China's Outward-Swinging Trade Doors – More Lessons from the 1970s?
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In an article in the June 23, 2009 issue of the New York Times, “As China Stirs Economy, Some See Protectionism,” Keith Bradsher suggested that China, in the teeth of the global slowdown, is seeking to export its way out of its own difficulties.  Bradsher documents how this is being done: bans on government agencies using imported products, tax rebates and preferential financing to exporters, tacit permission for widespread counterfeiting, and an exchange rate policy that aims to suppress the Chinese currency, thereby making Chinese goods cheaper on global markets than they might otherwise be.

Taken together, these policies suggest another parallel with the 1970s on top of those already noted in “Will East Asia Rule the World Economy? Economic and Financial Lessons from the 1970s.”  That parallel lies in the way Japan succeeded in exporting its way out the stagflation of that decade.  It is worth remembering that in 1974, much of the world wrote Japan off.  The country's dependence on imported oil that had quadrupled in price seemed like an economic death sentence.  Inflation had climbed over 20%, Japan's balance of payments on current account had gone deeply into the red, and industrial production had dropped by one-fifth.  So great was the fear for Japan's future that Japanese banks in London were paying a full two percentage point spread over the standard interbank funding rate (LIBOR), putting Japan deeply into “developing country” status.  

Yet by 1976, Japan had come roaring back – through a combination of ruthless anti-inflationary policies at home (inflation dropped from over 20% in 1974 to 3% in 1975) and an export blitz. In 1976, Japan increased its exports of manufactured goods by more than 20%, almost double the average for the industrialized world; indeed nearly one quarter of the total increase in global manufactured exports came that year from Japan; while exports contributed more than 60% of total GNP growth in the critical 4th quarter of 1975 and 1st quarter of 1976.

How was it done?  By pretty much the same tactics Bradsher sees China using today:  a pervasive bias towards buying domestically, a panoply of preferential treatments for exporters, and an unacknowledged but very real policy of suppressing the international exchange rate of the currency.  Back in the 1970s, they called it “dirty floating.”  After the collapse of the December, 1972 Smithsonian Accord – the last-gasp effort to keep the Bretton Woods system of fixed exchange rates  alive – the major developed powers were expected to allow the value of their currencies to be set in foreign exchange rate markets.  But just as China does today, Japan systematically intervened in the markets to suppress the yen.  

Indeed, the only tactic used by the Chinese today that the Japanese didn't employ is widespread and open counterfeiting, and even in this there are echoes from that earlier era..  The 1970s saw, for example, the German coffee maker Melitta revolutionize global coffee drinking habits by introducing its drip brew paper coffee filter ; sure enough within a few months, Japanese stores were filled not with Melitta filter papers and cones, but “Kalita” filter papers and cones,  delivered in boxes decorated with identical  patterns to those that had contained Melitta papers and cones with the letters  “Kalita” written in the same script used elsewhere to write “Melitta.”  And  no one who was in Japan a generation ago  can forget the scandal that ensured when it turned out that the Mitsukoshi Department store had somehow presented the Showa Emperor with an Hermes tie that might have been fake.  

If the parallels continue with the 1970s, what might we expect?  First, hostility directed away from the United States and towards China.  In the early 1970s, many blamed American profligacy for the collapse of the Bretton Woods system, just as many today blame lax American regulation and a culture of greed on Wall Street for the current economic difficulties.   But by the end of the 1970s, Japan had taken over as punching boy for global economic troubles.  A famous European Community study called the Japanese a “nation of workaholics living in rabbit hutches” while the US administration of President Jimmy Carter put great pressure on Tokyo to stimulate its economy and thereby help pull the world out of the doldrums.  Even more to the point, the Japanese found that having taken advantage of the embryonic system being born out of the wreckage of Bretton Woods,  that they were increasingly intertwined with it.  Already, by the summer of 1978, Japan was part of a four-country effort to rescue the dollar and throughout the next two decades, the Japanese would be confronted repeatedly with the stark choice of helping to bail out a global trading and financial system that they had exploited, or to walk away and watch it collapse.  From the financing of the so-called Reagan Revolution to the aftermath of the 1984 collapse of the Continental Bank of Illinois, from the 1985 Plaza Accord to the 1987 stock market crash, from the mini-crash of 1989 to the Mexican peso crisis of 1995, the Japanese again and again would ride to the rescue of global finance, not because of any real affection for Washington but because they were in too deep.

Is China making the same choice?  One lesson China may not have learned from Japan's experience:  beyond a certain point, it is no longer a choice.  Once your economy is so large that whatever you do affects global economic architecture, the “free rider” option begins to close.  If you manage your economy in such a way as to maximize exports and trade surpluses at a time when global growth is sluggish or non-existent, you are willy-nilly forcing other countries to run trade deficits.  What happens if they refuse to go along?  The 1930s suggests the answer, when the United States itself attempted to preserve its surpluses and helped foster a global depression instead.  And if they do go along, running the trade deficits by others that the laws of accounting require if you are going to run surpluses?  Then you end up accumulating large reserves in the currencies of the deficit countries; if you don't want to walk away from those reserves and you want the mechanism to keep running, you find yourself forced to bail out the system again and again and at ever higher cost.
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