outcomes.
Traditionally, a tightening of monetary policy in a major country would
be associated with an appreciation of its currency. That exchange rate movement
in turn would have several effects on other countries. Ceterus paribus, in terms
of trade, the appreciation would make imports cheaper in the tightening country,
boosting foreign income by increasing foreign exports. However, from the
standpoint of the foreign country, the currency depreciation would raise the cost
5) While this discussion focuses on monetary transmission channels, it should not be forgotten
that fiscal policy confers spillovers as well, and these may be relatively larger. The overreliance
on monetary policy as a byproduct of the dysfunctional political economy of fiscal policy in
several of the large countries implicitly meant that positive spillovers were less than they might
otherwise have been.
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of imports, and might induce the foreign central bank to tighten to stave off
inflation.
One would normally expect that a tightening in one country would
encourage capital inflows into that country and out of the others (indeed this
is how the exchange rate movement would be effectuated). One would expect
this to manifest in movements in local stock and bond prices which in turn affect
the ability of local firms to invest.
Availability of liquidity and willingness for banks to lend internationally
may constitute yet another channel, including through international bank lending
and portfolio flows through use of the US dollar (or other major currencies
whose central banks might tighten) as funding and investing currencies.
If the banks or firms in the non-tightening country hold debts in the
currency of the tightening country, then a balance sheet effect would come into
play, in which the domestic resource cost of servicing the foreign debt would
increase.
Last but not least, evidence suggests that UMP has sustained domestic
demand beyond what would have been the case if central banks had just lowered
the short-term funds rate to zero and done nothing more (Chung et al. 2011).
Much weaker advanced economy output, and potentially much lower inflation,
may well have had negative consequences for countries like Korea that could
easily have swamped the currency spillovers.
In some sense what matters is the net effect of these various forces. Does
enhanced competitiveness and rising foreign demand outweigh capital outflow,
possibly declining local financial asset prices, and a negative balance sheet effect
generating an overall positive impact? Or do the negative factors predominate?
How these effects play out is not scenario-independent: if the tightening
was undertaken in response to robust growth then it will tend to reinforce the
relative price and demand effects through the trade channel; if it were taken
in response to some kind of inflation shock or financial market distress, those
income effects could be attenuated, and the capital flow and balance sheet effects
could loom relatively larger. Indeed, in the era of UMP there is some thought
that changes in risk premia have become larger and pure changes in perceived
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risk may exert a significant impact on observed outcomes. This concern has
become particularly acute since the May 2013 “taper tantrum” when global
financial markets experienced significant volatility in response to Fed Chairman
Ben Bernanke’s announcement that the Fed would begin tapering its purchases
of assets under the existing QE framework.
By and large existing studies have found that on balance tightening in the
US or Europe is normally associated with exchange rate depreciation, inflation
and output contraction in other countries, while a loosening of monetary policy
has the opposite effect (cf. Fukuda et al. 2013; Georgiadis 2015; IMF 2015a).
The magnitude of these effects are correlated with various country characteristics
including the degree of trade and financial openness, exchange rate flexibility,
flexibility of labor markets, and other factors.
However, there is some thought that such effects may be different in the
era of UMP and considerable recent research has been devoted to examining
this possibility. Although the frameworks and nomenclature differ somewhat
from study to study, in general, because in the era of UMP central banks do
not primarily operate by adjust policy rates, and emphasis has been put on
forward guidance, these studies have devoted effort to what might be thought
of as effects via a real or market channel in which monetary policy affects
outcomes by reflecting changes in the underlying economy or via portfolio
rebalancing and the Fed’s (and other central banks) communications about the
long-term outlook for the economy (particularly important in light of extended
forward guidance under UMP), and a signaling effect associated with
information with respect to future short-term policy rates.
Four recent studies (Chen et al. 2014; Gagnon 2015; Glick 2015; IMF
2015a) that have examined these issues come to similar conclusions. The IMF
spillover report (based in part on Chen et al.) examines the possible impact of
real shocks, money shocks, and risk shocks. Real shocks in the US lead to higher
capital inflows and an increase in industrial production in emerging markets (like
China) and non-systemic advanced countries (like Korea), while money shocks
do the opposite. The Fund hypothesizes that the real shocks lead to capital
inflows in the emerging markets and non-systemic advanced countries for two
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reasons: first, the shock in the US leads to appreciation (and then the usual trade
effects) and second because the improvement in the US lowers the risk premium
on investment. They believe the second factor is more important. Where the
fund sees current risks globally is with respect to balance sheets, but do not
cite either China or Korea as being problematic in this regard. The Korean case
will be discussed in more detail in the next section.
Chen et al., Gagnon, and Glick attempt to tease out real or market effects
versus announcement or signaling effects and compare responses under
conventional monetary policy (CMP) and unconventional monetary policy
(UMP) and some instances between the pre-taper period of QE and the situation
after May 2013. The studies find no evidence of a diminution of these effects
in the UMP period and there is some evidence that they have become more
pronounced.
Gagnon examines daily data on US bond yields, exchanges rates, foreign
bond yields and stock prices from January 2006 through July 2015, distinguishing
between effects on typical trading days and Fed Open Market Committee
(FOMC) days. Increases in US interest rates are in general associated with
increases in foreign interest rates, depreciation of foreign currencies, and
increases in foreign stock prices. The effects appear to be large, and greatest
on stock prices.
In general, the interest rate effect is larger on normal trading days, which
he interprets as reflecting economic fundamentals, and smaller on FOMC days
which reflect a mix of real and announcement effects. There are exceptions,
however, where the movement in interest rates is larger on FOMC days, which
Gagnon interprets as possibly signaling a “risky” country. Korea is one: Gagnon
estimates that a one percentage point rise in US interest rates generates a 0.29
percentage point rise in Korean rates on normal days, and a 0.42 percentage
point rise on FOMC days. Japan and China exhibit less responsiveness to
changes in US interest rates.
With respect to exchange rates, the Korean and Chinese currencies
depreciate modestly in response to increases in US bond yields, while the
Japanese yen (and the Swiss franc) exhibit perverse movement, appreciating in
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response to a US interest rate rise. One possible explanation is that these are
essentially safe haven currencies: when interest rates rise in the US, investors
pull their money out of weaker parts of Europe and Asia, and deposit funds
in Switzerland and Japan, respectively.
Foreign stock prices generally rise in response to increases in US bond
yields, particularly on normal trading days, which Gagnon interprets as reflecting
improved fundamentals in the US. One exception is China, where the stock
market declines slightly when the yield increase occurs on an FOMC day.
Gagnon does not uncover statistically significant differences in the CMP and
UMP periods.
Glick obtains similar results, though he finds that the exchange rate effects
are more pronounced during the UMP period. He also makes the point that
“non-announcements” can have an impact: both the Korean won and Japanese
yen appreciated in response to the September 17, 2015 “non-announcement”
easing surprise when the Fed decided not to begin liftoff.6)
Chen et al. employ the most elaborate techniques, distinguishing between
CMP and UMP before and after the taper announcement in May 2013. They
find in general that the spillover effects are larger in the UMP period and that
the impact of signal surprises was bigger than the impact of real or market
surprises. They also uncover some evidence that the magnitude of these effects
has increased in the post-taper period. This suggests that we should be prepared
for significant reactions when the Fed finally does exit QE and begins its liftoff.

