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Abstract

There is an evident global imbalance puzzle: Debt levels in developed countries are continuing to expand despite their huge size while, meanwhile, the size of foreign exchange reserves held by developing countries continues to grow. This paper argues that this pattern of global imbalances is a consequence of an asymmetric international system, the roots of which lie in the differences in labour structures between the developed and developing countries. It suggests that this global imbalance is likely to continue and is beneficial for both developed and developing countries.
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1. Introduction

The impact of the global financial and economic crisis cannot be understood without addressing the fundamental imbalances which pre-disposed the world economy to financial instability.  In addition, recovery needs to recognise the constraints imposed by these pre-existing faultlines.  This paper attempts to address these issues.  The largest and most persistent imbalances were and are between the U.S. current account deficit and China’s current account surplus.  In the months preceding the crisis these were among the most debated questions in the area of international economics.  Since the crisis erupted, these unprecedentedly large macroeconomic imbalances have also been offered as a major contributory factor precipitating the slide into financial instability (Bernanke, 2007; Summers, 2008).  It was argued that “the global savings imbalance – low savings in the US and high savings in China and other emerging markets – played a key role in the crisis by allowing Americans to live beyond their means” (Eichengreen,  2009). The sustainability of these imbalances has also generated wider debate in academic and policy circles.

This issue forms part of the wider global imbalance puzzle of why the capital-scarce developing countries such as China are, through their accumulation of such large foreign exchange reserves, exporting capital to the capital-abundant developed countries like the US, which run the correspondingly deficits.
 Why does China (and some other developing countries), counter-intuitively, continue to export capital to the developed world?

Many argue that these paradoxes reflect a specific strategy adopted by developing countries, especially China, to maintain an undervalued exchange rate in order to promote exports; the accumulation of reserves and outflow of capital are the inevitable result. However, this simply translates the question further back: why should China, and other countries, want to promote trade if the outcome is simply an increase in reserves? Poor developing countries surely have developmental objectives with higher rates of return than those available on US treasuries.

This paper addresses these debates.  In section two it argues that the origin of the global imbalances is inextricably linked to the present international economic order, which reflects different levels of development and different labour structures.  Section three discusses and rejects the widely canvassed option of a Renminbi revaluation as a solution to the imbalances.  Section four develops the central argument of the paper that the origin of the trade and current account deficits in developed counties is surplus labour in developing countries.  It argues that the existence of surplus labour in China provides an incentive and rationale for China to maintain a low Renminbi value and continue to accumulate foreign reserves despite the actual and potential loss from downward U.S. currency adjustment.  Section five suggest that export demand cannot effectively be replaced by either domestic consumption or investment demand. It is also argued that, because of the mutual benefit of the global imbalance for both developed and developing countries, this global imbalance is likely to continue until the surplus labour is exhausted, an argument further developed in section six.  Section seven provides our conclusion.
2. The US Dollar and Global Imbalances

The argument that capital should flow from the developed to the less developed world is straightforward.  Cooper (2008, p. 100) expresses it succinctly, “[u]nder neoclassical assumptions, excess national savings should flow to regions of the world where return to capital is highest, and those in turn are assumed to be generally low-income regions with a low ratio of capital to other factor of production”. Therefore, “in the longer term, the developing world should be the recipient, not the provider, of financial capital.  Because developing countries tend to have high ratios of labour to capital and to be away from the technological frontier, the potential returns to investment in those countries are high.  Thus, capital flows toward those countries should benefit both them and the countries providing the capital.” (Bernanke, 2007).
However, this simple application of neoclassical assumptions pre-supposes a world in which all parties are private, return-seeking agents.  But while the present imbalances reflect private foreign direct investment (FDI) from developed countries to developing countries the counterpart rise in foreign reserves from developing countries flowing to developed courtiers at negligible or even negative returns reflects government decisions
.  In fact, as has been argued by many commentators (see Moritz-Cruz and Walters, 2008, for example), the accumulation of these reserves is not to seek higher returns, but reflects a precautionary motive or self-insurance against international speculation, which partly caused, and certainly exacerbated, the East Asia Crisis in the late 90s.  Although it can be debated whether this response reflects the lowest cost method of insulating a developing country from currency crises and their contagion effects (Moritz-Cruz and Walters, 2008), it is undeniable that the impact of the crisis profoundly influenced the behaviour of policy-makers towards reserve accumulation in emerging markets, especially in East Asia. 

