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CURRENCY MANIPULATION AND ITS EFFECT
ON U.S. BUSINESSES AND WORKERS

WEDNESDAY, MAY 9, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON TRADE, JOINT WITH

COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON COMMERCE, TRADE, AND
CONSUMER PROTECTION, AND

COMMITTEE ON FINANCIAL SERVICES,
SUBCOMMITTEE ON DOMESTIC AND INTERNATIONAL
MONETARY PoLICY, TRADE AND TECHNOLOGY
Washington, DC.

The Subcommittees met, pursuant to notice, at 9:39 a.m., in
room 1100, Longworth House Office Building, Hon. Sander Levin
(Chairman of the Subcommittee on Trade, Committee on Ways and
Means) presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON TRADE

FOR IMMEDIATE RELEASE CONTACT: (202) 225-6649
May 02, 2007
TR-4

Chairman Sander M. Levin Today Announced
A Tri-Partite Subcommittee Hearing On
Currency Manipulation and Its Effects on
U.S. Business and Workers

Ways and Means Trade Subcommittee Chairman Sander M. Levin today an-
nounced a tri-partite subcommittee hearing on currency manipulation and its effects
on U.S. business and workers. Three subcommittees will participate in the hearing:
the Ways and Means Subcommittee on Trade; the Financial Services Subcommittee
on Domestic and International Monetary Policy, Trade, and Technology; and the En-
ergy and Commerce Subcommittee on Commerce, Trade and Consumer Protection.
The hearing will take place on Wednesday, May 9, in the main Ways and
Means Committee hearing room, 1100 Longworth House Office Building,
beginning at 9:30 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be heard from invited witnesses only. However, any individual or orga-
nization not scheduled for an oral appearance may submit a written statement for
consideration by the three Subcommittees and for inclusion in the printed record of
the hearing.

FOCUS OF THE HEARING:

The purpose of this hearing is to consider: (1) whether, and to what extent, the
Chinese renminbi (RMB) and the Japanese yen are undervalued as a result of for-
eign government intervention in the currency markets; (2) the immediate and long-
term impact an undervalued RMB or yen has on the economies of the United States
and other countries and on the global economy; and (3) what action, if any, the
United States should take to address exchange rate manipulation.

BACKGROUND:

Over the past several years, economists and U.S. stakeholders have expressed
growing concern regarding the value of the RMB and the yen, and the role of the
Chinese and Japanese governments in determining those values.

For over ten years, China has fixed its exchange rate by intervening in currency
markets. Economists have estimated that the RMB is undervalued by at least 9.5
percent and by as much as 54 percent, according to a recent survey by the Congres-
sional Research Service. In July 2005, China began to allow the RMB to appreciate,
and it has appreciated 7.3 percent since then. Nevertheless, in December 2006, U.S.
Federal Reserve Chairman Ben Bernanke stated that the currency situation “has
likely worsened recently,” as the RMB’s trade-weighted effective real exchange rate
has fallen about 10 percent over the past five years. He described the Government
of China’s currency policies as a “subsidy to exports” from China. The Government
of China must accumulate foreign exchange reserves to maintain the fixed exchange
rate. As a result, the Government of China today holds more than $1.2 trillion in
foreign exchange reserves—more than any other country in history. (U.S. govern-
ment foreign exchange reserves are approximately $69 billion.)
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Although Japan has not formally intervened in its currency market since 2004,
the Japanese yen has been described by The Economist magazine recently as “per-
haps the world’s most undervalued currency.” This year the trade-weighted value
of the yen fell to its lowest level in more than 30 years. J.P. Morgan recently esti-
mated that the yen was 14 percent undervalued relative to the U.S. dollar. As a
result of currency interventions in the recent past, the Government of Japan now
holds over $900 billion in reserves, the second highest level in the world.

In 2006, the U.S. goods trade deficit with China was $232.5 billion (a world
record) and $88.4 billion with J apan. An undervalued RMB or yen could contribute
to these deficits, although other factors, including disparities in personal savings
rates, also may play a role.

The Omnibus Trade and Competitiveness Act of 1988 (P.L. 100-418) requires the
Secretary of the Treasury to determine whether foreign countries manipulate their
exchange rate with the U.S. Dollar for the purpose of “gaining unfair competitive
advantage in international trade.” Such a finding would require the Treasury Sec-
retary to initiate negotiations on an “expedited basis” for the purpose of eliminating
the unfair advantage. The Treasury Department has repeatedly declined to find that
either China or Japan manipulates the rate of exchange. The Treasury Department
was required to submit its most recent report to Congress on international economic
and exchange rate policies on April 15, 2007. That report has not yet been sub-
mitted to Congress.

The Office of the U.S. Trade Representative (USTR) also has decided not to inves-
tigate China’s currency practices under Section 301 of the Trade Act of 1974, or to
initiate a World Trade Organization (WTO) case to address these practices. In Sep-
tember 2004, members of the public (the “China Currency Coalition”) and several
Members of Congress requested a Section 301 investigation. USTR refused the re-
quest, stating that an investigation would be counterproductive to Treasury’s efforts
toward achieving a more flexible, market-based exchange rate for the RMB. Mem-
bers of Congress filed another petition seven months later, in April 2005. USTR
again declined to accept the petition, but acknowledged that “China is now ready
to move toward a flexible, market-based exchange rate and should move without
delay in a manner and magnitude that is sufficiently reflective of underlying market
conditions.” In December 2006, Chairman Bernanke again called for a “greater
scope for market forces to determine the value of the RMB”.

The Administration has engaged China on the currency issue under the “Strategic
Economic Dialogue” (SED). The first SED took place in Beijing in December. The
next SED will begin in Washington, D.C., on May 23, 2007.

“This is an innovative hearing to address the serious problem posed by
currency manipulation,” stated Trade Subcommittee Chairman Levin, in
announcing the hearing. “Currency manipulation places American work-
ers, farmers and businesses at a competitive disadvantage and this Con-
gress will work with the Administration to hold trading partners account-
able to the rules of trade.”

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/lwaysandmeans.house.gov, select “110th Congress” from the menu entitled,
“Committee Hearings” (http://waysandmeans.house.gov/Hearings.asp?congress=[18]).
Select the hearing for which you would like to submit, and click on the link entitled,
“Click here to provide a submission for the record.” Once you have followed the on-
line instructions, completing all informational forms and clicking “submit” on the
final page, an email will be sent to the address which you supply confirming your
interest in providing a submission for the record. You MUST REPLY to the email
and ATTACH your submission as a Word or WordPerfect document, in compliance
with the formatting requirements listed below, by close of business Wednesday,
May 23, 2007. Finally, please note that due to the change in House mail policy,
the U.S. Capitol Police will refuse sealed-package deliveries to all House Office
Buildings. For questions, or if you encounter technical problems, please call (202)
225-1721.



FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As
always, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for print-
ing. Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit mate-
rial not meeting these specifications will be maintained in the Committee files for review and
use by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226-
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

—

Chairman LEVIN. I think we will start. If everybody could take
their seats, we are a couple minutes late.

This is the first of two hearings, the first scheduled for this
morning at 9:30, and there are two for seven witnesses. Then at
2:00 o’clock we will reconvene to hear from three representatives
of the administration. So hopefully all of us will be able to return,
because we want very much to get the reactions of the administra-
tion, the Assistant Secretaries of Treasury, Commerce and USTR,
to the testimony that we have all heard this morning.

As you can see, this is a rather unusual hearing. I don’t know
that we have held a hearing with three Subcommittees before.
What we are going to do is ask the chair and the ranking of each
of the three to make a brief opening statement. I know the practice
has varied Committee to Committee.

But I hope it is acceptable that everybody else who has an open-
ing statement will submit them for the record. If there is no objec-
tion, we will proceed on that basis.

Then after the opening statements, we will proceed with the wit-
nesses.

In the case of Energy and Commerce, Mr. Rush will be recog-
nized and he will have the privilege of yielding to the Chairman
of the Committee.

This, as I said, is an unusual hearing, three Subcommittees. The
reason why is because this is an exceptional issue. There clearly is
an exceptional problem.
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We have unusual trade balances. We have unusual reserves held
by two countries, historic, two trillion plus among them. We also
have currencies that virtually everybody acknowledges are very
much undervalued.

We have had in the case of China statements that they were
going to take steps. But today, in part because of their interven-
tion, it is not the only reason. In real dollar terms, the valuation
problem remains the same.

With Japan, we have a somewhat different situation, in the
sense that for the last years there hasn’t been direct government
intervention. But what we have had are government policies lead-
ing to the same situation. For example, The Economist magazine
recently said that the yen was perhaps the world’s most under-
valued currency.

I close by just saying, and we will have testimony as to this, this
has had real life impact on the United States, on its businesses and
on its workers.

I met several weeks ago with companies, most of them small and
middle size companies, often family-owned, in the fiber business.
The raw materials that they use are essentially the same through-
out the world. The cost to them is essentially the same. But what
has happened is that there has been an influx and often the cost
of the final product is about the same in those cases of imports as
the cost of the original resource. These companies made it clear
that one of the problems was the undervaluation of the currencies
in the countries with whom they are dealing.

So, we have called this unique hearing. Someone asked has it
happened before, and Mr. Dingell has been here the longest, and
I don’t think he can remember when there were three Subcommit-
tees holding a hearing together. It is because of the importance of
the problem and the fact that it hasn’t been resolved.

We are today where we were years ago. We need to consider the
next steps by the administration and also next steps that we can
take legislatively. So, this is the real thing, this hearing, to get at
a real problem leading hopefully to real action.

Mr. Herger, for your opening statement. Mr. Herger is ranking
on the Subcommittee on Trade.

Mr. HERGER. Thank you, Chairman Levin. Today’s issue is
multifaceted. Yes, China’s currency is unacceptably undervalued,
which makes our exports less competitive. Yes, we run a large
trade deficit with China because we import more from China than
we export there. But although we demand more from China, we
recognize that China’s financial institutions are too fragile for us
to reasonably expect an immediate, market-driven reevaluation of
the RMB.

Japan’s presence presents an easier challenge. The yen is weak,
but Japan has not overtly intervened since 2004. Secretary Paulson
has stated that the yen’s value naturally reflects Japan’s sluggish
economy, not government policy.

As for the deficits, currency is not the lone culprit. Americans
have been overspending and undersaving. In China and Japan, it
is the reverse. We have created huge import demand in United
States both for inexpensive consumer goods and manufacturing in-
puts which has kept inflation in check and provided our companies
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with inputs needed to stay competitive, but has also fueled the def-
icit.

We can improve the deficit, not so much by curtailing our im-
ports but by increasing demand for our exports, working with the
Chinese and Japanese to reduce savings and increase consumption
of our goods.

We also need to work with China to develop its financial services
so that it can float its currency. The administration has made some
progress, but more is needed. I hope that the SED talks later this
month will bring us further progress.

But the lingering, more difficult question is, what do we do in the
near term to address currency and undervaluation? Our approach
must weigh the risks of too rapid a change in currency policy and
domestic risks for the Chinese economy against the problems inher-
ent in an exchange rate that is not market based.

My fear is that we force the Chinese to create a more flexible
currency, we get what we have asked for, and then we see little
or no impact on U.S. jobs or exports. Former Federal Reserve
Chairman Greenspan shares this concern.

Given the complexities, perhaps it is easier to start with what we
ought not to do. Some may say a retaliatory tariff is the solution.
But retaliation should be a last resort, and I don’t think we’re
there yet. We need to think carefully and act constructively.

I can’t help but recall the overbroad Smoot-Hawley tariffs of
1930, which caused a drastic decline in international trade and
contributed to the Great Depression. These tariffs and other beg-
gar-thy-neighbor policies eroded trust among nations when inter-
national cooperation was needed most.

Both for economic and political purposes, we in Congress owe
U.S. businesses and workers more than merely throwing up our
hands in frustration, slapping punitive tariffs on imports and then
moving on to the next problem. For starters, we need to insist that
China comply with its WTO obligations, especially subsidies and
intellectual property. We need to implement more export promotion
programs for our small and medium-size enterprises. We need to
allocate more resources to streamline the visa process for our Chi-
nese customers and partners. Finally, we need to help the Chinese
set technical standards that our companies can meet.

Let us focus on the total picture. This is too important to let our
frustration get the better of us.

Chairman LEVIN. Thank you. Mr. Gutierrez.

Chairman GUTIERREZ. Good morning, Chairman Levin. I want
to thank you for agreeing to convene and host this hearing, and I
would like to thank Chairman Rush for your participation and for
helping me ensure that we put a Chicago stamp on the pro-
ceedings.

This format is certainly unconventional but I think it’s appro-
priate to highlight the difficult and unconventional problem we face
in addressing currency misalignment or manipulation by China or
Japan.

For the American economy and the American worker, currency
undervaluation by China in particular is reaching critical mass.
For over 10 years, China has fixed its exchange rate by intervening
in currency markets. Economists estimate that the RMB or yuan
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is undervalued by at least 9.5 percent and by as much as 54 per-
cent. Many economists, including Federal Reserve Chairman
Bernanke, characterize this underevaluation as a subsidy for ex-
ports from China.

We will hear from our witnesses on today’s first panel about the
impact of this subsidy on Chinese goods has on the U.S. economy,
and the American worker. Suffice it to say, we cannot compete with
this kind of ongoing government subsidy and we cannot continue
down the path with our second largest trading partner, because the
imbalance hurts U.S. workers and businesses and threatens the
long-term stability of our economy and our relationships.

In 2006, the U.S. goods trade deficit with China rose by almost
15 percent to nearly $233 billion, a historic high. Meanwhile, be-
cause the Chinese government must buy U.S. dollars to keep the
value of the yuan low, China holds more in foreign exchange re-
serves than other country in history.

Although there are other factors in play, the Chinese govern-
ment’s daily intervention in the currency market plays a key role
in expanding U.S. trade deficit.

When it comes to Japan, economists indicate that the yen is at
its weakest level in real trade weighted terms in more than 20
years. This clearly benefits Chinese exporters at a time—at the ex-
pense of U.S. manufacturers.

In the case of China, some economists believe that no matter how
much pressure we exert, Beijing will not allow the yuan to fluc-
tuate, and any attempt we might make would be futile or even
counterproductive. It is okay that some experts believe it is impos-
sible to get China to move on this issue; I can accept that. But keep
in mind that many experts on Capitol Hill would say it is impos-
sible to get Financial Services and Energy and Commerce to appear
on the same dais together and here we are.

I hope that our Subcommittees from three exclusive House Com-
mittees coming together today will send a powerful message to the
administration that Congress is serious about the problem of cur-
rency undervaluation in Asia and that we intend to put turf battles
aside and focus on resolving this matter of utmost importance to
our economy and the well-being of our workforce. Even more, I
hope this hearing will send a strong message to U.S. manufactur-
ers and American workers. We hear you and we are serious about
tackling this problem.

Thank you, Mr. Chairman, and I yield back the balance of my
time.

Chairman LEVIN. I think I will call next on the Ranking Mem-
ber, Dr. Paul, and then the Chairman of the Committee has joined
us.
So, if I might, Dr. Paul, you wanted to say a few words, and then
Barney.

Mr. PAUL. Thank you, Mr. Chairman. I have a brief statement,
but I would ask unanimous consent my complete statement be
placed in the record.

Chairman LEVIN. So, ordered.

Mr. PAUL. Mr. Chairman, the imbalances in international trade
and, in particular, trade between China and the United States,
have prompted many to demand the realignment of the Chinese
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yuan and the American dollar. Since we are running a huge trade
deficit with China, the call now is for a stronger yuan and a weak-
er dollar. This trade imbalance problem will not be solved so easily.

If a stronger yuan is implemented, increased exports to China
from the U.S. may or may not resolve. The weaker dollar may lead
to higher U.S. prices and crowd out hoped-for benefits of a realign-
ment of the two currencies.

One thing certain is that the immediate impact would be higher
prices for consumer goods for middle class Americans. In many
ways, a weaker dollar would act as an import tax, just as if it were
a tariff. Both are considered protectionist in nature.

The fact that the Chinese keep their currency artificially weak
is a benefit to American consumers, and long-term is inflationary
for the Chinese. This deep and legitimate concern for the trade im-
balance between China and the United States will fall short if the
issue of fluctuating world fiat currencies is not addressed.

The fact that the U.S. dollar is the principal reserve currency of
the world gives us a benefit that others do not enjoy. It allows us
to export paper dollars and import goods manufactured in countries
with cheap labor. It also allows us to finance the welfare, warfare
state with cheap loans from China and Japan. It is a good deal for
us but, according to economic law, must come to an end and the
end will be messy for the U.S. consumer and world trade.

The current system can only last as long as the trust in the dol-
lar is maintained and foreigners are willing to accept them as if
they had real value. Ironically, the most serious problem we face
is a sharply weakening dollar in danger of collapse. Yet many are
now asking for a policy dealing with the Chinese that would accel-
erate the dollar’s decline. At the same time, we’re told that we
maintain a strong dollar policy.

Financing deficits with monetary inflation is in itself a weak dol-
lar policy in the long term. Trust in our currency due to our eco-
nomic and military strength artificially props up the dollar on
international exchange markets. Since these benefits come not from
production or sound monetary policies, they only contribute to the
instability and imbalances of international trade. Neither tariffs
nor forced devaluations can solve the problem.

Our current account deficit and huge foreign indebtedness is a
reflection of the world monetary system of fiat money. The longer
the trade imbalances last, the more difficult the adjustment will be.
The market will eventually force these adjustments to come. Even-
tually, it will be necessary to consider worldwide commodity-based
money to solve the trade imbalances that concern so many here in
the Congress.

I yield back.

[The prepared statement of Mr. Paul follows: PENDING]

Chairman LEVIN. Thank you. Chairman Barney Frank.

Chairman FRANK. Thank you, Mr. Chairman. I assume people
have taken account of the fact that Subcommittees from three of
the major Committees in this Congress have assembled. That is the
first time in my memory this has happened. If my memory doesn’t
impress, the dean of the House seated to my left has a memory
even greater and I think it is probably the same for him.
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I hope people will take from this the grave significance of this
issue. I say that because I read the testimony and there are people
of goodwill who disagree with the approach we are taking. I want
to make it very clear to people that if you disagree with this ap-
proach, and I am very supportive, I want to say, of what the Chair-
man of the Subcommittee on Trade has outlined, I think he has
been consistently one of the most articulate and thoughtful expo-
nents of what American international economic policy ought to be,
and if people had listened to him, we would be a lot better off.

But for those of you who disagree, I think you want to come up
with an alternative. People have talked about the dangers in this
approach. That is a legitimate argument. But in the absence of an
alternative, that is what is going to happen.

The fact is that the economic position of the average American
worker has been eroding. It is one thing to see your position erode
when conditions are bad. It is much worse when you are being told
how there is great growth and great prosperity but you are not
profiting from it.

We had a period that now looks like it was a brief period, when
real wages had started to go up and now they are starting to go
back down again. You know, we continue to have a situation, and
I read it in the financial pages even of so-called liberal newspapers,
there is a good news bad news story. The good news is that profits
are up. The bad news is that wages are up.

As long as that is the mindset of the people who run the finan-
cial operation, you are going to have these kinds of responses.

Now, I think what we have here is temperate and reasonable. If
you disagree, then come up with an alternative. I will give an ex-
ample. Dr. Roach, whose commentary on the economy has seemed
to be very good and has helped, I think, try to alert the business
community of some of the imbalances that we are talking about,
and Dr. Roach says in his testimony, and I hope I am not giving
away the ending unfairly, that he finds better than this approach
the recent decision by the USTR to go after China for violations of
intellectual property.

You know, if they had done that 10 years ago, maybe things
would be different today. This is a good example. But the fact is
that there was no serious effort by the U.S. Trade Representative
to vindicate the interests of American intellectual property until we
in Congress thought of these complaints.

If people are going to ignore problems and ignore the economic
deterioration of the average worker until we get involved, and then
it is not, it seems to me, reasonable to sit back and criticize, only
criticize. People have a right to criticize. But simply to criticize our
response to a problem that other people have long ignored just isn’t
going to work. As I say again, I think the Chairman has taken a
very reasonable approach.

But this is not going away. If this is not the approach, then there
better be some other one. If you think if you can talk the American
worker out of her dissatisfaction with an economy in which there
is growth and she gets very little of it, you are wrong. We are going
to have to act.

So, I appreciate the fact that we have had this three-pronged
hearing. The Committee on Ways and Means, the Committee on
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Energy and Commerce, the Committee on Financial Services rep-
resent among us the economic jurisdiction of this Congress in the
legislative context. What you see here is symptomatic of a deter-
mination on the part of those of us who are in the majority in Con-
gress today to change the situation in which growth in the economy
as a whole and an increase in the well-being of the average worker
have become disconnected. We believe this is one way to deal with
that.

Those of you who don’t think this is the way to deal with it, in
your own interests, ought to come up with another.

Thank you very much.

[The prepared statement of Mr. Frank follows: PENDING]

Chairman LEVIN. Thank you very much.

You mentioned the third Committee, of great importance. Let me
suggest, Chairman Rush, if it is agreeable to you, I think I will call
on Chairman Dingell, and then you will take over for your 5 min-
utes and then Mr. Stearns. Okay?

Chairman Dingell.

Chairman DINGELL. Mr. Chairman, I want to thank you for
your leadership in this matter, and also our good friends and col-
leagues, Chairman Rangel and Frank. Also Subcommittee chair-
men Rush and Gutierrez. Of course, I can’t say enough about my
good friend and colleague from the Commerce Committee here.

I also want to thank our distinguished witnesses for their testi-
mony and willingness to participate, particularly my old friend Sec-
retary Evans, who is down there, and Mr. Mohatarem.

Currency manipulation stifles the intention of free trade and
must be dealt with decisively. For too long, the Department of the
Treasury has been reticent to cite countries such as Japan, China
and Korea for currency manipulation, in spite of clear evidence
that they have used such policies to gain an unfair trade advantage
against the United States. These countries and others must not be
allowed to continue in this illegal trade-distorting practice.

Since 1994, the Treasury Department has not cited a single coun-
try for currency manipulation. Japan, however, was estimated in
2006 alone to have a current account surplus of 167 billion and a
bilateral trade surplus with the United States that exceeded $88
billion.

Strong evidence exists that Japan has manipulated its currency
in order to facilitate an export-led growth strategy to the detriment
of our people and the United States economy. Although Japan
ceased direct currency interventions in 2004, its government has
engaged in verbal interventions in order to keep the value of the
yen artificially low. Additionally, it has encouraged banks and pen-
sion funds to buy great numbers of U.S. Treasury bonds. This, in
combination with historically low Japanese interest rates and other
practices artificially decreases the yen’s value.

By maintaining a current account surplus and bilateral trade
surplus with the United States, and also manipulating its currency
for the purpose of gaining an unfair trade advantage vis-a-vis the
United States, Japan fulfills the three necessary and sufficient cri-
teria for currency manipulation as outlined in the 1988 Omnibus
Trade and Competitiveness Act. Nowhere in the United States Jap-
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anese trade are the effects of a weak yen more pronounced than
in the automobile industry.

The weak yen provides Japanese auto makers, who now enjoy a
35 percent market share in the United States, with record profits.
Indeed, the manipulated yen/dollar exchange rate results in what
amounts to a $2,400 price advantage to Japanese auto makers on
a $20,000 vehicle.

Some, I think those who think about it, would term this an ex-
port subsidy. In light of this, it should come as no surprise that
Toyota’s 2006 third quarter profits were bolstered by $250 million
as a result of yen/dollar exchange rates.

As I represent a part of Michigan that has seen tens of thou-
sands of auto manufacturing jobs disappear in the last decade, this
trend is most troubling to me and the people I serve. I am further
concerned by the Department of the Treasury’s continuing reluc-
tance to cite Japan as a currency manipulator, despite the fact that
Japan seems to have fulfilled all of the necessary criteria outlined
in the law. Thus, I am forced to conclude that it is incumbent upon
this Congress to pass legislation that would require the administra-
tion to monitor and to address unfair foreign currency practices
more adequately, so as to allow for more effective adjustments in
international balances of trade.

I hope that our panelists will speak to my concerns and suggest
solutions to amend current law pertaining to currency manipula-
tion in order to give our nation the tools it needs to combat this
clearly trade distorting practice.

I would like to conclude by observing, Mr. Chairman, that the
fact that three major Committees of this Congress, all having juris-
diction over matters related to the hearing today are conducting
these hearings with the vigor in which they are conducting them
should serve as a warning to all that the Congress is losing pa-
tience with the Administration on this important matter.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Dingell follows: PENDING]

Chairman LEVIN. Thank you, Mr. Dingell.

Chairman Rush.

Chairman RUSH. Thank you, Mr. Chairman. I would like to
thank my colleagues for agreeing to hold this historic trinitarian
Subcommittee hearing as well as I would like to also thank our
witnesses today for their participation in these hearings.

My special thanks also to Mr. Bill Hickey of Lapham-Hickey
Steel Corporation. While his company’s Chicago facility is not in
my district, I would like to join with my colleague, Congressman
Gutierrez from the Chicago City Council to extend a warm welcome
to him as two Chicagoans to another.

Several of our major trading partners, China, Japan and Korea
included, have long intervened in currency markets in order to
drive down the value of their respective currencies, much to the
detriment of the American economy and job market. This practice
which has for years continued unimpeded by action on the part of
this administration, must be curtailed so that the U.S. may pre-
serve its manufacturing job base and trade with its partners on a
level field of play.
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It is imperative that this Congress voice its most stringent oppo-
sition to this practice, which will force unsustainable economic de-
velopment for some and unfair trade imbalances for others. More-
over, my colleagues and I must work together in order to provide
this nation with more adequate and precise instruments with
which to address and catalog the effects of currency manipulation.

As my Chairman, my colleague and my friend Chairman Dingell
has stated, the Treasury Department has neglected to cite any for-
eign country for currency manipulation since 1994. In two of our
major trading partners, China and Japan, we observe their accu-
mulation of massive current account and bilateral trade surpluses.

In addition, these countries have ostensibly engaged in currency
manipulation in order to achieve export led economic growth. These
three indices constitute the necessary and sufficient conditions for
which the Treasury Department may classify a country as a cur-
rency manipulator.

Given this, I am deeply troubled by the Treasury Department’s
reluctance to reach what would appear to be a common sense as-
sessment of the illegal currency practices of two of our largest trad-
ing partners.

In a 2005 report entitled Treasury Assessments Have Not Found
Currency Manipulation, but concerns about exchange rates con-
tinue, the GAO concluded that while the Treasury Department has
general complied with the reporting requirements for its exchange
rate reports, its discussion of U.S. economic impacts has become
less specific over time.

Indeed, in its response to that report, the Treasury Department
stated that it does not consider the impact of the exchange rate on
the economy. In light of increased imports from both China and
Japan which could partially be attributed to the interventionist
currency policies as well as the decline in our own export industry,
it seems irresponsible to me on the part of the Treasury Depart-
ment to ignore the effects of foreign exchange rates on the U.S.
economy.

I appreciate the calls by many economic and policy analysts that
currency policy be conducted under the framework of a broader,
multilateral process. But in an absence of any meaningful action by
either the IMF, which itself has no enforcement mechanism for cur-
rency disputes, or the WTO, it is my conclusion that this Congress
must pass legislation that will further empower the United States
to counter the pernicious and trade-distorting effects of currency
manipulation by other countries.

Let me close by noting that this is not an abstract problem that
resides in the world financial markets. Currency manipulation has
a very real and devastating effect on average Americans looking for
decent jobs.

I represent the South Side of Chicago and neighborhoods like the
Inglewood community were once thriving middle class neighbor-
hoods. However, as the manufacturing base collapsed, when the
steel mill jobs disappeared, prosperity vanished from Inglewood
and other communities on the South Side of Chicago. Without jobs,
without income, without economic stability it is impossible to build
and sustain thriving, healthy communities. Thus, when currency
manipulation undermines America’s ability to compete overseas, it
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is also undermining our ability to provide well-paying jobs here at
home. This is a matter to be taken seriously.

I look forward to the testimony of all of our witnesses and hope
that they will shed greater light on the steps that the Congress
must take in order to provide our Nation with stronger and more
effective tools to address currency manipulation. Thank you, and I
yield back.

[The prepared statement of Mr. Rush follows: PENDING]

Chairman LEVIN. Thank you, Mr. Chairman. The distinguished
Ranking Member of the full Committee, Ranking Member Barton.

Mr. BARTON. Thank you, Mr. Chairman. I am going to put my
written statement in the record.

We appreciate this hearing. We have heard of the Trilateral
Commission. We now have the trilateral Committee hearing. So, I
look forward to it.

I want to welcome my good friend, Don Evans. It’s good to see
another Texan here. We appreciate the Committee on Ways and
Means and the Financial Services Committee letting the bedrag-
gled Energy and Commerce Committee participate.

With that, Mr. Chairman, I yield back.

[The prepared statement of Mr. Barton follows: PENDING]

Chairman LEVIN. Thank you.

Ranking Member Cliff Stearns.

Mr. STEARNS. Thank you, Mr. Chairman. Let me echo my col-
leagues. What a great day it is to have the three distinguished
Committees meeting and discussing on this important issue.

The Subcommittee on Commerce, Trade and Consumer Protec-
tion that I chaired in the last Congress has examined a number of
trade issues of importance while I was Chairman. We have exam-
ined free trade agreements, the impact of different standards and
harmonization efforts on U.S. competitiveness and more discrete
issues such as counterfeiting and the protection of intellectual
property rights.

My colleagues, many of the trade issues we monitor focus on
China and its obligation to fulfill its commitment as a member of
the World Trade Organization. These include the administration’s
ongoing efforts to address shortfalls in the enforcement of intellec-
tual property right violations.

There is good reason that China has been occupying so much
concern and discussion among business, workers and policymakers.
Congress rightfully wants to ensure that our trading partners oper-
ate under fair and equitable rules that do not disadvantage Amer-
ican trade.

With the extraordinary growth in China’s economy, we have
watched our balance of trade with them become an expanding def-
icit, notwithstanding the fact that China is now our fourth largest
export market for such manufactured goods such as aerospace and
health care equipment. Our exports to them have grown 350 per-
cent in the last decade. Our trade deficit, obviously, continues to
grow larger and larger.

There is a mutual attractiveness to bilateral trade that benefits
both countries and our respective desires to economic prosperity.
We all agree with that. We have a growing economy with 1.3 bil-
lion people in need of goods and services essential to their infra-
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structure. We have the wealthiest nation of consumers that is a
natural market for some of their exports. Both conditions should
provide the foundation for mutually beneficial trade.

Unfortunately, China’s seemingly endless supply of inexperienced
labor has severe consequences to our country and the competitive-
ness of some of our industries. This has not gone unnoticed, espe-
cially by anyone employed in any one of these respective industries.

The result of this imbalance in wage rates and national wealth
has contributed in large part to a net trade deficit with China that
reached $232 billion last year. Such imbalances cannot persist and
be healthy for both countries and the global finance system in the
long run.

My colleagues, what causes more concern is a notion that this
imbalance is also facilitated by China’s desire to keep its currency
pegged to the dollar. Such actions are perceived by many as manip-
ulation that keeps the yuan undervalued. Most experts, including
the administration recognize China’s currency is undervalued sig-
nificantly, despite China’s commitment to pursue a floating rate
that is freely traded.

Since 2005, when China moved away from a fixed exchange rate
and moved to a, quote, managed float system, their currency has
appreciated approximately 7 percent. This is an improvement. We
should recognize it. But it falls far short of where experts actually
believe it should be. The narrow trading range to which China lim-
its its currency effectively leaves it fixed to the dollar, for all in-
tents and purposes.

We know that an undervalued currency makes their exports
cheaper and more affordable to us, whereas our exports are more
expensive and less affordable. This has largely been good for our
consumers but bad for many of our exporters and our domestic in-
dustries affected by cheaper imports.

Over time, this situation normally corrects and the global finan-
cial system reevaluates the currencies and the exchange rate at the
same time. That has not happened in the case of China. Instead,
we continue to see an exchange rate relatively unchanged as China
adjusts its purchases of dollar denominated assets.

The question for policymakers is, where do we go from here? This
is not an easy question that can be solved with one quick solution.
China by most accounts cannot switch to a purely floating currency
overnight. Their financial system is not quite ready. But that does
not obviate the need to make continued progress expeditiously.

My fear, my colleagues, that absent evidence of real progress by
China and the administration, the U.S. will grow increasingly im-
patient as our companies and workers are disadvantaged. Policy-
makers will have few options, few options remaining, and will nat-
urally explore more immediate changes if we do not see the im-
provement soon.