6) Although the focus of this analysis is the impact of UMP developments in China, they also
have spillover effects. Glick points out that in response to the RMB depreciation of August
11, 2015, the Korean won depreciated more than any other currency, while the Japanese yen
appreciated more than any other currency. According to his statistical analysis, the won (and
the Taiwanese dollar) depreciated more than would be explained purely on the basis of trade
linkages.
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4. Liftoff
While UMP appears to have addressed the critical issues facing the US and
other crisis economies during the GFC, it carries risks and the consensus is that
the Fed and other central banks should return to conventional policies as soon
as warranted. In his 2012 Jackson Hole speech Fed Chairman Ben Bernanke
identified these as the impairment of certain securities markets as Fed purchases
in effect crowded out private agents; growth of an overly large balance sheet
could undermine public confidence that the Fed would be able to successfully
exit QE; maintenance of low interest rates for a sustained period could induce
excessive risk; and lastly that the Fed could incur financial losses if interest
rates were to rise unexpectedly, adding to the fiscal burden (Bernanke 2012).7)
On December 16, 2015 the Fed raised the short-term interest rate from 0.25
percentage points to just under 0.50 percent, the first rate hike in nearly 10 years.
The move was justified with reference to its inflation targeting policy: while
inflation was running below the target rate of two percent, the Fed reasoned
that this low level was transitory, partly reflecting “declines in energy prices
and in prices of non-energy imports, …Inflation is expected to rise to two
percent over the medium term as the transitory effects of declines in energy
and import prices dissipate and the labor market strengthens further.”8)
The question then is how asset prices would react both in anticipation of
the move and in its event. As Stockton observes, “Long-term interest rates likely
to rise in anticipation of Fed tightening much as they did when the Fed began
to talk about the start of QE tapering in the spring of 2013 …Policymakers and
market participants should be prepared for bouts of heightened volatility as the
process of policy normalization proceeds” (Stockton 2015, p. 51). In terms of
7) It is worth re-emphasizing that these risks were magnified by political dysfunction in the US.
As Stockton assesses, “a more predictable and less contractionary fiscal policy would have
allowed the Federal Reserve to ease back more promptly from their unconventional policies,
mitigating any potential adverse side effects” (Stockton 2015, p. 48).
8) http://www.federalreserve.gov/newsevents/press/monetary/20151216a.htm. Accessed February
1, 2016.
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current conditions, the IMF Stability Report has observed a rotation of risks from
developed countries such as those of the Eurozone to the emerging markets,
where the key risks are liftoff (and expected balance sheet strains in some
economies), weak commodity prices, and uncertainties involving China (IMF
2015b). Eventually the other central banks that have implemented UMP will
also liftoff. From the standpoint of Northeast Asia, the Bank of Japan will be
the most relevant in this regard, though Japanese exit from QE does not appear
imminent.
How this all plays out is scenario-dependent. The most benign scenario
would be one in which the liftoff is motivated by robust growth in the US,
as has occurred. While there might be some transitory financial market volatility
in this scenario, the evidence reviewed in the previous section suggests that it
would likely be accompanied by dollar appreciation and more demand for
exports from Northeast Asia.
One can mechanically apply the econometric estimates reviewed in the
previous section to obtain an illustrative benchmark of the magnitudes of these
effects. For example, if interest rates were to rise three percentage points (a three
percent real interest rate plus a two percent rate of inflation, the latter already
reflected in current market expectations) the dollar might appreciate by
something like five to ten percent―not a gigantic move, but one that would
shift relative prices if sustained. Depending on the extent to which the yield
curve flattened (which would convey information about the expectations of
future growth prospects) the boost to foreign output could be on a similar order
of magnitude to the rise in long-term rates. Foreign stocks would rally.
But it’s important to remember that even this simple calculation is context
dependent. If the US liftoff occurs in a context of weak or weakening growth
in Europe, Japan, and/or China, as appears to be the case, then there would
likely be pre-existing pressure on the dollar and the US trade balance. The
additional impetus for appreciation and expansion of the trade deficit would
occur against this backdrop and could become a political issue as discussed
below.
There are even less benign alternatives, however. While these do not appear
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to apply to the Fed action, they could be relevant to prospective liftoffs by other
central banks. An unanticipated bout of inflation could prompt a central bank
to raise rates, a development which compared to the robust growth scenario
would be associated with weaker aggregate demand, as will a greater degree
of financial market volatility globally. Beneficial spillovers would be attenuated.
Probably the worst scenario would be a liftoff motivated by financial
stability concerns, where rising rates and slumping aggregate demand in an
already low-inflation environment could push the EU, Japan, or the UK closer
to a deflationary trap similar to that observed in Japan for 20 years.
From this perspective, Korea presents the most interesting case in Northeast
Asia: it is relatively small, relatively open in both trade and financial terms,
and integrated with both the US and Japan, and its recent economic history
demonstrates that it is sensitive to these developments.
Korea was badly hit by the 1997-98 financial crisis in significant part due
to high levels of corporate leverage and enormous currency and term mismatches
in its pattern of borrowing and lending (Noland 2000). While the post-crisis
reform and reorganization of the financial sector represented a marked
improvement, events during the GFC revealed the country’s continuing
vulnerability to financial shocks emanating from abroad.
In 2008, Korea had the largest negative net foreign currency asset to trade
ratio of any country in Asia (Gagnon 2014). External debt ramped up from USD
188 billion in 2005 to USD 426 billion or 175 percent of GDP in the third
quarter of 2008 (Lee and Rhee 2012).
The composition of capital inflows was heavily weighted toward bank
loans, which are more volatile than direct or portfolio investment flows (Jeanne,
2014, Table 2). Short-term external debt (maturity of less than one year) grew
even more rapidly than external debt overall, rising from USD 66 billion in 2005
to USD 190 billion during the third quarter of 2008, equivalent to 45 percent
of GDP, similar in magnitude to the level reached during the 1997-98 crisis.
In the third quarter of 2008, the ratio of short-term debt to reserves reached
79 percent (Lee and Rhee 2012). Korean banks had dealt with potential currency
mismatch issues by hedging but ended up creating foreign currency term-
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mismatches by borrowing short and lending long (Gagnon 2014).
The quantitative analysis of these imbalances is complicated by a number
of factors which were at times misunderstood or misconstrued once the crisis
was in train. Roughly half of the short-term foreign currency debt was incurred
by local branches of foreign banks; short-term indebtedness by Korean banks
and corporate borrowers was only about half of the headline number (Lee and
Rhee 2012). If they have access to the central bank discount window of the
currency in which they are borrowing then it should not be much of an issue.
Another USD 39 billion of the borrowing and hedging were associated with
the shipbuilding industry, which is characterized by long lead times in production
which generate dollar revenue streams once the ships are placed into operation.
Nevertheless, once the crisis got started, Korea experienced an extraordinary
“sudden stop” of capital inflows largely due to a collapse in bank loan roll-over
rates, equivalent to -11.8 percent of GDP between the fourth quarter of 2008 and
Figure 5. Capital Inflows and Outflows in South Korea (in $US millions)
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the first quarter of 2009. As illustrated in Figure 5, the magnitude of this shock
was larger than what Korea experienced during the 1997-98 crisis. The won-dollar
exchange rate plunged from 1030.1 at the end of May 2008 to 1467.8 on October
28, a 42.5 percent depreciation (Figure 6). Credit default spreads widened from 91
bps in early August to 675 bps on October 27 (Lee and Rhee 2012). The capital
account deficit reached USD 43 billion or more than 20 percent of GDP. In Asia,
only Malaysia experienced a bigger fall in capital inflows, and in the Malaysian case
this was partly due to capital flight by domestic residents (Jeanne 2014, Table 3).
Figure 6. KRW to $US Rate
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Korea is a highly open economy with a trade share in excess of 100 percent
of GDP. The year-on-year growth rate of Korean exports went from 27 percent
in the third quarter of 2008 to -9.9 percent in the fourth quarter, to -24.9 percent
in the first quarter of 2009, and the stock market fell by nearly 30 percent
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(Figures 7 and 8, respectively), on the same order of magnitude as during the
1997-98 crisis. Some of this income and export slowdown would have occurred
simply due to the contraction in world trade, so cannot be interpreted as a pure
indication of the Korean crisis; nevertheless it certainly informed the authorities’
and public’s reaction to the crisis.
Figure 7. South Korea Exports and GDP Growth
%Growth
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While Korea had accumulated substantial reserves in the aftermath of the
1997-98 crisis as a method of self-insurance, the government eschewed activating the
Chiang Mai Initiative Multilateralization agreement, and confidence was not
restored until the country concluded a USD 30 billion swap agreement with the Fed.
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Figure 8. KOSPI Index
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Once the immediate crisis period passed, the government began expanding
macroprudential measures. Among these the government imposed restrictions on
forward derivatives trading in excess of real transactions starting January 1,
2010; increased the ratio of mid- to long-term loan financing to mid- to
long-term lending on foreign loan portfolios to 100 percent; set ceilings on
banks’ foreign exchange derivative contracts relative to bank capital; blocked
a range of financial institutions from investing in foreign-currency bonds issued
“for purposes of overseas use;” and imposed a stability level on noncore foreign
exchange liabilities of banks.9)
9) However, as observed by the US Treasury, in June 2015, “Korea announced a series of steps
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These moves signaled that the Korean authorities were aware of the
mismatch issue and was trying to address it. Nevertheless, Korean corporates
continued to rely heavily on short-term debt (Gagnon 2014, Table 8) and during
the May 2013 taper tantrum when it experienced the largest exchange rate
depreciation of any emerging market (Glick 2015).
This perceived vulnerability has conditioned the response of Korean
authorities since. Calvo and Reinhart (2000) coined the term “fear of floating”
to describe currency market interventions by authorities afraid that the exchange
rate was moving too far too fast. The received wisdom is that the 1997-98 Asian
crisis was due in part to authorities trying to maintain pegged or quasi-pegged
exchange rates for too long.
Recent research suggests a growing comfort with floating by Asian central
banks. Brooks (2015) calculates an index of exchange market pressure and then
analyzes the extent to which central banks have permitted this pressure to be
passed through to actual exchange rate changes, examining the pre-QE, pre-taper
QE, and post-taper periods. In general he finds a dwindling aversion to floating
but with a few countries―India, Taiwan, and Korea―lagging. In the case of
Korea, Brooks estimates that fear of floating has grown in each successive
period.
He then disaggregates episodes of appreciation and depreciation. The results
are striking: both Korea and Taiwan exhibit a strong asymmetry, permitting
much more pass-through during periods of depreciation pressure relative to
periods of market pressure to appreciate. Using a somewhat cruder model,
Pontines and Siregar (2010) also obtain the result that Korea asymmetrically
fears appreciation, and find that the degree of aversion to appreciation is the
same whether they use the US dollar or the Chinese RMB as the reference
currency. Perhaps it is not coincidental that Korea and Taiwan are highly
integrated with China, and as noted earlier, appear to be quite sensitive to
movements in the value of the Chinese RMB. Indeed, Subramanian and Kessler