It can be argued, therefore, that it was the increasing extent of globalisation, with the associated increase in volatile capital flows and currency arbitrage by international speculators, that forced developing countries to increase their level of foreign reserves as self-insurance against financial and currency instability. It is this process which then impacted on holdings of foreign currency paper, especially US treasury bills.  

By simple adding up, a country can only consume more than it can produce (a current account deficit) if capital is supplied from abroad (a capital account surplus). However, the US as the issuer of the international currency with the deepest and most liquid markets for its debt can take advantages of this international monetary system and currency asymmetry by accumulating debt in excess of other countries. As Fan (2006, p.87) makes clear, “[t]he central importance of the dollar is due to the fact that it is not just a currency for the United States—more than half of all dollar bills in circulation are held outside the borders of the United States, and almost half of United States Treasury bonds are held as reserves by foreign central banks”.

In addition, however, as dollar denominated debt and its associated risks and service costs rise, the US also faces a strong incentive to allow its currency to depreciate. In fact, there has been continuous U.S. dollar depreciation since the Second World War, especially immediately after the collapse of the Bretton Woods system in the 1970s.  As noted by Mussa (2009. p.39) amongst others, there has been “substantial nominal and real depreciation of the US dollar against most of the world’s currencies (including recently other important Asian currencies) ”.

In essence, the international financial institutional arrangement is the fundamental reason for the US current account deficits. Because the inflow of capital pushes interest rates lower, the excessive supply of credit in US dollars significantly lowers the cost of borrowing in the international markets and certainly in the US, which allows the U.S. government (and, ultimately US consumers) to run continuous budget deficits and increase debt levels. All these elements reinforce each other, and induce the US to run bigger and bigger deficits, which further increase the global imbalances.

Thus, it can be argued that the generally rising U.S. trade deficit in the 10-15 years before the financial crisis was a natural outcome of globalization of financial markets. Since globalization of financial markets means that investors will have a greater desire to diversity outside their home markets, “an increase in financial globalization and a reduction in home bias, given the existing level of saving round the world, will produce larger trade deficits in the United States”(Cooper , 2008, p.97).

3. Will Currency Revaluation Help?

Under this international system, all the developing countries with big foreign exchange reserves are caught in the dollar trap.  Because of its exposure to the US currency, China is increasingly concerned about the value of the U.S. dollar; any depreciation above the tiny rate of return paid on US treasuries implies that they earn negative returns. In addition, relative to the opportunity cost of holding such low return assets, they already generate a negative return.  On the other hand, there is also fear in the U.S. over the size of China's massive dollar holdings and the consequence of any decision by the Chinese authorities to reduce or diversify these holding.  This has led to what Summers (2004) calls a “financial balance of terror”.

There is, therefore, considerable unease on both sides of Pacific about both the chance of depreciation and of a sell-off of dollar reserves.  However, it is unclear that a straightforward currency revaluation of the Renminbi relative to the dollar, a relative price change, will be able to reduce the global imbalances.
First, the evidence is ambiguous as to whether appreciation of the Renminbi is able to blunt the rise in imbalances.  As shown in figure 1, the Renminbi increased in nominal terms by about 20 per cent between 2005 to 2008 and has appreciated further since 2010, and stood at 6.32 Yuan to the dollar in October 2011.
Insert figure 1

Nevertheless, this coincided with the trade surplus increasing sharply up to 2008, shown in figure 2.  The crisis induced recession blunted this rise but has not substantially reversed the overall position.