So, with that, Mr. Chairman, I welcome the witnesses and appre-
ciate their forbearance here as we go through the normal proce-
dures here to let people have their opening statements. I believe
the administration and Secretary in particular has embarked on a
course to try and show China that the merits of a market-based
economy and to start to reflect reality in the economic situation.

With that, Mr. Chairman, I yield back.
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[The prepared statement of Mr. Stearns follows: PENDING]

Chairman LEVIN. Thank you very much.

All right, here we go. Here we go. This is an extraordinary meet-
ing, I think, affecting an extraordinary problem, a crucial problem.
So, we have assembled on a bipartisan basis an extraordinary
panel. You all don’t agree. That will make it all the more inter-
esting.

There is a red light. I've tried to abide it. As you think about
your remarks, see if you can condense them into 5 minutes so that
we can have a really good back and forth.

I am going to introduce all of you at one time so you can then
go on. I really hope that we can get into this.

First will be former Secretary of Commerce, Don Evans, a long-
time friend of ours, the chief executive officer, Financial Services
Forum.

Next, Mr. Brian O’Shaughnessy, president and CEO, Revere
Copper Products. We know that company well.

Steve Roach, who is managing director and global economist for
Morgan Stanley, who has been with us before.

Another person of longstanding authority, Dr. Fred Bergsten,
who is the director of the Peterson Institute for International Eco-
nomics.

Another veteran of these wars, Mustafa Mohatarem, who is chief
economist for GM.

Also another person who has testified here many times and we
very much welcome her, Thea Lee, who is policy director of the
AFL-CIO.

Then Mr. Hickey, who is with the steel corporation in Chicago.

So, let’s go at it. Secretary Evans, we will start with you and go
right down the line.

Welcome to all of you and thank you for coming.

STATEMENT OF DONALD L. EVANS, CEO,
FINANCIAL SERVICES FORUM

Mr. EVANS. Thank you, Mr. Chairman. I am honored to be a
part of this extraordinary hearing, as you say, to all the distin-
guished leaders of this nation that are here, the distinguished
Members of this Congress, it is good to see all of you again. I thank
you for your continued service.

I think fondly about my years here serving in government and
being able to work with distinguished public service Members like
Chairman Frank. Mr. Chairman, I look forward to coming to your
hearing again in June when we are going to also discuss this very
important issue. Chairman Dingell and Chairman Levin and Rank-
ing Member Barton and my friend Tom Reynolds, there are just so
many of you that I have worked with over the years. So I am hon-
ored to be a part of this. Chairman Tanner, also, good to see you,
sir. I enjoyed so much working with you through the years.

We all do agree in one very important thing, that we are all try-
ing to do what is in the very best interests of today’s workers and
tomorrow’s workers. So, that is one thing that we can begin this
hearing in saying that we all agree on. I have a brief opening com-
ment, Mr. Chairman.
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Ensuring that our major trading partners’ currencies are valued
according to market forces has major implications for the U.S.
economy and American workers, as does broader financial sector
reform in China. I applaud Chairman Frank for scheduling a hear-
ing in June on this critically important topic.

I am here as chief executive officer of the Financial Services
Forum, an association comprising the chief executive officers of 20
of the largest and most diversified financial institutions with busi-
ness operations in the United States. The forum’s members share
Congress’s commitment to maintain a strong U.S. economy, en-
hancing savings and opening world markets to American made
products as the most effective means of addressing America’s trade
deficit. Also important is for the currencies of our major trading
partners to be determined by the markets.

As the Members of these Committees know very well, two of our
most important trading partners are Japan and China. In both re-
lationships, imports into the United States have for years sur-
passed our exports. There is no question that the Japanese yen is
currently trading at very low levels, recently dropping to multi-
month lows against the dollar and an all-time low against the euro.
Indeed, Bank of Japan data indicate that the yen is at its weakest
level in real trade weighted terms in more than 20 years, cir-
cumstances that clearly benefit Japanese exporters.

While problematic for U.S. businesses competing with Japanese
producers, there is no evidence that the yen’s current trading levels
are the result of currency manipulation. Indeed, as the Treasury
Department reported in December, Japanese authorities have not
intervened in foreign exchange markets in more than 3 years.
Rather, the low relative value of the yen reflects economic fun-
damentals. Namely, a fragile Japanese economy still recovering
from a decade of stagnation and deflation during the 1990s and low
interest rates designed to nurture, encourage and extend the recov-
ery.

More importantly, we clearly cannot credibly argue to China that
it should stop intervening in foreign exchange markets, buying up
billions of dollars to maintain the desired value of the yuan, while
at the same time urging Japan to sell its currency reserves to drive
up the value of the yen.

Dissatisfaction with the value of the yen as determined by world
markets would only signal that U.S. currency demands are unrea-
sonable, ad hoc, self-motivated and impossible to satisfy. Under-
mining the credibility and legitimacy of our continuing efforts to
encourage a market-determined yuan.

Turning to China, for years the United States has worked with
China toward achieving a yuan whose value is determined by mar-
ket forces. Indeed, shortly after taking office, the Bush administra-
tion committed to helping China develop the capital market know-
how and expertise necessary to end the yuan’s peg to the dollar.

In July of 2005, those efforts bore fruit, as China revalued its
currency upward by 2 percent and eliminated the peg to the dollar.
Since mid-2006, the pace of appreciation has accelerated to about
5.4 percent a month on an annualized basis. In total, the yuan has
appreciated by about 6.5 percent and it has been estimated that by
2011, the yuan will have appreciated by a substantial 25 percent.
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The United States should continue to press China to accelerate
progress in that direction.

But even as we do, we should not allow the currency issue to
overshadow the broader potential of the U.S.-China economic rela-
tionship. Of far greater significance to the policy goals of maintain-
ing strong U.S. economic growth and job creation in this country
is expanding access to China for American businesses and helping
to activate China’s 1.3 billion potential consumers, a fifth of the
world’s population. A simple example shows why.

Last year, the United States exported to Japan goods and serv-
ices worth $60 billion, approximately the same amount exported to
China, which was $55 billion. But China’s population of 1.3 billion
is 10 times Japan’s population of 127 million. If China’s citizens
were to eventually consume American-made goods and services at
the same rate that Japan’s citizens did last year, the United States
would export more than $600 billion worth of goods and services
to China, 11 times what America exported to China last year, an
amount equivalent to 5 percent of America’s GDP, and more than
twice what we imported from China last year.

Chairman LEVIN. The light is on. I was saying, it’s hard to tap
the gavel on a former Secretary. But——

Mr. EVANS. Quite all right.

Chairman LEVIN [continuing]. But try to wrap up because I
hope everybody else will try to keep more or less within the 5 min-
utes so we have the fullest opportunity for back and forth. So, that
was just a very light tap.

Mr. EVANS. Thank you very much, Mr. Chairman——

Chairman LEVIN. Keep going.

Mr. EVANS [continuing]. I will—well, the fastest way for China
to develop the modern financial system, which is what they need
to do, is by opening its financial sector to greater participation by
foreign financial services firms. By providing the financial products
and services that China’s citizens and businesses need to save, in-
vest, ensure against risk, raise standards of living and consume at
higher levels, foreign financial institutions including U.S. providers
would help create what every U.S. manufacturer and service com-
pany wants, unleash the Asian tiger hungry for U.S. products.

Thank you very much for the opportunity to appear in front of
this extraordinary meeting, Mr. Chairman.

[The prepared statement of Mr. Evans follows:]
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Fmancial medilutions with business operatcns m the Ursied Sgates, The Forum works o promsoie
policies thal eehancy sevings and mvestment and that ensure an open, compatitive, and soumd
glubal finemeial services markeiplace. As & group, the Forum™s member imsditulions employ
mure thim 1.3 million peopls and hold combamed assgts of more fhan 512 trillion,

The Fores's members share Comgress" commilment o maintaining a strong ULS,
peonomy, enhancing savings, and opening world markets 1o American-made prodhucis a3 the
musl glfective meims of reducing Amenes’s radi defiol. A lso oporiant is for the surmencies of
pur major tnsding pariners. o b detormined by the markeis,

An eachange mile == Just o price, the price of ons currency in erees of aadber, A with
pey olhier commandily in a ee markel, e prace of & comeey shoul] be determinad by the
intempday ol supply sl demand basad on seomesaie fumdbimentals. Bae rellecting mvistors”
intizreal in holding ssets Jenmommimaled in ome carmeney over asscs denominaied in aotker,
mrk id-deberminisd curmirmie — jusl like staddand pride inany ceonomy — help dirsg! scags
resourges B fheir most proshactive wies, Marko-determined curresssics alse have the Benelil of
serving i 8 aarmection méchanism for the gloha] oy — & a Glhing ciumiey helps fimuolais
demiamd lor the prodduets of 8 shamping coonem'y, el a rring cumeney helm conl dasgml i the
proshucts ol o kikeng seoraeiy,
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X

A the membiers of thes: Commitiers ke very well, Pany of cpr most impociant insling
parinirs sm; Japam amd Ching  As & poclion of Simenea’s overal] trade with the world, China 13
our sggond lamgest irading parinier, seoomnting Tor 12 pencent of llal LS, trads, while Fapan &
our Tl larpesl, sevonmting o aboul 7 persgnl,

In barth relationahips, impores imo the United States have for year soepiessd our expons
Laet year, Asrican’s trde deficil with China rmss 1 pereent o 3333 hillaon - or 28 pengent of
our virall rade defien. Messwhile, Amerea’s rsle deficn with Jpan mse T percent ksl year
tir SERA Bl —ar 11 percent of oar oversll trade delieit Taken together, tae deficits with
China and Jepan aceoun! for phoat 30 percent of Ameriea’s overall rade deficin.

Far years, the Uniied Simes his worked with Ching sowand achieving a yuss whose value
ie desermined by masket forces, lndesd, shomly after aking office, the Bash Adminiseation
commasitied oo helping Ching devebop the capiisl markets know-how and expenise necessary n
ennd the yoan s peg 1o the dodlar, peoviding missive technicad assistance. And those effors have
hom fnei. In July of 2008, Cheea revaleed lis comency spwend by 2 pereest. Since mid-2008,
the pace of appreciation has pccelenied, oversging abow 49 percent o month at an annuslized
rale, and quilckening 10 arousd 5.4 percent in the flest few momhs of 2007, & Ching his beooime
mire condidest abon the resilience of its economy. 1n wal, the yvean has appreciotied by 6.5
percent since July of 2004, e i has been estimated thar by 200 1 the vuon will have apprecaied
by 2 subsiarinl 24 percent | A markei-determined yusn is imporian - for Ching, the United
Sties, and the rest of the world < and the Unived Stmies shoubd continue wo press China 1o
sccelermte progress. 1°ll have maore 1o s&y abowm China ma moment

Jegan and the Yen

There is no question that the Japznese yen i currendly trading &t very kow levels, recently
dropping bo multi-month kovws against the dollar and an all-time low agains the Buro. Indeed,
Blark of lapan daia indicaie that the yen is ot s weakest kevel in real irsde-wighied enes m
muore tham 20 years — circumstances thet clearly benefit Japamese exporters.

While problematic for businesses competing with Japanese producers, there is no
rvidence that the yen's curnent trading levels ane the resall of cumency manipulation.  Indueed, ms
the Treasury Department repericd m December. Japanese mthorities have not intervened in
forvipn exchange markets in mone than theee vears. Bather, the bow relabve vabu: of the yven
reflecis ceonamic fundamental - pameky, o regake Japanese cconamy still recovering from
docade of stapmabsom amd deflation during the |94s, and low inlonest males designed to nuriure,
mcourape, od cxtend the cardy recovery. On April I ihw Bamk of Japan announced i woudd
krp s shod-term inbered roke Enget o 0.5 pereent, wll below the U5 fod funds mite of 5.25
perienl and the Bwro pong's 1,75 percent. Given such dilFerenizals o their implicalsoms for
higher melums om diolbar- amed Evro-denorminated assacis, i0"s parl ol all gorprsing Bhal the yven is
Irading w surmen] levgls,

! Spe China s Cerreney: Underopprocined Facs" Economisi Imiellipesce Uait, Spril 10, 2067,
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3

Ml impomanly, we chesrly conmed eredibly srgue e Ching gt it shoald s
imervening in Ereign exvchimae markeis — huying up bilkes of dollars 10 mainiin the desired
value of the vumn — while an the same time ungieg Jopan 1o sell B8 curmeney neserves o drive up
the relative value of the yen, & some have recently sugpesed. Dessatisfaction with the value of
the yen as detemined by workd markets would only signad dhat U8, curmency demands ane
unreasonable, ad hoc, self-motivated, and impossible wo sisfy - undermining the credihility and
legsimacy of our continming ¢ [Mods &0 encourage o market-detemminsd v,

Frecidimtally, i7" s worth paling That the 115, didBar atsell s carrently trading nesr recoml
lovws agaear e Faro gind 80 kevels aguingg dhes Brnich pousad nol seen in fesrly o guister cailiry.

b e

Tuméng to China, in recent sears the discussion m Washingion regarding the LS -Chana
eeomomae reltionship Bas focused in larpe par on China's cerrency policy. Mamye policymakors
s, Bl gy undervalsed v makes chemp Chimese exports even shiuper, giving Chingse
proalucgrs an sl adhvntaps cver American sompanies and centributing o the LLS, rade
e with (s,

A | stmted o few moments ago, 8 mesker-determined yuan (s impomant - for the United
Sumies and for Ching. Foreign exchange market imervention by the People®s Hank of China
bunvirg dedlars with yuzn - has boosied biqudny in China s economy, thwanting gevemmess
efforts 1 scale bock exoessive hank lending and fived investment. Spoculative money Floming
inio China m anticpation of o revaluation = also undermining govemment objectives. Finally,
afkoming the yuam ko more fully Deal seconding o marks) foroes would Free the PROC 1o pursae
vty policies that advance Chinag's masrosamimmic gaals, For these réasom — as well o fhe
prerity of a more Tair and ransparen rade celationehip — LS. policymakers should continue
fircss Ching i peoelemite progress wowerd & morket-deermined yisn

Chinese matborities have repeatedly arpeed - reasoning generally ocknowledged by most
foresgn amalysis, inchiding Treasary Secretary Paulson — thal an immediate shift o a market-
dhetermanad vwan is not possibbe piven the enderdeveloped stmie of China®s capital markets.

Moo specafically, China's bink=, securilies firms, and other basmesses currenthy bick the
exportisa 10 dhevelop and trade derivatmoes and other stmsciured instresents wsal 1 hodge S risk
asgmcialid with greaber currensy volalility, Thes reality m ene ol many réasons why linieial
serhint miderni gation in Ching - sceelemmeal by great foreign famicipation — i3 &0 imponant.
Sophistcated derivative peodicts and hedging pechnigues provided by fiveign fnancal seevices
ferms: waoruld enabde China w mosve more guickly povwerd & free-Boating yuan whose value &
deetemmamed by market fopces hased on economic furdamentals.

Bt even as we contimee io press China to acoelenmie progress on the yuan, we should noi
sk the curreney issue o overshadow e brosder potemtial of the U5 -China economic
nelatiomsbon. Dkeisd, the: shorl lemm ¢IMest o a sipmilfcant appresiation in The yuan wosld Blgly
b b i The Irmlis el worse, Bocauss a higher-valued yuan wosld imican hipher prces for
impaited Chinese goods, il Bocise 1he proces of leding cheaper allamalives 1 mone
expemmive Uhinge goods mkes lme, the rade deticlt would likely get worse belome getting Beller
- a phenomenon ecandrmists call the J-oarve elfect.
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O Tar greater sgnaficance W the policy goals of maintaining stromg U5, economis
grevath mnd Fob creation is cxpamding aceess g0 China for Amencam bosingsses aml helpamg 1o
melivate Chima™s 1.3 Fllion polential consumers — a Ath of the world™s popaalaison. A simplo
example demonsirates the enormeas podential of gresior spendimg by Chamese consumers:

Las yezr, the Uinitod Stabes oaporiod go Japam goaads omed servicis worth 560 billion -
approximaiely the spme amcemt exporbed 1o China {555 hilbon), Bul Chima s popeataliom of 1.3
hillsom = dem temees Japan s popadation of 117 million, [FLLE. ouports ane expresssd inonelation jo
population, the LS, sold the equivalkent of 5472 worth of goods and seresces 8o every oftisen ol
Jagean et vear, bul only about S40 sl of possds and services b every Chinese cizen,

IFChina's citizens were b eventually coressre American-made goods and services al b
sgeme ralie That Fapar™s cilizens did st vear, the Unsted S8ates wosald gxport moee than S60H
hillsom worth of goads aead serees b0 China 11 s whal America exporied &0 China kst year,
wn Ao equivalert o 5 pereenk of America™s GUOP, and more than bwice whal we impored
fron Chima Lt vear — replacmg e trade deficitl with a significant surplus.

Bart in ordier 8o mckaline il= 1.3 billion consumers, China neeshs 2 mone opon, compeliftive,
and aTechve Teancml sysdem, Chinese houschodids histomcally save as much as hall of their
inveee, = compared bo sngle-digil svings noles m the Uniled Sistes and Europe, This
presoanced propsensily o save is related fo the fact that maost Chinese dipend om their Bnilies
and privabe smvings g0y for retemenl, healtbcare, and the economic conseguences ol
mocadenis or disasters, Activating the Chamese consumer requires: the availabalily of linimcial
prosfucis and wervees — pereonal lomes, credil cards, mofgpes. pensions, insurna: and
retiremeni products — that will reduce the meod For such “precautonan™ savings and Tciliate
ponsumpdion

Thee Gastesd way lie Ching $o develop ghe mindern Arancial spstem it neods o achivve
muorg sustainabde ccomamic growth, allew foe o moee Mesible curmency, and increass consumar
popsumpdiem 7% o impard i — that 13, by opening ils Anancial secior o groaler parbsipation by
forvign nancial services firms. Foreign insdstutions. bring workl-cliss expories and basi
practices with megard to products and servees, eoheology, eredil analysis, risk massigomeni,
intizmal contrils, smd copaeate povernance, o addition, the Toroes o competition brought by
Forvipn instibubsors would scoslenie tee development of moden Grancil wechnigu:s and
mithadodogres: by China’s finameial inshibations,

By providing the Feancsl prodescis ond services that Chima’™s citimens amd businesses
nod 1o save, invesl, weare apased nek rise standards of Bving, and consume at hgher kevels,
forvipn [nancial insdidions — inchadmg U5, providers — would help srete whad eviry ULS,
marslaciurer and service provider wanls - am unleashed Astn iger bungry Tor U5, produci=

Thank vean very much lor the opporomily 10 appear al Bhis unique joint bearing.,

———

Chairman LEVIN. Thank you, sir.
Mr. O’Shaughnessy.

STATEMENT OF M. BRIAN O’'SHAUGHNESSY, PRESIDENT AND
CEO, REVERE COPPER PRODUCTS, INC., ROME, NEW YORK

Mr. O'SHAUGHNESSY. Good morning, Chairman Levin, Gutier-
rez, Rush, Frank and Ranking Members Herger, Paul and Stearns.
Indeed, all Members, thank you for this opportunity to testify

Chairman LEVIN. The rest of you can leave off the thank yous.
There are too many of us.

Mr. O'SHAUGHNESSY. Okay. Can I start my time over?
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Chairman LEVIN. Start all over.

Mr. OSHAUGHNESSY. As to China currency issues, on behalf
of the China Currency Coalition, the witness guidelines for poten-
tial conflict of interest require that government contracts be dis-
closed. You should be aware that U.S. Secretary of War Henry
Knox rode to Boston and offered Paul Revere a $10,000 U.S. Gov-
ernment loan to build a copper rolling mill to sheathe the USS
Constitution with copper made in the U.S.A..

So, my company was founded by Paul Revere in 1801, perhaps
the oldest manufacturing company in the U.S.A.. Today, our mill
in Rome, New York, produces copper and brass sheet, strip and coil
for U.S. manufacturing companies.

Since 2000, about 30 percent of these customers have shut down
or moved offshore. Just look at an item made of copper or brass in
a big box store and you will see that the product is now made in
China. That’s because the cost of manufacturing in China is cheap-
er, you believe. Once you look at the facts, however, you will see
a different picture.

Say the production cost of a brass doorknob in China is 100
yuan. If the exchange rate for converting yuan to dollars is con-
trolled by the government of China at eight yuan to one dollar,
then the production cost is equivalent to $12.50. But if the ex-
change rate was market driven, it would be about five yuan to a
dollar and the production cost in China would be equivalent to $20.
So, a factory that produces brass doorknobs for $18 in the U.S. is
going to shut down.

The manipulation of its currency reduces the competitiveness of
every other product, good and service in the world compared to its
production in China. Such protectionism is reaping huge rewards
as China’s export-based economy is growing three times faster than
the rest of the world. Meanwhile, factory jobs are disappearing in
the U.S. and the world. Even manufacturing plants in Mexico are
moving to China.

Multinationals that benefit from Chinese protectionism really
don’t want it to stop and often accuse those that do of protec-
tionism. The irony is that domestic manufacturing companies are
the victims of protectionism, not the benefactors. China managed
its currency to be undervalued about 40 percent and since then al-
lowed it to appreciate only 3.5 percent a year, while the underlying
rate of appreciation was 5 percent.

China’s strategy is to delay as long as it can and make correc-
tions as small as it can. The market driven exchange rate simply
put all nations back at the starting gate for the race to determine
who will win the battle to competitively produce goods and services
assuming all other things are equal. Of course, all other things are
not equal. Because of this, our Nation’s inability to compete with
China and the rest of the world means that our currency will con-
tinue to depreciate and the standard of living of all Americans will
decline and our Nation will grow weaker.

This is because all other major trading nations use revenues gen-
erated by value added tax, VATSs, to reduce the tax and health care
burden on their production of goods and services. The most ambi-
tious are developing energy policies which give them a competitive
edge.



23

The loss of manufacturing jobs to date in the U.S.A. is only the
tip of the iceberg. Future losses will go far beyond this and extend
to food and service industries.

What should be done to counter this protective behavior by other
nations? First, the U.S. cannot continue to negotiate FTAs as long
as the other country is free to manipulate its currency and VATSs
to offset any tariff reduction.

Second, Congress should pass the Ryan-Hunter bill. If this is not
successful, then the U.S.A. must take stronger measures, even if it
means stepping outside WTO rules.

Third, the U.S.A. must reform its tax and health care systems
and institute VATs on a scale that gives production of goods and
services in the U.S.A. a competitive advantage.

Fourth, the U.S. needs to ensure that its businesses have access
to substantial, low-cost, clean energy so that they are able to com-
pete on the world stage and keep the environment clean. My writ-
ten testimony points to nuclear.

When Paul Revere tried to rouse the countryside with his
wakeup call, what did the people do? We all need to wake up and
listen, but we must be careful who we listen to. Honorable Mem-
bers of Congress, Revere does not take disclosure laws lightly. In
the interest of full disclosure, we believe all witnesses, consultants
should answer, does your company have or is it considering invest-
ing in or financing facilities in China or Japan? Does your company
sell to or import components or products from there?

Thank you for your attention. Wake up, America. Visit
RevereCopper.com and learn more of these views.

[The prepared statement of Mr. O’'Shaughnessy follows:]



Hrdtdeny Testimaony

o M. Brian O Shaughnessy, Chairman, CEO & President, Revere Copper Products, Inc
Tine Rinvere Park
Rewsie, ™Y | 34410

Phone: 341 H48-1776 ext. 1333 or MI5 335-2332
Fax: 315 33E-2193

LG

oo hefiall o) Revere asd rhe China Currency Coaliion

D piwe Wiys it Meang Subsomeninge on Teade, M Fiangial Services Subeommilles oi
Domestic and Ireereational Menetary Policy. Trade, and Technology: v e Energy and
Commerry Subcommitter on Commensy, Trade sl Coreamer Prodection,

o Cumency Manipalation and its effecs on U5, business and workers.

ay 9, M7
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Imerratinmal Teade: Myth ve. Reality

Threw million manulsciuning jobs have bees lost in the USA since the yene D00, Soome altribule
it 10 merensed productivity - bt previous recoverss tvploally ressited i o boss of sbou one s Bion
Jobs in spoie of productivity memases, Some think it i= our coungry s responsibiliby i seppaor
NesBaling econimine: bocaise we re he slrongest, ol powerful satios in the world Some sy we
w0 ol a pood example md others will follow, Make po misiske about it, protectionees shookd
mak be the emd garme b o seems 4o B an sscepiahle practics when wsed by evervone bul the US4,

o ey how we iy fo resdbosaiize 8, mblioor of o narieg (ofe see going Gverssis.

My company is Revere Copper Products. We were fomded in 1300 by Poeld Bevere and believe
wp are the olded manufsctureg company m the USA, We have two plomts, Cher largs mall = m
Ruoemse, Pdewe Yok and produces oopper and brass shoet, sirg nsd ool Mamy of it Cobomers ane
mrardacoaring oompanics localed thoughout the USA,

Since 2K, obout 3005 of these customers heve shut down or moved offskore. Yoo can see why
il yom simply o lo any big box siore and look ai any fem made of copper or brass, Tum it over
and you will likely sew vhan the feadact s dow meade B Ching, That's hecooe e o of
mrarradacraring in China is so much chemper, you believe. Al lenst, thad is what you have beem old...

Chars okt sdarT fooking o die o, Aowever, row wil soe o ey difien picius

Lt sy the production et of & b doosknsh in Chisa i T vusn, 170 esehangs e for
comening yuam Lo dodlars is contredled by the govemmem of China at 8 yuen o 21, then the
prosiucsion coal is oquivalont o 512,50 Bt if the exchangs mie was allowed o b determimed by
ket forces, it would be sbain 3 yuan 10 51 end the prodection coet in Chit woild be cqulyslem
0 520, 5o p company thal prodeces thai doorksob for %18 m the USA i= going (o lose markst sham
and b sl S

o e vl Cog ol i coemeny e e U sebaifizer the ooar o emsieciunieg m
Chddeer.

Tha: current amd Bhe o LTS adeinistration kave nilusal ko Eke any conenete action sysinsl
wech manipalaton by Ching end kave chiosen rstead 1o awbaone. The problos with this siralegy 15
thart currency manipuktion by Chire i3 serving iis bost inboresis.

The momimilatiar af it comeioy roaloes tie cospotdiomens of every anler prodlicr, Bood and
rerye in dhe worla wivm cnompares Ao fr provlecie fr Ching,

The= foom of projectionsm by China 1= reaping hupe rewands as iis expori-tased economy is
Erowing 3 or 4 limes Bler Than B resl oF B vweorld wits Bictories being Built s a poce beynnd e
imagiration of arvone just @ few years ago. Meamwhile, facony jobs are deappearing in the LSA
and the world, Even manufsshmng plangs s Mexioe are moving 10 China

S el i o A oW eoomam il

Doadl yow caich the sisement by Congressman Tim Byan of Cibes conceming dhe pagper
{“Linrestricied Warfare™} writien by bwo Chinese malitary strategis=T They suggested tha malitary
spremacy he sehseved by undenmining e menufienirisg hase of te United Sises by mainlsisag
China's currency et artificially kow kevels o gain an economic advamage for Chinese manefacioring
andl dizdruyisg. the manufsciunng bass ol the Ussbed Stales. Seems i be working, dessn'L il ?



26

Page 1

Peronally, | admire the Chinesss culiung and behieve that China does nid meed such a dismuptive
currency policy in eompete in the workd gives it mesy oller advartapes. The Chinese soonnmie
podscy i enpont driven by mcing it citizens through cumency manipulation which imkes away deir
deposable mopms. A markei diven curmmey exchange mie policy would dnve China’s economy
v ] drieRee onammEplicn and a hetles il e 08 cilizens,

Byt make Ao smfrote abonr 1 Ching fy waging o mecomnie wir on dee wenla ool ihe werld (s
slavprimy

Why s the workd decping” First, weo must keok at the role of o significont number, bui not all,
oedirealiomals. Hemember in the 19805 when Jipan was sech a Heree commpelites = s many 15
markess. The reaction by our largest corporations was loud and largely one voice calling for waniffs
and resirpinis, Congreet thai with ioday a3 many of the largesi US comonsions ore =0 much mero
imertatioral and especally with thesr investmenls in Chisa. Mesy that do sl have dirgct
irvestments in {Runa buy sobsinncial mesbers of composeres from: China®s fectonies. Many have
sgl their siregic plmms 1o prodice componems o prodects in Chana.

It oy sunprise you b bearn this | doa’t have & problem with any company thet sets op & plost
orffshirre o imprs componens of prodecis. Bi:d':lmml'mmg in America st compets with

the protectionsd peliciss ol iy Resign povernment, thal is oot fair, Al il mesmnp el cormeating
action by the U% govermment is thwaned by US marefactuning and financial service companies
whao gain from such prtectionism thas is wrong.

T conntry iy s e i idmarionald e’ fnascia! senvoe g,

CECs ol multinatens] compemaes an: pel m g sery dilficull poeation by rtional inude policics
Ty e do clamse dovwieant M conysan) ol Weelr soway. Lot me explain. Eerlier | mescioned
that China practices a policy of managing s cumrency at ansfically low levels to gaim a competitive
alvantage Fe any sxpor proadesie or pervices prosiuced s Ching., by s mic s 007 Mo,y
rriest pealize o singde trith, & mohinationsl thet sameficteees n Ching and berefis sgnl fioady
from this sdvaninge doosn"t want his bo chasge.

I b mot my irdention oo wilidfy multsationls o the capahle CECs who ren them. These
exgoatrves are charged with representing the best mberests of dheir shaecholders. Also, mamy of
These CEOx ol “Americm”™ compranmigs. are nad LS citizens ndr gee many of ther sharchaldiene. For
example, the Chasman of Cooo-Coln s nsh sad (s President is Terkish!

B is impertant 10 appregialy fhal il is in e merlion's best inlerssd b have the corpeeais
eadgquamers of o medzisational of radidonal US based eompany kecated in the USA& even it has
o remaining prodection facilities here. That is mot o that they can be maved and regulsed and
diriven away bt s that the high skilkd, compaore level jobs e here not thers,

Fo wlen Ieraer swok a8 pabehotlm are ralred W el paper, U i really an gepen v U8 polinios
Ervmderaiug wod thad of mralitnapiuesy corporaboer,

Caompanies that menufacture in the LUSA and muost compet2 with efther moltinacionals or
gompzanigs (hat ouisoeree components from abroad beliwve cummey manipulaten is unfair amd
it e sropped. They see oder U5 based manulsctunng plans shuitsg down and ane eoncermed
thai will be dheir fate. These domesiic mamdacioning companies want te US povemment o izke
efTective sction o right this wrong and the seoner. the batier
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Page 3

Ad a B mecting of an miemabonal econemis poly comersiiee of an associsbon of
wranalicTaring companics, o8 sanelicteing company said that i Buys componests from Chits
and does not want the cument siluation 1o change. Mow there's a hreath of honesty. Mayhe not
it et ol ket he's honest

Patriotic. .. why bring thet word imo tee min? 'Well, you see the strength of masufhcoring is m
inbwrrest srenpih of owr coungry, Some economisis belicve our couniry 1= in g rensilicn from a
ireivalcTusing SconnnTy I & o ice Scory JUsl & L Fengiticoal fom an agncoloeal coomsiy
1o o manufactuning economy years age. B maybe the manoactuing economy was simply layened
o bop of owr agrculiuml economy just = the service economy i= lmvered on the manuisciurmg
cranimy. Asd il is cemainly himd 1 angue i Be peopositon (hal & weak masuBeuring secinr
thireaiens oo national security.