to facilitate capital outflows, which would reduce underlying pressure for won appreciation
stemming from its current account surplus” (US Treasury 2015, p. 23).
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(2013) find that the Korean won and Taiwanese dollar more closely track the
Chinese RMB than the US dollar.
This pattern has not gone unnoticed. Under Section 3004 of the Omnibus
Trade and Competitiveness Act of 1988, the US Treasury is required to submit
to the Congress semiannual reports addressing “whether countries manipulate
the rate of exchange between their currency and the United States dollar for
purposes of preventing effective balance of payments adjustment or gaining
unfair competitive advantage in international trade” (US Treasury 2015, p. 2).
This language parallels language in the International Monetary Fund (IMF)
Articles of Agreement. In February 2013, the G-20 membership (including the
United States, China, Japan, and Korea) committed to refraining from
competitive devaluation and not targeting exchange rates for competitive
purposes. This commitment was most recently reaffirmed in September 2015
by the G20 finance ministers and central bank governors.
Korea figures prominently in the most recent Treasury report (October
2015) though neither it nor any other country is identified as a currency
manipulator. The Treasury bill of particulars has five components: maintenance
of a large current account surplus; an undervalued currency; intervention in the
currency market to limit appreciation; the existence of fiscal space to address
some of the underlying issues (though Treasury officials will admit that one’s
assessment of how much fiscal space exists is contingent on how much is
effectively set aside to deal with North Korea contingencies); and lack of
transparency about intervention. The Treasury argues based on its own analysis
and that of the IMF, that the won is undervalued, and that through the first
half of 2015, the Bank of Korea has intervened to limit the won’s appreciation.
However, and this is critical for the Treasury’s bottom line, it recognizes that
the last large interventions (July-August 2015) were to support the won (i.e.
on the “right” side of the market from the Treasury’s perspective). The Treasury
concludes that “Given its undervalued currency, Korea should not intervene in
the foreign exchange market to limit the won’s appreciation should market
pressure for appreciation return, and limit its intervention in the foreign
exchange market to the exceptional circumstance of disorderly market conditions”
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(US Treasury 2015, p. 24).
Others are less circumspect. Bergsten and Gagnon (2012) establish four
criteria for determining if a country is an exchange rate manipulator: “(1) Their
foreign exchange reserves at year-end 2011 exceeded six months of goods and
services imports…; (2) Their foreign exchange reserves grew faster than their
GDP between 2001 and 2011; (3) Their current account was in surplus on
average (as a share of GDP) between 2001 and 2011; and (4) They had gross
national income per capita in 2010 of at least USD 3,000, which is roughly
the median of 215 countries covered by the World Bank’s Atlas method
rankings” (Bergsten and Gagnon 2012, p. 5). Korea, along with ten other
countries (excluding oil exporters, but including China and Japan), made the
list.10)
Bergsten and Gagnon (2012) suggest several policies to address what they
regard as a significant macroeconomic issue affecting the United States. As a
precursor, the US should try to obtain voluntary commitments to refrain from
currency intervention. They observe that emphasizing the joint or coordinated
nature of such a commitment insofar as a number of the countries they identify
as currency manipulators (including Korea) manage their floats vis-à-vis the
RMB, and they face common concerns about loss of competitiveness if they
appreciate and their rivals do not. However, if the US is unable to obtain
voluntary commitments to abstain from intervening to limit appreciation, it
should select from a menu of four new policies: “First, it will undertake
countervailing currency intervention (CCI) against countries with convertible
currencies by buying amounts of their currencies equal to the amounts of dollars
they are buying themselves, to neutralize the impact on exchange rates. Second,
it will tax the earnings on, or restrict further purchases of, dollar assets acquired
by intervening countries with inconvertible currencies (where CCI could
therefore not be fully effective) to penalize them for building up these positions.
10) Bergsten and Gagnon (2012) recognize that for national security reasons Korea might want
to hold reserves in excess of what might be deemed necessary on strictly economic grounds.
The Bennet-Hatch-Carper amendment, discussed below, includes a national security waiver
which could be relevant in the Korean case.
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Third, it will hereafter treat manipulated exchange rates as export subsidies for
purposes of levying countervailing import duties. Fourth, hopefully with a
number of other adversely affected countries, it will bring a case against the
manipulators in the World Trade Organization (WTO) that would authorize more
wide-ranging trade retaliation” (Bergsten and Gagnon 2012, p. 1).
The growing restiveness of the US Congress, reminiscent of the atmosphere
of the late 1980s which gave rise to Section 3004 in the first place, over these
concerns surfaced dramatically during 2015 Congressional debates over the
authorization of trade promotion authority (TPA) which was linked to the
imminent conclusion of negotiations over the Trans-Pacific Partnership (TPP)
agreement. Unprecedented legislation was proposed directly conditioning trade
policy on currency concerns.11) In the end, the TPP agreement commits all TPP
countries “to avoid unfair currency practices and refrain from competitive
devaluation. TPP countries will publicly report their foreign-exchange intervention
and foreign reserves data,” some for the first time. “Officials from all TPP
countries will consult regularly to address macroeconomic issues, including to
engage on efforts to avoid unfair currency practices.” The declaration confirms
the TPP countries “will avoid manipulating exchange rates to gain an unfair
competitive advantage over other Parties,” commits those countries “to take
policy actions to foster an exchange rate system that reflects underlying
economic fundamentals and to avoid persistent exchange rate misalignments”
and “to refrain from competitive devaluation and targeting exchange rates for
competitive purposes” (Joint Declaration 2015). Were Korea to join the TPP,
the currency market intervention reporting would go beyond current practice,
but it would not seem to be too heavy a lift.
While some of the currency proposals failed in Congress, the eventual
compromise which permitted the passage of the TPA legislation has opened the
door for the Bennet-Hatch-Carper amendment to the Customs and Enforcement
Bill which was passed in parallel with TPA.12) The Bennet-Hatch-Carper
11) This discussion of US politics draws on Bergsten (2015). See that source for additional detail.
12) The proposed Portman-Stabenow amendment, which would have required “enforceable disciplines”
on “negotiating objectives” in the TPP itself, failed narrowly in the Senate. It is worth noting
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amendment has three components: a definition of currency manipulation, a
protocol for “enhanced engagement” (i.e. consultation) with trade partners
deemed currency manipulators, and a menu of remedies if consultation fails.
On the first issue, the amendment requires Treasury as part of its existing
semiannual exchange rate reports to conduct “enhanced analysis” of major trade
partners that have “a significant bilateral trade surplus with the United States…
a material current account surplus and… engaged in persistent one-sided
intervention in the foreign exchange market.” It then mandates that “the
President, through the Secretary of the Treasury shall convene enhanced bilateral
engagement with each country for which an enhanced analysis … is included
in the report…” If, after one year, the President determines that the situation
has not been rectified, it specifies that the President “shall” take “one or more”
specified actions. These include prohibiting “the Overseas Private Investment
Corporation from approving any new financing;” excluding that country from
government procurement; instructing the US Executive Director at the IMF to
advocate for enhanced surveillance of that country; and lastly, instruct the USTR
“to take into account” “in assessing whether to enter into a bilateral or regional
trade agreement” with that country, “the extent to which that country has failed
to adopt appropriate policies to correct” currency undervaluation and trade
imbalances.
These provisions have implications for Northeast Asia, possibly Korea in
particular.13) While China has been the centerpiece of concern in the run-up
to the Congressional debate, its own adjustment, followed by market turbulence,
that Sen. Rob Portman (R-Oh) is a former US Trade Representative. The Schumer-Graham
amendment which authorizes the imposition of countervailing duties against exports of currency
manipulators passed in the Senate but is strongly opposed by the House Republican leadership
and is expected to be dropped in conference.
13) As Bergsten (2015) observes, the US auto assemblers were the prime political driver behind
these legislative proposals, driven by competitiveness concerns primarily vis-à-vis Japanese
producers, but Korean assemblers as well. The Ford Motor Company was particularly active
in this regard. It is worth recalling that Ford was twice blocked in its attempt to purchase
Kia during that company’s denationalization (Noland 2000), and was a vocal opponent of the
KORUS free trade agreement.
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a slowing of growth, and intervention to offset depreciation, means that the
country is unlikely to be cited as a currency manipulator soon. And while
Japan’s QE policy has contributed to a depreciation of the yen, from the
American perspective this is a “market-driven” exchange rate movement, not
one generated by intervention in the currency market per se. So Japan is also
unlikely to be cited as a currency manipulator.
Korea is a different matter, however. At times it has run huge current
account surpluses, which in a world of inadequate aggregate demand can be
seen as shifting output and jobs from deficit countries. In principle, the
objectives of the US and Korean governments are aligned: President Park has
made reducing reliance on external demand and shifting the economy toward
domestic demand a primary goal of her economic policy. Both the US and
Korean governments would like to see Korean surpluses come down in an
orderly fashion. Korea has implemented fiscal stimulus. But Korean households
are heavily indebted and consumption has not been very responsive to the
stimulus.
Moreover, Korea was named a currency manipulator in the first Treasury
report in 1988 and is once again in the crosshairs. Indeed, if Treasury comes
under pressure to “do something” to forestall more rash initiatives in the
Congress, Korea and Taiwan are likely to be at the top of the list. In this regard,
the Treasury recognition that the last major Korean interventions in the market
(July-August 2015) were to support the won, is likely to forestall imminent
action. At this point, Treasury’s main focus is to improve transparency and
discuss the use of fiscal space. Further out on the horizon, if as expected, the
Bennet-Hatch-Carper amendment becomes law, it could undercut Korea’s efforts
to attract direct investment from the US and interfere with Korea’s ability to
join the TPP as part of the next round of entrants (Schott 2015).14)
Some commentators (e.g. Bergsten-Gagnon 2012; Bergsten 2015, and implicitly,
14) With regard to government procurement, the legislation includes a provision that exempts
signatories to the Government Procurement Agreement, of which Korea is one, from the
exclusion from government procurement remedy. This remedy could still apply to China,
however.
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US Treasury 2015) have drawn a normative distinction between the exchange
rate movements that occur as a byproduct of QE and those produced by direct
interventions in the currency markets. From a Korean perspective, this may well
be a distinction without a difference: larger, richer countries adopt UMP in
response to self-inflicted wounds, but when smaller, poorer, more open countries
move to dampen the exchange rate implications of the spillover, under
legislation currently contemplated by the US Congress, they are threatened with
exclusion from government procurement markets and preferential trade deals.
As indicated previously, the US and Korean governments have a shared
goal in seeing Korea’s reliance on external surpluses attenuate. One would hope
that there is scope for cooperation. But this occurs against a backdrop in which
many in the US regard surplus countries of stealing output and jobs, while many
in Korea see the country as victimized by crises which have their origins in
larger, richer countries.
Under these circumstances, the resistance of Asian countries to the inclusion
of exchange rate provisions in trade agreements is understandable, and, if the
perspective embodied in the Bergsten-Gagnon-Treasury line were to prevail,
laudable. Nevertheless, the issue is not going away, and from the standpoint
of enlightened self-interest, it behooves Korea to come to some kind of
accommodation with the US on the issue. More open and frank consultations
than have transpired thus far on the transparency and nature of Korean monetary
policy and fiscal space and a realistic appraisal of North Korean contingencies
would be the place to begin.

5. Conclusions
The Global Financial Crisis has its origins in the United States and Europe.
Unsteady implementation of fiscal policy responses forced an overreliance on
monetary policy. The world has now entered unchartered territory in the
aftermath of the crisis. The Fed and several other major central banks around
the world have adopted unconventional monetary policies. In December 2015,

Unconventional Monetary Policy, Spillovers, and Liftoff: Implications for Northeast Asia

263

the Fed began the process of exiting UMP and returning to conventional
monetary policy characterized by positive policy interest rates. Liftoff by the
Bank of Japan appears less imminent, though hopefully will occur eventually
under benign circumstances.
That process of liftoff is likely to be accompanied by spillovers which will
be felt in Northeast Asia due to trade and financial linkages with the US. The
specifics of how this all plays out are partly a function of scenario (a robustly
growing US is the most optimistic situation) and conditions elsewhere. Exit from
QE under robust growth conditions may be accompanied by financial market
turbulence, but in the end should confer positive spillovers on Northeast Asia.
Korea presents an interesting case because it is relatively small and
relatively open and integrated in both trade and financial terms with both the
United States and Japan. It appears that the Bank of Korea targets the exchange
rate with the RMB and intervenes to dampen appreciation (This paper has
focused on unconventional monetary policy, but developments in China
represent an independent but related source of uncertainty). Although Korean
exchange rate intervention may reflect underlying concerns over competitiveness
vis-à-vis China and similarly situated third countries like Taiwan, not the United
States, this behavior has landed Korea front and center in US political debates
over currency manipulation. There is no better evidence of the importance of
this issue than the fact that President Barack Obama raised the currency issue
with President Park Geun-hye at their meeting in October 2015.
Despite the country’s current account surpluses, Koreans tend to see
themselves as victims of a crisis that has its origins in policy mistakes and
questionable if not criminal behavior in larger, richer countries. A successful
US exit from QE is likely to contribute to dollar appreciation vis-à-vis the won,
and a widening of the bilateral merchandise trade deficit. While these would
be predictable outcomes of a successful macroeconomic adjustment, ironically
they may also contribute to political frictions and complicate the implementation
of trade policy. While one can question the justness of this emerging American
view, from a standpoint of enlightened self-interest it would be advisable for
Korea to reach some accommodation with the US on this issue. As part of this
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process of engagement, the US government needs to recognize explicitly that
in its northern neighbor South Korea faces the world largest contingent liability,
a situation that justifies the accumulation of larger reserves than would be justified
on conventional economic grounds alone. Likewise Korea should be prepared
for a more serious engagement between the two governments than has occurred
to date on transparency and the nature of Korean monetary and fiscal policies.
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Exploration of the Prospect of
Cooperation between Belt and
Road Initiative and TPP in
Global Economic Governance
Xiaotong Shan