Insert figure 2.

The Chinese foreign exchange reserves increased from  around US$700 billion in mid 2005 to nearly US$2 trillion in the end of 2008, to almost US2.5 trillion by the end of 2009, and over $3 trillion by the end of 2011, as shown in figure 3.  The latest figures show this total continuing to increase and standing at $3.4 trillion in June 2012.

Insert figure 3.

Of course, one may argue that this was because the Renminbi was still undervalued.  Even so, a significant appreciation might have been expected to blunt the growth of the surplus more effectively; the hiatus in the trade and current balances is clearly caused by the recession in the high income countries, not by the nominal appreciation. In addition, there has also been a further marginal de facto Renminbi appreciation through the inflation differential, with Chinese inflation averaging around one per cent per year above that in the US. It seems clear that the reason that China still faces pressure to appreciate is that the increase in productivity or productive capacity is greater still, meaning that competitiveness has continued to rise.
In addition, however, the application of a simple relative price argument to situations of macroeconomic imbalance is very often misleading, and arguably so in this case.  McKinnon and Schnabl (2009, p.14) note that “[m]any, if not most, economists believe that a country’s net trade balance can be controlled by manipulating the level of its exchange rate. However, a current account surplus (dominated by a trade surplus) just reflects a surplus of saving over investment at home – and the converse abroad. Thus, how a discrete appreciation of a creditor country’s currency will eliminate its saving surplus is neither obvious nor unambiguous.”  In fact, the structure of China’s international trade is dominated by an export-oriented, labour-intensive manufacturing sector, in which China imports most of the parts, assembles them and then re-exports, as part of a globalised production network.  If the Renminbi appreciates, both exports and imports will be affected; the only part that will appreciate will be labour costs in international currency terms.  However, because of the existence of surplus labour, the wage as measured by local currency will decrease to a level that is unchanged in terms of the international currency.  In addition, of course, much of the investment is linked to China’s position in global production networks.  An appreciation of the renimbi will also likely reduce investment flows and, with little reason to expect much change in savings behaviour, the overall saving surplus seems unlikely to shift signficantly.  In short, “[a] floating but appreciating Renminbi would not predictably reduce China’s trade surplus, and dollars would continue to pour into the economy” (ibid, p15).
4. Surplus Labour and China’s Dilemma

The discussion above suggests that the presumption in much western commentary that a substantial Renminbi revaluation is the appropriate response to eliminating the payments imbalances is not fully convincing.  Nevertheless, an explanation is still required for why China remains hesitant about allowing the exchange rate to appreciate more rapidly.
It is well recognized in the literature that cheap labour is China’s comparative advantage, but very few have considered why the wage has been so low for so long.  The real wage of unskilled labour hardly changed in the decades up to 2005, despite the economy growing at such a furious speed.  This is also consistent with the empirical evidence from the historical record. During the first fifty years of the industrial revolution, real wages in Britain remained more or less constant while profits and savings soared (Lewis, 1954, 1979). For Taiwan, real wages did not change much during the 1952-1967 period (Fields, 2004).  

Since the middle of the last decade, wages in many cities in China have begun to rise.  This has led to speculation that a turning point has been reached with an end to surplus labour and to the corresponding economic strategy (see Garnaut and Song (2006) for a discussion of these issues).  Nevertheless, empirical estimates of the level of rural labour still suggest a very large pool of potential workers (see Kwan, 2009 for example).  The co-existence of excess demand for urban workers and excess supply of rural workers requires explanation and a number of candidates suggest themselves: these include the Hukou system and other institutional barriers limiting migration between the countryside and the cities  and a possible mismatch between the characteristics of the surplus labour in the countryside and the required labour in the cities.
  More fundamentally it can be argued that the recent increases in urban wage rates do not represent a Lewis turning point in terms of an end to surplus labour (see Wang and Weaver, 2013).  