Evin s, s eotminmisls cie i that the swmefactoring seeton & doing jest fine 5 il is
pendecing more than ever before. Sach doma is mislending and vou should consider the source. For
examphe, siatistics on US prodiced prodocts include Dell compusers which are merely assemblod in
the LISA, Tegrin componen s prodecal sliread. We ool angue eadlesaly sl this Bun the faces ac
the fcis end ihe foct is we have beooine o mation with a colossal rade deficoe. In 2004, for the first
fime in over & hundmed yeors, oer mtion imgocied more focd products ihan i exporied sd o de
delieit in ranufictred goods conlinuss W soar, Idesd, our natin’s trde Seficil is growing hy 52
allicn o day! | AMore abost this lmer.. .0

Koupaly T o naatio mveele somwr Burln

iy pk Beast some pood advics, e that leads me do miepnty, Yoo see when a CEO atiempes bo
jiash i Spends et supperis Chinese prolestioniam s isn i mcnds Bl goe againg Tl
protectionism, maybe that CEOQ shoukd declere thet he or she is condliceed on this issue and should
b rocused Froen any Forum such o this heanng. Many of thess CEOs kave plants in i USA
which woild henefit from Tresr trade Bul they supgon their growing mvoimsents o pleas in Chin
and component impaorts from Chena by choosing their company ‘s best shon term irderests over that
af their crwrn domests: plants and Seir couniry

Thar's becasse ey Aave oo Al vow oo o

Suifijeedly, the issiie befode s diy i w10 atog Chifa Geom s gitg i[5 Cermemey & i6 0
Erve its prodection of goods and services an enfair competitive sdveninge. Or, isit? 1 you recall,
garlior | montsonod the muliinational delegate, tha boncst one. . he said he was againsi a proposal
thet woild mise his prices on e companents ke buys om Ching | Belisve the peal o i\,
“Should the USA suppon menseres thet will not work so mulosationals can suppon them or should
the USA support measures g will waork jo cause Ching o change its policy of masapmg its
cufrency T

These multinatiomals who gain from curmemey manipulation have endloss argumenis or
ariehiiing Gl the process liks. . “We din" | wanl b slait o ade wae fow, &6 wWe™ Bul e ane
areadly b @ reodle war, aren’t we? O course we ore ond we are losing. We are pocifists b Uiy
wavr. Hiow about thes one by 8 =ame group of melimliomls. .. “Your polices are projectiomss!”
Yo, they senually sgy that, can you inagine? Ofles the aeceser henefits from Ching's expont
sobsidies which are ¢learhy prohibited by the W0 25 proteciionist. Acoording o o sory in D%
Tockey on May 1. 2007, Balph Gomory, president of the Alfred P, Sloan Fousdation and 2 femer
o eneetlive o TR, allscks a prowing divergeses between mullinalionals s LTS B intenesls.
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T deomiy dr thar domentc monBenirieg companies o A o of presectionm mor e
Basifinor,

Amother arpemest we hear 15, “What about thoir fragile bnksg system ™ This ome has been
arcand Tir e sl oF course, QP8 impeesaldc toamend an géonommi: stralegy 18l alome a hanking
swslem thal depenids on subssdeanon 1o sech an exienl wilsul removing the subssdy, isn't 5!
[Besides, their banks are cwned b the same governmen that is hokdmg sdmosi s mllon US dollars,
Wiyl their bamks are nol gpaite ag insolvent as you have bien lead 1o belicag,

China set up a sysiem io manage the movement of s cumency iowand market levels and then
] i 0 mave il cwrmensy al rrkes sboul 35 % per year compared o estimates of an sl ving
e ol spprecition of 5% of s currescy, theresy sacertaling te peoblem.

Ko, Cledevr v peabegr foc sl e foveg o 0000 s st Cormeclases i as smali moremestr as o
cntd gl rwcre vl givei ADN Ry

Fart of thai support comes from LS trade policy which pleases the muliinationals that are in
alignmen wik the policy of Ching Mever, Bl iFcver, sloawly, ., Thene 1 s 2oy solulion k dies
Chinese piwehe. Even | have sapponed the verbal appeoach. . Tor years. Owur mation ooold simply
slap a tamfT on all imporis from Chinese and other nations thal masape their cumency bui | think we
rivest Eike mesaired Sonerels fefr tal inGreise in sevenly hefore sich & dep

China is nof the ey couniry thet manspulaies its currescy o gain & competilive advaniage.
Sevirall idher Aran natioes b masipulaie their curmency o the same ressons aml artly s a
defererve mechanizm o thelr producers of goods and senviess can compete with goods and services
originating from China.

1 00 Depbortond? der ke oo phar e ot ol ooy masdpalanm eV ol end tee et
b e U8 dbollar apalen? erher, carremcier inchaling Cliiee s muas,

For this peaceodt, it s difTicult and perhaps impossible o deyelop & coherent rade policy w desl
with China without considering the sy policies of our ows country. Ching uses & Value Added Tax
(VAT b prodect s domestic productson of poods smd serviees and uses ils revemes. o fund
povernimen peno g such i natensl Beslth care. VAT ane 4 tax but they ane also & S of
tariffs which sre largely exvemps from Workd Trode Ovganization (W TO) rules. The WO wes
esiablshod o advance world trade. W bas developed grovmd pefies for miemational commenee and
meealiales bradi dispules. O ceurse, Chisa alen cmplins a WAT & bl mllic evervene che, e
VAT is spplied in & diseriminarony msaer which & B direct vislstioa of WD mles

Market dete rmsined enchanpe rades simgily pul all nations hack al the starting gate e the
rate to determine who ol win che bartle to prodese cespetiive goods and serviees assaniing
all edeer rivegs are egwnl. OF conrse, all other things are s« equal and becanse of this our
natinn®s inability o compste with China and the resd of e world means thal our eurreney
will comtimue pe depreciate and e standand of liviag ol all Americans willl decline and our
nation will grow wenker.

Tlhedd & devaasand ailnes o deaiivns die reveaied geosnatnd B Padew dibded’ Tuees (AT 20
redee e dar g Desalth oare hurakn on thetr prodhictkar of poeks and servioes oo the wost
amburfous smiens see dnvelyig energy poiicies wiioh phee them o compeiiine odpe
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Hizre i= 2 real workd gxample of how WATE sew used by other povernmeentis o progect ther
induisiry. Fevire hes had an indesried ploe mill in Mew Bedlond, Massechesens Tor 145 years
The plate is vsed m heat exchanpers and in ussgque applicalions for US maional defense. liis
corvadenad the bisd quality plats in e wordd, T mager competiton s lecaiial in Germany ba
they could be locmed in Clsna and the pronciples s the resoll woold be the same. These
competiions e abde fo undercui Pevere”s prices thanks io a WAT thai the German govermmoend
apphizs Wall possls and servees sokd in Censasy, domiatia o imported,

When Mew Bedford ships its plate 40 Gormany, that plase mues pay the |75 Gemmas ¥AT s,
I Wb Cierman mills shap plate 1o e LSA, gl 10 WA T hax <hozs sanl Bpply, Revenues lroma VATS
allow the German Govemment w help fund netional Bealth care coses and reduce corporaie mwes,
This meams that Beven:'s Gemman muﬁmm-ﬁ:hﬂ in taxes and medical costs for ther
employecs, Medial coars gloae amoun 1o ahiut ST per csployee for Revere. Ionieally psd
iragacally, the Mew Bedord workers mus bear the burdes of hilpsag io pay for the healih care of
i Cerman workers they compete with fhough Mﬁmﬂﬂﬁw"ﬂﬂiw any Revere
preedhacss shipped 1o Giemmnany. OF course, ﬁﬂmpﬂmﬂdﬂ‘fﬂiﬂttﬁu For the Mew
[Bediord plant nor dees it provide any h:.l]ﬂ:.mh the e Hrd.tntm-.

snreally, Fevers barully ships e prodier s ek sl I Dirmas compelines ju love
A L st

Wbeanwiile, the Americn worker is expeciod o respond fo these pressures by increasisg
prochactivity and nediging wasto. The peopk: at B’ s Mow Bedfiord plamt did ihat o1 an
aslnnabesg juie, immﬂﬂqlmmﬂmmﬂm percenl & year G the il s
years. During this period the workers and m-..mmtnfﬂl.tl.nﬂ]ldrd everything th wis asked of
ke and muore,

Few, evive nhar wane T enougpiessy Mo 3. A7 hmnm e cherare of its New
Frecliera orid! el the Iner oo 87 gond paiag jnfr, j [

I= recerd vears. the US4 hes been negotinting Free Trade Agreemenis (FTAs) in an effort to get
el iy 8 hower Gl T hes hed e the Borth Americm Free Agroement (MAFTA} in
which the L, Canada end Mexkes redaped cutright i ffe. Aroumd the ime of the pegotiations,
bowver, Camada instituied YA T s while Mesico inoremsed its ¥ AT ries. YA Ts e mniffs bui
are exeludeal Teom MAFTA amd olhér FTAS

Jh#rmmtﬁdrM|mmw&ka winle oer natiory are free o
vl amn s the (e comency

VATs protect the domesiic producten of goods and services inany eomniry dat kas Gem. The
lack of a WAT in the U%A allows Europzan nations 40 gain market share from the USA pantially
affetling B impact o Ching™s somapulstios ol its cermency on the presdection of gosals and
services in Eunope. Tha's one reason why Europe is less voeal oboul Ching s mescantile war, The
lack of ¥4 Ts in the LISA also brgely explaims why the LISA has & rading deficii with virally
every iher irading malion in every o of gosls,

FATY harve deen avfopsiesd’ b ol of nlve woorin ' maayor frosding maioor, exofving de L3S and
weam ol ey Mol Eandinn maiinoe,
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Another il inihe coffin of S marefaciering wopld be of the U'SA weng 6o sgn ihe Kyoio
Teeaty, The Ky Treary excegts Ching, [adia, Brazil and cther developing nigioas fom its
sandards. Bu the corbom emimons per 1,000 of GHP in China sre seves tmes da of the LS8
while Inddm emils three limes s moch,. The Kyoto Treaty and ober measmes such o
ReginralMational Geeenbouss (s Inilisives deive manulienirsg fom developed comiries with
mere sirict siandards 5o countries with much mpﬂ"

Tl Lreahiost and repaalaiivens Jaeesr e s

vt plobn’ BT A Acaordes are sl _H. ;

.E'u.mprmu',wm'l.uﬁm nervaes i
Chism,

[Dvering the davs of substential aid prog
someidhenion was 10 build @ in

1o dive loping nations, the primery

ol e sle projects 1o sepply low qoel,
eronnmie energy. O course, what is 0 prue for developed natinns
hlmm-Iml.gH:uItnmurrw { ; L, compelitive power is essential
0 s, b i o S T

i - .
'r' :ﬁ. H [ 1

'I'hgl,p.rllrrﬁmqrn-ﬂ'imdmllﬂ. ks | 1
woats s unsvenomis that n + roation A ohal crmpetiten
akilled jote s conbarking o - I AT L | il LSA, ANy energy singe
that miss: be maredmed. sobsidized and sunchargs an extent camnot be sconcmic. can !

i
o =

ane =0 vast md the

China is plannin i |1 miere whsle France relies on
muchear for 8044 of B ele re . d loww cost if sittimg and
envinmmental concemes - % i sristis bl zin b containal in arcas
ik smalber Shan mos ] ‘iichaar e fromn o 1000 MW pleat
woukd fit in an areas the = h s can do i why can't the USAT

T ks of s ] s A |5 only the tp of the jceberg. The impact of
cumency manipulation, ¥ A Ts and environ) = apr noi limited 1o manofaciuned
penls, Ay praeds sl servic e, either dircethy o i gt o a sspply
chain, are exposed o these p | i will g far beyond the contineed loss
of manufaciuring jobe and extend o thy jure, food precessing and service indusiries. Indeed,
Alin Blimder, Tnreier Federal Regerve e in B Wall Sieel kourmal on

warch 24" saying thee, *...s ml hemn jobs (are] ai risk of being shipped out
of the counmtry in the mext decnds
Policy makers end cioezens mes iy ol the matter. The USA mest see iself as

cnnwinjuh..mmlingh | i "".'.1. [utt #'s naet only abow
Jofe. Iu i alsa aboul natienal secunty ﬂwﬁﬂﬁw_'r Factorics proslucing goads and
servioes necessary Sor LS nationnl defense are moving offhore. The LS trode defbeit is growmg §2
talliom a day. China and lapan have eeck sccumulaied aboul 15E] inllion m resorves. The
accusilation o US curmency by Chissm and sther Asian nalioes is & gronang bulible,

So, e domber guesrion ds Py shonls by e io comnter mis aflEnsive ol protecive
Bedyrvioe by other nufios 77

Firsi, the UISA camnoi conlinme jo sopoistie FTAs &= long as the other cosniry o= frec in
wrnipalie ix currensy and VAT o ofTec any Enll eeduction,
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Sezomal, The monipelition of #8 currency by Chiren or any nation e uredceptahle, The lied dep
shauthd be v pass the Ryan'Humier bl g would define currency manipelation as an idizgal subssdy
and allow the applicetion of Counggresling Dauties (0 VD) o offseil the impact of the cormency
mraigilatedt. The RysiHailes hill i a5 gaed uw be complan with the nales of the WO, That
fmimg s, if the WTO) refiuses for aay reason bo sanction se of UVIDs to offset carrency
e lation, we musl sssume thal the sysiem thal posema wordd ke s broken and mea B fizal,
Immediziely! 1§ the me of {%De b offse nurrmqrm.l.nl lation does no kead China 1o sop
g pfing ils curmmcy, II'rmII'rlLlE-.ﬂ.Tr.I. & k-fr--- 1, gven if it mms sepping

calside WLk palies. s T,

Thirel, the LIS A st el ils s anid et Epplerns and institete WATS o & sl thae

v prosduction of goods and services in b 1_‘

A e competiine B daks ar uf positon. A
FAR comperior BT ) fo smarok w ! s ; fo b at . .t the
st ikl mF romystiior @femps b g @ el i 8 i w _rrl-uirlhﬂmd
Mr&mwmagm?mhk . 1

I onder 30 aehicve this objeel | eliminaie all stioal txes, o conporale aml
personal, including ipgome, diidon: 1 i ni faxes p= well i

liMimg the herden af. . A mew natienal VAT
system can replooe these revenus & pepressive rature of yaaem would be offset by the
provisaed of & nab g | | s | chantablk and kending

irspitations need 1o be'oifee By mald e prrinnes fad iR it hovssing websldies which
could furiher offsct the rogs i he new sysiem should be
designed i be fevenie e

A national hezilth cars 8 biritin ha= features ihal would
appeal o all Asseicans. hp ] ] bt allows sy citizen 10 oL o b
privaic care as long &= they are will; g ok rware of any rerion dh is
eovedering dropping it heallh i emed in the USA which eals up
twice as mach GRP per capita o cliom of goods md services.

FiniEth, the LSA meeids oo s th ared Sikds heaved Biaeess 1o subsianial,
addiional kew cost, cleam mengy = able to compeic on ihe world siage ane keep the
envimieeal clea, The LSA shin & Rl similar e usel by the Bae Resbigniment
and Clasure { HRAC) Commission w5 devemm ¥ il IF surviwing military bases oo sile
muclear power glations thrpugsoud | ,' 4, ot o wll over the workd see building
terminak ond pipelings o neceve oM 1o sapply e er.lnul'h:lu.n.ngn.nduummmbm!in
st the LSA, We simply musi not allow Ih: events of 2711 b desiroy o nabion's ahiliby in
comrpeie by slifling the expassion of mlural gis eminals ad pipcline.

When Paul Revers irsed o rosss: e cosninvade with B wake up call, what did the people &7
They cenumly dids’ go back 1w sleep. We all rized 10 wake up and bsten. Bul we sast be coreful
wha wee lisios 1o, ..

Waile np. Asverioal
Finis; reverpcepper.com sud lewrm avore
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Schlage Lock
Kwikset Locks
Price Pfister
Carrier
Oneida Silversmith
Intri-Plex
Leviton Mfg

Motas; Since 2000, about 30% of tha manufacturing plants that Revers shipped to
harve sharidoen andior mosed cfshons,

L Erapeysn i T S Ty PO

|—-H1H|E
WS, Wi gctinii g Jobs w5, Tioda Dalioir | 2005 e

Trada dafiat

=
E

| Char Prwa sy d Sasmwimrn |

i
L. Frueis D i 0 g o i

Mobes; Wa do know that 3 millcn mamnufacturing [obs have bean lost since 2000,
Prevous recoveries averaged sbout 1 million job losses.
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Some Countries Using VAT Tax
to Support Factory, Farm &

Service Jobs
Ausiralia Firdand Japan Ruszia
Auslria France Kaorea Singapars
Baigum Garmarry Luxembourg Slowak Repubic
Brazl Greace Maziza Spaln
Bafgium Hungary Maiharlands Sveadam
Camada K=land Mew Zealand Sweitzeiland
China indla Miorwiry Thalland
Czech Rapikk: Feland Faolamd Tirkey
Danmeark Ealy Faorfugal Linfie< Kingdom

Moled: 139 courtries have a bonder adjustable tax which discriminates in favor of
domesiic production of goods £ serdces. Gne province in indla boasts of & VAT tax

over S0% In promoting 5l a3 & prime |ocation.

Countries Not

LISA,

Moles: The US curmemily has a irade deficil with almest EVERY itrads
competiter in simost EVERY CLASS of goads. Some Middle East oil
producing nations have no VAT faxes bul they hava Bew, it amy, ofhar foes.
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CHINA CURRENCY COALITION

The China Currency Coalfion i a group of US. industnal, s=rvice, agrcuftural, and
laboe grganizationg that seek mmediate elimination of the Chirece Currency's
undervaiuation, which & estimated at 40 percent or mare.

Members incude:

The 1UC AFL-CLO

Arecan Iran and Steed [nstitute

Chnicagoland Circuit Assoclation

The Cornrnittee on Pipe and Tubs Imports

Tha Copper B Brags Fabsicators Coundl, Tng,

EXEL [ndustrial

Farging [ndustry Associatsan

Graphics Communications [Intemational Union (GCIU)
The Industrial Union Councd (compased of Bakery, Confectionary, Tobacca
Wwarkers and Grain Millers Internaticnal Linicon { BCTGH )
Interratanal Urion of Electneal Workers/Caommunication ‘Workers of dmerica
[TUESTWAY

Intermateanal Assocation of Machinsts (LaM )
Intermatsnal Broterhood of Beilermakers (188)
Intermatianal Brothaerhood of Eedrical Warkers {[BEEW ]
Interratianal Brotherhood of Teamsters [1BT)

IPC = Associaficn Conmecting Electronics Industries
Paper Allied-Industrial Chemical & Energy ‘Workers Inbernational Union {PACE]
Manilatisners for Fair Trade

Metal Treating Institute

Matals Service Canter [natibute

Matipnal Coundil of Textla Qrganizations

Mational Tooling and Machining Associatan

Mucor Corparaticn

Precision Machined Products Asscclaticn

Precigon Matalfarmeng Assoc akicn

Rescin American kabs

Lheet Metal Workers International Az=zociation

Sooety of the Plastics Irdistiy

Zpecialty Stesd Industry af Morth Amerca

Soring Manufacturers [noidube

Sxgel Dynamics

Lre=l Manufacturers Association

Tookng B Manulactiurng Association

.5, Business and Industry Council

United Sutormabile Warkess [LAW]

United Food and Commendal Workers (LR

United Mine Workers of Amenca [UMWA]

United States Busingss B Industry Codncil

United States Prnted Circuit Allianos

United Stealworkers of &marica (LUSWA)

Unicn af Needietrades Industrial and Testile Employees (UNITE)
‘Vanadium Producers & Reclaimers Assoostan

Wand Machanary Mamufaciurars of America

[EEERTEER TR

———

Chairman LEVIN. Thank you very much.
Dr. Roach.
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STATEMENT OF STEPHEN S. ROACH, MANAGING DIRECTOR
AND CHIEF GLOBAL ECONOMIST, MORGAN STANLEY, NEW
YORK, NEW YORK

Mr. ROACH. Thank you, Mr. Chairman. I will dispense with the
thank yous. But by my calculation, that would take up most of my
5 minutes. But I do appreciate both the honor and the privilege to
participate in these historic hearings.

I sincerely worry that you and the Congress are moving into very
dangerous territory as you contemplate trade legislation aimed di-
rectly at China. I fear this approach could backfire and unleash
forces that would have an adverse impact on the U.S. economy and
on middle class American workers.

Let me just highlight five potential risks to the U.S. economy
that are contained and detailed in my prepared statement. Number
one, sanctions on China could raise the cost of imports and that
would be the functional equivalent of a tax on American con-
sumers.

Number two, sanctions on China would raise the cost of foreign
components and inputs for U.S. multinationals that could lead to
higher inflation and would be a tax on corporate America.

Number three, sanctions on China could lead to a sharply weak-
er dollar, as we would be hitting a major buyer of dollar denomi-
nated assets in international capital markets.

Number four, because of dollar weakness, sanctions on China
could lead to sharply higher real long-term interest rates in the
United States.

Number five, because of all of the above, trade sanctions on
China could tip an already weakened U.S. economy into recession.

I would also underscore three key risks to the global economy.
Number one, a large move in the Chinese currency, which is what
you are seeking, could do damage to an embryonic Chinese finan-
cial system, which would be a major setback for reform in China.

Number two, actions against China would hit the rest of Asia.
Very important, because China is less of a factory than you think
and more of an assembler, with direct and important ties to other
major Asian economies, including Japan, Korea and Taiwan.

Number three, sanctions on China which would impact the rest
of Asia would push this very important region away from the U.S.
sphere of influence in terms of economic integration, financial inte-
gration and geopolitical integration. These are all, in my view,
clear and very important risks of making what I fear could be a
major policy blunder of monumental proportions.

I want to stress that I think that your approach is also flawed
not just because of the risks I have highlighted, but also because
it rests on faulty macroeconomic analysis. You in the Congress, I
think, should be less concerned about last year’s $232 billion bilat-
eral trade deficit with China and more concerned about America’s
$836 billion multilateral trade deficit with the entire world in 2006.
At the core of this problem, and Mr. Paul has certainly underscored
this in his opening statement, is America’s unprecedented shortfall
of domestic saving. America’s net national savings rate, the com-
bined saving of households, businesses and the government sector
adjusted for depreciation averaged only 1 percent over the past
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three years. This is the lowest in our history. It is the lowest in
the history of any leading nation in the modern day world economy.

So, lacking in domestic saving, the U.S. must import surplus sav-
ings from abroad in order to grow and run massive current account
and multilateral trade deficits to attract the foreign capital. This
is much more a U.S. savings problem than a China problem. Why
this does not get more into the debate in the Congress concerns me
very much.

If you close down trade with China, the impacts I believe would
be like a water balloon. The deficit would go somewhere else, un-
less America saves more. That somewhere else most likely will be
a higher cost producer which, again, would impose the functional
equivalent of a tax hike on the American middle class.

The bottom line, as I see it, you're treading on very dangerous
territory here and the macro analysis that underpins this approach
has highly risky implications. I think we need to be very careful
what we wish for.

Thank you very much.

[The prepared statement of Mr. Roach follows:]

Prepared Statement of Stephen S. Roach, Ph.D., Managing Director and
Chief Global Economist, Morgan Stanley, New York, New York

Congress is now moving into a critical phase in the ongoing deliberations over
America’s international trade policies. These tripartite hearings are a clear indica-
tion of the deep concerns that are shaping your efforts. Such angst is understand-
able. In a broad sense, this is a debate about America’s commitment to
globalization—the overarching force that is reshaping the U.S. and the global econ-
omy. In a narrow sense, the focus is unmistakably on China—the world’s most ex-
traordinary development story and yet the largest slice of America’s gaping trade
deficit. Much is at stake as you grapple with these weighty issues. You cannot afford
to get it wrong.

But I worry that may be the case. There can be no mistaking the momentum in
Congress to tighten the noose on China. My own experience underscores this point:
This is the third time I have testified on U.S.—-China trade policy in the past three
months. You have framed the debate as a legislative response to America’s outsize
bilateral trade deficit with China. This point of view is seriously flawed—under-
scoring the risk of a policy blunder of monumental proportions. By going after
China, you in the Congress are playing with fire.

Playing with Fire

For starters, the legislative “remedies” currently under discussion are based on
faulty macroeconomic analysis. China bashing doesn’t address the real problem that
Congress believes is bearing down on American workers—a massive trade deficit
that hit a record $836 billion in 2006. Since the Chinese bilateral deficit of $232
billion amounted to the largest slice of America’s overall multilateral trade gap—
28% for all of 2006 and fully 34% in the final period of the year—Congress has con-
cluded that China is the major culprit behind the trade-related squeeze on middle-
class U.S. workers.

That deduction overlooks one critical point: The United States runs trade deficits
not because it is victimized by unfair competition from China or anyone else but
because it suffers from a chronic shortfall of domestic saving. That’s right, lacking
in saving—as evidenced by a net national saving rate that plunged to a record low
of 1% of national income over the 2004-06 period—the U.S. has no choice other than
to import surplus saving from abroad if it wants to keep growing. That means run-
ning current account and trade deficits in order to attract the foreign capital. China
turns out to be the biggest piece in this equation not because it is unfairly undercut-
ting American-made products but because it offers a menu of products that satisfies
the tastes and preferences of a chronically saving-short U.S. economy. China
bashers continually overlook the macro context of America’s bilateral trade deficits
at great peril.

Consider the consequences if a bipartisan coalition in Congress gets its way and
U.S. trade with China is significantly curtailed: The immediate impact would be a
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tax on U.S. multinationals like Wal-Mart, which sourced some $18 billion of goods
from China in 2006. That would either squeeze profit margins or, if passed through
to retail prices, raise the cost of living for American consumers. Over time, if the
sanctions were onerous enough, the impact would be to divert U.S. trade away from
China. But here’s where the problem gets especially thorny: Unless America in-
creases its domestic saving, sanctions on Chinese products will do nothing to allevi-
ate the overall trade deficit. The outcome would fit the “water balloon analogy” to
a tee—squeezing the Chinese piece would simply redirect the deficit elsewhere. And
most likely that would reallocate saving-short America’s multilateral trade deficit
away from low-cost Chinese producers toward higher-cost foreign sourcing. That
would be the functional equivalent of a tax increase on American consumers.

Unfortunately, by going after China, Congress is also biting the hand that feeds
it. China is one of America’s most important external lenders. To a large extent this
is an outgrowth of the same currency policy that has U.S. politicians so up in
arms—a “managed peg” that has allowed the renminbi to increase by only about 7%
versus the dollar since July 2005. To keep the RMB in this range, China must recy-
cle a disproportionate share of its massive build-up of foreign exchange reserves into
dollar-denominated assets. As of February 2007, China held $416 billion of U.S.
Treasuries—second only to Japan and up nearly $100 billion from the level a year
earlier. And there is good reason to believe that the Chinese hold another $300—
400 billion in other dollar-based assets, such as agencies and corporate bonds. By
continuing to allocate at least 60% of its ongoing reserve accumulation into dollar-
denominated assets, China remains an important source of demand for American
securities—thereby helping to keep U.S. interest rates lower than might otherwise
be the case. In effect, Chinese currency policy is subsidizing the interest rate
underpinnings of America’s asset economy—long the driver of the wealth effects
that support the income-short U.S. consumer.

Congressional pressure on China could put its bid for dollar-denominated assets
at risk for two reasons: On the one hand, if China accedes to U.S. pressure and al-
lows the RMB to appreciate a good deal more against the dollar, there would be less
of a need to recycle FX reserve accumulation into dollar-based assets. Absent such
buying, interest rates could rise for a saving-short U.S. economy that still needs
massive capital inflows. On the other hand, if Washington enacts onerous trade
sanctions on China, the Chinese might understandably have less of an appetite to
maintain their overweight in dollar-based assets. In fact, there is a good chance that
the Chinese government would simply instruct its reserve managers to diversify in-
cremental reserve accumulation out of dollars. In that case, the dollar could plunge
and longer-term U.S. real interest rates could rise sharply—a crisis-like scenario
that could tip an already weakened U.S. economy quickly into recession. Either way,
by imposing sanctions on one of its major foreign lenders, Congress could be putting
a saving-short U.S. economy in a very precarious situation.

Trade sanctions might also subject China to intense internal pressure that ex-
tends beyond the impact on its exporters. Despite its rapid growth and increasingly
important role as one of America’s major suppliers of goods and financial capital,
China is still a very undeveloped economy. That’s especially the case with respect
to its financial system, dominated by four large banks that are only just starting
to go public. Banks and China’s other international borrowers need to be able to
hedge their currency exposure—especially in the face of the large exchange-rate
fluctuations that Washington lawmakers are seeking. Lacking in well-developed
capital markets, such hedging strategies are very difficult to implement in China.
A large RMB revaluation could, as a consequence, deal a lethal blow to China’s em-
bryonic financial system.

There is also the distinct possibility that Washington-led China bashing could in-
flict major collateral damage on the rest of Asia. Contrary to popular folklore, China
has not become the world’s factory. Instead, it is functioning much more as the final
destination of a huge pan-Asian supply chain—directly involving intermediate in-
puts and supplies from the region’s other major economies like Korea, Taiwan, and
Japan. China is, in fact, the largest export market for the first two of these exter-
nally-led economies and is rapidly closing in on the U.S. as Japan’s largest export
market.

Academic studies emphasize the pan-Asian linkages to the Chinese export ma-
chine. Professor Lawrence Lau of Stanford and the Chinese University of Hong
Kong has estimated that domestic PRC-based content accounts for only about 20%
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of the total value of Chinese exports to the U.S.! More recent research by econo-
mists at the central bank of Finland underscores how shifts in the RMB would re-
verberate throughout a vertically integrated pan-Asian production platform.2 Con-
gress is operating under the false presumption that trade sanctions would be a sur-
gical strike solely on China. That is unlikely to be the case. Instead, there would
undoubtedly be major cross-border spillovers that could quickly put pressure on the
rest of a China-centric Asian supply chain.

There is a final misperception about the oft-feared Chinese exporter. It turns out
that China has become an important efficiency solution for many of the world’s mul-
tinational corporations. China’s so-called foreign-invested enterprises—basically,
Chinese subsidiaries of multinationals—have accounted for more than 60% of the
explosive growth of overall Chinese exports over the past decade. That raises serious
questions about the real identity of the all-powerful Chinese exporter. It may be less
of a case of the indigenous Chinese company and more likely an outgrowth of con-
scious decisions being taken by Western companies. That poses the critical question:
Who is the new China—is it them or us?

With all due respect, I worry that you in the Congress are seeing the China prob-
lem from a very narrow perspective. At the root of this approach are understandable
concerns about increasingly acute pressures bearing down on American middle-class
workers. But the link between this painful problem and China is based on flawed
macro analysis—mistakenly focusing on a large bilateral piece of a major multilat-
eral trade imbalance of a saving-short U.S. economy. As is often the case, one error
can beget another, and the real risk is that Washington-led China bashing could
trigger a host of unintended consequences—not only taxing American consumers
and U.S. multinational corporations but also triggering currency and real interest
rate pressures that could tip the U.S. economy into recession. But the biggest trag-
edy of all could come from a United States that squanders an historic chance to en-
gage China as a strategic partner in an increasingly globalized world. If Washington
pushes China away, I fear the rest of an increasingly China-centric Asia won’t be
too far behind.

Protectionism and Inflation

At the same time, I also fear that disinflation could be at risk as Congress rushes
headlong down the path of protectionism. The cross-border arbitrage of costs and
pricing—one of the unmistakable hallmarks of globalization—could well turn unfa-
vorable if China bashers get their way. This could be a recipe for the dreaded stag-
flation scenario—a perfectly awful outcome for financial markets and the functional
equivalent of yet another tax hike on an already beleaguered American middle class.

The U.S. economy has benefited greatly from an outbreak of “imported disinfla-
tion” over the past decade. Researchers from the IMF have estimated that the so-
called import-price effect has lowered the U.S. CPI inflation rate by an average of
about one percentage point per year since 1997.3 Such an externally-driven reduc-
tion in domestic U.S. inflation is basically an outgrowth of rising import penetration
from the low-cost developing world. U.S. import penetration—purchases of foreign-
made products as a share of domestic goods consumption—has risen from 22% in
the early 1990s to about 38% today. At the same time, Morgan Stanley calculations
suggest that developing economies have accounted for 58% of the surge in total U.S.
imports over the past decade. China and Mexico have led the way—making up near-
ly 60% of the cumulative increase of imports to the U.S. from developing economies
since 1995.

Nor have currency swings or business cycles altered the disinflationary forces of
globalization. Over the past 12 years, prices of non-petroleum imports into the U.S.
have been basically unchanged, punctuated by brief cyclical breakouts that never
exceeded 4% that were, in turn, followed by periodic declines of approximately equal
magnitude. This compares with a cumulative increase in the so-called core CPI of
31% over the 1995 to 2007 interval. Even during periods of modest cyclical accelera-
tion in import prices, spillovers from foreign to domestic inflation have been limited.
That’s due in large part to the still-wide disparity between price levels of foreign
and domestically-produced goods—a disparity which has continued to open up in re-
cent years. According to the U.S. Bureau of Labor Statistics, prices of non-
agricultural U.S. exports, a good proxy for inflation of internationally-competitive

1See Lawrence Lau’s 2003 paper, “Is China Playing by the Rules?” presented as testimony
in September 2003 before the U.S.—China Economic and Security Review Commission.

2See Alicia Garcia-Herrero and Tuuli Koivu, “Can the Chinese trade surplus be reduced
through exchange rate policy?” Bank of Finland, BOFIT discussion paper #6, 2007.