On September 7, 2013, President Xi Jinping gave a speech at Nazarbayev
University during his visit to Kazakhstan, in which he mentioned the initiative
of jointly building the Silk Road Economic Belt with Kazakhstan, bringing
benefits to people along the Road and gradually helping shape great regional
cooperation. On October 3, 2013, President Xi Jinping gave another speech to
Indonesia’s Parliament upon visiting the country, and proposed to jointly build
a 21st-century Maritime Silk Road. These two land-sea cooperation initiatives
raised by China within the time span of two months have attracted close
attention from all communities around the world. It is the first time in the 21st
century that China has taken the lead in a global cooperation initiative, which
will help construct a regional community of common destiny.
Prior to these initiatives, the Obama administration successively promoted
its “Rebalancing toward Asia” strategy and the Trans-Pacific Partnership (TPP),
indicating a shifted strategic focus from the Middle East to the Asia Pacific
as an adaptation to the changing global economic and political landscape. These
strategies will strengthen the United States’ political, military and economic
influence on Asia Pacific regions. Many scholars believe that the Belt and Road
Initiative (BRI) is up against US Asia-Pacific strategies, and that the two are
competitors. [1] However, as far as we are concerned, drawing from our
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long-term track and research here at the International Cooperation Center of
NDRC, there is not only a zero-sum game in global economic governance, but
also room for complementary development and potential for mutual cooperation.
Since the BRI differs with the TPP in terms of concept, implication and
development philosophy, the two would constitute driving forces behind
countries of different development stages, helping these countries to open up,
advancing globalization in broader ranges, and pushing forward a new round
of growth in the global economy and finance.

1. Development Philosophy and Cooperation Approach of Belt
and Road Initiative
The Belt and Road Initiative is not an exclusive Chinese invention, nor is
it a conduct of imposing China’s own will on other countries. It is based on
full respect of the economic, social and cultural development levels of individual
countries, and aims to seek synergies of development. It will help deepen
cooperation on an equal basis, promote concerted construction, share common
achievements, propel pragmatic cooperation and forge a community of shared
profit, destiny and responsibility featuring mutual political trust, mutual
economic integration and mutual cultural accommodation.
The Belt and Road cover countries throughout the continents of Asia,
Europe and Africa, and consist of five economic corridors under planning and
development. For the project on the Eurasian Continent, also known as the Belt,
the Initiative will focus on building three economic corridors, moving along the
routes of China-Central Asia-Russia-Europe (Baltic), China-Central Asia-West
Asia-the Persian Gulf and Mediterranean, and China-Southeast Asia-South
Asia-Indian Ocean. The corridors will take advantage of international transport
routes, rely on pivot cities along the Road and use key economic industrial parks
as cooperation platforms.
The project at sea, known as the Road, will focus on building two corridors,
which connect China coastal ports-the South China Sea-Indian Ocean-Europe,
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and China coastal ports-the South China Sea-South Pacific Ocean. These are
smooth, secure and efficient transport routes connecting major sea ports along
the Road.
Figure 1. Five economic corridors

The construction of the Belt and Road will prioritize smooth communication
channels, namely, connectivity, trade and investment, and people-to-people
exchanges. It will strive to realize the region’s infrastructure improvement, put
in place a secure and efficient network of land, sea, air and internet passages,
enhance trade and investment facilitation, establish a network of free trade areas
that meet high standards, expand cultural exchanges, encourage different
civilizations to learn from each other and flourish together, and promote mutual
understanding, peace and friendship among people of all countries.
The Belt and Road Initiative mainly conducts cooperation in terms of
development strategy, infrastructure, investment and trade, finance, and cultural
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exchange. For policy coordination, China actively aligns the BRI with development
strategies of different countries and enables them to benefit from the investment
and trade brought about by the Belt and Road, and attaches great importance
to dialogue with the major stakeholders in the region, e.g. the United States,
Russia, India and the European Union. Apart from that, China also continuously
upgrades bilateral and multilateral cooperation with nations along the Belt and
Road, and progressively pushes forward reform and collaboration within
domestic parties. For infrastructure connectivity, China fully exerts its technical
advantage in transportation, energy and communication infrastructure, helping
nations enhance the ability of interconnectivity with the world, to form a more
open and integrated region. For unimpeded trade, China actively promotes
two-way opening, removes trade barriers, develops green e-commerce in
commodity and service trade to benefit all, enhances investment facilitation,
expands cooperation areas, and advances mechanism building in industry
cooperation. For financial integration, China shoulders the responsibility as a
major power in the global economy, and has consecutively initiated the BRICS
Development Bank and Asian Infrastructure Investment Bank, made full use of
regional development funds such as the China-Africa Fund, China-CEEC
Investment Cooperation Fund, China-ASEAN Investment Cooperation Fund and
Silk Road Fund, and encouraged commercial and private capital to participate
in the construction of key projects of the Initiative. For people-to-people bonds,
China has conducted communication and cooperation beyond the economic
regime, and launched projects in education, tourism, healthcare, job creation,
scientific research and poverty reduction in countries along the Belt and Road,
so as to enhance the living standard of people in correspondent countries and
promote mutual trust and understanding between civilizations.
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Table 1. Progress of Belt and Road construction in the first half of 2015

Strategy Alignment, Agreements and Major Projects
Top-level  Vision and Actions on Jointly Building Silk Road Economic Belt and
planning
21st-Century Maritime Silk Road
 Alignment with Vietnam’s “Two Corridors and One Economic Circle” plan
 Alignment with Britain’s “Northern Powerhouse” plan
Series of
 Alignment with Indonesia’s “Global Maritime Axe”
consensus
 Alignment with Russia’s “Eurasia Economic Union”
 Alignment with Kazakhstan’s “Nurly Zhol (the Bright Path)” strategy
 Signed a joint declaration with Russia on cooperation in coordinating
development of the EEU and the Silk Road Economic Belt
 Signed an inter-governmental MoU with Hungary on jointly promoting the Belt
and Road
Series of  Signed MoU on the Planning Outline of the China-Russia-Mongolia Economic
agreements Corridor together with Russia and Mongolia
 Signed MoU on the Belt and Road with Tajikistan, Kazakhstan, Qatar and
Kuwait
 Signed a series of project documents on China-Kazakhstan key capacity
cooperation
 China-Pakistan Economic Corridor
 Railways and highways: China-Laos Railway, Jakarta - Bandung High-Speed
Series of
Rail, Hungary- Serbia Railway, Moscow-Kazan High-Speed Railway,
key
China-Thailand Railway and second phase of China-Tajikistan Highway
 Pipeline: Central Asia Natural Gas Pipeline D-Line project
projects
 Port: China-Myanmar Kyaukpyu Port
 Industrial park: China-Belarus Industrial Park, Morowali Industrial Park
Investment and Trade (first half of 2015)
Foreign
 48 countries, USD 7.05 billion, an increase of 22.2%, mainly flowing to
investment
Singapore, Indonesia, Laos, Russia, Kazakhstan and Thailand
 948 enterprises set up, and witnessed a 10.62% year-on-year increase; actual
Utilized
invested foreign capital is USD 3.67 billion, recording a 4.15% year-on-year
investment
increase
 1401 projects contracted in 60 countries, with the value of newly signed
contracts reaching USD 37.55 billion, which accounts for 43.3% of total new
Project
overseas project contracts volume in the same period and is a 16.7%
contracting
year-on-year increase
 Contracted volume reached USD 7.06 billion, and executed volume reached
Service
USD 4.83 billion, which is an increase of 17% and 4.1% year-on-year,
contracting
respectively
Source: Information collected and collated from the NDRC and MOFCOM websites.
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The above figures indicate that the BRI is a great impetus for China’s
opening up. However, as the major strategy for China’s global reach, the
implications of the Belt and Road Initiative far exceed a boost to China’s foreign
investment.