Wang and Weaver differentiate between situations in which the marginal productivity in the agricultural sector is less than or equal to zero and situations in which marginal productivity is positive but below the subsistence wage.  Surplus labour in the first situation provides no upward pressure on wages in either the agricultural or urban sectors.  However once marginal productivity rises above zero in the agricultural sector, although an incentive for continued migration exists, the maintenance of agricultural output (which must cover the livelihood of both urban and rural households) means that real wages must rise.  They thus differentiate between a Lewis turning point in which surplus labour continues to be available with no upward pressure on wages and a situation in which the surplus labour exists but implies rising real wages (Wang and Piesse, 2013; Wang and Weaver, 2013).  This provides an explanation for the seeming paradox of rising wages with estimates of surplus labour in the hundreds of millions.  It seems clear that surplus labour  is by no means exhausted and its continued existence provides a continuing strong incentive for the Chinese government to maintain its export led growth strategy of extensive rather than intensive growth based on widening labour participation. A decrease in the exchange rate can slow this process by reducing the growth rate of the industrial sector. It follows that if absorbing the negative return on reserves is the cost of maintaining the transfer of the otherwise surplus labour force into more productive work, it is a price which is worth paying.  
Thus, the real origin of China’s trade surplus lies on the labour market. It is the existence of surplus labour which provides the rationale for the Chinese government to accumulate foreign exchange reserves and bear the cost of the depreciating dollar.  In essence, the current trade imbalance ultimately is not an exchange rate problem, but a labour cost problem. Because of international labour immobility the wage cost of unskilled labour in the US is more than ten times its Chinese counterpart. With economic globalisation and decreasing transportation costs, firms are able to reduce their costs and raise profits by shifting their production to low labour cost countries. The job losses in the manufacturing sector in the US are a result of the development of the global production network (the pursuit of global low cost labour), and the result of its own industrial structural adjustment. 

The exchange rate influences the utilization of surplus labour, and the terms of trade, nothing else. Of course, if the Renminbi exchange rate appreciates, less surplus labour in China will be employed.  However, this will simply lead to production (assembly) being shifted to other developing countries, with the same dynamic for the US, and so only a marginal benefit to the US deficit. The appreciation of Renminbi does not solve the trade deficit in the United States, because other developing countries will replace China in the global production network.  In addition, if China ceases to buy US treasury bills, it is unclear that the countries into which production is relocated will buy US bonds to the same degree. The US would be less able to borrow, and would have to borrow at a higher cost, with potentially significant negative effects. 

5.  Why not Increase Domestic Demand? 

It has been argued above that the existence of surplus labour makes redundant the application of conventional theories to explain the continuance of the trade surplus.  However, could China re-balance its economy towards consumption and/or domestic investment, which would, in principle, raise imports and shrink the trade surplus as well as continue the process of surplus labour absorption?  
However, this alternative is unpersuasive.  It ignores the mismatch between the exports of the US (China’s imports if the surplus is to reduce) and the consumption structure (or consumption behaviour) of the poor in China. When there is surplus labour, with the wage suppressed to subsistence levels, consumption demand is almost exclusively for subsistence goods. Consumer goods at this level are produced domestically already. The labour structure of the US and the developed world determines that most goods that are being produced and exported to developing countries are not for subsistence consumption. Thus even when the Renminbi appreciates, (which makes imported goods from developed world cheaper,) people at subsistence income level will be unlikely to buy. Thus the appreciation of Renminbi is unlikely to increase the volume of imported consumer goods from the US to a significant level.  