3See “How Has Globalization Affected Inflation?” Chapter III in the IMF’s World Economic
Outlook, April 2006.
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goods produced within the United States, have recorded a cumulative increase of
about 10% since early 1995. While that’s hardly a major surge, it nevertheless
stands in contrast with the stability of nonpetroleum import prices noted above.
That only adds to the compelling arithmetic of imported disinflation the U.S.

I suspect there is an equally important productivity angle to this as well.
Globalization and the record expansion of world trade it has engendered have
played a new and important role in the execution of global efficiency solutions by
U.S. businesses. This arises from increasingly powerful synergies of cross-border
supply chains available to U.S. multinational corporations, as well as from the arbi-
trage between relatively antiquated high-cost facilities at home with newer vintages
of low-cost production platforms abroad.* Similarly, there is compelling evidence of
innovation-driven productivity spillovers from inward foreign direct investment.> To
the extent that “imported productivity” growth dampens overall cost pressures in
the domestic economy, globalization has created yet another powerful headwind
holding back U.S. inflation.

As a result of these trends, the sourcing of domestic consumption in the United
States has shifted away from high-cost goods made at home to cheaper and increas-
ingly high-quality products produced by low-cost developing economies. In one sense,
these impacts are temporary—they reflect globalization-driven impacts on the U.S.
economy that have taken it from one state of “openness” to another. Consequently,
as import penetration eventually levels out, the impacts of imported disinflation
could ebb. At the same time, should forces come into play that arrest globalization—
namely an outbreak of trade protectionism—there could well be a reversal of the
external pressures of disinflation, thereby boosting overall inflation.

Unfortunately, that is precisely the risk today. As you in Washington now move
to contemplate policies that could lead to trade frictions and protectionism, Amer-
ica’s global sources of disinflation would be very much at risk. Tariffs and non-tariff
duties are the functional equivalent of a tax on low-cost imports. Depending on pric-
ing leverage, such taxes could be directly passed through to American consumers.
At a minimum, they would boost cost pressures on U.S. multinationals, with the po-
tential to interrupt the shifting of high-cost domestic production to cheaper offshore
locations. Moreover, such frictions might also diminish the productivity dividend of-
fered by global supply chains. This latter possibility could well be reinforced by on-
going efforts of the U.S. Congress to tighten up the so-called CFIUS (Committee on
Foreign Investment in the United States) approval process for foreign direct invest-
ment into the United States—a development that has gathered considerable mo-
mentum in the aftermath of the aborted 2006 acquisition of U.S. port facilities by
Dubai Ports World.

Nor is the cyclical timing of all these developments exactly ideal. The imposition
of trade and investment barriers could lead to the return of the closed-economy in-
flation dynamic at just the time when slack has diminished in America’s labor and
product markets. And, of course, the dreaded dollar-crisis scenario—hardly a trivial
consideration in a protectionist climate—could lead to a much sharper spike in im-
port prices than has been evident in a long time. All in all, such an unfortunate
confluence of circumstances could exacerbate domestically driven inflationary pres-
sures at precisely the wrong point in the business cycle—in sharp contrast to a
globalization that has acted increasingly to offset such cyclical pressures over the
past 15 years.

There is great irony to Congressional attempts to “fix” globalization: The odds are
that the most extensive damage will be inflicted on the very constituency in the U.S.
economy that the politicians are trying to assist—America’s middle-class. One of the
most important lessons of the 1970s is that inflation is the cruelest tax of all. And
yet that lesson now seems all but lost on Capitol Hill today. There is no refuting
the reality of pressures already bearing down on American labor. In the current eco-
nomic upturn, Morgan Stanley calculations suggest that the cumulative gains in pri-
vate sector worker compensation remain about $430 billion (in real terms) below the
trajectory of the typical expansion. Moreover, according to the U.S. Bureau of Labor
Statistics, the median wage—inflation-adjusted weekly pay for the worker in the
middle of the wage distribution—has risen a cumulative total of just 0.9% over the
seven years ending in the first quarter of 2007; that’s an especially disturbing devel-
opment in a period of accelerating productivity growth—very much at odds with the
long-standing conclusions of economic theory and experience. As an outgrowth of

4See Federal Reserve Vice Chairman Donald L. Kohn, “The Effects of Globalization on In-
flation and Their Implications for Monetary Policy,” June 2006.

5See Jonathan Haskel, Sonia Pereira, and Matthew Slaughter, “Does Inward Foreign Direct
Investment Boost the Productivity of Domestic Firms?” CEPR Discussion Paper No. 3384, May
2002. Available at SSRN: http:/ssrn.com/abstract=317681.
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these developments, the labor share of America’s national income has fallen sharply
in recent years and remains near its post-1970 low of 56%. Sadly, Congress now ap-
pears to be contemplating a response to these pressures that would impose the func-
tional equivalent of an inflation tax on U.S. workers at precisely the time when they
can least afford it.

America’s beleaguered middle class deserves better. Due to under-investment in
education and human capital over the past 25 years, American labor is lacking in
many of the skills required to face the new competitive challenges of an IT-enabled
globalization that is bearing down on white- and blue-collar workers, alike.® More-
over, by failing to save and to embrace pro-saving policies, the U.S. has set itself
up for chronic current-account and trade deficits. This is a lethal political and eco-
nomic combination that has injected a new sense of urgency into the globalization
debate. And Washington politicians, rather than taking a hard look in the mirror,
have embarked on a dangerous course of “scapegoatism”—blaming China for all that
ails the American worker. That has taken the Congress to the brink of moving be-
yond the rhetorical bluster of the past few years and enacting legislation that would
impose severe trade sanctions on China.

In looking back over the past quarter century, few accomplishments in the eco-
nomics sphere match the successes of the battle against inflation. Globalization and
trade liberalization have become important in insuring the post-inflation peace. Yes,
for many, this has been a mixed blessing. There is no question that workers in the
developed world have borne a disproportionate share of the cross-border arbitrage
that lies at the heart of globalization. At the same time, I have little doubt that
the ensuing disinflation has been key in fostering improvements in purchasing
power that boost living standards of the same hard-pressed workers. Protectionism
raises the risk of squandering this critically important disinflationary dividend—
thereby eroding inflation-adjusted purchasing power. That is the very last thing
America’s middle class needs.

Losing Asia?

There are also important geopolitical consequences of the recent shift in U.S.
trade policies. The more America resists the rise of Asia—precisely the risk in light
of mounting protectionist pressures in Washington—the greater the chances the re-
gion will go its own way. Signs of such a development are already apparent—espe-
cially in the form of a new rapprochement between Asia’s two economic
powerhouses, Japan and China. That raises the worrisome possibility of disengage-
ment between the U.S. and the world’s most rapidly growing region. If that turns
out to be the case, America will have squandered one of the greatest opportunities
of globalization.

The emergence of a China-centric Asian supply chain has been a major feature
of the region’s recovery from the wrenching financial crisis of 1997-98. Up until re-
cently, Japan has been on the outside looking in. That is now changing. Japan’s
overall trade volume with China has doubled during the last five years, with ship-
ments from the PRC and Hong Kong, combined, having surged from 5% of total Jap-
anese imports in the early 1990s to close to 21% today.

These trends may well be an important precursor of a new stage of pan-Asian eco-
nomic integration—growing linkages between China and Japan. Collectively, these
two nations—the world’s second and fourth largest economies—account for 82% of
pan-Asian GDP as measured by the IMF’s purchasing-power-parity metrics. If they
come together, the implications for Asia—as well as for the rest of the world—would
be enormous.

The possibility of such a new thrust to pan-Asian economic integration is more
than just idle curiosity. China’s Premier Wen Jiabao just completed the first mission
of a senior Chinese official to Tokyo in over six years. That followed shortly on the
heels of last October’s trip to China by Prime Minister Shinzo Abe—the first foreign
excursion of the then newly elected head of the Japanese government. Both leaders
appear to be putting great personal stake in forging a new future for one of history’s
more volatile relationships. Premier Wen’s speech to the Diet—the first time a Chi-
nese leader has ever addressed the Japanese legislature—put the economic relation-
ship between the two nations in an important context: By stressing complementarity
and interdependence, Wen spoke of a China that appears willing to embrace Japan
as a strategic economic partner rather than as an adversary.

Japan has certainly come a long way in the past five years in rethinking its ap-
proach toward China. As recently as 2002, leading Japanese government officials
were still casting China in the role of a major source of Asian instability—accusing

6See Stephen S. Roach, “Unprepared for Globalization,” Morgan Stanley Investment Perspec-
tives, February 3, 2007.
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the PRC of not only exporting deflation but also being responsible for a “hollowing
out” of Corporate Japan.” The Koizumi government subsequently turned that atti-
tude around—pushing proactive strategies of corporate restructuring that welcomed
offshore efficiency solutions for high-cost Japanese manufacturers. China is now a
prime beneficiary of this approach, as Japanese multinationals turn aggressive in
pursuing offshore options. Japan’s foreign direct investment into China hit U.S.$6.5
billion in 2005—greater than China-bound flows from all of Europe ($5.6 billion)
and more than double those of the United States ($3.1 billion).

The significance of further momentum to economic cooperation between Japan
and China cannot be minimized. These two economies—one a surplus-labor behe-
moth and the other a labor-short island—are a formidable combination. As China
now faces the imperatives of migrating from a long-standing fixation on the quantity
of growth to a newfound focus on the quality of growth, what better partner could
it ask for than Japan to provide technological assistance for energy conservation and
pollution abatement? And as a rapidly aging, high-cost Japanese economy faces in-
creasingly intensive competitive pressures, who better could it turn to than China
to offer offshore options with both the scale and the quality control its production
model needs? China needs Japan just as much as Japan needs China—precisely the
complementarity that Wen Jiabao alluded to in his recent address to the Japanese
Diet. Yet that same complementarity raises important questions for the rest of the
world—especially for a U.S. economy that may find itself increasingly marginalized
by a new strain of pan-Asian integration.

Globalization at Risk

By embracing protectionist remedies and going after China, Congress is reacting
to symptoms of much deeper problems—especially skillset disadvantages of Amer-
ican workers and an extraordinary shortfall of domestic saving. Absolutely nothing
is gained on either front by blaming China for problems such as these that originate
at home. To the contrary, much could be lost—in the U.S., the global economy, and
world financial markets—if Congress makes a major blunder on U.S. trade policy.
Wrong-footed macro analysis is a clear risk in this regard—especially holding a bi-
lateral deficit with China accountable for what is truly a multilateral manifestation
of America’s chronic saving problem. At the same time, unwinding the disinfla-
tionary benefits of globalization would borrow a painfully familiar page from the
stagflationary script of the 1970s. And the consequences of pushing Asia away from
the U.S. sphere of influence cannot be minimized. All in all, the outcome of a protec-
tionist tilt to U.S.—China trade policy could be treacherous—both for financial mar-
kets and the U.S. economy.

None of this is to say that there shouldn’t be active and direct negotiations with
the Chinese on more legitimate conflicts over trade policy—especially those issues
that bear directly on broad constituencies of the U.S. workforce. The area of intellec-
tual property rights is especially important in that regard, particularly since it di-
rectly affects the core competencies of America’s vast legions of knowledge work-
ers—the professionals, managers, executives, sales workers, and office support staffs
who, by our calculations, collectively account for 61% of total U.S. employment. The
U.S. Trade Representative’s recent decision to initiate IPR complaints against China
with the WTO is a far more appropriate course of action than misdirected congres-
sional scapegoating over the currency and bilateral trade deficit issues. Unfortu-
nately, you in Washington are having a hard time making this critical distinction.

Globalization isn’t easy. It puts pressure on developing and developed countries,
alike. As the world’s leading economic power, it falls to the United States to assume
the special role as a steward of globalization. China bashing is tantamount to an
abdication of that responsibility. It is not in America’s best interest, and it could
quickly take the world down a very slippery slope. Globalization, itself, may have
an exceedingly difficult time recovering. You in the Congress must heed these
risks—before it is too late.

———

Chairman LEVIN. Thank you.
Dr. Bergsten.

7See Haruhiko Kuroda and Masahiro Kawai, “Time for a Switch to Global Reflation,” a De-
cember 12, 2002 op-ed piece in the Financial Times. Note: Kuroda was then Japan’s Vice Min-
ister for International Affairs at the Ministry of Finance and Kawai was his deputy.
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STATEMENT OF C. FRED BERGSTEN, DIRECTOR, PETERSON
INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BERGSTEN. Mr. Chairman, my congratulations on the hear-
ings. I am delighted to be invited.

I am clearly in the camp that agrees there is a very large prob-
lem here, and it requires new policy steps. Steve Roach has quite
rightly pointed to some risks of action. The risks of inaction are
much greater. If we fail to address the panoply of issues sur-
rounding our international imbalances, we are imperiling our own
economy, and our ability to maintain an open trade policy, and
therefore we need to act decisively, forcefully and much more ag-
gressively than we have to date.

The U.S. global current account deficit is twice as great as it ever
was before and continues to rise. To finance its deficit and its own
capital outflows, the U.S. economy needs $8 billion of foreign cap-
ital every working day, or else exchange rates will crash, interest
rates will soar, inflation will rise and the economy would be at real
peril. We are running an economy based on credit card finance,
which as long as it continues is great, but it is inherently
unsustainable over any prolonged period of time, and puts the na-
tion at huge jeopardy and therefore requires action.

Steve Roach is right. The central part of the corrective action
rests on us. We are the deficit country. We need to take action. We
need to raise our National saving rate and the best way to do that
is for Congress to move the budget back into the modest surpluses
that we were running six or seven years ago. That would increase
the national saving rate three or 4 percentage points, reduce our
need to attract so much foreign capital, reduce our excess spending
over domestic output and begin to correct the problem. So, we need
to act first.

However, you can correct deficits only if you can correct the coun-
terpart surpluses. It takes two to tango. You can’t get a deficit
down unless the counterpart surpluses come down. The problem
we're facing today is that one important group of surplus actors,
namely the Asian countries led by China and Japan but going be-
yocild them, have blocked any correction from the surplus country
side.

It is sometimes ignored that there has been a lot of correction.
The dollar exchange rate has come down by an average of 15 to 20
percent, depending on which index you use, over the last 5 years.
This decline has been wholly against the currencies of Europe,
Canada, and Australia. Their currencies have gone up 30 to 40 per-
cent and they’ve been hurting to some extent as a result.

But the Asians have blocked any meaningful participation in the
adjustment process.

China and Japan are the two big players but theyre different.
China has overtly blocked any rise in the value of its currency,
which needs to go up 30 or 40 percent like the euro and other Eu-
ropean currencies. The Chinese have blocked it by overt, blatant,
massive prolonged intervention in the currency market. There is no
way one can deny that. Indeed, in the first quarter of this year, the
amount of their currency intervention doubled to almost $50 billion
per month. It is clearly manipulation by any standard and needs
to be called that and acted upon.
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Japan is different. It has not intervened for over 3 years. It is
not manipulating, as Secretary Evans said. However, by any stand-
ard, its currency is also substantially undervalued because of low
interest rates, huge outflow of capital, the so-called carry trade.
The fact that it’s not manipulating does not take it off the hook for
needing to participate in the adjustment process and accept a sub-
stantial rise in the value of its currency.

If China and Japan permit their currencies to go up, it will pull
the rest of the Asian currencies up. The effect would be a substan-
tial adjustment of our own imbalance.

Our estimate is that if all Asian currencies go up even 20 per-
cent, it takes $150 billion to $200 billion per year off the U.S. cur-
rent account deficit. That, I would submit, is getting us at least
half of the correction we need. We should push for that as quickly
as we can.

I offer a five-point proposal for changing policy. First, Treasury
needs to tell the Chinese that if they don’t stop intervening so mas-
sively, if they don’t let the currency go up at least 10 percent a
year, then they are going to be labeled as a manipulator in the
next Treasury report. I would say it to them privately. I would give
them warning. I would give them an opportunity to act on their
own so as not to appear to be under foreign pressure. If they don’t
do it, we should then clearly label them.

Second, the administration, in addition to telling the Chinese,
should tell the G7 and the IMF that it is about to label China as
a manipulator absent action. That’s an effort to get support from
the rest of the world to multilateralize the process, which is of
course the preferred way to go about it.

Third, the administration should add a trade dimension to the
strategy by again telling the Chinese and then acting in the ab-
sence of action on their part that we will bring a WTO case against
the Chinese currency practices as either an export subsidy or a
frustration of trade liberalization outcome under Article XV. These
are plausible, legitimate cases to bring through the multilateral
process.

Fourth, if the preferred multilateral approach fails, we have to
go at it bilaterally. The problem is that serious. With Japan, it’s
actually easy; we can buy yen in the currency markets. Indeed, if
we told the Japanese we were going to do it, I suspect they would
intervene directly, and get an appreciation of the yen. Most people
in Japan would accept at least 10 percent or more. That’s fairly
easy.

China is harder, because it’s currency is inconvertible. We would
have to find market proxies. But again, Treasury intervention di-
rectly in the currency markets could work.

Finally, the administration should tell the Chinese that if all of
the above fails, it will simply have to stop protecting them against
the Congress and work with the Congress to put into place respon-
sible new legislation that would impose effective sanctions against
continued currency violation in a way that is compatible with the
global multilateral trading system.

A couple of the bills that are now in the hopper try to do that.
They can be improved and fine tuned. But I think that objective
can be achieved. If at the end of the road that is the only course
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available, I think you should take it. The risk of inaction is much
greater than the risk of taking decisive progressive action.

Thank you.

[The prepared statement of Mr. Bergsten follows:]

Prepared Statement of C. Fred Bergsten!, Ph.D., Director,
Peterson Institute for International Economics

The U.S. global merchandise trade and current account deficits rose to $857 bil-
lion in 2006. This amounted to 6.5 per cent of our GDP, twice the previous record
of the middle 1980s.2 The deficits have risen by an annual average of $100 billion
over the past four years.

These global imbalances are unsustainable for both international financial and
U.S. domestic political reasons. On the international side, the United States must
now attract about $8 billion of capital from the rest of the world every working day
to finance our current account deficit and our own foreign investment outflows.
Even a modest reduction of this inflow, let alone its cessation or a sell-off from the
$14 trillion of dollar claims on the United States now held around the world, could
initiate a precipitous decline in the dollar. Especially under the present cir-
cumstances of nearly full employment and full capacity utilization in the United
States, this could in turn sharply increase U.S. inflation and interest rates, severely
affecting the equity and housing markets and potentially triggering a recession. The
global imbalances probably represent the single largest current threat to the contin-
ued growth and stability of the U.S. and world economies.

The domestic political unsustainability derives from the historical reality that
substantial dollar overvaluation, and the large and rising trade deficits that it pro-
duces, are the most accurate leading indicators of resistance to open trade policies
in the United States. Such overvaluation and deficits alter the domestic politics of
U.S. trade policy, adding to the number of industries seeking relief from imports
and dampening the ability of exporters to mount effective countervailing pressures.
Acute pressures of this type, threatening the basic thrust of U.S. trade policy and
thus the openness of the global trading system, prompted drastic policy reversals
by the Reagan Administration, to drive the dollar down by more than 30 percent
via the Plaza Agreement in the middle 1980s, and by the Nixon Administration, to
impose an import surcharge and take the dollar off gold to achieve a cumulative de-
valuation of more than 20 percent in the early 1970s.

The escalation of trade pressures against China at present, despite the strength
of the U.S. economy and the low level of unemployment, is the latest evidence of
this relationship between currency values and trade policies. With deep-seated anxi-
eties over globalization already prevalent in our body politic, and the failure of the
Doha Round to maintain the momentum of trade liberalization around the world,
continued failure to correct the currency misalignments could have a devastating im-
pact on the global trading system.

The Role of China?

China’s global current account surplus soared to about $250 billion in 2006, about
9 per cent of its GDP. Its trade surplus has doubled again in the first quarter of
2007. China has become by far the largest surplus country in the world, recently
passing Japan and far ahead of all others. Its foreign exchange reserves have also
passed Japan’s to become the largest in the world and now substantially exceed $1
trillion, an enormous waste of resources for a country where most of the huge popu-
lation remains very poor.

1Dr. Bergsten has been Director of the Peterson Institute for International Economics since
its creation in 1981. He was previously Assistant Secretary of the Treasury for International
Affairs (1977-81) and Assistant for International Economic Affairs to the National Security
Council (1969-71). The latest of his 37 books is as co-author of China: The Balance Sheet: What
the World Needs to Know Now About the Emerging Superpower, prepared jointly by the Center
for Strategic and International Studies and the Institute for International Economics and pub-
lished by Public Affairs Press in March 2006.

21 note with immodesty but pride that, based on the work of my colleague Catherine L. Mann,
I predicted precisely such an outcome for 2006 in the third paragraph of my testimony before
the Senate Committee on Banking, Housing and Urban Affairs on May 1, 2002.

3A superb and comprehensive analysis of this issue can be found in Morris Goldstein, “A
(Lack of) Progress Report on China’s Exchange Rate Policies,” in The China Balance Sheet in
2007 and Beyond, Washington: Center for Strategic and International Studies and Peterson In-
stitute for International Economics, May 2007.
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A substantial increase in the value of the Chinese currency is an essential compo-
nent of reducing the imbalances. A recent joint study of the imbalances by leading
think tanks in Asia and Europe, along with our Peterson Institute for International
Economics, concludes that the RMB needs to appreciate by at least 35 per cent
against the dollar.4

However, China has blocked any significant rise in the RMB by intervening mas-
sively in the foreign exchange markets, buying $15-20 billion per month for several
years to hold its currency down. The level of Chinese intervention has almost dou-
bled in the first quarter of this year, to about $45 billion per month. China has re-
cently let the RMB rise marginally against the dollar but, since it continues to link
its exchange rate to the dollar and the dollar has fallen against virtually all other
currencies, the average exchange rate of the RMB is weaker now than in 2001 when
China’s current account surplus accounted for a modest 1.3 per cent of its GDP. The
world’s most competitive economy has become even more competitive through a delib-
erate policy of currency undervaluation.

About one quarter of all of China’s economic growth in the past two years has
stemmed from the continued sharp increase in its trade surplus. China is thus overt-
ly exporting unemployment to other countries and apparently sees its currency under-
valuation as an off-budget export and job subsidy that, at least to date, has avoided
effective international sanction.

By keeping its own currency undervalued, China has also deterred a number of
other Asian countries from letting their currencies rise very much against the dollar
for fear of losing competitive position against China. Hence China’s currency policy
has taken much of Asia out of the international adjustment process. This is critical
because Asia accounts for about half the global surpluses that are the counterparts
of the U.S. current account deficit, has accumulated the great bulk of the increase
in global reserves in recent years, and is essential to the needed correction of the
exchange rate of the dollar because it makes up about 40 per cent of the dollar’s
trade-weighted index. The most obvious Asian candidates for sizable currency appre-
ciation in addition to China are Japan, Taiwan, Singapore and Malaysia.

The Role of Japan

Japan is the world’s second largest surplus country, with a current account imbal-
ance of $167 billion in 2006, and holder of foreign exchange reserves. Japan must
play an important role in correction of the global imbalances.

There are two important differences between Japan and China on these issues.
On the one hand, Japan is by far the world’s largest creditor country as a result
of the cumulation of huge surpluses that it has run for most of the past thirty years.
Its surpluses have been much more persistent than those of China, which have
mushroomed to substantial magnitude only over the past decade.

On the other hand, Japan has not intervened in the currency markets for over
three years. It too intervened heavily back in 2003—early 2004, even more than
China during some periods, to keep the yen from rising. However, it has not done
so since that time. The yen remains weak primarily because of Japan’s very low in-
terest rates, which have approximated zero for over five years, which induces inves-
tors from around the world to borrow yen and invest them in higher-yielding assets
in other countries (the “carry trade”). Hence Japan cannot be accused of “manipula-
tion” at this time.

The same new international study referenced above, however, concluded that the
yen was also substantially undervalued. The group’s judgment was that it needed
to rise by about 25 per cent against the dollar, to around 90:1 from its current level
of close to 120:1, as part of a new global equilibrium.5

The Policy Implications

It is essential to reduce the U.S. external deficit, and the counterpart surpluses
especially in China and Japan, by substantial amounts in as orderly a manner as
possible. The goal of U.S. adjustment should be to cut our global current account

4Alan Ahearne, William R. Cline, Kyung Tae Lee, Yung Chul Park, Jean Pisani-Ferry and
John Williamson, Global Imbalances: Time for Action, Washington: Peterson Institute for Inter-
national Economics, March 2007.

51t should be noted that the suggested increases in the value of the RMB and yen against
the dollar would represent much smaller rises in the trade-weighted average exchange rates of
those currencies, which should make them much more acceptable to the countries involved. If
all major currencies rise against the dollar, as they must to achieve a substantial reduction in
the U.S. external deficit and as the rest of the truly floating currencies (euro, pound, Swiss
franc, Canadian dollar, etc.) have already done, then the average rise for each of them is of
course much less. The real increase in the RMB and yen, for example, would be only about half
their rise against the dollar.
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deficit to 3-3% percent of GDP, about half its present level, at which point the ratio
of U.S. foreign debt to GDP would eventually stabilize and should be sustainable.
China’s goal, already accepted in principle by its political leadership but without
much policy follow-up, should be to totally eliminate its global current account sur-
plus and stop the buildup of foreign exchange reserves. Japan should pare its sur-
plus to perhaps 1 per cent of its GDP.

The United States should take the lead in addressing the imbalances by devel-
oping a credible program to convert its present, and especially foreseeable, budget
deficits into modest surpluses like those that were achieved in 1998-2001. Such a
shift, of perhaps 3—4 percent of our GDP, would reduce the excess of our domestic
spending relative to domestic output and thus cut demand for imports. It would
pare the shortfall of our domestic savings relative to domestic investment and thus
reduce our need for foreign capital inflows, which push the dollar to levels that are
overvalued in trade terms. Fiscal tightening is the only available policy instrument
that will produce such adjustments. Hence I strongly recommend that the new Con-
gress take effective and immediate steps in that direction.®

China needs to adopt policies to promote an opposite adjustment, reducing its
uniquely high national saving rate by increasing domestic consumption. China can
do so most easily through higher government spending on health care, pensions and
education. Such new government programs are needed for purely internal reasons
anyway because of the political unrest in China that has resulted from the demise
of state-owned enterprises that provided these benefits in previous times. They
would reduce the precautionary motive for household saving in China and boost pri-
vate as well as government demand, contributing importantly to the needed inter-
national adjustment. A number of important Chinese domestic goals, such as in-
creasing employment and reducing energy consumption, also call for such shifts in
the composition of China’s growth strategy.”

Large changes in exchange rates will also have to be a major component of this
adjustment process. The dollar will need to fall, hopefully in a gradual and orderly
manner over the next two or three years, by a trade-weighted average of about 20
per cent. A change in China’s currency policy, in both the short and longer runs,
must be a major component of this adjustment and is in fact by far the single most
important issue in U.S.—China economic relations. The short-term success of the new
Strategic Economic Dialogue must be judged largely by whether it achieves effective
resolution of this problem.8

An increase of at least 15 percent in the average value of the RMB against all other
currencies, which would imply an appreciation of about 35 percent against the dol-
lar, and sizable appreciations against the dollar of other key Asian currencies, will
be required to achieve an orderly correction of the global imbalances.® Such a change
could be phased in over several years to ease the transitional impact on China. It
could be accomplished either by a series of step-level revaluations, like the 2.1 per-
cent change of July 2005 against the dollar but of much larger magnitudes and with
a substantial initial “down payment” of at least 10-15 percent, or by a much more
rapid upward managed float of the RMB than is underway at present. Such an in-
crease in the RMB and other Asian currencies against the dollar would reduce the
U.S. global current account deficit by about $150 billion per year, more than one
third of the total adjustment that is required.1®

Over the longer run, China should adopt a more flexible exchange rate that will
respond primarily to market forces. These forces would clearly have pushed the
RMB to much higher levels by now in the absence of China’s official intervention.
There is some justification, however, for China’s fears that an abrupt move to a free-

6See my testimonies on that topic to the House Budget Committee on January 23 and the
Senate Budget Committee on February 1. I suggest there that the external imbalances are in
fact the most likely source of a crisis that could force the United States at some point into pre-
cipitous and thus unpalatable budget adjustments if preemptive action is not taken.

7See Chapter 2 of China: The Balance Sheet and Nicholas Lardy, “China: Toward a Consump-
tion-Driven Growth Path,” Washington: Institute for International Economics, October 2006.

8The Strategic Economic Dialogue also has the long-term potential to foster a more construc-
tive relationship between the two countries that will inevitably lead the world economy over the
coming years and perhaps decades. It thus begins to implement the “G—2” concept proposed in
my “A New Foreign Economic Policy for the United States” in C. Fred Bergsten and the Insti-
tute for International Economics, The United States and the World Economy: Foreign Economic
Policy for the Next Decade, Washington: Institute for International Economics, 2005, pp. 53—4.

9See William R. Cline, The United States as a Debtor Nation, Washington: Institute for Inter-
national Economics, 2005, especially Table 6.2 on page 242.

10T have studiously refrained from mentioning the very large Chinese bilateral trade surplus
with the United States, which should not be a primary focus of policy because of the multilateral
nature of international trade and payments. At present, however, the bilateral imbalance is a
fairly accurate reflection of the global imbalances and thus is more relevant than usual.
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ly floating exchange rate now, particularly if accompanied by abolition of its controls
on financial outflows, could trigger capital flight and jeopardize its economy in view
of the fragility of its banking system. Full-scale reform of China’s exchange rate sys-
tem will have to await completion of the reform of its banking system, which will
take at least several more years. Hence the adoption of a flexible exchange rate re-
gime in China, which is essential to avoid re-creation of the present imbalances in
the future, can be only a second stage in the resolution of the currency problem and
the immediate need is for a substantial increase in the price of the RMB (especially
against the dollar).11

A New U.S. Currency Strategy

It is obvious that China is extremely reluctant to make the needed changes in its
currency policy. It is equally obvious that U.S. efforts on the issue over the past four
years, whether the earlier “quiet diplomacy” of the Administration or the threats of
Congressional action or the new Strategic Economic Dialogue, have borne little fruit
to date. A new U.S. policy is clearly needed.

One cardinal requirement is for the Administration and Congress to adopt a uni-
fied, or at least consistent, position. To date, there has been something of “good cop
(Administration)—“bad cop” (Congress, e.g., the threat of the Schumer-Graham im-
port surcharge legislation) bifurcation between the two branches. China has ex-
ploited these differences, essentially counting on the Administration to protect it
from the Congress—a bet that, to date, has paid off.

I 'would therefore suggest a new five-part strategy for U.S. policy on the currency
issue.

First, it is clear that China has aggressively blocked appreciation of the RMB
through its massive intervention in the currency markets and that the Treasury De-
partment has severely jeopardized its credibility on the issue by failing to carry out
the requirements of current law to label China a “currency manipulator.” The Treas-
ury report of May 2005 indicated that “. . . if current trends continue without sub-
stantial alteration (italics added), China’s policies will likely meet the statute’s tech-
nical requirements for designation.” The report of May 2006 sharply criticized China
for its currency policies, clearly suggesting that there has been no “substantial alter-
ation” in those practices, but inexplicably failed to draw the obvious conclusion of
its own analysis.12 The latest report, submitted in December 2006, was much mild-
er. Treasury has thus been reducing its criticism of China’s currency practices even
as the RMB has become increasingly undervalued and China’s external surpluses
have soared.

The Treasury policy needs to be changed sharply and quickly. The Administration
should notify the Chinese that, if China fails to make a significant “down payment”
appreciation of at least 10 percent prior to the release of Treasury’s next semi-annual
report, it will be labeled a “manipulator. ” This would trigger an explicit U.S. nego-
tiation with China on the currency issue.

Second, the Administration should notify its G-7 partners and the IMF that it
plans to make such a designation, in the absence of major preventive action by
China, with the goal of galvanizing a multilateral effort on the issue and reducing
its confrontational bilateral character. The objective of that international effort, hope-
fully spearheaded by the IMF, could be a “Plaza II” or “Asian Plaza” agreement that
would work out the needed appreciation of the major Asian currencies through
which the impact on the individual countries involved (including China) would be
tempered because they would not be moving very much vis-a-vis each other.!3 The
Europeans have an especially large incentive to join the United States in such an
initiative because their own currencies will rise much more sharply when the dollar
experiences its next large decline if China and the other Asians continue to block
their own adjustment (and perhaps to head off the incipient United States-China
“G-2” implied by the Strategic Economic Dialogue).