2. BRI’s Implications for the Global Economy
Complex and profound changes are taking place in the world. The
underlying impact of the international financial crisis keeps emerging; the world
economy is recovering slowly, and global development is uneven; the
international trade and investment landscape and rules for multilateral trade and
investment are undergoing major adjustments; and countries still face big
challenges to their development. Against this background, the initiative to jointly
build the Belt and Road, embracing the trend towards a multipolar world,
economic globalization, cultural diversity and greater IT application, is designed
to uphold the global free trade system and the open world economy in the spirit
of open regional cooperation.
The BRI aims to promote the connectivity of the Asian, European and
African continents and their adjacent seas, establish and strengthen partnerships
among countries along the Belt and Road, and set up all-dimensional,
multi-tiered and composite connectivity networks. The connectivity projects will
help align and coordinate the development strategies of these countries, tap
market potential in this region, and promote the orderly and free flow of
economic factors, the highly efficient allocation of resources, and finally the
deep integration of markets. It will encourage countries to achieve economic
policy coordination and carry out broader and more in-depth regional cooperation
of higher standards, jointly creating an open, inclusive and balanced regional
economic cooperation architecture that benefits all, stimulating investment and
consumption, creating demands and job opportunities, enhancing people-topeople and cultural exchanges. Ultimately, the BRI will help gain mutual
understanding among the peoples of the relevant countries, and realize diversified,

274

2015 Trans-Pacific Intellectual Dialogue

independent, balanced and sustainable development.
China’s economy is closely connected with the world economy. According
to China’s thirteenth Five-Year Plan, by 2020, China’s per capita GDP will
reach USD 10,000 and overall GDP will reach the scale of USD 100 trillion,
[2] which means moderate prosperity in all respects will be achieved. By then,
China’s economic contribution will take up a larger proportion in the global
economy, backed by stronger global competitiveness, more advanced technology
and managerial expertise, indicating that China will play a greater role and
shoulder greater responsibility in global economic governance. From the past
experiences of advanced economies, such as the US and Japan, China needs
to implement a more open development strategy in the new development stage,
fulfilling its obligation as a major power to promote the world economy. The
key of the new development strategy will be taking the lead in sharing benefits
brought about by development with developing countries whose economic
development and openness levels are relatively low, while furthering cooperation
in the existing global value chain, and therefore strengthening the global
economy in an all-around way. Consequently, the BRI was initiated.
For developing countries, the BRI provides an opportunity for them to share
China’s development achievements and experiences, and enhance their own
openness levels and competitiveness. First, the Belt and Road will help
developing countries to share China’s successful experiences on reform and
opening-up over the past 35 years by way of policy coordination, to raise their
economic and social development levels. Second, the BRI will focus on
infrastructure upgrades, in power grids, communication, transportation and so
forth in developing countries, to integrate the domestic economy and society,
and enhance the connectivity of these countries with the world. Third, the BRI
will speed up investment and trade facilitation for developing countries, expand
their openness and enhance their abilities in participating in international
industrial cooperation. Fourth, the BRI will introduce a more complex and
diversified economic structure into developing countries by exporting its
technologies and management experiences under the capacity cooperation
framework, to foster an independent and compatible industrial base. Finally, the
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Belt and Road will increase investments toward developing countries, and China
will utilize its advantage in capital to help these countries take off economically
and upgrade their economic development structure, and solve development
issues in insufficient domestic demand, imbalanced economic structures and
outdated industrial structures.
For developed countries, the BRI is an effective channel for them to enter
into developing markets through cooperation with China. The Belt and Road
represents a huge market, covering a 4.4 billion population and 28 percent of
global GDP, which needs to be developed through global efforts. China
welcomes advanced economies to collaborate in developing this massive market
with advantages in technology and capital. These countries can cooperate with
China along the value chain and enter into markets along the Belt and Road.
At the current stage, China is negotiating with Australia, France and Britain on
third-party market cooperation under the framework of the Belt and Road, which
will provide good opportunities for advanced countries to expand their markets.

3. Comparison of Similarities and Differences between the Belt
and Road Initiative and TPP
To promote the smooth development of the Belt and Road, China and many
countries along the Belt and Road have achieved consensus on advocating the
formulation of bilateral and multilateral rules in economic cooperation. However,
since the TPP will likely take effect within two years, and offer a more closely
linked industrial value chain and more favorable investment policies, international
investors will be inclined to invest in its member states. This will have a certain
impact on China’s role in global industrial division, and there will be some
competition with the Belt and Road for resources. Besides, the TPP also
represents a free trade system with high standards led by developed economies,
and there will be some overlap with the China-led Regional Comprehensive
Economic Partnership (RCEP). Therefore, most researches by now believe that
the TPP and the Belt and Road Initiative are competitors. However, in nature,

276

2015 Trans-Pacific Intellectual Dialogue

the Belt and Road Initiative differs with the TPP in terms of development
philosophy, cooperation mode, focus and prioritized countries, and there is room
for complementary development.
The Belt and Road Initiative differs with the TPP in terms of development
philosophy. The Belt and Road mainly focuses on basic concerns of developing
counties. Developing countries generally have relatively incomplete economic
systems and domestic industrial structures, and comparatively low competitiveness.
Opening up in all directions will bring severe shocks to their economy and
sabotage their economic independence, while the BRI can offer a reasonable
free trade system and help promote bilateral industrial capacity cooperation and
infrastructure construction. In this way, developing countries can develop their
own pillar industries and domestic markets, and further open up to the world
through upgraded infrastructure. As a result, the developing countries will be
capable of attracting more foreign investment, and building international
competitiveness. In contrast, the TPP represents the concerns of developed
countries on high-standard free trade. These countries are defined by insufficient
growth in domestic demand, complex industrial division and advanced financial
systems, and they have the ability to promote full market liberalization, national
treatment, higher levels of intellectual property protection, and opening in
service trade. Their hopes are to integrate deeply into the global industrial chain
and expand the global market.
The Belt and Road Initiative differs with the TPP in terms of cooperation
methods. The Belt and Road mainly adopted the method of exporting advantageous
production capacity and cooperating technologically. It will create more job
opportunities and upgrade the economic development levels of countries along
the Belt and Road through investment in infrastructure, which reflects a hint
of Keynesian economics. Meanwhile, the major target of the TPP is to promote
the liberalization of trade and investment, and deepen global value chains
through free flow of capital and trade, which reflects the economic thinking of
Neoliberalism.
The Belt and Road Initiative differs with the TPP in terms of focus. The
Belt and Road will comprehensively construct a community of common destiny,
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and promote regional integrated economic development through cooperation in
multiple areas such as capacity, infrastructure, free trade and finance. It not only
focuses on economic cooperation, but also includes political and cultural
collaboration. Against the background of increasing complex political and
security situations on the Eurasian continent, a community of shared destiny and
a stable regional security situation will be constructed through political and
cultural exchanges propelled by economic development. In comparison, the TPP
mainly focuses on a simple target, which is to promote full market liberalization
and free trade. The TPP features the deep integration of both regional industrial
division and profits of member states through the removal of trade and
investment barriers and better protection of properties. This way, a more closely
interconnected economic community will be formed.
The Belt and Road Initiative also differs with the TPP in terms of
prioritized countries. The Belt and Road covers countries in Eurasia, Asia and
Africa, and is open to all countries around the world. It is a traditional continental
economic system featuring transportation construction, communication of people
and culture, and commodities trade, while the TPP’s potential participants
include all APEC members, and it is a maritime economic system led by
investment and maritime trade.
Nevertheless, the Belt and Road Initiative shares the same goals with the
TPP. Both will accelerate the opening up of participants, form a closely linked
regional economic cooperation relationship, and propel economic globalization.
The TPP could cooperate with the Belt and Road in different ways, formulate
a better trade and investment environment for both developed and developing
countries, and reach the targets of global economic and trade cooperation, i.e.
facilitating market openness and encouraging both developed and developing
nations to participate. Both initiatives will realize the common goal of economic
globalization, across a larger region, from the developed and developing economies
direction.
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4. Cooperation between the Belt and Road Initiative and TPP for
Global Economic Integration
The TPP will accelerate the full opening up of the economies and markets
of its member states, and this will bring convenience to countries beyond the
TPP. The TPP works on improving the consistency of member states in economic
and trade policy, custom inspection, IP protection and data transparency. It aims
at promoting the reform of economic and trade policies of member states by
adopting international trade rules, and will form a number of economic
liberalization policies that are suitable for all and will benefit all. This will
mitigate the spaghetti bowl effect caused by bilateral free trade mechanisms,
and ease the difficulties investors face when navigating different regulation
systems. It will not only strengthen economic and trade cooperation among TPP
member states, but also help these countries to further open their markets towards
other countries. This way, global investment and trade will witness development.
China and countries along the Belt and Road can leverage policy consistency
and market openness brought about by the TPP, and better conduct investment
and trade activities with TPP participants. In the meantime, the TPP sets a good
example for developing countries to further open their domestic markets.
The Belt and Road will ensure the increased openness of developing
countries and make their economies more attractive to investors. Most countries
along the Belt and Road are currently at the stage where their domestic economic
openness levels are relatively low, legal systems are relatively incomplete and
global competitiveness has yet to be strengthened. Through China’s “Five
Connectivity” initiatives and capacity cooperation with China, they will enhance
their ability to self-supply resources, upgrade their infrastructure, further open their
markets, nurture their advantages and high-quality talents, thus strengthening
global competitiveness to attract more international capital and better integrate
into the global value chain. This will also create a better investment environment
and market for developed countries like the US.
RCEP is a vehicle of free trade for the Belt and Road, and is also a key
mechanism to guide the formulation of economic cooperation rules for
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developing countries. According to estimations by the Peterson Institute for
International Economics, by 2025, the TPP will contribute USD 294.7 billion
to economic growth, while free trade arrangements (such as RCEP) propelled
by other Asian countries will raise USD 499.9 billion. But if the TPP and these
free trade arrangements can cooperate and form a Free Trade Area of the Asia
Pacific (FTAAP), USD 1921.7 billion of GDP will be gained, which is far higher
than the economic contribution by the TPP or any free trade arrangement alone.
[3] Therefore, the TPP must work with the Belt and Road to maximize global
economic growth, which also serves the common interests of China and the US.
For free trade arrangements such as RCEP, the biggest difficulty in
alignment with the TPP lies in the mutual recognition of free trade systems,
which are advocated by China and the US. Both nations have to participate in
each other’s free trade negotiations, find common grounds of their own concerns,
and align the two systems. Otherwise, as the two largest Asia Pacific economies
and as each other’s major trade partners, the absence of any one party will lead
to a breach of the alignment, and will delay global economic recovery or a new
round of swift development. Aligning the TPP with RCEP also means it has
to fully consider the high standards represented by the TPP. RCEP has to
improve its standards in tariff reduction, custom inspection, intellectual property
protection, investment opening and protection and government procurement,
while taking into consideration controversial chapters such as environmental
protection, state-owned enterprises and finance. RCEP could attempt to accommodate
trade arrangements with the TPP through shared standards in certain areas, and
help form a dual-track free trade mode that will benefit more countries.