If foreign demand cannot easily be translated into domestic consumption demand, an alternative might be increases in domestic investment demand.  In fact, due to the downturn in export demand in the wake of the 2008 financial crisis, which is evident in figure 2, the Chinese government did raise investment levels susbtantially, directly investing four trillion RMB and injecting a further ten trillion RMB through extending bank lending.  However, apart from putting upward pressure on inflation and increasing an already large stock of bad loans, this has had little effect on the consumption of foreign goods.  By contrast, however, there has been a well documented move by the Chinese state through a variety of companies investing in primary product supply to maintain and protect China’s supply chains.  However neither of these policy actions seem likely to reduce the surplus automatically and re-balance the financial flows; the changes evident in figure 2 are simply a reflection of the recession in the USA and Western Europe and seem likely to be reversed as these economies recover.  It is also worth noting that investment in China is already extraordinarily high, nearly 50 per cent of GDP.  It is difficult to see how this can be significantly increased over the longer term.  In addition, a considerable proportion of this is FDI linked so that it is predicated on the continuance of China’s being the primary source of low-wage production in terms of international currency.

More generally, however, many economists, for example, Parente and Prescott (2000), have abandoned the conceptual framework in which savings rates determine growth rates and argue that although countries have access to the same stock of knowledge, they do not all make equally efficient use of this knowledge because policies in some countries lead to barriers that effectively prevent firms from adopting more productive technologies and from changing to more efficient work practices. The biggest factors that determine the returns to capital in a country include inter alia property right protection, taxation, corruption, the business environment. Because of these barriers, it is possible that a country may have high savings and low investment.  In such circumstances a country may lend money to other countries and yet, at the same time, have a very low capital-labour ratio.  This is arguably the case under the current institutional arrangement in China, where the exceptionally high level of saving bears has little connection with productive investment.
In a competitive market, the export sector is competing for productive factors with the domestic sector.  However, with the existence of surplus labour and the current institutional setting, the domestic and export sectors are effectively independent of each other. An increase in domestic demand will have little, if any, effect on the production capacity of the export sector.  That is to say, no matter how high the realisable growth of the domestic sector, it will be insufficient to absorb the available surplus labour in the near future.  As a corollary, China’s export advantages (trade surplus) will not disappear if domestic demand is higher. In this case, the development of the export sector becomes an extra source that absorbs surplus labour. It is in this sense, whatever gains are generated from the export sector are net gains for the economy. It leads us to conclude that the claim that “export demand can be replaced with domestic demand” is false and misleading in the case of China.

6. The Sustainability of the Global Imbalances

It follows from the arguments advanced in sections four and five that the forces generating the global imbalances are likely to continue to exist for a considerable period – essentially until the surplus labour is fully absorbed into the productive economy.  However, despite the unease which such imbalances generate it is important to recognise these imbalances benefit both parties.  If this is recognised then this framework may be sustainable for a considerable period.
For the US, the benefit does not lie only in the capacity to borrow at negative real interest rate, but also in terms of consumer surplus, generated from lower priced Chinese goods. For China, under the current institutional arrangement, surplus labour still exists even when the needs of domestic consumption are already being met.  In these circumstances, a net reduction of the export sector is a net reduction in employment. If a rise in the exchange rate squeezed out labourers, these labourers would not be employed in the domestic sector at a marginally lower wage. They would be unemployed with zero wages, and re-absorbed into China’s rural surplus labour.  The impact of the slowdown in exports in the aftermath of the financial crisis is illuminating.  In February 2009 about 20 million migrant workers lost their jobs and returned to the countryside, although many of them returned when exports recovered (Wang et al., 2012).  It follows from this that a Renminbi appreciation will not eliminate China’s trade surplus, but will stifle development. Of course, with institutional improvement, labour will shift gradually out of the export sector and into industries geared toward meeting domestic consumption needs.  But, for the immediate future, China  also benefits from the present arrangements.