Third, the Administration (with as many other countries as it can mobilize) should
also take a new multilateral initiative on the trade side by filing a WTO case against
China’s currency intervention as a “frustration of trade commitments” or as an export
subsidy. As Chairman Ben Bernanke indicated in his highly publicized speech in

11This two-step approach was initially proposed by my colleagues Morris Goldsteln and Nich-
olas Lardy, Two-Stage Currency Reform for China, Financial Times, September 12, 2

12Treasury and the IMF have justified their inaction on the g‘rounds that there is 1nsufﬁ01ent
evidence that China is manipulating its exchange rate with the “intent” of frustrating effective
current account adjustment. This is of course ludicrous because it is highly unlikely that China
(or any country) would admit such a motive and it is impossible to discern any other purpose
for the policy.

13 See William R. Cline’s “The Case for a New Plaza Agreement,” Washington: Institute for
International Economics, December 2005.
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Beijing last December, in connection with the first Strategic Economic Dialogue,
China’s exchange rate intervention clearly represents an effective subsidy (to ex-
pori;ls,1 s well as an import barrier) in economic terms. It should be addressed as
such.

Fourth, if the multilateral efforts fail, the United States will have to address the
China currency issue unilaterally. Treasury can pursue the most effective unilateral
approach by entering the currency markets itself. It is impossible to buy RMB di-
rectly, because of its continued inconvertibility, so Treasury would have to select the
best available proxies in the financial markets. The message of U.S. policy intent
would be clear, however, and at a minimum there would be a further sharp increase
in speculative inflows into the RMB that would make it even more difficult for the
Chinese authorities to resist their inflationary consequences and thus the resultant
pressures to let the exchange rate appreciate.

Direct intervention could be much more effective in promoting the needed appre-
ciation of the yen, since that currency is traded freely in global markets. Japan
could of course undertake such intervention itself by selling (probably modest
amounts of) dollars from its huge foreign exchange reserves.15

The United States has conducted such currency intervention on many occasions
in the past, most dramatically via the Plaza Agreement in 1985 and most recently
when it bought yen to counter the excessive weakness of that currency in 1998
(when it approached 150:1)—a similar step to what could be undertaken now, with
the yen as weak (adjusted for inflation differentials since 1998) as it was then. All
those actions have been taken with the agreement of the counterpart currency coun-
try, however, and usually in cooperation with that country. This would be the es-
sence of the proposed “Plaza II” or “Asian Plaza” agreement, as suggested above,
and the multilateral approach would be preferable now as always and should be
pursued vigorously by the Administration. Failing such agreement, however, the
unilateral option is available and might have to be adopted.

Fifth, the Administration should quietly notify the Chinese that it will be unable
to continue opposing responsible Congressional initiatives to address the issue if they
fail to act responsibly on their own. Congress should then proceed, hopefully in co-
operation with the Administration, to craft legislation that would effectively sanction
the Chinese (and perhaps some other Asians) for their failure to observe their inter-
national currency obligations—making sure that any proposed trade policy remedies
are compatible with the multilateral rules of the World Trade Organization.

Such unilateral steps by the United States, although decidedly inferior to the mul-
tilateral alternatives proposed above, could hardly be labeled as “protectionist” since
they are designed to counter a massive distortion in the market (China’s interven-
tion) and indeed promote a market-oriented outcome. Nor could they be viewed as
excessively intrusive in China’s internal affairs, since they would be no more aggres-
sive than current U.S. efforts on intellectual property rights and other trade policy
issues (including the filing of subsidy and other cases on such issues with the WTO).
Such steps should therefore be considered seriously if China continues to refuse to
contribute constructively to the needed global adjustments.

Chairman LEVIN. Dr. Mohatarem.

STATEMENT OF MUSTAFA MOHATAREM, CHIEF ECONOMIST,
GENERAL MOTORS CORP., DETROIT, MICHIGAN

Mr. MOHATAREM. Thank you, Chairman, and Members of
these Subcommittees for holding these hearings to bring much
needed attention to an issue that is causing serious and lasting
damage to American business and workers.

Today, the yen is trading around 120 yen to the dollar, and ex-
perts around the world believe that a more appropriate value
would be in the 90 to 95 range.

14These ideas are analyzed in Gary Clyde Hufbauer, Yee Wong and Ketki Sheth, U.S.-China
Trade Disputes: Rising Tide, Rising Stakes, Washington: Institute for International Economics,
August 2006, pp. 16—-26.

15 Another option is for China to pursue the desired diversification of its dollar reserves by
selling some of them for yen. See my “The Yen Beckons China’s Dollars,” Financial Times,
March 12, 2007.
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Over the past several years, the government of Japan has en-
gaged in at least four strategies to keep the yen weak and thus to
provide an enormous subsidy to Japan’s vehicle and auto parts ex-
porters.

First, in the period immediately following 9/11, Japan engaged in
massive intervention in the currency markets, to the tune of almost
$500 billion over a three-year period. This intervention was fol-
lowed by jawboning a constant warning to currency traders that
the yen would not be allowed to appreciate. To back the jawboning
up, it was prominently announced that the Japanese legislature
had approved close to a trillion dollars for additional intervention,
should that prove necessary.

Now, when a country has spent $500 billion and announces that
it has another trillion dollars to invest, that sends a message to
markets that the yen will not be allowed to appreciate. That cre-
ates a one-way street. Given the difference in interest rates be-
tween Japan and the rest of the world, where Japanese interest
rates at that point were close to zero, that Japanese investors were
free to invest abroad, the so-called currency trade, and I should say
Japanese and foreign investors. Essentially, the government of
Japan has created a one-way market for the yen. It can only go
down not up.

These policies provide substantial subsidies for each and every
one of the 2.2 million vehicles that the Japanese export to the U.S.
We estimate these subsidies range from $2,000 on a subcompact
car to $14,000 on a full-size utility. Translated, when you look at
the millions of units the Japanese export to the U.S., that’s about
a $13-and-a-half billion subsidy for Japanese auto manufacturers.

This subsidy has been a major factor in the success of Japanese
auto companies in the U.S. and it has contributed significantly to
the loss of hundreds of thousands of U.S. jobs in the auto and sup-
plier industries. It is a major source of the nation’s nearly $90 bil-
lion deficit with Japan and it has contributed to severe economic
decline in my home state of Michigan and in many other commu-
nities in America.

Increasing vehicle and component imports from Japan have
forced U.S. auto companies and parts to suppliers to shut our
plants in the U.S. and to reduce employment by hundreds of thou-
sands. Ironically, and this is during a period of fairly strong vehicle
demand in the U.S. Ironically, when demand for vehicles in Japan
is declining, Japanese manufacturers are adding production capac-
ity, they are reactivating assembly lines, adding workers in Japan,
and postponing planned factory closures as they move to export an
ever greater number of vehicles.

It is time for our government to demand that Japan allow the
yen to appreciate. Every major commentator, including our own
Federal Reserve bank, the European central bank, and even the
U.S. Treasury now acknowledge that Bank of Japan has intervened
in foreign currency markets and that this intervention has harmed
American manufacturers and American workers.

Congress has the right to insist that the U.S. Treasury Depart-
ment stop avoiding its responsibility to report when countries are
manipulating their currencies to gain a trade advantage against
U.S. producers and U.S. workers. It has the right to insist that the
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U.S. join European countries who are deeply concerned about an
undervalued yen and raise this issue at the next G7 meeting.

Before concluding my remarks, let me briefly mention China’s
currency policies. China’s economic growth over the last 30 years
has been not short of miraculous. Many American companies, in-
cluding General Motors, have benefited from this growth, as have
U.S. employees who build vehicles, components and machinery for
export to China. Indeed, China is now our second largest vehicle
market, with GM’s sales in China approaching the one million
mark.

The economic stability provided by the fixed exchange rate be-
tween the RMB and the dollar was a key contributor to this
growth. But you can have too much of a good thing.

Rapid productivity growth in China has resulted in an under-
valuation of the RMB relative to the dollar. The People’s Bank of
China is now required to purchase increasing amounts of dollars to
keep the RMB from appreciating more rapidly. These purchases
are now only costly to China, they risk stoking inflation and sub-
stantially distorting investment decisions in China.

China recognizes these changed circumstances and is allowing
the RMB to appreciate at a much faster rate than the yen, I might
add. While the RMB clearly needs to appreciate further, it is appro-
priate to ensure that too rapid appreciation does not create eco-
nomic instability. That would not be in China’s interests or in the
interests of the United States. Thank you for your time and atten-
tion. We appreciate your consideration.

[The prepared statement of Mr. Mohatarem follows:]



51

Uwrreney Manipulation and iis Effecis on Amerloan Businesses amnd
Worlers™

House Committes on Financial Services, Suboommities on Domestio
and International Monetory Policy, Trade and Technology;
Committes on Ways and Means, Subsommities on Trade; and
Committes on Energy and Commerce, Subcommittes aon Commerce,
Trade and Consumer Protection

Taestimony
By

i, Mustala Mohatarem, Ph.Ib.
Chief Ecomnomiat
General Motors Corporation

May 8, 2007

Thank you, Chairmen ead members of the Seboommitiess for this oppemumity o explons
the mssue of “currency masdpulstion o i efTeels o Americain hugineeoes and
workers.” Thank you fior holding hearings o shed light on an issue that i critical 1
every American business and worker.

By name is Mustefs Mohstarem. 1 e the Chiel Beonomisl of Genersl Moton.
Corporation. | am respoasibd: for ecenomics and trade policy.

1w Ao focos my remarks today an how the CGovemment of Jepan deliberalely fosiers a
waeak yen o promots s exports and offer o windfsll 16 its masefaeturens, moeh o he
detrimment of Amencen businesses. and workers and in dresnatic contrest o the significan
appeeciation of the Euro, the Caradian and South Eorean curmencies over the past veis,

By nearly every cape acomnt, the Japanese pen is severely undervalued in comparison
L thae LS, dallar and ather workl cumencics. This misalignment provades billions of
dirllaars mn annual sabsidies for Fpaness aulo expors and for the prodocion of Japaness
etz mads in the Dssted Stalizs with pars imponted from Japan. 1t has contribmed 1o
tha: lads af hundneds of thoisssds of jobs in the auio and supphier industties m ge United
Sares; it 54 a4 magor sounce of the nation's nearly 90 ballion ULS. trade deficit with Jepan;
ared Bead coniribuled o the sevent coomomic decling in mmy home state of Machiges and 1=
Einy communilics in Ameerics. 1 is timo for the U8, government 1o demand dhat Tapan
alliow the: yom to appreciste. I Freely traded, many experis believe the yen weald
aprpmizészh 0 40 the dollar instead off Woday®s 130 80 the doller.
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1.5, automakers are fully confident that our vehickes can compene successfially wich other
manulecierers in any market in the world, inchading the Unissd States. 'We welooms
competition fram Japaness companies @md other inemational comgetioms, We halieve
thal comgttion in & fres and andissonied ennaronment is good for consumers, good for
inmovation, ond grod for crealing ever safer and men: energy eflicsseas vehicks, Weare
lso proud of (e enoimoss strides we have made and continue (o make with our TAW
amid [UE codleagues bowanls these ends.

Warking with our unives, suppliers snd distribuios, General Maoiors has made
sitbatantial culs in siructurnl costs, including the costs associated with pensions and Bealth
care. We've made tremendons improvements s the praductivity of our workforee and
the quality of our prodocts. We continoe o wark with the federal povermment om ways e
mwmwﬁwaﬁu:fﬂwyﬂﬂtmn'a health care system and to promote
imcreases in the energy eficiency of sur vehicles and Factories. Bub we ae also affecsd
by poilicies of foreign governments that ane beyond the control or imfluence of what any
particular company can da, 10 is those policies thit [wash o address oday.

OB, Ford and DamlerChrvaler bave invested a combined 310 billion per year in the
Unkied States in ench af the last four years, and parchase B0 percent of all U S-prodoced
Aulceive parts and componends. .5, muin manufschorers are af the heart of ghe TS,
merafacturing ecomomy, dinecily emploding sodse J40 00} LS, waorkers. andl sUpOing:
mearly 6.5 pillson jobs throughoe the UL, econpeny. This companes to roaghly 75000
workers the Japamese producerns dicsctly employ in thes aouniry,

Crver the past several years, e Government of Japan has engaged im s |=ast four
Firategies o keep the ven weak mnd thus provide 2o encemous sstsidy 0o Japan's wchicle
and aubaparis exporters, These approkches (Bclisde: maintalrng huge exchange reserves
25 & sagnal 1o the markets; implementing massive inbervenlions in curmency markes,
sexpeiially from I002-2004; signals of poasible imerventians to the cusrency markets
through statements from Japan's olfscials (so-called “jawboning™); and purcheses of
dolbar-depominaisd secunities by gaasi-public entities and privils inveslors spurmed on by
Japan's ven policy.

Singe 2001 the Bank of Japes hes socumudated an ndditional $500 hilkion in formign
reserves through curnency inlerveniions in ander io keep the yen weak agminst
the diodler and other major world currencies. Whils Japan stopped it massive direct
intervenlions in 2004, Japan's Finance Ministry officials subsequently engaged in afficial
jawdhaning oo keep the ven dowm. In addition, there have been spnificest sdditsom
purchases of dollar-denomdnmed securities hy quasi-public Jopesese entities and by
private investors, Bath of which are encoursged by Japanese povermiment posicses. The
Bank of Fapan conlimees 0 naintem o leved of foreign cumency reserves - 3875 billion
im fotal of which B iz in U5, dodlars — thal is well ghove aay level neaded o msurs
ApRinst precaucionary fsks o other concemns. These reserves and the theest of Turtber
doillar purchises have helped w suppsat the so-called ey rade in which invesiors
bowrnew Funds in low-interest yen in onder 10 irvest in higher imenes-baaring LS
Tl iT
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Prior io thiese massive inlerveni3omna, the sem was valued st chose 0 pasity with the dolkar
ar a leved of approximately 95- 1080 yen 1o the dollar. 'We agree with the assessment of
mual poomommists iodsy that the vem ks undermlusd by o lease 25 - 30 percent against the
dallar. To quobe Jobms Hopkine Professor Steven Hanke,

Amid thi exedit-hoosn phase of the present business cycle, the Japanese yen hos
heen weak scross U Boarnd, and 53 25% andervalued sgainst the dallar, One
refesom Tor thés is that the I governmens exgaged in massive intervention to
push doswn the walue of the ven in laie 20035 and early 2004, Invesiors thought
that the governmenl was cammanied 10 & weak yen policy, That, and the fact that
interest mmes in Japen are some af the lowest i the workd, meant thal myvestars
theaight they had o free hunch in the form of the carry trade - bormowing m low-
rali ,.m_-mmmm:p:m 1 higher rmes in other cerencies, The ven camy
trae hes become wildly popular, accounting For pechags 51 twllsm of ven-
demorninmied bormowings . . . [“Propare for a Storm,”™ Forbey Axie, Apeil 23, 2007]

Aus the UL, rade deficit has grovwn, most of the world’s cumencies have sdjusied in the
expecied way: they have strengifensd againet the dallar. Hevanreer, e wearkd's Tresly
tracied cumencies hove been disproporticnalely carmying the burden of these adjustments.
The curnneses of meany of our major fradisg pariners have opprecisted sharply against
the dollar. Over the past Toter vesrs and s shown in the chi Below, the Earo has risen
by 24%, the Comadian dollar by 28%, mmd the Kocean Won by 3%, Ban, becaase of
pereialent Japaness government direct and imdirect interventions, the yen has increased by
lzss than one percinl. Cher this seme period, even the Chiness Resaninbl has risen by
1% ar pearly mine times. the increase for the yen.
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Baurce: Teomeral Molers Foomomics Seall

What is pamicalarly distorbang in this story 15 that o echieve » weak and ondervalued yen
the 1.5, government quietly endorsed Japan's ¢iTons 1o keep the ven wesk. |m a recen
hood entitled “Gidobal Financial Wamiors: The Unbald Story of Internatiosal Finanoe in
thi Pes-0711 Woeld" John B. Taylor, fomver Treasury Under Secretury for briemationad
Affairs, documents the ULS. Tresury Department’s suppo foc and acquicscence in fhe
lapanese powernment’s massive and hisioric manipudarion of the Japarese yen from 3002
bo March D04, Mr, Tayloe recognizes that this podicy, which included frequent vernal
interventions, or jeeboning., as well &5 massive geantilalive inbervenlions in ooder 1o

thex didllar From Fedling oo its equaliboivm valoe, succeeded ot the expense of the 1S,
manuiicluring sector amd its employess,
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With the ven valued at 120 to the dollar as compared v/t 80 yen per dollar thar gany
EOONOmIsE aslimate g e “Tear markel valoe,” the Bank of Fapan has proveded Japan™s
matamnekers with an average subsidy of more than 34,000 on cach midsize sedan e pored
i the Undted States, os shoon in the graph bebow. This amomts 10 & ssbesdy of mom
tham 59 billicn on the 2.1 millios vehicles exported io the United Staies in 2006, There's
am additional subsidy of rosghly $4.5 hillion for imporied parts weed in Amenices-
nxscimbled Japanese cars. Thes amounis wo a ol of mare than £13.5 hillson in subsidies
1 ity Rapanese competitors. This is above snd beyond the normal profit these companies
make, aad therefore o Japanese govermmrent-subsidized windfall.
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Somree; Antamative Trade Palicy Ceuncil

Jupaness st prodecers use these windfall subsidies w suppon their marketing and
incentive campaigns, for their investments in research and development of now products,
and for expasaion of their operations around the world.  The leading Jopamese ooin
compesies make almeest these quaners of their ghohad prodits in tse 1.5, marker. Their
awn publsc financial reporis credit the weak ven for boosting profit mangins. Over the
It gighieen- month period the Jopanese companies reponed tho the weakening of the
yen contrbuled 37 hillion i additional profis.

Oipesing Japesese wno manufacturing focilices in the Usdied Staies has nog slowed down
the imparts of sstomobiles fram Japan, The niversa: his happened: Tapan ¢xponed maong
than 2.1 enillson vebacles to the ULS. im 306, the most since the mid- 1980 befare they
bl Cacilities im the 1.5, Last yvear abone, abmost half of all Towotas sobd in te U5
matrket were bult, o in Ameeiea, B in Japan,

Tapsm i fecieg 4 meajor ond continuoes declive im s pwn market for vehicles. Yer, even
as demamed within Japan for sew 08 i declaning. Japasess comparnies s sdding
production capacity to Japan-based facilities, reactivating assembly bnes, adding workers
ardl poepponing planned Jupan factory closones os they move i export ever greater
numbers of wehicles. All thad is the result of a Japanese povemment palicy o subsidize
expors as the Japamese soto markel shrinks.

Mowhere are e elects of the undervalued yem preaer sl maone Gevasialisng this in my
imeclusiry, which, scoanding fo the United Siates Bureau of Labar Sialistics, has lost
000K highly prochectve, good-paying jobs sance 20080, Mearly teo-thands of the 2006
U5, tracde dificil with Fapan, of 556 billios o of a votal of $58 billoon, wis the result of
Japaness auto imports.
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‘The iempacts have been especially harmful to states in the indostrial beartland. Mickigen
has beel ey 1200000 of those auto indstry jobs ince 2000 and mearly 280,000 jobs in
its manufoctaning sector. Aulos are vital o Michigan and io the industrial heartland
bszause of ssbestantial job maltplier effecs: for svwery job created of destrosed in aua
nssembdy there are anywhere from 3 to 5 jobs orested or destroyed upstresm im supply all
thae wary up to the mine mouth s downstream trough soo and parts distsibution,

Some would suggest that these job daclings have nothing to do with the ven. That is an
imormect assertion. 'We have made gient stricdes in recent years o enhano: oer
wompelitivensss by working with our gappliers, workens, and distiibutors and masy more
improvemens are in the works. While we are puiting our own hoose in onder, it should
alse b noded that there ars exnemal facioes impacting compelitiveness thl ane boyond
pur contred and one of them is the emchange walue of the 1.5 dollar. To quote the formes
hesd af President Cliston s Council of Eeosomic Advisers, Martin Baily, and his
Peterson [nstibsie of International Economics colleague, Fobert Lawrence,

l'h-l:i::ll:hiﬂ&ETiE nllhtdnlllrl:'lhemn}ur hﬂwlcnﬂln:m I'I‘lltll'i-d-tdn'lcll

Mﬂmm B:rf-rﬁmwmmmmﬂwm-tﬁﬂl
ix w0 large today 18 (har the dodlar @ mech higher than il was in 1981 or 1591. .
[Murin Baily ard Bobert Z. I.mu':nu,”ﬂm.ﬁmﬂicujuliﬂnmpﬂ:nrhﬂq
Meed o Mew Trade Parsdipm ™ Instinuge for Inermasonal Econoenics, December
2006 at Batpeliwww.die.com/publications!phiph06- ¢ pf, pages & and 9; emphasis
ke

Thezre £ alse a consensus amon g ecomaomasis thal while there are benefits o our economy
from n strong dallar, such ns lower oversl] inflabon ond reduced interest rates, dthe
owervilusd dollar has caussd severe ecomomic dislortions thal kave antificially infated
certain goods producing and service sectors and there will be a day of reckaning when
imerest pales. g back up as they must, Recen| eports on the decline of howsing
consinzctan and the concomitant slowing of GDF growth would suggest that thas day
ey Bae already armved.

“The current Federal Beserve Board Chairman and then-Crovemor Ben Bermanks

Caationed as ealy a8 March of 2005 that the trade defan would be a concem precisely
for these reasons. He said and [ quote:

In the United States, for example. the growth in expori-onenied seciors such as
manifpcranng has beem restrained by the U5 trade imbalance . . while sectars
producing momtraded goods and services, such as home construction, have grown
eagridly. T repay foreign credisnrs, as it muss someday, the Unisesd Staes will
need large and healthy export indastries. The relative shrinkage in thase industres
ir the presence of current sccount deficits—-a sheiskage that may well have o ke
reversed im the fubare--impascs real costs of adjustment on firms and workess m
therse indusznes. [*The Global Savings Glut and the U8, Current Account
Dwslcat,” Eemarks of CGovernar Ben 5, Bermanke, Homer Fones Lecture, Mach
April 14, 2005, St Loais, Missour, updating & March sddress on the same topic)
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Pul anoiher way, those jobs that the undervalued yen has destroyed in Michigan and i
the natian's industrial bearibasd hive boen the nesall mot of any ek of efficsency o
competilivencss. Rather, they are ther Fesule of the decisiom by the povernment of Japen
1o prash the yem dawn by twenty percent or more and keep i there. The loss of thee: jobs.
is the result of a weak wen and oeher Asian carrencics that cheapen forsign imponts o the
e pense of equally cificient domestic, ULE. producers, their suppliers and employees.
When the dollar someday falls 10 ils competitive, undEsored level agaanst the ven many
of the jobs thet Chai i Hermnanke said will be peeded to repay car Japanese and other
foieipn credviors post won't be there.  There wall be other jobe in a full esmployvimen
coonnmy ~ but they will be less productive and bess good paying. All of this becouse of
the Torcign exchanpe aperatioes of the Bank of Japan that kave pashed down the ves in
coder 1o promole the sspom-competitvensss of their indissries,

In contrast t0 cUE ooTs GOV EIRIBERE, Many cousries e deeply comcemed shaut the unfasr
Cotrpelilive advantige Japan is effenng its vehicle and parts makers by means of 2 weak

yen palicy. Germany, Francs, and other Boropein fstiots hive repemedly urged that the

irrbervaloed ven ke addressed by the -7 natsons. Regretiohly, Jspan, and it appears the

'S ton, hove hlocked such discussion of the misaligned ven in this semng.

Foomomists acroas the globe fear (hal Japin's vas) sams al curmendy neesrves and i
daminant role i thi go-ta pednt for persess investors an the funt for cheep loans - the
ao-called carry trade — present dangers (o the global trading sysiem. Editonial apingon in
the major imermational fisancial press (ncluding The Economin and the Finacial
Timer) Baag called for urgent abention o today's huge ghobal curmency dsiorbons. The
Isermational Monetary Fund (IMF) bas been charged with providing recommendations
for much stromger action 1 deal with bage currercy misalignmenis this year.

As Treasary Secvetary Paalion his noted the yen trades in a glohal market. Thers is no
pooad reason for Japan 1o bold any sigmifcant level of forsgn curmency niservies, lel alone
the $5T5 billion (805 in U5, dollars) it buils up s earlier years i keep ihe yen fram
apprecianng. There can be paly one resson o hold such levels of reserves and that is 1o
continue io encourage: speculaiors engaging in the conry trade to bamow in yen —in go
ehoat an the ven — while investing in and going long om the dodlar.

Should 1he Giovermment of Japan be allowed 1o continue bo maintaim o weak yen palicy
thiat gives ballions of dollars in wanddall subsidies 1o s auso Isdusiry to the detrimens of
ins competilore ! We think not.

Sy, what™s 1o b done? There needs to be a realignment of Asion currencies against the
dallar, 'We strongly helieve thal Ispas's cusrency policses ahowkd be sddnessed Ters,
Japan is both the largea econimy in Asio sed the richest. Many Asian econceies have
eivilmted Japan's policees. Thus, unbess Tapan can be perauadied G change s policics,
others will remain nelectas o change
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It is time for U.S. policy w0 place the neads of s own manulacuring secsor e, Todo
siy will requize the LS. to demand that Japan allow the yen 1o regain 2 market-determized
value. Jq:u.n meamsl b presssd o hring ies cuspency ani aligroment ared 1 trim 1=
encessive cumency reserves and trade surpluses. To begin this process, the ULS. should
insaal thal the Interaacional Monetary Pand pohlish is estimate of fair markes valoes for
TNl O CRNTEnCies.

‘Comgress showld insist dhat the Treasury Depamment accepi s responsibilicy w repon
pepurately when countries e manipalating their cumencies 1o gain 3 rsde advamage.
The 175, shoasld jois Faropean finance ménisters in calling for ven currency
masatignment to be put on the sabe a1 the nea G-T mesting.

W wosld hope that by shiming o hright Bight on the ven palicy of the Govermmment of
Jopan, 2 coordinmed intermational effon would nesult in a yen thal appreciases 1 the level
of perhaps W wen o the dallar.

Shauld none of these actions bear Frml, we wold ek Compress fo cordider kegslation
that wiapkd view currency manipulmtion of thas nature as an unacceptable trade practice
enfomeeble under 115, rade lra.

Thank o for your time and attention. We very much apprecime your ongoing support
on this critical issse.

———

Chairman LEVIN. Thank you very much.
Thea Lee, welcome.
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STATEMENT OF THEA M. LEE, POLICY DIRECTOR, AFL-CIO

Ms. LEE. Thank you very much, Mr. Chairman, Members of all
three Subcommittees, for the opportunity to testify today on behalf
of the 10 million working men and women of the AFL-CIO. We
would like to congratulate and thank all three Subcommittees for
your foresight in bringing together the three important Subcommit-
tees with jurisdiction over this issue and for bringing together such
a diverse group of perspectives on this important issue today.

As everybody knows, the labor movement has been very involved
in the trade debate and we fight hard for rules that we think are
going to be fair to working men and women both here in the
United States and around the world in the context of bilateral
trade agreements and trade negotiations. But it has become in-
creasingly apparent to us over the years that if we put all of our
focus on tariff reduction and subsidy discipline but we don’t pay
any attention to currency movement and manipulation, that we are
missing an enormous piece of the picture, that this has a huge eco-
nomic impact on our members and on the businesses that we work
with, and that we can do a lot of work in the trade negotiations
to agree on tariff reductions and rules on subsidies, but we have
an enormous gaping hole that we have not addressed, and that is
the currency manipulation.

It is our view that both our own trade rules and the inter-
national institutions have not caught up to the current reality, the
post-Bretton Woods world, where we have a mixture of fixed and
floating exchange rates and various levels of intervention by dif-
ferent governments.

One of the key points I would like to make today is this is not
a self-correcting problem. This is not something that the market
can fix, because the market is being thwarted by government ac-
tions. The governments that are taking those actions see it as in
their interest to intervene in the markets in the way that they are
doing so, and that is their privilege, of course. But it is also true
that it is our own government’s responsibility to take action if
those other government actions are hurting our workers and our
businesses.

I think one of the things that we have seen from our own govern-
ment is that there has been an attempt to convince the Chinese
government or the Japanese government that it is not in their in-
terests to manipulate their currency.

One of the things about currency manipulation is that it is a two-
edged sword. I think we all recognize that, and that is one of the
things that you hear from the different members of the panel here,
that there is a different view for workers and for multinational
businesses, there is a different view for consumers and workers,
there is a different view for companies that import and companies
that export, companies that outsource.

But that at the end of the day, if we have a market disequilib-
rium in the exchange rates, the market is sending the wrong sig-
nals. The goods that are produced in countries that keep their cur-
rency artificially low are too cheap and our goods are too expensive
in global markets, and so we put ourselves at an enormous com-
petitive disadvantage before we even get out of the starting gate.
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That is where we would like to ask our own government to act
much more effectively than they have done to date. It is where I
think there is an important role for the U.S. Congress to act, if the
administration simply refuses even to recognize that the problem
exists. Certainly, as many people have mentioned today, the Treas-
ury Department cannot even take that initial first step of defining
the governments of China and Japan as currency manipulators.

I wanted to make clear that this is not an academic exercise for
the people that we represent. The difference between currency ma-
nipulation and a market equilibrium exchange rate is the dif-
ference between having a job and watching the factory close. It’s
the difference between having health insurance for your kids or
not. For our country, it may be the difference between having a
healthy middle class or sitting back and watching as the economic
divisions tear us apart.

Currency manipulation is, of course, not the only issue in the
trading realm. It is one of many issues that we face. Certainly with
respect to China, one of many unfair trading practices that Amer-
ican workers and businesses face. We have violations of workers
rights, asymmetrical tax policies, illegal subsidies, lax environ-
mental and resource regulation and, of course, in our own country,
a dysfunctional health care and pension system that disadvantages
our own manufacturers.

But we need to take action on all those fronts. But I think if we
leave the currency piece out of it, we are taking an enormous
chunk of the economic disadvantage that American producers face
and failing to address it.

So, in terms of the action plan, let me just skip to the chase and
say that the time for more dialog and bilateral consultation is over.
That hasn’t worked. We haven’t succeeded in convincing those
other governments to change their actions. So, we need to start by
using the annual Treasury Department report to be honest and to
brand countries as manipulators when they have been.

Second, to indicate—for the administration to indicate its willing-
ness to use WTO dispute resolution measures to address currency
manipulation as an illegal subsidy. We would like to support and
join our other friends and colleagues on the China Currency Coali-
tion in supporting H.R. 782, the Fair Currency Act of 2007, which
would clarify the definition of currency manipulation, identify cur-
rency manipulation as an illegal subsidy and ensure that counter-
vailing duty laws can be applied to nonmarket economies. This
would apply not just to China but to any country that is manipu-
lating its currency. We think that would be a crucial first step in
addressing this very important problem that’s having such a nega-
tive impact on the members and on the businesses that we work
with.

Thank you very much for your time. I look forward to your ques-
tions.

[The prepared statement of Ms. Lee follows:]

Prepared Statement of Thea M. Lee, Policy Director,
American Federation of Labor and Congress of Industrial Organizations

Chairman Levin, Chairman Gutierrez, Chairman Rush, Members and Ranking
Members of all three Subcommittees, I am delighted to have the opportunity to tes-
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tify today on behalf of the ten million working men and women of the AFL-CIO.
My remarks on currency manipulation are also offered on behalf of the China Cur-
rency Coalition, of which the AFL—CIO is a founding member.

Currency manipulation is an urgent economic issue for American workers and
businesses. We all live and work and compete in the global economy—but in order
to succeed in the global economy, we need our own government to ensure that the
terms of competition are fair. Defining—and adequately addressing—currency ma-
nipulation is an essential element of ensuring fair global competition, but the insti-
tutions of the global economy and our own government have so far failed to rise to
this challenge.

The AFL-CIO is working closely with our allies in the domestic manufacturing
sector, as well as with many American farmers and ranchers, to draw attention to
the job, wage, and community impacts of currency misalignments and to urge effec-
tive solutions.

Unfortunately, it often appears that this Administration does not share our sense
of urgency. We hope that Congress will step into the void left by the Administra-
tion’s failure to act, and we welcome this hearing as a crucial step in that direction.

The Economic Importance of Addressing Currency Manipulation

The economic impact of currency manipulation is equivalent to a country’s raising
tariffs on imports or subsidizing its exports. Currency manipulation shifts the rel-
ative prices of imports and exports through deliberate government action, creating
a competitive advantage for the country that keeps its currency undervalued.

As a nation, we put tremendous energy into negotiating international trade rules
to expand reciprocal market access at the World Trade Organization and through
bilateral and regional trade agreements. Yet, small tariff changes can—and have
been—swamped by unanticipated currency movements that effectively nullify nego-
tiated changes in tariffs and disciplines on export subsidies.