5. Mutual Learning between the Belt and Road Initiative and TPP
The TPP’s target is highly consistent with appeals for free trade in Asia
Pacific regions, and it represents core issues in a new round of global trade
negotiation. [4] Therefore, the TPP is highly likely to become the template for
WTO negotiations in the future, and will accelerate the liberalization of global
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trade, as well as domestic economic reform in some countries including China.
This means that, even though the Doha Round and a high-standard free trade
system, represented by the TPP, may not conform to the core interests of China
and other emerging economies, they still represent the future mainstream trend
of free trade. China ought to take such high standards into consideration when
formulating international strategic cooperation plans and launching domestic
reforms, to further open its market and encourage competition, improve standards
for environmental protection and intellectual property protection, and integrate
into the new global pattern. In the meantime, opening up on a higher level
required by the TPP and the regional free trade system that accompanies it will
definitely accelerate China’s reform agenda, help further open up the Chinese
market and upgrade China’s market regime.
On the other hand, the Belt and Road Initiative has taken full consideration
of the concerns of developing countries, which shows China’s readiness to
collaborate with countries in different development stages. This is worth learning
from developed countries. The construction of the Belt and Road has fully
considered the past experiences of economic development achieved by developing
countries. It will kick-start economic take-off in developing countries through
investment. Through capacity cooperation, China will provide core technologies
for countries and help them nurture competitive pillar industries, create jobs and
open up to the outside world through infrastructure construction. Issues
concerning the sustainable development of developing countries can also be
solved fundamentally. The BRI also seeks the formulation of rules that suit the
development stage of each individual country, so as to avoid economic breakdown
or stagnation due to premature economic strategies such as full market exposure
to the global market, or the adoption of high-standard economic policies that
are inconsistent with their development status. In this regard also, there are
lessons to learn from developed countries such as the US in their plans to
promote economic globalization, as they exercise their roles as major powers
or pursue economic development and people’s wellbeing in developing countries.
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6. A Preliminary Study on Cooperation between the Belt and
Road Initiative and TPP
For years, many Chinese and American scholars have been advocating to
strengthen economic cooperation between the two countries and enhance their
roles in the developing world’s economies. [5] [6] The TPP and the Belt and
Road Initiative are complementary, and can learn from each other. The two share
the same goals in accelerating economic globalization, and their cooperation will
enable more countries to enjoy the fruits of economic development and
globalization. This, in turn, will fasten the pace of economic recovery and usher
in a new round of growth.
China is halfway on its road to becoming a developed nation. It enjoys
favorable market-opening conditions as it serves as an intermediary between
developed and developing economies, and can assist them in market access and
alignment. Thus, there is no competitive relationship between the Belt and Road
and TPP. Under a reasonable framework, the Belt and Road will play the role
of a regime transferring mechanism, can better connect developed and developing
markets, and will enable the former to benefit from the Belt and Road. For
example, under the framework of the Belt and Road, China is now working
with Britain, France and Australia, among others, on how to collaboratively
develop the third-party market; a feasible program for jointly developing the
global market led by technology exports and capacity cooperation.
But we also regret to see that China has great difficulty in participating
in the TPP, and since the US is not a member of the Asian Infrastructure
Investment Bank, certain obstacles exist in collaboratively opening up third-party
market capacity. We believe that alignment between the two free trade arrangements,
RCEP and the TPP, is a viable method and worth studying. As regional free
trade arrangements, RCEP and the TPP will see many common participants in
the future, especially in Southeast Asia. Besides, the shared market and interests
of the two will be inseparable; namely the demand of free trade to expand the
market. However, since there is a gap between RCEP and TPP participants in
terms of their market openness, RCEP can refer to standards set by the TPP
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and change some of its own rules, highlight its chapters on investment,
environmental protection and intellectual property protection, explore and build
a shared category for trade items and tariff schedules, realize free trade in some
areas, and ensure countries under the two arrangements benefit from a wide
global market. In the meantime, a “fast-track” mechanism could be discussed,
to enable an expedited process that allows members of the two arrangements
to transfer between each other. This will make it much easier for countries of
different development levels to participate in the free trade arrangement suited
to its own economic situation, and take full advantage of globalization. With
the development of economies in countries around the world, rules and standards
of RCEP could be improved gradually with the TPP, and finally merge into
the FTAAP. And such collaboration could even form a broader regional free
trade system covering the Asia-Pacific, Europe, Asia and Africa.

7. Conclusion
This essay conducted a preliminary research on the role of the Belt and
Road and TPP in global economic governance, and explored the possibility for
their cooperation. Due to the economic bubbles before 2008, the growth of the
global economy, in the next decade or even further, is likely to return to natural
levels with a relatively low long-term economic growth rate. As emerging
globalization initiatives, it will take longer for the Belt and Road and TPP to
explore and adjust to such new global economic growth scenarios. Therefore,
this requires further research on how to better develop the Belt and Road and
TPP, and find specific ways for them to cooperate.
We believe that global strategies and initiatives such as the Belt and Road
and TPP will usher in a new globalization trend, bring benefits of economic
integration and the global profit chain to a wider range of countries, and
accelerate the pace of global economic recovery.
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Finance Issues
Comments by Baybars Karacaovali

This session deals with finance issues in the North Pacific region involving
a wide array of topics by experts in their fields. In the first paper, Dr. Jang
Yung Lee discusses strategies for currency convertibility in Korea, providing
stylized facts and offering concrete policy suggestions. In the second paper, Dr.
Marcus Noland provides a background on unconventional monetary policy, the
expected liftoff, and direct spillover implications for Korea given its trade and
financial relations with the US and Japan. In the third and final paper, Mr.
Xiaotong Shan provides an informative presentation of the Belt and Road
Initiative (BRI) of China and compares it to the Trans-Pacific Partnership (TPP).
Dr. Lee has a well-written, clear, and concise paper. It is well organized
with a good flow and deals with an interesting and very relevant topic. It not
only provides stylized facts but offers concrete policy suggestions and presents
an international comparison with major economies. He starts out by defining
currency convertibility in the Korean context. Although Korea already has a
convertible currency for current account transactions (the narrow definition),
there are still limitations on capital account convertibility (the broad definition),
which is the focus of this paper. Korea's capital account liberalization started
in 1996 following an OECD agreement, but it led to imprudent and excessive
foreign debt accumulation which proved to be damaging during the 1997 Asian
Financial Crisis. Dr. Lee asserts that capital account liberalization at the time
was premature and the accepted wisdom in Korea is that without strong financial
markets and institutions it is too risky. He gives the examples of UK in 1979
and Japan in 1980 for having removed capital controls gradually and cautiously,
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implying lessons for Korea.
Although internationalization of the Korean won has been postponed
indefinitely, Dr. Lee motivates his analysis by indicating that there is renewed
interest due to the Chinese pursuit of “RMB Internationalization”, the opening
of a KRW/RMB exchange market in Shanghai, and the globalization of Korean
banks and companies.
In Section 2, Dr. Lee discusses the pros and cons of capital account
convertibility. Full convertibility reduces the exchange rate risk of private
economic agents including exporters and importers. Dr. Lee stresses the increased
access to capital and diversified assets by Korean financial institutions and their
clients as well as a wider range of risk management tools against exchange rate
fluctuations. In terms of policymakers, convertibility reduces inflationary pressures
due to depreciation and improves foreign exchange liquidity conditions. There
is also more resilience to external shocks and increased ability to respond to
sudden capital outflows. Dr. Lee emphasizes the freedom from the “Original
Sin”, that is, the need to use foreign currency to borrow since the emerging
economy cannot borrow in its own currency without a history of stable inflation
and exchange rates. The cons of capital account convertibility include more
exposure to speculative attacks and increased volatility in the financial market.
Monetary policy autonomy and efficiency are also undermined. Dr. Lee indicates
that new risks are introduced and existing ones (market, credit, liquidity,
derivative transactions, and legal) are heightened due to convertibility.
In Section 3, Dr. Lee offers strategies for fuller convertibility. First, he
indicates that consistency among monetary, fiscal, and foreign exchange policies
is of utmost importance. Second, the regulatory and supervisory framework
needs to be strengthened in line with global standards. Third, the risk
management capabilities of the banks need to be improved to deal with the
augmented risks from full convertibility. Fourth, domestic capital markets need
to be further developed.
In Section 4, Dr. Lee provides the cases of Singapore, China, and Japan
for convertibility. He points out different experiences of the three countries as
comparison points for Korea. On the one hand, Singapore introduced current
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account convertibility very gradually until balance of payments stability was
satisfied, but capital account convertibility arrived more expediently reflecting
the priority to develop an “Asian Financial Center”. On the other hand, China
has taken a steady and gradual approach to capital account liberalization by
pursuing RMB internationalization while maintaining capital controls. Finally,
Japan is touted as a successful example of internationalizing its currency thanks
to its well-functioning financial markets and flexible exchange rate regime.
Finally, in Section 5, Dr. Lee concludes with policy suggestions emphasizing
the need for a steady and gradual approach and necessary reforms to accompany
such capital account liberalization.
One question to consider is whether Korea is an advanced economy or still
an emerging market. The index provider Morgan Stanley Capital International
(MSCI) Emerging Markets Index deems Korea ineligible for upgrade to
developed market status citing limited convertibility of the Korean won as an
important issue. To claim advanced-market status would be desirable, but the
risks may outweigh the benefits and increase the likelihood of a potential crisis.
Another question is whether there is sufficient global demand for the
Korean won. There doesn’t appear to be a significant trading volume in domestic
financial markets (stock, bond, and foreign exchange) as compared to economies
of similar size like Australia.
The largest destinations of Korean exports are in the Asian region, and a
strategy of strengthening regional currency and financial cooperation seems
sensible. The KRW/RMB exchange market could be a good testing ground in
developing the use of regional currencies in trade settlement. Expanding the
Asian Bond Fund (ABF) could be a good strategy and the demand for Korean
won bonds can be incentivized. In sum, I agree that a conservative stance in
currency convertibility seems to be the right approach and implementing further
institutional development would be desired before taking significant risks.
Dr. Noland’s paper is very interesting and timely. It is easy to read and
very well-organized. It is a great presentation on the background of unconventional
monetary policy, the expected liftoff and direct spillover implications for Korea
given its trade and financial relations with the US and Japan. The paper is very
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detailed and touches on a wide array of topics ranging from monetary policy,
to foreign exchange markets, to international trade agreements. Dr. Noland
provides direct policy implications and raises a concern about Korean currency
policy being a potential obstacle for Korea joining the TPP in its potential
second wave of expansion.
Dr. Noland starts out by giving a brief overview of the string of events
that led to the global financial crisis and how the US Federal Reserve (“the
Fed”) and other central banks around the world responded through unconventional
monetary policies such as quantitative easing (QE).
Dr. Noland provides an excellent review of the literature on the spillover
effects of unconventional monetary policy. He points out that the effect of QE
in the US and Japan is expected to be adverse for other countries in terms of
their appreciating currencies but they may be offset by the increased demand
for imports by the users of QE.
On December 16, 2016, the Fed raised short-term interest rates for the first
time in 10 years, dubbed “the liftoff,” and Dr. Noland discusses the potential
effects of this policy indicating that it is “scenario-dependent.” If the liftoff is
motivated by economic growth in the US, the dollar appreciation would simply
increase the demand for Northeast Asian imports. However, on the other
extreme, if the liftoff is motivated by financial stability concerns combining a
low-inflation environment with stunted aggregate demand, it can lead to a
deflationary trap.
Dr. Noland then focuses on Korea in assessing the potential effects of the
liftoff. He reminds that Korea is a small and relatively open economy with a
high level of trade and financial relations with both the US and Japan. Although
he predicts an overall benign implication of the liftoff for Korea, he points out
the lack of transparency in and the existence of currency market interventions
by Korea as a potential friction point for US-Korea economic relations. More
specifically, Dr. Noland questions whether the currency market interventions by
Korea could be an impediment in its ability to join the TPP in the next round
if the Bennet-Hatch-Carper amendment were to take effect. He calls attention
to how President Barack Obama raised the currency issue in his meeting with
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President Park Guen-hye at their October 2015 meeting.
A question to consider at this juncture is what the potential benefits of
joining the TPP are, given Korea’s already existing FTAs with the TPP
countries, such as the KORUS FTA. Moreover, although a compromise would
be expected to join the TPP, just like in any agreement, would it be fair to
relinquish the right to intervene in currency markets in response to potential
future crises?
On the flipside, how desirable is it for Korean membership to the TPP from
the perspective of the US, and how much would the US be willing to
compromise in terms of adherence to exchange market transparency?
In conclusion, Dr. Noland calls for a more serious engagement from Korea
and recognizes Korea’s geopolitical importance at the same time.
In the third and final paper of the session, Mr. Shan contributes to the
important discussion of the TPP and its implications for and policy responses
by China. In his absence, the presentation was given by Dr. Yong Wang. The
paper is very informative in terms of the background on the Belt and Road
Initiative (BRI) and providing a comparison with the TPP. Mr. Shan maintains
an optimistic tone throughout his paper.
Although the BRI is not a trade agreement, Mr. Shan correctly implies that
it is a response to the TPP, which excludes China. Furthermore, the BRI serves
a role in China’s assertion as a responsible global power. Mr. Shan argues that
the BRI is not necessarily competing with the Asia-Pacific strategies of the US,
and that the two initiatives can indeed complement each other in realizing
economic globalization: the TPP in the developed world and the BRI in the
developing world.
One question that arises is how much the US has to gain and/or lose
economically from the development of the BRI. One can argue that there are
obvious positive externalities in terms of opening up access to underserved
regions and economies, and it may as well serve US interests as well as other
developed economies. However, a related question is whether the development
through the initiative is to take place exclusively from the US. The predominant
focus of the initiative is on infrastructure development and improving trade
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access of China and initially, the bigger investment appears to be with countries
which have closer ties with China. Another motivation seems to be a proactive
response to slowing GDP growth by opening Chinese private sector growth
outside of China and also creating markets for excess manufacturing capacity
in China. One wonders how much the BRI is economically versus politically
motivated and what the potential conflicts between the two objectives are.
In conclusion, as much as economic cooperation would be optimal for both
China and the US and expanding the TPP to the Regional Comprehensive
Economic Partnership (RCEP) and eventually the Free Trade Area of the
Asia-Pacific (FTAAP) would be desirable, there are also marked differences in
terms of the scope of the integration both nations currently envision.