It follows that both the developed US and the developing China are better off this way than would be the case if they had pursued a more conservative, balanced approach over the longer term. This view can be expressed starkly by presenting it in terms of a simple game, with two hypothetical scenarios, one with the undervalued Renminbi and one with the “fair-valued” Renminbi, in which the Renminbi appreciates to eliminate China’s trade surplus. Under the first scenario, China is able to utilise its otherwise surplus labour, while agreeing to be “exploited” by the US through US dollar depreciation. Under the second scenario, China has more surplus labour, while the US has to bear the higher cost of borrowing and higher priced consumer goods, both of which reduce welfare. This mutual interest explains why the dual deficits in the US are not as fearful as they look. The worries in the US that the Chinese will stop lending them money are unnecessary.  As discussed above, it is a Pareto improvement for China because it enables the previous surplus labour to be employed and creates value. It is also a Pareto gain for the US because they are able to borrow at a negative real interest rate when depreciation is taken into consideration and obtain lower priced consumer goods. As the global imbalances represent a Pareto-improving trade, we predict they will continue.

7. Conclusions 

The concentration on the immediate impact of the financial crisis has had the effect of pushing into the background the analysis of the global imbalances which preceded and partly caused it.  This paper takes the view that these structural characteristics remain centrally important to how the global economy is likely to develop as it recovers.  Accordingly, it has concentrated on the most egregious imbalances – those between the United States and China.  By the end of 2011 China had accumulated more than three trillion US dollar worth of foreign reserves, most of which were in the form of US dollar assets, especially US treasury bills. Because of their sheer size, the depreciation of the US dollar means that there will be huge losses in the real value of Chinese foreign reserves. This reflects a global imbalance puzzle. The capital-scarce developing countries like China are accumulating huge foreign exchange holdings and the capital-abundant developed countries like the US are and continue to run huge deficits. Debt levels in developed countries continue to expand despite their huge size. Meanwhile, foreign exchange reserves in the form of US dollars in developing countries continue to be accumulated, despite the fact that the US dollar is set to depreciate continuously and thus their foreign reserves are losing value all the time. Why does China not stop accumulating foreign reserve and allow its currency to appreciate?

The conventional argument is that globalisation with increased capital flows and currency arbitrage by international speculators forces developing countries to increase their level of foreign reserves as self-insurance against international speculation. However, while persuasive, this raises a question: why has China continued to accumulate reserves and bear the cost of negative returns, when the purpose, to guard against monetary speculation, is long since over-fulfilled? 

This paper argues that the answer lies in the labour structure in China and other developing countries. The real wage for surplus labour, although rising recently, is still close to subsistence levels, so that products can be produced at an extremely low price. The undervalued Chinese currency encourages exports and expands the employment of otherwise surplus labour. Of course, by doing this China has to bear the cost of the depreciation of the US dollar. However, although the depreciation of the US dollar can easily eat up a large share of the profit generated by the Chinese export sector, China still gains from the labour income. For a country like China, which contains a large reservoir of surplus labourers with a near zero marginal product, any employment of this surplus generates a return sufficient to accept even the falling value of foreign reserves as the US dollar depreciates. 
The global imbalance will continue in the foreseeable future for two reasons. First, no incentive exists for the US not to do so, since it is the main beneficiary because the cost of the depreciation is shared by others, and because US consumers benefit from the lower price and the associated consumer surplus. Second, developing countries that finance the US current account deficit, will keep their currency undervalued as compared to the effective exchange rate, to promote exports. Although their foreign reserves will depreciate, the benefit for labour is still significant. They will continue to do so until surplus labour is exhausted.
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Figure 1. RMB Appriciation 
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Source: IMF financial statistics accessed via ESDS at http://www.esds.ac.uk
Figure 2. Trade and Current Account Balances
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Figure 3. China’s Foreign Exchange Reserves
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Source: People’s Bank of China website at: http:www.pbc.gov.cn/english

� Of course, this is not true for all developed countries.  Both Japan and Germany run large surpluses.  It might be more accurate to describe the deficit countries as Anglo-Saxon developed countries.


� The nominal returns to these assets are about 3 per cent. Given the nature of the weakening dollar, the real return very often negative.


� See Wang and Weaver, 2013, for a review of possible reasons and a summary of the emerging literature.
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