In principle, rules are in place at both the World Trade Organization (WTO) and
the International Monetary Fund (IMF) to prevent countries from gaining an unfair
competitive advantage through exchange rate action. Yet neither the WTO nor the
IMF, nor our own government, appears willing or able to implement these provi-
sions.

Our government needs to realign its priorities and reevaluate its policy tools to
recognize and address this problem.

Defining the Problem

This Administration has failed even to correctly identify currency manipulation as
a problem and has failed to hold governments accountable for their actions.

In December, the Treasury Department issued its 2006 Report to Congress, in
which it found that “no major trading partner of the United States met the technical
requirements for designation [as a currency manipulator] under the terms of Section
3004 of the [Omnibus Trade and Competitiveness] Act [of 1988] during the period
under consideration.” The 2007 Report, which was due on April 15th, has not yet
been submitted to Congress.

The relevant portion of the 1988 Act states that: “The Secretary of the Treasury
shall analyze on an annual basis the exchange rate policies of foreign countries, in
consultation with the International Monetary Fund, and consider whether countries
manipulate the rate of exchange between their currency and the United States dol-
lar for purposes of preventing effective balance of payments adjustments or gaining
unfair competitive advantage in international trade.”

The 2006 Treasury report finds that China’s current account surplus rose to
“around 8 percent of GDP” in the first half of 2006, up more than fivefold from 2001.
It also notes that China’s foreign exchange reserves “reached $1 trillion in October,”
adding around $200 billion in reserves just in the last twelve months.

The Chinese government has intervened massively in foreign exchange markets
in order to prevent the RMB from appreciating. According to Fred Bergsten’s Janu-
ary 31, 2007 testimony to the Senate Banking Committee, the Chinese government
has bought $15-20 billion worth of foreign exchange every month for several years
in order to keep the value of its currency down.

The U.S. trade deficit with China hit $232.5 billion in 2006, up about 15 percent
since last year. This is 28% of our total goods deficit, but a startling 43% of our
non-petroleum goods deficit. The Economic Policy Institute has estimated that the
growing bilateral deficit with China has displaced 1.8 million jobs since China
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joined the WTO in 2001.1 Jobs were displaced in every state and the District of Co-
lumbia.

Japan has also intervened extensively in currency markets—spending more than
$400 billion between 2000 and 2004 to push down the value of the yen against the
dollar. In 2006, Japan ran an $88 billion surplus with the United States in 2006—
$56 billion of that total accounted for by automobiles and parts. The U.S. Auto-
motive Trade Policy Council estimates that the yen is undervalued by at least 20
to 25 percent against the dollar, giving every imported Japanese car a $4000 cost
advantage over U.S.-made cars.

Either there is something wrong with the criteria Treasury is using to determine
currency manipulation, or there is something wrong with the Treasury Depart-
ment’s math.

In a recent Policy Memorandum, economists Josh Bivens and Rob Scott of the
Economic Policy Institute laid out three clear criteria for determining whether or
not a country is manipulating its currency: “First, does it have a high and rising
bilateral trade surplus with the United States? Second, is its global current account
surplus (the broadest measure of its trade and income flows) high and rising? Third,
does it possess a high and rising accumulation of international reserves?’2 Cer-
tainly, both China and Japan meet all these criteria.

Table 1 below (reprinted from EPI) compares China’s current position to nine
past instances when the Treasury Department found that nations were manipu-
lating the value of their currency vis-a-vis the dollar for competitive gain. “On each
front,” write Bivens and Scott, “the current position of China well exceeds the pre-
vious threshold that led to a finding of manipulation.”

Many respected academic experts have also weighed in on this issue. The bipar-
tisan, Congressionally appointed U.S.-China Economic and Security Review Com-
mission (USCC), in its 2006 report, found that China’s currency manipulation
“harms American competitiveness and is also a factor encouraging the relocation of
U.S. manufacturing overseas while discouraging investments in U.S. exporting in-
dustries.” The Commission also found that the currency manipulation “distorts the
trading relationship between the United States and China. . . . American small and
medium-size enterprises are particularly disadvantaged by having to compete for
U.S. market share with Chinese exporters who enjoy the subsidy of an artificially
undervalued renminbi.” 3
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1Robert E. Scott, “Costly Trade with China: Millions of U.S. Jobs Displaced with Net Job Loss
in Every State,” Economic Policy Institute Briefing Paper #188, May 2, 2007.

2L. Josh Bivens and Robert E. Scott, “China Manipulates Its Currency—A Response is Need-
ed.” Economic Policy Institute Policy Memorandum #116, September 25, 2006.

3U.S.-China Economic and Security Review Commission, “2006 Report to Congress,” Novem-
ber 2006, pp. 6, 53. Report is available at: http://www.uscc.gov/annual_report/2006/
06_annual_report.php.
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Ben Bernanke, Chairman of the Federal Reserve Board, in his prepared remarks
to the Chinese Academy of Social Sciences, dated December 15, 2006, wrote that
China’s undervalued currency provides an “effective subsidy . . . for Chinese firms
that focus on exporting rather than producing for the domestic market.” He outlined
some of the advantages for China of allowing the RMB to appreciate, including en-
couraging a shift toward domestic consumption and social services, as well as im-
proving long-term financial stability.

China’s currency manipulation also impacts other trading partners, who feel pres-
sured to keep their currencies competitive with the RMB in order to avoid a com-
petitive disadvantage in the U.S. market. Bivens and Scott write, “There is a cost
to developing nations from the Chinese currency peg. By pursuing mercantilist ex-
change rate policies, China has robbed market share from smaller developing coun-
tries and forced many into managing their own exchange rates with the goal of
matching China’s competitive position. Many of them would prefer a more flexible
currency regime but cannot allow themselves to get priced out of competitiveness
in the U.S. market through China’s manipulation.” 4

Exactly what would it take for Treasury to find that a country had in fact manip-
ulated its currency, and—perhaps more important—what it would take to move be-
yond yet another round of endless diplomacy and strategic dialog to concrete action
and results?

This is not an academic exercise for the union members we represent. The dif-
ference between currency manipulation and a market-equilibrium exchange rate is
the difference between having a job and watching your factory shut its gates. It is
the difference between having health insurance for your kids—or not. And, for our
country, it may be the difference between having a healthy middle class—or sitting
back and watching as economic divisions tear us apart.

And, tearing us apart they are. The fact is domestic manufacturers and their
workers are forced to compete at an enormous competitive disadvantage from ma-
nipulated currency rates—even before taking into account all the other issues we
face: violations of workers’ rights, asymmetrical tax policies, illegal subsidies, lax
environmental and resource regulations, and a dysfunctional health care and pen-
sion system that disadvantages our manufacturers.

Failure to Act

In June 2005, then-Secretary Snow testified to the Senate Finance Committee
that “if current trends continue without substantial alteration, China’s policies will
likely meet the technical requirements of the statute for designation. . . . Concerns
of competitiveness with China also constrain neighboring economies in their adop-
tion of more flexible exchange policies. China’s rigid currency regime has become
highly distortionary.”

Given the raw economic data on trade imbalances and reserve accumulation, it
certainly appears that current trends have not only “continued without substantial
alteration,” they have accelerated.

Therefore, we were bitterly disappointed that Treasury found no manipulation
again this year, and we were underwhelmed by the announcement of the “Strategic
Economic Dialogue” (SED) as a response to the “global imbalances” that the report
did concede.

On paper, the SED promises a “forum for addressing critical economic issues and
planning for long-term cooperation.” Issues to be addressed include developing effi-
cient innovative service sectors, health care, cooperation on transparency issues, and
a joint economic study on energy and environment, among other things.

This SED offers too little, too late. The proposed forum, dialog, and cooperation
are grossly inadequate, given the magnitude of the economic problems we face with
respect to China. Beyond its limitations with respect to currency manipulation, the
SED does not even begin to address a separate and equally serious economic con-
cern: the egregious and widespread repression of workers’ rights in China. The
breadth of the SED needs to be expanded, as does its core content.

Neglect of Workers’ Rights

We continue to be frustrated that this Administration fails to raise the issue of
workers’ rights violations with the Chinese government in any effective or high-level
forum. None of the highest-level economic dialogs with the Chinese government in-
clude workers’ rights as part of their public agenda (neither the Joint Commission
on Commerce and Trade, nor the SED, address the issue publicly).

4L. Josh Bivens and Robert E. Scott, “China Manipulates Its Currency—A Response is Need-
ed.” Economic Policy Institute Policy Memorandum #116, September 25, 2006.
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Violation of workers’ rights is just as much an economic issue as currency manip-
ulation, violation of intellectual property rights, or illegal subsidies. We estimate
that hundreds of thousands of U.S. jobs are lost because the Chinese government
brutally suppresses the rights of Chinese workers to form independent unions and
bargain collectively for their fair share of the wealth they create.®

Promoters of permanent normal trade relations (PNTR) and China’s accession to
the WTO argued that unfettered trade and investment would be the best way to
raise living standards and promote human rights in China.

Unfortunately, the five years since China’s accession to the WTO have not borne
out this prediction. Instead, increased trade and investment have coincided with
continued harsh violations of workers’ rights, rising worker unrest, and a “strike
hard” campaign against dissent by the Chinese government. Far from “exporting
American values” to China, American companies have been complicit in this abuse
and have profited from it.

Legal protections for wages, benefits, and hours are routinely violated in the pri-
vate sector, and shoddy enforcement of health and safety standards costs workers’
lives in China’s export industries.

Faced with growing worker unrest, the Chinese government continues to choose
violence and repression as tools of control, and has made only cosmetic gestures to-
wards legal reform. Proposed reforms to China’s trade union law in 2001, while os-
tensibly designed to protect union organizing in the growing private sector and
strengthen workers’ rights, maintain the single government-controlled labor organi-
zation’s strict legal monopoly over all trade union activity in China. Yet American
business interests resisted even those modest reforms, weighing in against meas-
ures that might strengthen workers’ rights at the margin. (See the excellent report
by Global Labor Strategies, “Undue Influence: Corporations Gain Ground in Battle
Over China’s New Labor Law,” available at www.laborstrategies.org.)

We are baffled and frustrated at our own government’s failure to insist that the
Chinese government honor its international obligations as a member of the Inter-
national Labor Organization and the United Nations. The Congress has given the
executive branch numerous tools to provide leverage in this area, including Section
301, which explicitly defines egregious violation of workers’ rights as an unfair trade
practice. Yet the Administration refuses to apply these tools.

Time for Action

In 2004, the AFL—CIO, along with a group representing several dozen U.S. indus-
trial, service, agricultural, and labor organizations, formed the China Currency Coa-
lition. On September 9, 2004, the Coalition filed a Section 301 petition alleging that
China’s currency manipulation was an unfair trade practice under U.S. trade law.

The petition laid out China’s international obligations under World Trade Organi-
zation (WTO) and International Monetary Fund (IMF) rules and documented the ex-
tent of the manipulation, as well as its impact on American workers and businesses.
Finally, the petition asked the Bush Administration to “seek authorization in the
WTO through expedited dispute settlement” to offset the subsidy and take measures
gohoffset the disadvantage caused by the currency manipulation for U.S. exports to

ina.

The Bush Administration summarily rejected the petition within a few hours of
its filing—apparently without taking the time to read the several hundred pages of
analysis, documentation, statistics, and tables. (I commend the full petition to you:
it can be downloaded, along with its supporting materials, at: htip:/
www.chinacurrencycoalition.org/petition.html.)

A bipartisan group of 35 U.S. Senators and Representatives refiled the petition
on April 20, 2005, only to have it rejected again.

The Bush Administration never challenged the factual findings of the petition,
only claimed that dialog and engagement with China would be more effective than
accepting the petition.

Then-Treasury Secretary John Snow said in a press conference held earlier in the
year: “China acknowledges [that it is best for the global system, for the United
States, and for China to move to a flexible exchange regime] and is making progress
toward this goal.” He boasted of the “extensive” talks under way: “I have held exten-
sive meetings and consultations with the Chinese economic team both here in Wash-
ington and in Beijing.” And he touted the progress being achieved: “With steady
progress clearly being made, the most effective way at this time to achieve the goal
of a flexible, market-based exchange rate in China is to maintain the persistent en-

5See the Section 301 petition filed by the AFL-CIO in June 2006: htip:/ /www.aflcio.org/
issues | jobseconomy | globaleconomy [ chinapetition.cfm.
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gagement we have established rather than through a trade petition” (emphasis
added).

Then-USTR Robert Zoellick promised strategic leverage would be used to pressure
China: “America’s policy of leveraged engagement gives us constructive new ways
to press for real results in China. . . . Under U.S. law, the first two criteria that
China must meet to be considered as a ‘market economy’ are: the extent to which
the currency of China is convertible; and the extent to which wage rates in the for-
eign country are determined by free bargaining between labor and management.
. . . These statutory criteria, together with China’s strong interest in being recog-
nized as a market economy under U.S. laws, provide us with significant leverage on
labor, currency, subsidy and other issues, and we plan to use it” (emphasis added).

John B. Taylor, at the time Under Secretary for International Affairs at Treasury,
quoted President Bush in a speech on October 21, 2004: “As President Bush recently
said, . . . “So I'm saying to places like China, you treat us the way we treat you.
You open up your markets just like we open up our markets. And I say that with
confidence because we can compete with anybody, any time, anywhere so long as
the rules are fair.”

So many promises, so few results.

The Bush administration has refused to hold the Chinese government to its inter-
national obligations on trade, currency manipulation and human rights, and has de-
nied American businesses import relief they are entitled to under the law. The ad-
ministration has actively encouraged the Japanese government, as the yen has re-
mained seriously undervalued.

The AFL-CIO believes that the Bush Administration needs to move beyond “bilat-
eral consultation” and continued dialog to address the urgent problems in the U.S.-
China and U.S.-Japan trade and economic relationships.

First, the Administration should use the annual Treasury Department exercise to
send a clear and consistent message to the governments of both China and Japan
that they have been identified as currency manipulators and that concrete actions
will follow if needed adjustments are not made in a timely fashion.

Second, the Administration should signal that it will initiate WTO dispute resolu-
tion with respect to ongoing currency manipulation.

But Congress cannot wait for this Administration to act.

We urge Congress to give immediate consideration to the Fair Currency Act of
2007, H.R. 782.

This bill clarifies the definition of currency manipulation, identifies currency ma-
nipulation as an illegal subsidy, and ensures that countervailing duty laws can be
applied to non-market economies. It applies to any country that is manipulating its
currency. It is a crucial first step in addressing the urgent economic problems we
face today.

I thank the three Subcommittees for the invitation to appear here today, and I
look forward to your questions.

——

Chairman LEVIN. Thank you very much.
Mr. Hickey.

STATEMENT OF WILLIAM HICKEY, LAPHAM-HICKEY STEEL
CORPORATION, CHICAGO, ILLINOIS

Mr. HICKEY. I want to thank Congressman Rush for the wel-
come. It’s very nice of you, Congressman.

I am Bill Hickey. I am president of Lapham-Hickey Steel Cor-
poration, which is a steel service center based in Chicago, Illinois,
founded in 1926. We have plants in Illinois, Ohio, Wisconsin, Min-
nesota and Connecticut and we currently have about 450 employ-
ees.

I'm also a sitting member of the ITAC-12 which advises the De-
partment of Commerce and the USTR on trade policy.

I am a past chairman of the Metal Service Center Institute,
which is a leading member of the Chinese Currency Coalition,
which we are representing here today.
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My wakeup call to this subject occurred in the summer of 2001
when one of our long-term customers asked for a meeting to talk
about their business. He told me that they were no longer going to
purchase steel products from our corporation but would purchase
the parts they had produced before from China and assemble these
parts in their plant. The finished machine parts delivered from
China would cost less than the raw steel product that we sold to
the customer.

So, our customer reduced their staff of high-skilled and high-in-
come employees and retained a few low-skilled and low-income em-
ployees to assemble and ship their product. This visit started my
research into how this economic event could take place.

How can China deliver finished machine products into the
United States at less than the cost of the raw steel?

This was during this time the industrial economy of the United
States was in recession. Tens of thousands of manufacturing jobs
were disappearing every month. As these jobs vanished, our trade
deficit with China exploded. But the value of the Chinese currency
did not move. This is when I realized that what China had done
in the mid-1990s was to devalue their currency by more than 50
percent against the U.S. dollar and then freeze the value of the ex-
change rates by intervening massively in the currency markets.

This guaranteed that Chinese manufacturers could ship massive
amounts of products to the United States at the China price.
Japan, South Korea also engage in these similar tactics for their
manufacturers.

All the economic theory about free and fair trade that you
learned goes out the window. As I realized that domestic manufac-
turing companies cannot compete with Asian governments, I began
to witness the structural decline in the U.S. manufacturing sector.

Many of the other speakers today talked about all these macro
events. I go to places like Rockville, Illinois. I see Congressman
Manzullo is here. Rockford, Illinois, has been destroyed. The manu-
facturing base in Chicago has been destroyed. It is true in South
Bend, it is true across the country.

Accordingly, I turned to public advocacy to get our government
to level the playing field with our Asian competitors. I started by
congressman at the time, William Lipinski, who was very sup-
portive in our efforts. We engaged the Metal Service Center Insti-
tute to use their chapter structure to hold town hall meetings
across the country and inform the people of the manufacturing sec-
tor of this country that we are not incompetent; we are at a com-
petitive disadvantage that our government allows to continue
today.

Along with many of the others in this room, including some
members here, I know Mr. Levin, we tried to get this administra-
tion to recognize that misaligned RMB was destroying tens of thou-
sands of manufacturing businesses and millions of jobs. Every time
this administration was pressed for some action on the currency,
those pushing for action were either insulted or ignored.

In early 2005, I had a chance to visit with Representative Tim
Ryan of Ohio. We explained the problems of manufacturing compa-
nies in his district and we discussed how much of this economic
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distress was caused by currency manipulation. A match made in
heaven.

Representative Ryan combined with Chairman Duncan Hunter
to sponsor House Resolution 1498 in the last Congress. It ended
with 178 bipartisan cosponsors but was ignored by this administra-
tion.

Now that the control of Congress has changed parties, we have
a Treasury Secretary calling for much faster appreciation of the
Chinese currency. Now that the control of Congress has changed
parties, we have a Department of Commerce that has conceded
that nonmarket economies employ massive domestic and export
subsidies. Now that the control of Congress has changed parties,
we have a USTR that starts trade cases in the WTO against China.

If control of this body had not changed, does anyone in this room
believe that the administration would have taken any of these re-
cent actions? This is the case for why we need House Resolution
782. We must get this enacted into law as soon as possible. The bill
makes currency misalignment by protected government interven-
tion a subsidy under U.S. countervailing duty law. The Fair Cur-
rency Act has five important virtues. For the first time, injured in-
dustries and their workers would have an effective remedy under
U.S. trade law against undervalued currencies. For the first time,
the Treasury Secretary with the leverage of his diplomatic cam-
paign to stimulate U.S. export.

It is consistent with our WTO obligations on subsidy rules. It
avoids this fantasy of any reliance on the International Monetary
Fund to do anything. This bill addresses the problem of currency
manipulation, per se, by any country at a time.

It has been six years since I discovered the China price. Since
then, there has been no effective action taken by this government.
We as a country need laws that ensure our companies and employ-
ees are not going to be destroyed by a policy of neglect by any ad-
ministration at any time.

Thank you all.

[The prepared statement of Mr. Hickey follows:]

Prepared Statement of William Hickey, President,
Lapham-Hickey Steel Corporation, Chicago, IL

I am Bill Hickey, President of Lapham-Hickey Steel Corp. Lapham-Hickey Steel
Corp. is a metal service center founded in 1926 with headquarters in Chicago and
plants in Illinois, Ohio, Wisconsin, Minnesota and Connecticut. Currently we have
approximately 450 employees and customers of all sizes.

I also am a sitting member of the Industry Trade Advisory Committee (ITAC-12)
which advises the Department of Commerce and USTR on trade policy. I am a past
chairman of the Metals Service Center Institute (MSCI), who is a leader of the
China Currency Coalition, whom I represent as well as the employees of our com-
pany. The China Currency Coalition mostly consists of supply-chain industries such
as primary metals, fabricated metals, plastics, electronics, textiles, small- and me-
dium-sized manufacturers and labor organizations.

I want to thank these three Subcommittees for their unprecedented cooperation
and holding this hearing on currency manipulation and its effect on our manufac-
turing companies and their employees.

My wake-up call on this subject occurred in the summer of 2001 when one of our
long-term customers asked for a meeting to talk about their business. He told me
they were no longer going to purchase steel products from our company, but would
purchase the parts that they had produced from China and assemble these parts
in their plant. The finished machined parts delivered from China would cost less
than the raw steel product that we sold to the customer.
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So our customer reduced their staff of higher skilled and income employees and
retained a few lower skilled and income employees to assemble and ship their prod-
uct.

This visit started my research into how this economic event could take place; how
can China deliver finished, machined products to the United States at less than the
cost of the raw steel?

My First Experience With “The China Price” and Its Effect On U.S. Manufac-
turing

During this time the industrial economy in the United States was in recession.
Tens of thousands of manufacturing jobs were disappearing each month. As these
jobs vanished, our trade deficit with China exploded, but the value of the Chinese
currency did not move. This is when I realized that what China had done in the
mid-1990s was to devalue their currency by about 50% against the U.S. dollar, and
freeze the value at that exchange rate by intervening in the exchange markets. This
guaranteed that the Chinese manufacturers could ship massive amounts of products
to the United States at “The China Price.” Japan, which engaged in similar tactics,
was not far behind.

All the economic theory about free and fair trade I had learned was thrown out
the window.

As T realized that the domestic manufacturing companies could not compete with
Asian governments, I began to witness a structural decline of the U.S. manufac-
turing sector, and I was not alone.

The decline of manufacturing is not just a series of anecdotes. What I saw was
captured by the import penetration rate for tradable manufacturing industries, as
reported by the U.S. Census Bureau. In 1997, imports totaled 22.6% of the tradable
U.S. industrial market; in 2004, imports totaled 31.8%. That nine percentage point
increase amounts to a 41% increase in the U.S. import penetration rate for tradable
industries.

Of the 473 manufacturing job classifications under the North American Industrial
Classification System (NAICS), 37 sub-industries (8%) increased their market share,
with one category suppressed for national intelligence reasons. 85 sub-industries
(18%) are deemed untradable by the Commerce Department, which does not provide
import and export data. Accordingly, 351 of the 473 industrial sub-classifications (or
74%) lost market share from 1997-2004, explaining the 41% increase in the U.S.
import penetration rate.

In the fabricated metals sector, which I am most closely tied to, 30 out of 43 sub-
industries were tradable. Only one industry gained U.S. market share, a mere 0.9
percentage point growth. Specifically, imports in “other metal container manufac-
turing” fell from 13.15% of the market in 1997 to 12.24% in 2004.

Surely, other competitive factors include high corporate tax rates, health and pen-
sion benefits, tort costs, natural gas and pollution abatement. The Manufacturers
Alliance and the National Association of Manufacturers (NAM) estimate these non-
wage structural factors add 31.7 percent in production costs to U.S. manufacturers
compared to our major trading partners. We also face strains in our education sys-
tem and major challenges producing skilled workers.

These issues are all very important to me. However, today I believe the most
pressing problems facing all U.S. domestic producers are effectively macroeconomic
trade problems. 143 of our trading partners have consumption taxes averaging 17—
18 percent, where they tax our exports at the border and do not tax their exports
to the United States. As a result, all imports come into this country free of tax while
those we offer for export to almost any destination in the world carry the burden
of double taxation.

If you add an undervalued currency in China at 40 percent or more, and a signifi-
cant but slightly smaller regional undervaluation in Japan and the rest of Asia, the
trade magnitude effectively doubles the other non-wage structural disadvantages.
As a pragmatic businessman, when faced with numerous difficult problems, I feel
I must identify the largest source of competitive disadvantage and eliminate it first,
otherwise there is not enough time to deal with the full range of competitive prob-
lems.

My Advocacy From 2001-Present

Accordingly, I turned to public advocacy to get our Government to level the play-
ing field with our Asian competitors.

In early 2003, I started by visiting my Congressman at the time, Representative
William Lipinski, who was very supportive in our efforts and referred me to his
friend, Congressman Luis Gutierrez of the Financial Services Committee. We en-
gaged the Metals Service Center Institute (MSCI) to use their chapter structure to
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hold town hall meetings across the United States to inform the people in the manu-
facturing sector that we were not incompetent—we were and still are at a competi-
tive disadvantage that our government allows to continue.

I, along with many others, including many Members of Congress, have tried to
get this Administration to recognize that the misaligned Renminbi was destroying
thousands of manufacturing businesses and millions of jobs.

Every time this Administration was pressed for some action on the currency,
those pushing for action were either insulted or ignored. The action by Congress has
been only marginally more responsive.

In the last two Congresses, under the Chairmanship of Representative Bill Thom-
as, The House Ways & Means Committee refused to even hold a hearing.

On October 1st 2003, Chairman Peter King of New York agreed to hold a hearing
with the Financial Services Committee Subcommittee on International Monetary
Policy, which many of you participated in. During that hearing, the Undersecretary
of Commerce, Grant Aldonas, refused to acknowledge that currency misalignment
by China was costing jobs. Treasury Undersecretary John Taylor was asked directly
by Congressman Manzullo what plans the administration has to stop overt currency
manipulation by Japan. Mr. Taylor failed to disclose he was consenting to what
turned out to be massive Japanese intervention in a follied attempt to combat defla-
tion, as revealed in his recent book Global Financial Warriors.

In 2004, the China Currency Coalition filed a Section 301 case against China’s
currency manipulation, which would have required the administration to begin ne-
gotiations if accepted. The 200+ page petition was rejected two hours after it was
submitted in September 2004.

In 2005 and 2006, the National Association of Manufacturers staff told their mem-
bers pushing for an association endorsement that the administration opposed the
legislative solution.

In early 2005 I had a chance to visit with Representative Tim Ryan of Ohio. He
explained the problems of the manufacturing companies in his district and we dis-
cussed how much of this economic distress was caused by currency manipulation.

A match made in heaven!

Representative Ryan combined with Chairman Duncan Hunter of the Armed
Services Committee to sponsor H.R. 1498 in the last Congress that ended with 178
bipartisan co-sponsors, but was ignored by Chairman Thomas.

Now that the control of Congress has changed parties, we have a Treasury Sec-
retary calling for much faster appreciation by China on their currency. Unfortu-
nately, he still lacks any leverage to accomplish these objectives.

Now that the control of Congress has changed parties, we have a Department of
Commerce that has conceded that non-market economies employ massive domestic
and export subsidies. Unfortunately, this issue may end up in the U.S. courts with-
out Congressional intent being crystal clear.

Now that the control of Congress has changed parties, we now have a USTR that
starts trade cases at the WTO against China. Unfortunately, this is a slow, cum-
bersome and unpredictable process.

If control of Congress had not changed, does anybody believe that the Administra-
tion would have taken these recent actions?

The Case For H.R. 782

This is why we need H.R. 782 enacted into law as soon as possible. This bill
makes currency misalignment by protracted government intervention a subsidy
under the U.S. countervailing duty law. I have submitted for the record a detailed
set of questions and answers prepared by the China Currency Coalition about the
legislation.

In summary, The Fair Currency Act of 2007 has five important virtues.

1) For the first time, injured industries and their workers would have an effective
remedy under U.S. trade law against undervalued currencies.

2) For the first time, the Treasury Secretary would have leverage for his diplo-
matic campaign to stimulate U.S. exports.

3) It is consistent with our obligations under the WTO subsidy rules.

4) It avoids any reliance on the International Monetary Fund. IMF Article IV
urges all members to avoid using exchange rates to prevent the adjustment of im-
balances in trade flows. In practice, it is an outmoded carry-over from the Bretton
Woods era, contains no definitive legal obligation and is inherently unenforceable.
In fact, IMF Director General Rodrigo de Rato said publicly the IMF should play
no role in disputes over currency values. Fundamental reform of the IMF is a wor-
thy long term goal; reliance on a new IMF in the short-run assures an unbearable
status quo.
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5) This bill addresses the problem of currency manipulation per se by any country
at any time. In my remarks, I focus on China and the Renminbi. Let me assure you
that this is a much bigger problem. Japan, South Korea, India and others are using
mercantilist currency policies to engineer an artificial advantage in both their own
and the U.S. market.

The China Currency Coalition has consistently sought an immediate substantial
revaluation of the Renminbi to reflect economic realities. We recognize that a more
flexible currency regime requires time and institutional reform. Moreover, we note
that Japan has a flexible managed float regime that has produced an undervalued
Yen. That is not what we want for the Yen, the Renminbi or any currency.

It has been six years since I lost my first customer. Since then, there has been
no effective action taken by the government.

We, as a country, need laws that ensure our companies and employees are not
going to be destroyed by a policy of neglect by any Administration at any time. In
December of last year to China’s Academy of Social Sciences, Fed Chairman Ben
Bernanke called China’s currency policies an “effective subsidy.” The momentum
continues; in the last two weeks alone, two major publications have vindicated the
arguments the United States domestic manufacturing sector has been making for
years. Steve Pearlstein of the Washington Post stated on April 25th: “Contrary to
what you hear from editorial writers and other free-trade ideologues, it is not ‘pro-
tectionist’ for the United States to impose countervailing duties on imports from a
country that subsidizes exports and keeps its currency pegged to the dollar.”

In the May 14th issue of Newsweek, Robert J. Samuelson, writes: “It is not “pro-
tectionist” (I am a longstanding free trader) to complain about policies that are
predatory; China’s are just that.”

Thank you.

——

Chairman LEVIN. Thank you very, very much.

This has been sterling. Now what we are going to do, each of the
Committees will call on Members. I think we are first.

I am just going to say something preliminarily and then call on
the first person who is here. I think, Mr. Tanner, I will call on you
next.

I just wanted to say as I listened to the testimony that I think
there is movement here. I think there is a growing awareness that
the status quo won’t work. There is this shift. If you read, for ex-
ample, The Economist, and I say this to you, Secretary Evans, in
response to your—you know, The Economist is a very mainline, tra-
ditional, conventional, one might call it.

This is a quote: Japan’s abnormally low rates could be viewed as
a form of intervention to hold down the yen. Since Japan still holds
another 900 billion of foreign exchange reserves accumulated a few
years ago when it was intervening, it is hard to claim that the cur-
rency is truly market determined.

I was just reading a column today by another very traditional
economist, Robert Samuelson, talking about China’s time bomb and
that it is meaning for the world economy and for the American
economy. How it is a time bomb and we are just, I think, in danger
of more inaction.

So I am not going to use my 5 minutes. I think everybody else
who needs to listen to Mr. Hickey and listen to the people that I
have talked with from businesses throughout this country who cite
the currency valuation problem as destroying their livelihoods,
their businesses, that it is a tilted field that they can’t play on ef-
fectively.

So I do think that there is a shift here. There has been a failure
of the administration to recognize it and to recognize the impact on
the lives of people.
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One of you talked about, I guess it was one of my colleagues, Mr.
Herger, about Smoot-Hawley. We are decades away and that isn’t
the issue. The issue is what do we do about a globalizing economy
which is much more complicated but where more players are essen-
tially rigging the terms of competition. Whether our belief is that
those who rig only hurt themselves, and that eventually rigging
will be undone on its own, or whether there is a need for us to
wrestle with the problems of globalization in this country much
more effectively.

When it comes to currency, I think the answer has to be that we
have been essentially standing by the ropes instead of in there
wrestling. It is not easy to wrestle. But we have been more by-
standers than we have been activists.

Mr. Tanner, you are next. Then I will turn to Mr. Gutierrez and
then Mr. Rush.

Mr. TANNER. Thank you, Mr. Chairman. I will try to be brief
as well.

I want to thank all the panelists for being here this morning on
this important matter. It is complicated. It is one that is hard to
get one’s arms around, because of the various nuances, may I say,
if you put a peg in here, what happens here and so forth. So I am
going to try to limit my question just to one aspect of all of this.

As all of you know, the United States has borrowed over $1.6
trillion in hard money in the last 60 months. What bothers me
about that is, more than 75 percent of it has come from overseas
sources, which means that out of the tax base that all of us paid
April 15th, from the summer of 2002 to this summer, we will have
$80 billion unavailable to address the problems in this country be-
cause it is going to pay interest. This continued degradation of the
tax base, I think, poses a whole other set of problems. But that is,
from a business standpoint, how I look at it.

The other thing, the reason I want to ask you what happens,
Japan and China own over $1 trillion of our paper. China, particu-
larly, has increased—almost two. China has increased their hold-
ings dramatically in the last five years as many of you know, some-
thing over 400 billion.