Session IV
Major Findings and
Policy Implications

Monetary Policy Response in
Emerging Economies and
North Pacific Cooperation
Il Houng Lee

1. Introduction
The global economy appears to be trapped in a low growth state due to
structural impediments that have accumulated over the last two decades.
Accordingly, macroeconomic policies since the global financial crisis have been
unable to address demand deficiency, including the use of unconventional
monetary policy. The ongoing normalization in China with respect to investment
growth and in the United States with respect to monetary policy should
nevertheless be regarded as necessary. Further delay would likely have tipped
the balance in the long run from a net positive to net negative effect on the
global economy. To the extent that there is a gap between the actual and implicit
pace of global recovery, recent volatility in the financial market is contributing
to financial market correction, preempting any possible abrupt adjustment later.
In the short run, there are costs. The slowdown in China played its role
in the sharp decline in energy and commodity prices, in trade and its associated
investment flows. The termination of quantitative easing and the beginning of
the rate hike in the United States is tightening liquidity conditions in emerging
economies (EMs). The latter is adding burden on emerging markets already
struggling to cope with the spillovers of normalization in China. Furthermore,
if global financial instability lingers on beyond the necessary correction, it could
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start exerting negative influence on the already weak recovery.
This normalization process brings to surface an important policy challenge
faced by emerging economies: the formulation and use of monetary policy.
Emerging economies, and/or small open economies without currency convertibility,
have benefited from ample global liquidity accompanied by strong global
demand. While large inflows also complicated their macroeconomic policies,
these challenges were overshadowed, at least prior to the global financial crisis,
by robust economic growth. With growth now slowing but large global liquidity
still existent, EMs’ lack of monetary policy independence are hitting home.
Irrespective of the policy regime, i.e., a fixed exchange rate or inflation/monetary
aggregate targeting,1) their interest rates are increasingly being influenced by
those in advanced economies. This is problematic as their business cycles are
not necessarily synchronized with that of the United States.
An associated challenge is withstanding two withdrawal syndromes from
normalization. One is to overcome over-reliance on the US and China’s demand
and the other is to become resilient over volatile and tightening global liquidity.
Although it is unclear to what extent the ECB and Bank of Japan’s continued
quantitative easing against the normalization efforts by the US will replace the
US dollar in capital flows, increasing volatility (as measured by VIX for example)
is discomforting for EMs who are more exposed to large capital outflows than
they were a decade ago under a patchy global financial safety net.

2. Capital Flows and Impact on Emerging Markets
Excessive liquidity expansion for a prolonged period in advanced
economies is exacerbating this problem. For example, total financial assets in
the United States stood at USD 29 trillion 15 years ago (i.e., 2001). Last year,
it was USD 59 trillion (or USD 20 trillion and USD 44 trillion, respectively,
1) See Rose A. K. (2014), “Surprising similarities: Recent monetary regimes of small economies,”
Journal of International Money and Finance.
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excluding assets held by the financial sector). This increase by USD 30 trillion
during the same period may not look large to the US economy (an increase
from 1.9 times US GDP to 2.4 times US GDP); the spillover is large relative
to EMs’ GDP.
Indeed, foreign liabilities of key EMs2) (accounting for about two thirds
of all emerging and developing economies) have increased from USD 1.5 trillion
to USD 10.4 trillion. On the positive side, this represents globalization and
trans-border resource allocation. However, it also means exposure to larger
potential capital outflows. During the same period, their combined foreign
reserve assets rose from USD 0.3 trillion to USD 5.3 trillion (20 percent of
GDP and 31 percent of GDP, respectively), contributing to more than 100
percent of their base money growth. The simple average of respective foreign
assets to base money of these countries rose from 1.5 to 2.4 times.
Management of monetary aggregates in these countries takes place largely
through sterilization operations. Sterilization (measured only when central bank
bills and government bonds were used) as share of base money peaked in the
mid-2000s, but then declined in the wake of the global financial crisis as EMs
started to expand monetary aggregates as a countermeasure to economic
slowdown. Those who have witnessed the hardest falls are Brazil, Indonesia,
Mexico, and the Philippines. The increase in foreign liabilities and unwinding
of sterilized intervention imply that these economies are more exposed to foreign
exchange shocks.

3. Not Always an Efficient Allocation of Capital Across Borders
Proponents of capital account liberalization base their argument, rightly, on
the need to promote efficient capital allocation across borders. Capital flows
have played an essential role in supporting growth in developing economies.
However, they are not always welcome in small open economies where they
2) Brazil, Chile, China, Colombia, India, Indonesia, Malaysia, Mexico, Philippines and Thailand.
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can play not only a destabilizing role but also displace or replace domestic
capital. For example, capital inflows to a small open economy currently at
internal and external balances may experience asset price bubbles, bond price
hikes, or credit expansion requiring adjustments by domestic agents. Moreover,
inflows to a small open economy due to liquidity expansion in an originating
economy without net savings could induce a current account deficit in the
recipient country, allowing the capital to return to the originating country
through a surplus in the current account. In this case, capital inflows will have
replaced investment in the recipient country with a corresponding increase in
its foreign liability, undergoing potentially costly adjustment, only to return to
the original steady state.
More specifically, if the recipient economy’s output gap was zero, such
inflows could lead to excess demand and fuel inflationary pressures. During this
process, domestic investment will be partly substituted by foreign investment.
In the case of sterilized intervention, the impact on the domestic economy will
be smallest as capital inflows will simply be added to domestic financial assets
without additional credit creation. In the case of non-intervention, at least
theoretically the exchange rate will adjust, facilitating a corresponding outflow
(either through the current account or capital account). Even then, there will
be credit creation.3) A reversal of such inflows will be costly to the recipient
economy as it has to readjust to the lower level of credit.

4. Synchronization of Interest Rates
The above paragraph highlights the dominance of capital flows in monetary
policy management of emerging markets. How much to intervene and to sterilize
is part of their monetary policy tools, that should complement the setting of
3) Increase in foreign liabilities in the International Investment Position due to capital inflows
will raise domestic liabilities; and to the extent the central bank does not intervene, the initial
increase in the net foreign asset position in banks will be reduced, with a corresponding increase
in domestic assets or declining domestic liabilities as the exchange rate appreciates.
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their policy rates. The latter is heavily influenced by the US policy rate in an
apparent move to reduce excessive short-term capital flows, but also because
co-movement between long-term market rates in EMs and in the US is becoming
stronger. In fact, this co-movement of interest rates is also weakening the
relationship between interest rate differentials and the exchange rate as
summarized in uncovered interest parity condition, i.e.,.4) Due to the increasing
amount of foreign shares in financial assets, the long-term rate in the US also
raises long-term rates in many emerging economies, not necessarily because the
former Granger causes the latter, but because they are becoming integrated.
In a similar vein, the market also seems to influence the level of the
exchange rate of EM currencies increasingly, by expectations on the strength
or weakness of the dollar, rather than through intervention or the interest rate
parity condition. For example, intervention in the foreign exchange market had
less of an impact (i.e., statistically insignificant and also often with opposite
signs) on the won/dollar rate than the US dollar index (e.g., US nominal
effective exchange rate). That said, the interest rate differential Granger caused
the won/dollar rate to appreciate over the medium term, with a rise in the Korean
interest rate relative to that of the US leading to an appreciation with a lag
of about seven to eight quarters. This reflects continuous appreciation of the
won over the last two decades (except for two periods―once after the dotcom
bubble and once during the global financial crisis―where it depreciated sharply)
as its growth hovered above that of the US.