What happens to the interest rates that we pay as Americans on
this foreign held debt when we have a meaningful correction in the
valuation of the currency?

Mr. BERGSTEN. I could take a crack at that and Steve, too,
could talk about it. On your first point, you are exactly right to
worry about that. We published a book about 18 months ago enti-
tled, “The United States as a Debtor Nation.” It runs through that
analysis in depth.

Mr. STEARNS. I read it.

Mr. BERGSTEN. Well, then you know the answer to your ques-
tion. But you are absolutely right and that is why I set a goal for
U.S. policy, not to eliminate our external deficit but to cut it in
half. At that level, about 3 percent of GDP, the ratio of our foreign
debt to GDP would at least level off and not get worse. I am look-
ing to cut $400 billion to $500 billion per year off the current im-
balance. That is why I say it is going to take a dollar to climb 20
percent because we get about $20 billion to $25 billion of current
account improvement per percentage point of dollar decline.
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Second, on your point about inflation and interest rates. The rule
of thumb that most economists in this business use is that every
decline of 10 percent in the exchange rate of the dollar on average
will lead to an increase of 1 percent in the inflation rate. If we be-
lieve that nominal interest rates pretty much track inflation, then
the nominal interest rate would also go up 1 percent. So, if you
think the dollar is still overvalued on average by about 20 percent,
which is our calculation and what I just reported, unless all the
laws of economics are repealed, the dollar will come down by 20
percent over the next few years and everything else equal, that
would push inflation and interest rates up by about 2 percentage
points. Hopefully this phases in a gradual and orderly way over
three or 4 years, and not all of a sudden. The dollar has in fact
come down 15 to 20 percent over the last five years. The decline
has been gradual and orderly, not a hard landing, but it still will
push inflation and interest rates up, it will magnify that cost you
mentioned, and it will increase our costs at home.

In essence, we have been getting a subsidy from the rest of the
world, keeping our inflation and interest rates down because of all
the capital inflow we have gotten to finance the big current account
deficits. So, even as job-holders in Revere or in Steel have been
hurt, U.S. homeowners have benefitted from this big international
imbalance because of the buildup of foreign dollar balances, lower
interest rates, et cetera, but that is living on borrowed time. We
are going to pay that piper and there is going to be an offsetting
increase in inflation and interest rates as the correction takes place
and it will certainly add to the problem that you have highlighted.

Mr. ROACH. Can I just add one thing to that, Mr. Chairman?
Fred has described sort of the gradual adjustment as it has been
occurring. What you asked, Mr. Tanner, is what would happen to
the Chinese appetite for dollar-based assets should we take action
against them. I think that that would accelerate the process dra-
matically that Fred just described. If we tax one of our major lend-
ers, they are going to want to buy other assets other than dollar-
based assets. They are not going to be as cooperative in the way
of providing capital for a savings-short U.S. economy as has been
the case. I am not saying that they are going to sell their existing
holdings, I am saying something very different. They are accumu-
lating foreign exchange—new foreign exchange reserves to the tune
of at least §250 billion per year. Fred indicated in the first quarter
of this year their accumulation was well in excess of that. They are
currently investing somewhere in the order of about 60 percent,
maybe more than that, of this new foreign exchange reserve accu-
mulation in our capital markets and dollar-based assets. They will
lower that asset allocation. That will have consequences for the
currency and for real interest rates that a weakened U.S. economy
will have a hard time taking. This is a big risk and unfortunately
this is what we ask for when we do not save and we are so depend-
ent on the kindness of strangers to finance a savings-short U.S.
economy.

Chairman LEVIN. All right.

Mr. MOHATAREM. Mr. Levin, can I take a different view on
this? I think the assumption is that somehow the U.S. is doing
something wrong and that we are at the mercy of Japan and
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China. No, as Ben Bernanke, the Fed Chairman has said, there is
a glut of savings, that the strategy of export-based growth produces
the excess savings which are being invested in the U.S. at very low
rates. One of the challenges people face when they say it is a U.S.
problem because we have to borrow is why are interest rates so
low, in fact why are foreigners earning a much lower rate of return
of their investments in the U.S. than Americans earn abroad? The
answer is that the driver of the Japanese, Chinese, and other Asian
investment in the U.S. is not a desire to earn a higher rate of re-
turn, it is to support their exports. So, a change in policy nec-
essarily will mean a change in their export-based growth strate-
gies. It is not necessarily our problem. It will cause some changes
in the U.S. but let’s face it we are just letting foreign countries dis-
tort our economy.

Chairman LEVIN. All right, it is so interesting, it is hard to stop,
but the other Committees are going to choose and we are alter-
nating Republicans and Democrats. Chairman Gutierrez, your
Committee next and then Rush. The next person on Ways and
Means will be Mr. Herger.

Chairman GUTIERREZ. Thank you. It is a great and very inter-
esting discussion. The first thing that comes to mind is the dichot-
omy between Dr. Roach and Wall Street and Morgan Stanley and
Main Street, Hickey and Mr. O’Shaughnessy. You all represent the
business community here but some people employ people each and
every day and manufacture goods and others finance it, but that
kind of dichotomy I have not seen before so it is interesting. I think
we are going to have to make a decision of who we are going to
listen to: Wall Street or Main Street, those that actually develop
jobs and produce jobs for people.

I would like to ask Mr. O’Shaughnessy, in your testimony you
state that Congress should pass the Ryan Hunter bill, my friend
Mr. Ryan from Ohio is here with us today. Since that was the rea-
son that led me—this hearing is not about any particular bill but
since that is particularly what led me to call Mr. Levin and enthu-
siastically join him, tell me how would you see Congressman
Ryan’s bill helping your industry? I am going to follow up with Mr.
Hickey on the same question?

Mr. O'SHAUGHNESSY. Well, Congressman Ryan’s bill has teeth
in it. Nothing the administration has done to date has teeth. Many
of those who want for China to continue its manipulative practices,
its protectionist behavior support all kinds of efforts and bills that
have no teeth, that would create new jobs, new Committees. By
“new jobs,” I mean an assistant secretary of the Treasury for exam-
ple. Congressman Ryan’s bill would allow Revere and our trade as-
sociations, the Copper and Brass Fabricator’s Council, to file for
countervailing duties against Chinese imports of copper and brass
products because those copper and brass products are subsidized by
currency manipulation. The bill directly links currency and defines
i:lurrency manipulation as an illegal subsidy. That is why I support

im.

Chairman GUTIERREZ. Let me ask Mr. Hickey is there any-
thing you would like to add on the proposal by Mr. Ryan?

Mr. HICKEY. Mr. Gutierrez, I support the Ryan Hunter bill be-
cause of the frustration I have in the efforts I have taken. In 2004,
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I with Mr. Trumpka, who is another member, one of the heads of
the AFL-CIO, filed a 301 against China. Mr. Levin and some con-
gressional Democrats followed that up several months later. Before
I got on the plane back to Chicago, the Secretary of Commerce, the
Secretary of the Treasury, the Secretary of Labor, and the USTR
all denied the petition. That petition was 200 some odd pages long
and within an hour they digested it and said it is protectionism.
Again, if you cannot talk about the problem, it is protectionism.
You look at the 421’s, the 421’s were specific legislation put into
the China ascension to the WTO so that industries that were hurt
by China could take a petition to the government. We have had
four or five 421’s, every one has been denied by the Bush adminis-
tration and every letter of denial reads the same thing. It basically
says this industry would go out of business anyhow if it wasn’t the
Chinese cutting the price. This is insanity. We have no way of pro-
tecting these industries.

Chairman GUTIERREZ. Thank you.

Chairman LEVIN. All right, can I call Mr. Rush?

Chairman GUTIERREZ. Sure.

Chairman RUSH. Thank you, Mr. Chairman. I also agree this
has been an extraordinary hearing so far and the testimony has
really been quite interesting. I want to again thank the witnesses
for their participation. My time is limited so I am going to ask a
question, and I would like for responses from each and every one
of you. Dr. Mohatarem makes what is an interesting point in his
testimony, he mentioned that as the U.S. trade deficit has grown,
other freely traded currencies, such as the Euro and the Canadian
dollar, have appreciated considerably against the dollar. Why in
your opinion has the yen not done so as well? Could each of you
except for Dr. Mohatarem respond briefly to this question?

Mr. EVANS. Well, as I said in my testimony, it is my belief that
the yen has not appreciated in value because Japan continues to
go through this recovery of the debt devastating period of the
1990s, a period when that economy basically just collapsed or had
flat growth for over 10 years. As they continue through that recov-
ery, part of it is low interest rates and so you have low interest
rates, that tends to leave your currency in a relatively low level.
So, I think my point with respect to the yen is it does not appear
that Japan has been intervening in the market in any material
way in the last three years and so to encourage them to intervene
I think would be foolhardy.

Mr. O'SHAUGHNESSY. I think that Japan’s policy is much more
sophisticated. I think that they are intervening but they are inter-
vening in a way that is not as direct as the Chinese are. I would
agree with that portion of the testimony indicated earlier by the
General Motors Corporation representative, I will not attempt to
pronounce your name, mine O’Shaughnessy is bad enough. But
Japan has created a one-way market for the yen and all you have
to do is look at the fact that they have $1 trillion U.S. dollars, so
they are doing it. Then you just have to figure out how they are
doing it, and I think he summed that up pretty well.

Mr. ROACH. I would just agree with Secretary Evans, Japan has
gone through a very difficult 15 years, it is apples to oranges in
comparing Japan with the state of other developed economies. With
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respect to China, keep in mind that 30 years ago, the Chinese econ-
omy was on the brink of collapse. Yes, they have used exports as
a means to drive their economy. They have used investment as well
dramatically. They are now at a critical point—and no one is giving
the Chinese any credit in this hearing today whatsoever—a critical
point in transitioning to more of a consumer-led economy and that
will be a very natural way to deal with their role that they need
to play in dealing with these imbalances. So, yes, Europe has borne
the brunt of the dollar’s decline thus far but I think for good rea-
son.

Mr. BERGSTEN. The answer is two part. In the earlier part of
this decade, Japan did intervene massively, more than China, but
that process ceased three years ago. There are lots of allegations
about indirect and covert and subtle and nuanced intervention
now, but I do not find it. I actually discovered their doing that back
when I was the under secretary of the Treasury. I caught them in-
tervening, told them to stop it and they did, but I do not think it
is happening now. The explanation now is the very low interest
rates that discourage the Japanese and others from investing in
yen assets. To me, however, as I said in my statement, just because
there is no manipulation does not excuse the Japanese. There is
clear under-valuation, and that has to be addressed, whether or not
there is manipulation, in the interest of a better international bal-
ance.

Ms. LEE. I do not have a strong opinion about the mechanism
of intervention but I would agree with what both Fred Bergsten
and Mustafa Mohatarem said that the yen is under-valued and has
an enormous economic impact on American workers, on the auto
industry in particular, and so this is an issue that we think is very
urgent. I think the mechanisms may be different, very different
from how the Chinese government engages in currency manipula-
tion but the outcome is the same and the urgency for effective ac-
tion by our government is the same.

Mr. HICKEY. Mr. Rush, back in 2003/2004, the Central Bank of
Japan went out and made sure that the yen would not go below
$1.10. Alan Greenspan of Japan was publicly saying, he said they
spent 10 percent of their GDP. That would be like the Federal Re-
serve in the U.S. going out and buying $1 trillion worth of yen so
that the yen would not appreciate against the dollar. Look at
Korea, Korea now has more foreign reserves with 40 million people
than the EU with 400 million people. The Koreans now have over
$350 million in foreign reserves. They are doing the same thing the
Japanese did, they are doing the same thing the Chinese do, they
all went to the same conferences.

Chairman LEVIN. All right, I think next is Mr. Herger and then
Mr. Pal, Dr. Paul, and then Mr. Stearns.

Mr. HERGER. Thank you, Mr. Chairman. Dr. Roach, people are
rightfully concerned about the trade imbalance with China. I be-
lieve that RMB is under-valued and the administration should con-
tinue to press China to appreciate the RMB relative to the dollar,
however, I am not convinced that we need to impose across-the-
board retaliatory tariffs on all Chinese goods while China makes its
way toward a fully convertible currency or apply countervailing du-
ties under the theory that the exchange rate is a subsidy. Instead,
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I would like to see the United States work with China to reduce
their savings and increase their spending, which would pave the
way for more U.S. exports to China. Would not this be a more di-
rect way to address the trade imbalance?

Mr. ROACH. I think the Chinese government in their latest five
year plan have put their cards on the table, they know they have
to do this, they want to do it. But in a once centrally-planned so-
cialist economy, you do not just push the button on the consumer
culture overnight. There is a lot of precautionary saving by Chinese
households who are scared about future prospects for jobs and in-
come. They have no national social security, no pension system, no
unemployment insurance, no re-training programs. The govern-
ment is now focusing very much on doing that, it is going to take
a lot of time. They can definitely use our help in that regard. I do
think that would be a very productive endeavor for us to be much
more actively involved in rather than beating them over the head
with a club and demanding that they do something solely to help
us as a nation who actually spends too much. They could learn
some things from us in terms of spending, and we could probably
learn some things from them in terms of saving.

Chairman RUSH. Thank you. Secretary Evans, do you have any
comment?

Mr. EVANS. Yes, I totally agree—first, let me respond to what
Chairman Levin said earlier, I also believe there is movement and
I think it is good movement. I think it is headed in the right direc-
tion, particularly with respect to China, and I will address that
maybe further later. But with respect to your comments, I think
putting an emphasis on helping China turn into a consuming econ-
omy is critical for them and for us. I think we need to put great
emphasis on them opening up their financial services industry to
give them the kind of tools and the kind of products that their peo-
ple need to become consumers, like credit cards for instance. In
China, there are one million credit cardholders in China. There are
500,000,000 Chinese that own a cell phone. So, you have got to get
some basic fundamental systems in place over there. Dr. Roach
talked about some of the other products that they need like pension
products and retirement savings products and homeowner mort-
gage products and auto insurance products. There are all these
kinds of products that they need in that economy that we have and
take for granted every day in order to give them the security that
they must have to begin to be consumers instead of savers. So I
think that is one area we should put a lot of emphasis in every way
that we can, open up your markets to our financial products so we
can help you turn your economy into a consuming economy and
turn those 1.3 billion consumers loose and get them to begin to not
only consume their own products in their country but products and
services from American companies and businesses.

Chairman RUSH. Good point. Anyone else like to comment? Yes?

Mr. O'SHAUGHNESSY. I do not feel that there is anything theo-
retical about under-valuing currency to subsidize manufacturing, I
think that is what nations do in order to gain a competitive edge,
to employ their people, to build up that kind of a manufacturing
infrastructure, that base, that strength, that national security, that
is what you do to do it. In my dealings in international business,
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any time I was involved with a customer or a competitor and their
nation’s currency was valued lower, they were really excited. Man-
ufacturing companies in countries that have that happen get really
excited because they know it gives them a competitive edge.

Mr. BERGSTEN. I totally agree with the strategy you were sug-
gesting. I do not think it is either/or vis-a-vis trade measures. I
would like to add one point. The strategy you suggest is intimately
related to the currency issue. When the currency is as under-val-
ued as it is now, it gives the wrong price signals to the economy.
It keeps resources going into investment in heavy industry for ex-
port. It discourages domestic consumption because it prices imports
way too high. It even discourages the government from moving in
the direction that Steve rightly suggested they should do. So, it is
not one or the other. What China needs is to alter the composition
of its growth strategy away from relying on heavy industry and
capital-intensive spending, which is export-oriented, and in the di-
rection of expanding consumer demand, including through govern-
ment spending for social infrastructure programs. A big change in
the exchange rate would be part and parcel of that strategy and
would promote it.

Incidentally, that change in strategy would have lots of other ad-
vantages for China. It would sharply reduce its growth in energy
demand and in environmental pollution, and it would improve the
job pay-off from its investment. We document all that in our stud-
ies. It is of overwhelming interest to China itself to move in the di-
rection you suggest, and I believe one reason they do not move in
that direction is the wrong allocation signals that come from the
hugely mispriced currency relationship. We know that from other
countries’ experience and so you need to put all these together in
a cohesive package.

Chairman LEVIN. I think we better go on.

Chairman RUSH. Thank you.

Ms. LEE. Can I just say one quick thing? It is important.

Chairman LEVIN. Okay.

Ms. LEE. It is relevant to this question about if you want China
to consume more and the U.S. to consume less, I totally agree with
what Fred Bergsten said in terms of the relative price signals that
are distorted, but I think the other point is that Chinese workers
need to have their basic rights protected, that in order to build a
middle class and a stronger democracy in China, the key way to
do that is to protect the rights of Chinese workers to stand up for
their own rights on the job. They do not have the right today to
form an independent union, even to ask for their back wages to be
paid or to have Chinese labor laws respected with respect to min-
imum wage or maximum hours. That is a crucial piece if we are
going to build a strong middle class and a consuming middle class
in China, it has to be done by empowering Chinese workers to re-
spect their rights.

Thank you.

Chairman LEVIN. Thank you. Dr. Paul?

Mr. PAUL. Thank you, Mr. Chairman. This is a question for Dr.
Roach and anybody else who wants to comment. I want to follow-
up on your strong emphasis on our lack of savings, and I would
suggest that the fact that we tax savings would be a disincentive
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to save. I would also suggest that the fact that our dollar is con-
stantly being depreciated, our government tell us it is about 2.5 to
3 percent, a lot of individuals believe we are losing purchasing
power much faster, that would be a disincentive to save. We also
have a better-to-borrow-than-save psychology because people feel so
rich when the Nasdaq is at 5,000 or the housing prices are soaring,
they feel rich and why save, we can just borrow at good rates? But
I find a difficulty in our economy mainly because of the distortion
of the interest rates. I maintain that our interest rates really are
not market determined in that they are artificially low. If savings
rates are real low, interest rates should go up, but we have the op-
posite, we have essentially no savings and very, very low interest
rates where people want to borrow and they do not want to save
and then they are taxed on top of this. I cannot see how we can
deal with this problem without dealing with Federal Reserve policy
because the Federal Reserve is the one that manipulates the inter-
est rates and deceives the public and the very important informa-
tion that we need is true interest rates, just like we need true
prices in a market economy. Socialism fails because it has no mar-
ket pricing. I think we have socialism in our monetary policy in
that interest rates are distorted and we do the wrong things and
it leads to, and has a large contributing factor to these imbalances
on our trade. Do you care to comment?

Mr. ROACH. Absolutely, I really think you have your finger on
a very important issue but it does not get into this debate because
everybody wants to bash China here. The Federal Reserve, under
the former Chairman Mr. Greenspan, came up with the brilliant,
or maybe not so brilliant idea, that we did not need to save the old-
fashioned way out of our paychecks, we could save out of assets.
So we have a bunch of asset bubbles in the last seven or eight
years, equities, more recently property. If you can save out of these
assets, why save out of your paycheck? What supports the asset-
based saving model is unusually low real interest rates, that is
what people brought to financial markets. I think this is the wrong
way to run the world’s greatest economy is to encourage individ-
uals in particular to save out of assets through artificially low in-
terest rates. So, I think that is entirely correct.

You tap on to some very important issues though of fundamental
tax reform that always get talked about but have become politically
very difficult for the Congress to move ahead on. Do we need some
type of a consumption tax for a U.S. economy whose consumption
share of our GDP today is at a world record high of 71 percent.
There has never been an example of a major economy that has con-
sumed more of its national output than we are doing in the United
States right now. So, to say that this is an idea of, as Mr. Gutierrez
said, of Wall Street versus Main Street misses the basic point. This
economy is enjoying a consumption excess, the likes of which we
have never had. We do not save. Then we are demanding that oth-
ers who provide us with the savings play by our rules, something
is wrong with this movie.

Mr. O'SHAUGHNESSY. Yes, I am not sure how many people un-
derstand the relationship between taxes, international trade,
health care, and the impact on domestic manufacturing. We are the
only major trading nation in the world that does not employ a VAT
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tax. Now when I say “VAT tax,” it could be a border-adjustable tax.
But we are the only, only one, isn’t that amazing? We have a def-
icit in almost every class of goods with almost every trading nation
in the world. If we change to a consumption tax rather than tax
saving and investment, we would be much better off and our manu-
facturing base would be much better off. I also believe that it is our
tax structure, so unique in the world, causing us to lose market
share to for example European countries or even any other country
that causes them to increase market share against us and they are
not quite as concerned as they would otherwise be on what is hap-
pening with China. They are not a big ally on Chinese currency
manipulation. You do not hear the Europeans—you hear them a
little bit but like us no strong really actions and that is why, it is
because of our tax system and their advantage over our tax system.
That has to change.

Mr. MOHATAREM. Mr. Paul?

Mr. PAUL. All right.

Mr. MOHATAREM. Can I add just very quickly I think we are
again missing the point here. The current intervention by Japan,
China, you name it, an Asian country, essentially provides savings
to the U.S. at very low subsidized interest rates. That in turn dis-
torts our economy, it lowers the price of critical goods in the U.S.
economy, it increases the price of non-critical goods like housing.
So, yes, you are right, they are related. The question is where is
the driver, and I would argue the driver is attempts by countries
to manipulate their currencies by intervening in currency markets
where they proceed to subsequently invest it in very low yielding
U.S. assets. It is not surprising when you force down the rate of
return in U.S. investments and U.S. savings that people save less.
So, the problem really again comes in that governments are trying
to manipulate and in a sense distort our economy.

Chairman LEVIN. I just went down the roster of those of who
are here now, and I thought we might set a procedure if anybody
comes back, they be at the end of the line, okay? So, I thought next
we would go Mr. Stearns and then try to alternate Democrats, Re-
publicans, okay? Then next we would go Mr. Pascrell, I hope I have
this right, Mr. Castle next, going somewhat by seniority and alter-
nating, and then on the Democratic side, Ms. Moore. Then perhaps
we gould take Mr. Whitfield and Mr. Brady together, is that okay?
Yes?

Chairman RUSH. I have Judge Gonzalez.

Chairman LEVIN. Oh, Judge Gonzalez, okay, I was getting to
him. No, no, I was getting to him. Then after that, Mr. Gonzalez
and then Mr. Manzullo and then Mr. Matheson and Mr. Roskam.
Mr. Lucas, you are going to join us. We will play this by ear some-
what. Can we do that, is that somewhat fair?

Mr. STEARNS. That is good.

Chairman LEVIN. Okay, so, Mr. Stearns, you are next.

Mr. STEARNS. All right, thank you, Mr. Chairman. Mr.
Bergsten, you had mentioned five things that we have to do, you
mentioned that we need to label them as manipulators, whether it
is Japan or China; the second you mentioned get the support of
other countries, particularly dealing in Europe; the third thing you
mentioned is work up a WTO case against them on their Article
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15; fourth, go after bilateral intervention; and, fifth, if nothing else
works, then to look at Congress to solve the problem. I guess in
that case you were talking about H.R. 782. The question I have for
you and also for Mr. Mohatarem, and Mr. Mohatarem mentioned
this, I am trying to quantify that if you would, let’s assume that
we are able to get Japan and China to stop manipulating their cur-
rency and let’s say it was successful over four or five years, give
me the quantitative impact it is going to have in the United States.
You tried to mention that, Mr. Mohatarem, when you mentioned
that the SUVs or the luxury vehicles would be $14,000 difference
between a General Motors and perhaps two different cars. But I
will start with you, Mr. Bergsten, assuming everything works out,
what would the American economy look like today with Japan and
China not manipulating their currencies and if you can do it in a
quan?titative and maybe if you could do it in a short amount of
time?

Mr. BERGSTEN. Just to be clear on the premise, I suggested
China should be designated a manipulator.

Mr. STEARNS. Right, right.

Mr. BERGSTEN. I did not say Japan should be designated as a
manipulator.

Mr. STEARNS. Yes, your five points were with China.

Mr. BERGSTEN. That is right, though I believe the yen is
under-valued and should be addressed separately. We have tried at
my institute to do very careful analysis

Mr. STEARNS. If you could really refer us to a website or a posi-
tion paper or a white paper, I would just like to see somebody that
has done this analysis in which Congress and the Administration
and everybody—I want to see what the impact is so when I go back
and talk to my constituents I could say this is important to you and
talk in quantitative terms.

Mr. BERGSTEN. The website is www.iie.com. We published a
new paper on it last week as part of our big China conference. It
quantifies exactly what you ask for. The conclusion is roughly as
follows: If the Chinese, Japanese, and other Asian currencies,
which I think would follow, all went up by a mere 20 percent, this
would reduce the U.S. global current account deficit by about $150
billion per year after a 2-year phase-in period.

Mr. STEARNS. You mentioned that but what would that mean
to the economy? Everybody understands—everybody says, okay,
you have got a trade deficit but no one really knows what that
means, how would that affect the economy, the everyday American?

Mr. BERGSTEN. You have to start from the fact

Mr. STEARNS. So, for $150 billion less trade, what does that
mean for the average American?

Mr. BERGSTEN. One hundred and fifty billion less trade deficit.

Mr. STEARNS. Deficit, right.

Mr. BERGSTEN. So, now we have got more exports.

Mr. STEARNS. Right.

Mr. BERGSTEN. Fewer imports.

. Mr. ?STEARNS. Right. Does that mean more jobs to the United
tates”

Mr. BERGSTEN. Well, I am going to get to that. Remember, the
U.S. economy is right now at full employment, a critical starting
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point. So, if we were to get a lot more jobs and have a lot lower
unemployment rate, we probably would also have higher inflation
and higher interest rates, things we would not be so happy about.
So, the main conclusion is that we would have a different distribu-
tion of jobs in the economy. Export jobs would be promoted, which
is a good thing. Export jobs pay 15 to 20 percent on average higher
than average manufacturing jobs. Likewise, we would have more
import competing jobs because imports would now cost more, and
there would be less demand for imports.

Mr. STEARNS. Let’s take a family in Michigan, in and around
Detroit, what would that mean to Detroit?

Mr. BERGSTEN. I do not have the job composition of Detroit
right on my fingertips, but since autos is a big import competing
sector, what I am talking about would create more jobs in the U.S.
auto industry.

Mr. STEARNS. Okay, I am just trying to understand should we
be careful what we ask for here?

Mr. BERGSTEN. Well, let me make one other point. Remember
that we get that deduction in the current account deficit by a lower
exchange rate for the dollar.

Mr. STEARNS. Right.

Mr. BERGSTEN. As I mentioned in response to the earlier ques-
tion, that implies, everything else equal, a little higher rate of in-
flation, a little higher interest rate—there is no free lunch.

Mr. STEARNS. No free lunch.

Mr. BERGSTEN. It is a good thing.

Mr. STEARNS. So, you are saying we would have higher interest
rates and higher inflation.

Mr. BERGSTEN. So, you come back to what Dr. Mohatarem just
said, we would have more jobs in the tradeable goods sector, more
exports, and more import competing jobs. We would have fewer
jobs in the non-tradeable sector, like housing, because inflation and
interest rates would be a little higher. There would be a change in
the composition of employment, which on the whole would be good
for the country.

Mr. STEARNS. Mr. Chairman, I would just ask that one of his
other panelists give his point of view too if you do not mind.

Chairman LEVIN. Sure.

Mr. STEARNS. Even though my time has gone out.

Mr. MOHATAREM. Very quickly, over the last ten years, as the
Japanese have succeeded in depreciating the yen from about 95 it
was prevailing and 97 to where it is now imports in Japan have
gone up by about one million units. If you reverse the million units
and assume that those would be domestically produced if the yen
went back to 90, which is where we think they would be, that is
roughly a $25 billion swing. Each billion dollars of imports or auto
production is roughly 20,000 jobs through the economy. So, take
20,000 by 25 and you are talking about roughly 500,000 jobs, not
all of these would be in manufacturing, a lot of these would be in
services because we use a lot of services as we produce cars as we
ship them to our dealers and as our dealers sell them. So, you are
talking about essentially reversing the damage that has been done
to the economies in Michigan, Ohio, and other major auto pro-
ducing states.
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Mr. STEARNS. Thank you.

Chairman LEVIN. No, and I appreciate your pursuing it. Mr.
Pascrell?

Mr. PASCRELL. Thank you, Mr. Chairman. Mr. Chairman, I
think it is a fair conclusion listening to the panelists and listening
to the questions from the Committees that the Treasury Depart-
ment of the United States has repeatedly, I say repeatedly, de-
clined to find that either China or Japan manipulates their rate of
exchange for purposes of gaining unfair competitive advantage in
international trade. As Ms. Lee pointed out very succinctly, this is
not a self-correcting problem. We are not going to get into today
the difference of losing manufacturing jobs and gaining service
jobs. I certainly do not want to get an advantage in the debate, I
am looking for the truth.

Ms. Lee, I have a question for you. Do you believe that H.R. 782,
the Fair Currency Act, is WTO legal? and, if so, I want you to ex-
plain why.

Ms. LEE. Thank you very much, Mr. Pascrell, for the question.
I do absolutely believe in the lawyers that have worked with us in
the China Currency Coalition who have issued a lengthy legal opin-
ion as to the WTO legality of H.R. 782. A key point I think is that
WTO rules and IMF rules supposedly address currency manipula-
tion and rule it out but the key point is that neither the WTO nor
the IMF seem to understand how to define currency manipulation
and they seem completely unwilling to take any action. So, the idea
of H.R. 782 is simply to clarify the definition and to give the ad-
ministration new and stronger and better tools and prod the ad-
ministration to use those tools and to use them in a way which is
consistent with our international trading systems. So, I thank you
for the question, and I do not know if one of my colleagues wants
to add something to that.

Mr. HICKEY. I agree 100 percent with Ms. Lee. I think the time
we spent on making sure that it was WTO consistent on this legis-
lation really is proof in the pudding.

Mr. PASCRELL. Mr. Chairman, this is like a tennis match, it is
like a tennis match, currency, manipulation of currency, advantage,
China; subsidization of trade, advantage China. When do we get an
advantage or when do we play on a level field? Mr. Evans, Mr. Sec-
retary, I have a question for you. Even if the Chinese allow the cur-
rency to float tomorrow morning, we would still have a balance of
trade problem I think. What should America do, what should we
do to address some structural problems that exist at our end? I was
specifically thinking about the 1 percent of savings of Americans
compared to the savings in other countries. One could say, “Thank
God, the Chinese save so we can borrow,” but the fact of the matter
is that is a tremendous disadvantage in our country in terms of the
very topics we have been talking about today. What should we do
about that structural situation?

Mr. EVANS. You are talking about the structural situation that
we are not saving and the rest of the world is?

Mr. PASCRELL. Well, that is a simplification of it, yes.

Mr. EVANS. First of all, I would say—I would point to our econ-
omy today is in very good shape.
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Mr. PASCRELL. Well, that is your opinion, Mr. Secretary, I want
an answer to the question.

Mr. EVANS. In terms of the trade deficit, I would say we need
to continue to have focus on opening up markets around the world
for the goods and services of American workers. I think there needs
to be ongoing emphasis on that. That means more free trade agree-
ments with the rest of the world. I would encourage the passage
and the signing of the Free Trade Agreement with Panama and Co-
lombia, and I would continue to push for our trade promotion au-
thority for the President. I think that we must understand how
this world has changed and that we are just 5 percent of the people
here in America and 95 percent of the people live outside the bor-
ders of our country. So it seems to me that where our emphasis
should continue to be is on opening up markets around the world,
pushing China real hard to open up their markets for the financial
service industry, et cetera. Dr. Roach I can see is wanting to re-
spond.

Mr. PASCRELL. Go ahead, Dr. Roach.

Mr. ROACH. Can I just say in answer to your question what
must we do to save? Five things, the first three are fix the budget
deficit, the second two are——

Mr. PASCRELL. How would you do that, Dr. Roach?

Chairman LEVIN. Wait, Mr. Pascrell, the time is out and a ques-
tion how do we fix the budget deficit I do not think can be an-
swered in a few seconds.

Mr. PASCRELL. Well, can he finish what he was going to say
then?

Chairman LEVIN. Just quickly because we have six or seven
others.

Mr. ROACH [continuing]. The second two is tax reform, some
type of a consumption tax.

Chairman LEVIN. Okay, Mr. Castle? Thank you so much for
your patience and everybody else’s but this is I think is a scintil-
lating discussion, I know you will make it more so.