5. Unsynchronized Business Cycles
Against increasingly synchronizing interest rates, business cycles are not
showing similar convergence except among the US, the euro area, and the UK.
Another group of countries that diverged moderately from the US growth cycle
4) EMs can, obviously, also prevent an appreciation arising from productivity increase that would
also push up the interest rate (cost of capital).
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are Japan, Taiwan POC, and Korea, in that order.5) Among emerging economies,
none of the EMs tested6) display a convergence of their GDP cycle with that
of the US. Moreover, business cycles in the BRICs are not only desynchronized,
but also diverge substantially in level terms, especially during the mid-2000s,
from the US growth cycle.
Lack of monetary independence should not be blamed, however, for the
weakening economic activities in EMs. Although it is only a counterfactual
conjecture, even if independence were to be gained, it is not clear to what extent
it would be effective as a policy tool. This pessimism rests on the reality that
the global economy is in the middle of a structural recession and not so much
in the downturn of a transitory business cycle. For example, Korea’s domestic
demand has been very sluggish, contributing to the growing current account
surplus. Empirical tests show that neither interest rate reduction nor exchange
rate appreciation or depreciation will have much of an impact on domestic
demand. Thus, even with monetary independence, and active use (assuming
Korea is not already in a liquidity trap), it is not obvious that the Korean
economy will be better off.

6. Overcoming the Limitations of Monetary Policy
Ongoing monetary easing by some advanced economies at a time of
structural recession is like being in a situation where one lacks drinking water
during flooding. Irrespective of whether the global economy is in the middle
of, or recovers from, structural recession, a more robust system has to be put
in place to provide EMs with a better way to manage their business cycle, and
respond to overwhelming capital flows. Otherwise, they will continue to be
handicapped in stabilizing output volatility and exposed to large swings in
capital flows, and subject to liquidity crunch and output loss due to high
5) Tested using simple correlation, Kalemli-Ozcan et al. (2013), and Morgan et al. (2004).
6) Brazil, Chile, Columbia, Mexico, China, India, Indonesia, Malaysia, the Philippines, and
Thailand.

298

2015 Trans-Pacific Intellectual Dialogue

exchange rate volatility.7)
It is unlikely that advanced economies will hold back expansionary
monetary policy just for the sake of EMs. Moreover, it is not clear that they
should do so as optimal policy response in advanced economies, after all, will
benefit everyone. The challenge then is how EMs should respond to these
policies. As a general principle, they should use whatever works, placing priority
on not creating inefficiency in financial intermediation across borders, while
ensuring both internal and external balance are attained or maintained:
Choose either the interest rate or exchange rate8) as policy instruments
(taking into account exogenous factors such as expectations of the USD
movements, terms of trade shocks, and financial uncertainties) with supporting
quantity adjustment operations in liquidity, e.g., sterilization, that would work
best in each situation;
Cumulate adequate reserves as insurance or intervene to smooth volatility
(taking into account global and regional safety nets) recognizing that the
threshold of reserves that would provide market confidence is asymmetric
between times of stress and stability;
Introduce capital flow measures and macro-prudential measures without
discrimination between residents and nonresidents to complement monetary
policy with a view to containing the buildup of risks and bubbles in specific
markets and asset types and to ensure that external and internal balances are
maintained.
In determining the right external balance target, one needs to be mindful
of aging, global value chains, and financial market conditions. Aging would
likely call for a higher current account surplus than would otherwise be needed—
something that may not have been properly captured when using quantitative
methods, given data are all backward-looking and models are not adjust to
7) See Aghion, P., Bacchetta, P., Raciere, R., and Rogoff K (2009), “Exchange rate volatility and
productivity growth: The role of financial development.” Journal of Monetary Economics, 56(4).
8) If the exchange rate is selected as a policy instrument, what would “transparency” mean in
the currency market, which is usually shallow, lacks hedging options, and often has more
firepower than the monetary authority.

Monetary Policy Response in Emerging Economies and North Pacific Cooperation

299

structural realities until much later. The extensive global value chains will
complicate the attainment of an external balance, as a simple change in the
exchange rate might have unexpected consequences.9)
Whatever the financial market conditions, the objective of regulations on
capital flows should be to ensure optimal financial allocation across borders and
efficient financial intermediation. Inflow of capital in excess of what one would
normally consider as adequate for financial intermediation should be sterilized to
prevent the buildup of a financial asset bubble, held as a buffer in case of sudden
reversal, or regulated to properly reflect risks. Often, it may be difficult to determine
whether a bubble is taking shape in various markets. Perhaps an overall measure
of liquidity that could be measured against GDP could be considered.

7. Capital Flow Measures
The increase in foreign liabilities of key EMs (listed earlier) from USD1.5
trillion in the mid-2000s to USD 10.4 trillion by 2014, and the expansion of
base money with a lower ratio of sterilized intervention in selected EMs imply
that these economies are more exposed to sudden reversal of capital flows. To
the extent that the minimum threshold of international reserves below which the
market panics during a rapid outflow is asymmetric to when the reserves is
rising, total reserve assets of USD 5.3 trillion of these countries are not
necessarily above the threshold in respective countries, especially for the entire
spectrum of the possible magnitude and speed of capital flows.
Against this background, it would be useful to undertake a review of capital
control measures that would discourage destabilizing short-term flows relative
to the stage of development of financial markets and institutions in respective
EMs. Macro-prudential measures should not substitute prudent macroeconomic
policy nor be specifically targeted to reduce inflows indiscriminatorily. These
9) For example, various tests show the exchange rate (both nominal and real) to have little impact
on the current account in Korea.
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measures, however, should take into account how capital inflows are allocated
among various types of assets or whether they would unnecessarily displace
domestic investment. Overvalued stock markets in advanced economies, for
example, are likely to attract capital also into equity markets in emerging
economies, pushing indices above levels consistent with fundamentals.
Having an adequate global or regional financial safety net would reduce
the dependence on reserve accumulation. This can partly be done by knitting
fragmented regional financial safety nets with the global one, as the firepower
of each has shrunk relative to the size of global capital flows. Moreover, this
network could be supplemented by currency swaps with the Fed or the ECB,
the main reserve currency issuers, as well as among EMs. The macro-prudential
as well as capital flow measures noted above could be part of an integrated
system of the financial safety net. Better information on flows and products would
be essential to preempt the buildup of risks as well as mispricing of assets.

8. Strengthening North Pacific Cooperation
A medium-term solution to the inadequate global safety net is to work first
towards a multi-polar system with regional “localized currencies” (i.e., utilizing
currencies for settlements among countries within a specified region), and
currency swaps could also be considered to distribute the risks among the
partakers of such a regional system. Such regionalization could start in Asia,
consisting of the ASEAN+3 countries and using the yen, which is already convertible,
the Chinese yuan, the Korean won, and perhaps one or two more currencies. The
use of selective currencies for regional trade will reduce the need to hold a large
amount of US dollar reserves. Moreover, national currency swaps will also be helpful
in dividing the risk among the region’s countries, as long as the collective reserves
in convertible currencies are sufficiently large. This would also help these countries
regain some independence in monetary policy. It will also strengthen the impact
of monetary policy in the United States once these countries’ currencies start to
move more in tandem with one another as intra-trade grows.

Major Findings and Policy
Implications
Comments by Taeho Bark

The global trading system looks extremely uncertain. The Doha Round is
stalled, and is not moving forward. Not much is expected from the Tenth WTO
Ministerial Conference, being held in Nairobi, Kenya at this very moment. At
the same time, regionalism is rising. In particular, a number of mega-RTAs are
being negotiated, but most of them have yet to be concluded except for the
TPP. In addition, plurilateral negotiations are being pursued, but none have been
concluded except for the ITA-II. Furthermore, the two largest trading nations
in the world, the US and China, are not getting along in trade negotiations,
which raises huge concerns in the world trading community.
The TPP negotiations have been recently concluded, but there are still some
uncertain aspects. The timing and approval of the TPP ratification by US
Congress is not clear, due to the domestic political situation. Also, a number
of East Asian countries with great economic growth potentials have been
excluded. However, some experts are concerned that the trade diversion effects
of the TPP will not be negligible. China should show its leadership for the future
of the global, as well the Asia-Pacific, trading system.
We hope China will play a more constructive role in saving the WTO
multilateral trading system, and particularly in reviving the Doha Round. China,
along with other middle-power countries like Korea, should make efforts to
propose a revised agenda for the Doha Round negotiations. Since China will
host the G20 summit next year, it has the chance to display effective leadership
for the Doha Round. China should also show its leadership in achieving a

302

2015 Trans-Pacific Intellectual Dialogue

high-standard CJK FTA and RCEP. A high-standard CJK FTA and RCEP will
be crucial for the establishment of the FTAAP. If the gap between the RCEP
and TPP remains large, the FTAAP will be hard to deliver for the same reasons
that the APEC Bogor Goals failed many years ago. If the RCEP and TPP cannot
be integrated, trade integration in the Asia-Pacific region will most likely be
led by the TPP through membership expansion.
Regarding the Eurasia Initiative, we must recognize that similar initiatives
have been proposed by other countries. It would therefore be essential to show
that these initiatives are aiming for common objectives. It is important for
initiating countries to strengthen coordination as well as cooperation functions
among related countries. Initiating countries should also enhance the
transparency of the initiatives by establishing a clear and objective governance
system, and by providing the comprehensive implementation plan with some
concrete pilot projects. Even if these initiatives seek to promote FTAs/RTAs
among the involved countries, they should focus more on trade facilitation than
trade liberalization, at least in the early stages. As for the AIIB, it will be crucial
to show the global community that it will be run in a most transparent way.
In conclusion, to strengthen North Pacific economic cooperation, under the
leadership of the US, the TPP should open its membership, and major East Asian
countries such as Indonesia, Thailand, Philippines, Korea and even China should
seriously consider joining the TPP when the right time comes. The US and Japan
should also seriously consider participating in the AIIB in the not too distant
future. If these policy suggestions are realized, it will be safe for us to predict
that the FTAAP can be realized one way or other.
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