Mr. CASTLE. Thank you, Mr. Chairman. I cannot believe he
could not answer the question on how to fix the budget in a few
seconds or even minutes for all it matters, I would love to hear that
answer. Actually I am going to ask some questions along that line,
but I want to go to Dr. Bergsten. I need some help with this per-
haps Economics 101, and I am not asking you how to fix the budget
although I would love to know how to do that, the deficit issues.
We referred to our deficit and all of you basically in your comments
referred to the ownership of American debt as being a problem
here so I can see that as underlying problem in terms of our deficit.
But I would like to know how—to have an economic explanation of
the whole interplay of the deficit of the United States of America
on this particular trade problem. You mentioned it in your written
testimony, I am sorry I was not here for your oral testimony, in
discussing it and how we have to address it immediately and that
would help greatly with the trade issue. This is the kind of the
thing that most of us who run for Congress run on, but I am not
sure we totally understand it. I would be interested in connecting
all the dots with respect to that if you could help.
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Mr. BERGSTEN. We used to hear the term “twin deficits,” refer-
ring to the budget deficit and the trade deficit. They are not twins.
They do not always move precisely together, but a bigger budget
deficit clearly promotes a bigger trade deficit for two reasons: When
government net spending goes up, unless there is some cor-
responding increase in domestic output, we import the difference.
So, it adds to total domestic spending, unless something on the out-
put side miraculously occurs simultaneously, we are buying more
than we produce at home, we import the difference, and the trade
deficit goes up.

That is one mechanism. The other mechanism is that when the
budget deficit goes up, the government’s borrowing from the capital
markets puts more pressure on those capital markets, and drives
interest rates up. Those interest rates attract foreign investment,
which drives up the exchange rate of the dollar. That reduces the
price competitiveness of our products and the trade deficit goes up.
So, you have got two channels running from higher budget deficit
to higher trade deficit and that is a very well-established propo-
sition. There is a learned debate as to what the ratio is, is it 0.5
to one, is it 0.3 to one? I think 0.5 is probably about right. So,
roughly for every dollar the budget deficit goes up, you could expect
about a 50 cent increase in the external deficit. If we want to get
the external deficit down, the best and only way we know to do it,
is to get the budget deficit down. I would say convert it to a small
surplus, which would mean less pressure on capital markets and
on attracting imports to meet our total national spending require-
ments.

Mr. CASTLE. Let me just sort of ask a follow-up question along
the same lines as being educated. China is apparently acquiring a
lot of the debt of America, taking our notes, bonds, et cetera. Can
you tell us exactly how that affects the value of the currency, the
RMB, by the fact that they hold that?

Mr. BERGSTEN. If the Chinese currency were floating in the ex-
change markets, like the dollar, euro and many other currencies
do, then the proceeds of the Chinese trade surplus and of all the
foreign investment coming into China would amount to dollar in-
flow buying Chinese currency and the price of the Chinese currency
would go up. The Chinese abort that process by having their cen-
tral bank buy those dollars at a fixed price so they do not affect
the market price of the currency. There is no market price for the
currency, which is why it is called a “fixed” exchange rate. It is an
anomaly in today’s world but they do it. That is the source of this
huge buildup in their foreign exchange holdings. When the Central
Bank of China buys those dollars for RMB to keep the price of
RMB from going up, it has a big buildup of dollars. What do they
do with those dollars? They turn around and buy U.S. Treasury
bills or agency securities. That money then increases our money
supply, which holds down our interest rates, thus supporting our
housing. That is the source of the problem.

Mr. ROACH. But there is a corollary to that, Mr. Castle, and
that is if the Chinese elect or are forced to raise their currency,
that means that they will be buying less in the way of dollar-based
assets. The question we must then address is who is going to fund
us at current levels of the currency, the dollar and real interest
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rates. The odds are that that does imply some fairly sharp adjust-
ments in the prices of our assets.

Mr. BERGSTEN. Let me just respond with one actual—

Mr. HICKEY. Can I just make a comment on what Fred said?
For the last 10 years, we have had increasing changes in the gov-
ernment fiscal policy in the United States, we have had surplus
and we have had deficits. Every year the deficit with China gets
worse, so the theory is great but the theory does not work when
the other countries intervene. Last year, the Federal budget deficit
went down. We had a 15-percent increase in the trade deficit with
China. The Chinese economy grows at 10 percent a year, our trade
deficit grows at 15 percent a year. We are now importing what, 8
or 9 percent of Chinese GDP? This is rigged game. Anybody who
does not understand this has to have their head examined. Fred
has got great theory but the reality is that we have had major
changes in Federal surpluses and deficits over the last 10 years
and our trade deficit keeps going up.

Chairman LEVIN. Fred, 5 seconds.

Mr. BERGSTEN. The theory is right but he is also right that the
distribution of our imbalance goes to those surplus countries. I
made the point that the Europeans let their exchange rate go up.
As a result, our trade deficit with Europe has gone down, but he
is right because the Asians are running the big surpluses. That is
why they have got to be the central players in Act Two of the cor-
rection of the imbalances.

Mr. CASTLE. Thank you, Mr. Chairman.

Chairman LEVIN. Fred cleared the way for your question.

Ms. MOORE. Absolutely, that was a dynamic exchange, thank
you very much. I have listened very carefully to you all, and I real-
ize that I know less than I thought I knew before I got here. I
guess I want to start by asking Dr. Bergsten to elaborate on his
observation that historically the U.S. dollar has been over-valued.
We have talked a lot about the under-valuation of the Asian cur-
rency and you seem to suggest that we have contributed a great
deal to our trade deficit, our inflation, and our own situation by
over-valuing the dollar. In a sort of a devil’s advocacy role, I would
like to say are we now saying, well, gee, we have gotten ourselves
into this situation and so the solution should be now we are going
to force others to inflate the value of their currency. Then I might
follow-up with a question that perhaps Dr. Roach would like to
jump in to try to—I am concerned as a Member—I am here as a
Member of the Financial Services Subcommittee on Domestic and
International Monetary Policy, and I am curious and suspicious
that some of the debtor nations that we have tried to help have in
fact seen their economies fail because we have in fact tried to force
some conditionality on them and force them into a rapid rise in
their currency to meet our expectations and investors’ expectations.

Mr. BERGSTEN. U.S. history is actually rather depressing be-
cause we do not seem to learn from that history. We have now gone
through four major cycles in the last 30 or 40 years, all of which
started with low saving and a big increase in consumption—wheth-
er it was the Reagan tax cuts in the 1980s or low interest rates
now—which has led us to overspend in terms of our domestic pro-
duction possibilities. Our trade deficits keep going up; and for-
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eigners keep building up dollar balances. This happened in the
early 1970s, the mid-1980s, it happened in the mid-1990s. At some
point about once a decade we suddenly get alarmed and decide we
do not like that, and are running too big a risk. So, then we act
to drive down the exchange rate of the dollar. President Nixon de-
valued twice in the early 1970s. Jim Baker did the Plaza Agree-
ment in 1985, drove the dollar down by 50 percent over the next
2 years because he realized that we had to make major changes to
avert the risk of a total dollar collapse and I might say a huge out-
break of protectionism here in the Congress. So, we have gone
through these cycles where we permit our external balances to
grow and then they hit a point where either the foreigners stop fi-
nancing us or more likely we realize there is too big a risk thereof
and decide to drive the dollar down and take corrective actions our-
selves. All this has been severely and sharply abetted by a major
structural fact, which is now changing and I should emphasize to
the Committee that we have been able to do that in part because
the dollar has been the world currency for a century. Other coun-
tries and private investors around the world have been happy to
buy dollar assets because the dollar is the world currency. That
fact has certainly made it easier for us to finance these imbalances,
lull ourselves to sleep, and let these things build up.

Ms. MOORE. So we have manipulated our currency?

Mr. BERGSTEN. It was not overt manipulation but it was cer-
tainly acceptance of an over-valued currency because, as I said be-
fore, in the short run it is great to live on your credit card.

Ms. MOORE. So I am running out of time so I want to get to
Dr. Roach because here we are, had Japan and China been
smart——

Mr. BERGSTEN. Now comes the euro, a currency based on an
economy as big or bigger than ours. The U.S. dollar is no longer
the sole world currency, and that is going to make it much harder
for us to do in the future what we have done in the past.

Ms. MOORE. Thank you.

Mr. ROACH. Just in answer to your question, go back 20 years
ago, the same room, the discussions were all about Japan, and we
gave Japan very strong advice that it needed to engineer policies
that would lead to a sharp appreciation of the yen. The Japanese
look back on that as a huge mistake. They had 15 years of rolling
recessions and deflation. The Chinese are very mindful of that ex-
perience and very wary of taking bad advice from us again. I think
that is a very important context to think about. I would also—there
is a huge difference with the Chinese and the Japanese, the Chi-
nese have very undeveloped capital markets and I think are much
less able to deal with the types of sharp currency adjustments as
a result that are being recommended by many of my co-panelists
today. So, I think this could prove to be a much more serious and
difficult issue for them to adapt to than we are allowing for.

Chairman LEVIN. All right. Here is the roster, Mr. Whitfield
and Mr. Brady and Mr. Gonzalez, Mr. Ryan has been here, I think,
Mr. Roskam, if it is okay you will go last. So, does that cover every-
body? I think so. All right, thank you very much for your patience.
Mr. Whitfield and then Mr. Brady?
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Mr. WHITFIELD. Thank you, Mr. Chairman. I also want to
thank the panel for being with us today and spending this time.
There is a tendency in Congress to look for silver bullets, and we
always are enthusiastic about legislation that would help protect
manufacturing jobs in the U.S. and help us create more jobs and
so forth. We have heard some discussion today about Mr. Ryan’s
bill with Mr. Hunter, and I know, Mr. O’Shaughnessy, you support
that and Mr. Hickey and I think Ms. Lee and others. But on a scale
of one to 10, how far would Ryan-Hunter go in really addressing
this issue that we are dealing with today? Do any of you have any
thoughts on that? Yes, Mr. Roach?

Mr. ROACH. I think on a scale of one to ten, I would qualify it
as a three and that is because by fixing the Chinese bilateral trade
deficit, the question is what about the other $500 billion of trade
deficits that America runs with the rest of the world. We cannot
delude ourselves into thinking that we can have a bilateral fix from
a multi-lateral problem. This is flawed macro-economics.

Mr. WHITFIELD. Okay.

Mr. ROACH. It is a point that I stressed repeatedly in my open-
ing remarks and it is one that just seems to be ringing on deaf
ears.

Mr. WHITFIELD. Dr. Bergsten?

Mr. BERGSTEN. No, Steve is right about that but Ryan-Hunter
applies to all currencies. A focal point is China but the principles
and rules that are put in place, as I read them, would apply to all
currencies. Now, if we got the renminbi up substantially, 20 or 30
percent, it would pull the other currencies up through the market
repercussion, but the bill would permit going after others, not only
for manipulation but for fundamental misalignment, which would
then apply to my concept of Japan and some others in the region
even though they are not “manipulated.” So, I give Ryan-Hunter a
higher grade, but I am not sure if it is a five or six. The bill does
not solve the whole problem, but it goes a good distance and is a
lot better than what we have now.

Mr. WHITFIELD. Okay. Mr. O’Shaughnessy?

Mr. O'SHAUGHNESSY. As to currency manipulation, I would
give it about an eight.

Mr. WHITFIELD. Okay.

Mr. O'SHAUGHNESSY. I think that if you understand though
that once currencies are all market-oriented, market-changed, then
what is going to happen is our currency is still going to depreciate.

Mr. WHITFIELD. Right.

Mr. OSHAUGHNESSY. That gets to, that is why on a scale of
all of the things we need to do, it is just one of three or four things.

Mr. WHITFIELD. Right. Mr. Hickey?

Mr. HICKEY. Mr. Whitfield, this is a nine or a ten compared to
what we have today.

Mr. WHITFIELD. Okay.

Mr. HICKEY. We have no effective policy tools today.

Mr. WHITFIELD. Okay. Are trade deficit inherently bad?

Mr. BERGSTEN. Trade deficits, like almost any economic phe-
nomenon, have costs and benefits.

Mr. WHITFIELD. Right.
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Mr. BERGSTEN. Trade deficit means we are importing more
stuff, which holds prices down; it creates jobs in the importing sec-
tors, retailers, et cetera. To me it is not whether it is a good or bad
thing, it is what magnitude is sustainable. On my judgment, about
half where we are now. We do not have to get rid of the whole $800
billion deficit, Steve kind of mis-spoke there. I think you have to
cut it roughly in half, which would be an optimal level. There is
no reason any country should run a zero trade balance.

Mr. WHITFIELD. I notice in Germany, for example, they have
a $200 million-plus trade surplus and yet they have an unemploy-
ment rate of around 10 percent or so.

Ms. LEE. Yes, if I could also, I think the point is not that a trade
deficit in itself is separate from other things in the economy, but
I think the point is in the United States what we have done with
our trade policy is to put in place a set of policies, including cur-
rency tax and trade rules, that actually encourage companies to
move jobs offshore. Very few other countries in the world do that.
hMos‘c countries are trying to figure out how to keep good jobs at

ome.

Mr. WHITFIELD. Right.

Ms. LEE. We have had a policy which is upside down, and I
think one of the key things about the currency issue is what I said
earlier, that it is a double-edged sword, that there are beneficiaries
to an over-valued dollar.

Mr. WHITFIELD. Right.

Ms. LEE. The beneficiaries to that dollar, to the over-valued dol-
lar, are companies that are producing offshore for selling in the
United States that are retailers or importers or outsourcers and for
those companies, that can be a very good policy. For those of us
here in the United States, American workers, we cannot outsource
ourselves, we live here. We need to be able to find good jobs here
in the United States. You look at the long downward slide in real
wages in this country, the stagnation of wages for the majority of
American workers, and I think you have to say that our trade poli-
cies have undermined our ability to get good jobs here in the
United States.

Mr. WHITFIELD. I see my time has expired.

Chairman LEVIN. Your time is up. Okay, Mr. Brady you join
and maybe you would yield a second, you are twins today.

Mr. BRADY. That is the first time I have been called that.
Thanks, Chairman, great panel today. A couple of thoughts, first,
just for the record, we happen to address some of China’s disputes
with this filing and wining cases on semiconductors, the settling in
our favor of Kraft fiber board. We filed cases against China in auto
parts, nine different illegal import and export subsidies and two
separate intellectual property cases. We have also done a number
of U.S. trade remedy laws, tariffs on steel, bedroom furniture,
brake rotors, and textile surges, all as a result of bilateral and
other agreements we have had. We can say we are not doing
enough and be accurate. It is inaccurate to say we have done noth-
ing on China in trade enforcement issues. There is no question the
currency needs to float at market rates, the question is how fast
and what real impact it has on us. Like Mr. Whitfield, I do not
think this is the magic potion that everyone in Congress makes it
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out to be, a good example is Revere Copper. Here is a company, a
highly respected, historical company but like others have faced a
number of issues, closing plants in Detroit in the 1980s, long before
China currency was an issue, having serious labor disputes, includ-
ing strikes, accusations of bribery at the Hanibel smelter, and accu-
sations of off-shoring and Hb1l abuses. In manufacturing news, Mr.
O’Shaughnessy, as he just mentioned a few minutes ago, blames
our high tax rate and method of taxation in making him non-com-
petitive on a world-wide basis, and now it is China. I am not criti-
cizing Revere Copper, just the opposite. I think in today’s competi-
tive world it is a combination of labor, taxation, health care, and
open markets that all make it very difficult to compete in the world
market today. It is more complex than people say.

The solutions we are looking at today, Mr. Chairman, I worry
tend to focus on punishing one group, U.S. consumers. A higher
yuan means higher prices for U.S. consumers. Higher tariffs is
higher prices for U.S. consumers. A stronger dollar is higher prices,
higher inflation, higher interest rates, all on U.S. consumers. I
think we ought to be focusing on solutions that have been proposed
today not just in savings, and it was interesting to hear Dr.
Bergsten’s point about assets-based savings versus capital and
cash-based savings—or Dr. Roach’s, very interesting. It is an area
where Republican and Democrats ought to be working together.
But we have not talked much about overall increasing these mar-
kets overseas in a significant way. We have seen recently in the
last few months the lines cross. The growth in our sales overseas
is now growing faster than the growth of what we are buying, not
in numbers but the increased percentages, including in China. Our
exports and sales to them grew by a third last year. We bought 18
percent more. Those numbers have crossed in the right trend. We
ought to be, again Congress, ought to be looking at ways to accel-
erate that trend of sales of overseas.

We also, and I am curious, Dr. Bergsten, I think you are right
about one of the ways we address China’s export surges really is
to curb their investment in industry and export type industry. Can
we not address that not simply through the currency but since they
have a banking system with an estimated 40 to 50 percent non-per-
forming loans, much of that capital going to those industry export-
oriented enterprises throughout their country, what steps can we
take to force them to address their capital system, which is I think
contributing just as much as the currency to their export men-
tality?

Mr. BERGSTEN. Well, I am with you on the analysis, and Sec-
retary Evans stressed that earlier too, but I am not sure we can
do much to force them to improve their financial system. They
want to do it for their own reasons—and I give Secretary Paulson
great credit—I think that has been at the top of his priority list
as he worked with the Chinese in the Strategic Economic Dialogue
and elsewhere. But again I will come back to the point I made in
one of the earlier discussions: huge price distortions in your econ-
omy, like a grossly under-valued exchange rate, give all the wrong
signals to the banks. The banks in China continue to lend to the
inefficient state-owned enterprises which are enjoying a 40 percent
export subsidy. Over time these state-owned enterprises are going
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to fail, creating more non-performing loans. Under current pricing
signals and the current structure of China’s growth, it is not irra-
tional for the banks to make loans to these companies. Maybe ev-
erything reminds me of the exchange rate, but to the extent we can
get them to move that variable, it will help resolve the problem you
quite rightly emphasize.

Mr. BRADY. I think perhaps the worry I have is that rather
than punish U.S. consumers as the solution for this trade deficit
and China’s issues, why do we not put the onus back on China and
provide a little pain over there because it just seems to me that
this is such a complex issue that we ought not to be standing up
in townhall meetings bashing China but looking at the very people
who will end up paying the price for some of these solutions?

Chairman LEVIN. Let me suggest this, I think that you have
opened up a number of issues and others want to participate, so
let’s leave it at that. We will have that debate about the progress
that has been made——

Mr. BRADY. Well, Chairman, one point

Chairman LEVIN [continuing]. Or lack of it.

Mr. BRADY [continuing]. That echoes you is that I think the so-
lution here is less a sledge hammer and more a surgical knife if
we are going to do this right.

Chairman LEVIN. Okay, I think there are differences of opinions
as to that description. But I think Mr. Gonzalez was next, Mr.
Manzullo, and then Mr. Roskam. Thank you again for your pa-
tience.

Mr. GONZALEZ. Thank you, Mr. Chairman. I would request
unanimous consent at this time to submit for the record a CRS re-
port that is entitled, “Japan’s Currency Intervention Policy Issues,
Updated April 12, 2007,” from which I will actually be citing.

Chairman LEVIN. Without objection.

[The provided material follows: PENDING]

Mr. GONZALEZ. Thank you very much. The first question would
go to, is it Dr. Mohatarem? That is as close as I am going to get.
But I know your testimony has focused more on Japan than China
and obviously we are consumed with China but nevertheless let me
go ahead and cite from the summary of this particular report and
see if you agree with this.

“Japan intervened, bought dollars and sold yen extensively to
counter the yen’s appreciation in 1976, 1978, 1985, 1988, 1992,
1996, and 1998 to 2004. Since March 2004, the Japanese govern-
ment has not intervened significantly, although some claim that
Tokyo continues to talk down the value of the yen. This heavy buy-
ing of dollars has resulted in accumulation of official foreign ex-
change reserves that exceeded a record of $888 billion as of March
2007 by Japan.

The intervention, however, seems to have had little effect. It may
only have slowed the rise in value of the yen since the yen rose
from 296 yen per dollar in 1996 to 103 yen per dollar at the end
of 2004. In the spring of 2006, the exchange value of the yen had
depreciated to about 119 yen per dollar. Japan’s intervention,
therefore, amounted to what is called ‘leaning against the wind’ or
intervening in smooth, short-term trends rather than to reverse the
direction of change.”
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How do you interpret that particular finding in their summary?
Again if you could be brief because I am going to have time prob-
ably for one more question.

Mr. MOHATAREM. As I mentioned before, when you make it a
one-way bet, every time the yen is appreciating, you are going to
intervene very heavily, and when the yen weakens for whatever
reason, you leave it alone. Currency traders assume that the nor-
mal behavior where if you expect the currency to appreciate, you
begin to buy that currency, that corrective mechanism will not be
allowed to work, you do not have to intervene as much because you
have already made your point that you are going to be intervening
if it goes in the other direction and by such massive amounts that
you are going to be able to overcome any of the market pressure.

The second point I would make is somebody needs to teach CRS
economics. They are looking at nominal exchange rates, not real ex-
change rates, inflation adjusted. Because Japan has had deflation
or very low inflation, the real value of the yen has been dropping.
In fact, as the Bank of Japan itself notes and as Morgan Stanley’s
estimates show, the real value of the yen right now is weaker than
it has been in 20 years. So, yes, they are correct that if you just
looked at the nominal rates, unadjusted for inflation differentials,
it looks like the yen has appreciated. But in fact because Japan has
had deflation, a rate of inflation, the real value of the yen now is
cheaper than it has been in the last 25 years.

Mr. GONZALEZ. 1 appreciate your view on that particular find-
ing. I also want to point out it is so important to look at the dis-
tinct differences of the relationship of the United States economy
with Japan as opposed to China in its present situation and then
looking forward.

Dr. Roach, quickly, a couple of things that you said that some-
what concern me, Robert Samuelson’s article today in the Post,
most of you probably already have read it, is discussing the Chi-
nese as an emerging market as someone that could basically rep-
resent a huge consumer base for us.

“Even Chinese officials favor higher local demand but either they
cannot or will not stimulate it. Personal consumption spending is
a meager 38 percent of GDP. That is half of the United States rate
of 70 percent. The Chinese say that astonishingly high levels, part-
ly because they are scared of emergencies, the social safety net is
skimpy, health insurance is modest, out-of-pocket spending covers
half of medical costs reports economist Nicholas Lardy of the Peter-
son Institute. There is no universal social security and only 17 per-
cent of workers have pensions, a mere 14 percent are covered by
unemployment insurance.”

I know that you have vast quantity of individuals there with lim-
ited capacity and so on, maybe that will offset it somewhat. I am
going to ask for your own interpretation of this particular article.

Secondly, though he seemed to indicate that right now what is
being set up as far as the United States’ foreign investment in
business, and by the way, while we wait for that society to catch
up, Mr. O’'Shaughnessy and Mr. Hickey will be out of business.
Number two, he seemed to say that what we are setting up in
China is basically assembly but let’s take Intel. If Intel sets up
shop there, do you not believe that it is much more than just cheap
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labor, it is our technology that will be subsumed and assumed by
what probably will be our greatest competitor. I guess really what
we have in stock is really technology. But are those concerns that
we should be addressing presently as China evolves?

Mr. ROACH. You ask an awful lot of very important questions.
Let me just answer one of them if I could.

Mr. GONZALEZ. Please.

Mr. ROACH. China, a year ago enacted a new five year plan,
very, very focused on dealing with a number of the impediments
to a consumer-led society, all of which you address which were
written about by Bob Samuelson today. It is not going to happen
overnight. They are definitely focused on social security, pensions,
unemployment insurance, and worker training to deal with the
huge degree of income and job insecurity that is out there. When
they get there in the next three to five years, that will be an ex-
tremely important opportunity for still competitive U.S. companies
to take advantage of what will be the world’s greatest consumer
market. That is an important point. What is missing here in this
discussion is 30 years ago China was on the brink of collapse. They
have used deliberately an export-led growth strategy to come back
out of that and now they want to migrate to more of a balanced
consumer-led growth strategy. What is wrong with that if it im-
proves this economy as being an increasingly solid participant in
the broader global economy with opportunities for all of us?

Chairman LEVIN. All right, I think we will have to leave it at
that.

Mr. GONZALEZ. Thank you very much, Mr. Chairman.

Chairman LEVIN. Thank you. Mr. Manzullo, you are next.

Mr. MANZULLO. First of all, I am a 100 percent free trader. I
have one of the finest free trade voting records in Congress and am
in the process of helping re-write the Export Administration Act,
yet I am still a cosponsor of Ryan-Hunter. So, being a free trader
is not inconsistent with supporting that bill. Second of all, here is
a quote of Madam Wu Lee, vice premier, on April 22, 2004 before
the U.S.-China Business Council, I was there, “China has a mar-
ket-based managed unitary floating exchange rate.” That is where
we start. That is the definition of what to do with their currency,
out of their own words.

Second of all, with regard to Dr. Roach, I with all respect, ques-
tioning a country’s monetary policy is not bashing that country any
more than questioning the United States’ approach to China and
what we think may be a mistake or improper is not bashing the
United States. We represent millions of people, thousands in my
congressional district who have lost high-paying manufacturing
jobs, I do not bash any country, I am in pursuit of truth. Dr. Roach,
again, I think that you should remove from your remarks the fact
that you accuse us of bashing China, that is not correct. We are
just trying to seek the truth and do the best for the people that
we represent.

Secretary Evans, page three of your statement, I agree with al-
most everything in there but when you say that China’s economy
is so under-developed that its immediate shift in the market be-
cause of the lack of derivatives, stock market, et cetera, will really
create havoc, I think when you say that you encourage the Chinese
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to do absolutely nothing, not you, but the statement encourages
them to do nothing and not to grow up. I have met a lot of Chinese
and they are graduates of the same colleges you guys went to, they
know the system better than we do. In fact, they are investing in
our markets and making more money than we are. They under-
stand the system. But at the same time, they cannot say that their
economy is under-developed and yet they can develop a sophisti-
cated rocket so precise that it can knock a satellite out of the sky.
So we have to realize that we are actually dealing with a very so-
phisticated country.

Dr. Mohatarem, you work at General Motors and you criticize
the Japanese for manipulating the market, yet I saw an official
memo from GE—General Motors, to one of your fastener suppliers
demanding that a portion of the fasteners from China come from
China, which I find interesting because at the same time GM is
screaming about Japan and unfairness, in the actual price of your
cars, you are forcing American manufactures to outsource from
China on fasteners which are not covered by the Fastener Quality
Act of which I personally re-wrote in this Congress 14 years ago.

Fred Bergsten, you made a statement with which everybody
agrees and that is the currency manipulation has created a false
economy and that is what we are dealing with here. It is an econ-
omy that is false. That is what Bill Hickey is talking about over
there when we work with unfair currency and the same Mr.
O’Shaughnessy, when we help file a short supply petition against
China for cornering copper scrap. Remember what happened, Bill?
The day we filed the petition, they backed off on it. So, I just want-
ed to bring all this together here because we must start with the
assumption of Wu Lee, that we are in a false economy. There are
44,000 U.S. manufacturers manufacturing in China, sending goods
back to the United States, do you really think they want to see the
RMB at its true value and see the cost of labor go up in China?
But what has happened is because the United States had done
nothing, essentially we have encouraged the American manufactur-
ers to go overseas to get involved in a false economy and if some-
thing happens to make right, to do the right thing, to make sure
that the currencies float, to let the market economy itself govern
the impact of fairness in currency, we come here now and have all
these discussions about the dramatic impact that could have. If
anybody wants to respond, that is fine.

Mr. O'SHAUGHNESSY. Yes, I would please, Congressman.

Chairman LEVIN. Very, very briefly if you would.

Mr. O'SHAUGHNESSY. Okay. First of all, I think when Steve
Roach talked about China migrating to a consumer economy, the
word “migrate” was a very good one, I am thinking in terms of how
people migrate over centuries and here is how their migration has
gone, when they changed their currency to this market basket, they
have migrated at the rate of 3.5 percent a year while the under-
lying rate of appreciation is probably 5 percent and they have made
things worse. To put things in perspective, how important currency
is, let’s prioritize and quantify, currency to Revere is worth 40 per-
cent of our costs. VAT taxes or a consumption type tax and health
care costs are worth 20 percent. So, right there is 60 percent, so
clearly currency is number one.
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Chairman LEVIN. The bell is ringing. Mr. Roskam, you are
going to have your minutes and then it is set up rather well, Mr.
Ryan, you are going to have a few minutes to conclude the hearing
since your bill has been mentioned [continuing]. Thank you for
your patience.

Being a freshman has marvelous attributes, except one.

[Laughter.]

Mr. ROSKAM. Thanks, Mr. Chairman, very much. Thank you
all. You know, it is, all kidding aside, it is really helpful to sit and
listen to you all. You come to this with good faith and a very high
view of the process, and it’s really encouraging to someone like me.

In the interest of full disclosure, I represent the West and North-
western suburbs of Chicago. Within that area, depending on who
you're talking to, feels pretty conflicted about this issue. I've got
Mr. Hickey’s counterparts, who are a little bit further west than
him, manufacturers, tool-and-die folks. I've got thousands of Motor-
ola employees, Tel Labs employees and so forth that are involved
in very robust trade with China.

So, I find it interesting. Unlike Mr. Manzullo, I don’t have a his-
tory with any of you, so youre all a clean slate as far as I'm con-
cerned. What I've heard basically today if you distill it down—what
I've heard—you may not have said this, but what I heard was sort
of two versions of the same theme. One was stay the course, and
I understand the rationale behind that. The other is pull the trig-
ger in terms of the Ryan-Hunter bill.

What it strikes me is when you distill this all down, it is what
is your tolerance for pain? How much water are you willing to take
on? How far will go into the wind in order to get to a point where
you're dealing robustly with a billion consumers potentially?

Mr. Evans, I understand the nature of wanting to wait it out in
terms of the financial services sector developing so that China has
the tools in order to do that. Meanwhile, the Mr. Hickeys of the
world are struggling in terms of real lifestyle change possibly, cer-
tainly if not for him, then for his children and the workers around
him.

I'm wondering, you know, there’s value to this conversation be-
cause the negotiators then can go back and say, look, you know,
these guys in Congress, they're serious. They’re not kidding. It does
drive the discussion. So, I think that that’s helpful in terms of put-
ting pressure on China. But I'm not sure that either of the two al-
ternatives that we’ve heard today are really the best alternatives;
stay the course or pull the trigger.

Is there a third way? Is there a neutral-—mot a neutral, but is
there something that moves the ball? Maybe, Mr. Secretary, you
could address that.

Mr. EVANS. Well, look, I just want to be clear. China is not mov-
ing fast enough on currency exchange. They need to pick up the
pace. Now what—how much pick up the pace, I don’t know. I can’t
define that precisely for you. But I think this is a very important
discussion that we’re having right here. Because I think it will cre-
ate the environment for them to pick up the pace.

They’ll learn that Congress is serious about this. I encourage all
Congress men and women to go over there and spend time in
China and get to know the leaders over there and understand
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where they're coming from. But it is important for Congress to
send signals to them, like it’s important—you know, I commend
Secretary Paulson, as was said earlier, for the strategic economic
dialog that’s underway. We've got active dialog with them all the
time there, and I guarantee you, every time they’re talking, you've
got to pick up the pace in moving toward market-based currencies.

But, you know, they do have the problem of developing the mar-
kets for futures and forward trading and swaps and derivatives
and everything else so that they don’t run a risk of their economy
having some kind of hard landing or soft landing like so many
economists were worried about just four or 5 years ago. Four or 5
years ago when I went over there, economists were saying they're
ioing to have a hard landing or a soft landing. Nobody seemed to

now.

But I want to be clear that I'm not to stay the course, you know,
everything’s okay. I think we need to keep the pressure on them
to pick up the pace.

Mr. ROSKAM. Thank you. Yes, sir?

Mr. BERGSTEN. With due respect to Secretary Evans, the weak-
ness of China’s financial markets is not a deterrent to the kind of
currency adjustment I'm talking about. I am not calling for China
to freely float its exchange rate. That is not necessary. They can
do one-shot revaluations. They can manage their float upward like
they’ve managed it to stay flat. None of that will worsen their fi-
nancial markets.

Over time, they need better financial markets to have a truly
floating rate. But they do not need that in the short run. In my
statement, I tried to offer a middle course between “stay the
course” or “pull the trigger.” We have multilateral institutions and
rules. We have not tried to use them very much. Treasury has gone
to the IMF, but not really very hard. We have not brought a case
to the WTO—some colleagues on the panel tried to do it, but were
rejected by the administration, as was testified.

We could take China to the WTO under existing rules of the
game, which, on our analysis, is not a slam-dunk, to use the cur-
rent terminology, but it would have a significant chance of both
bringing some justice to the outcome and putting more multilateral
pressure on the Chinese to move their own policies. So, in my pre-
ferred solution in my statement, that’s what I was offering. If it
doesn’t work, they have to pull the trigger. But I think we should
go those multilateral, middle-course routes first.

Chairman LEVIN. Talking about legislation, I'd like to have Mr.
Ryan take a few minutes, and then we’re going to adjourn*.

Mr. RYAN. Thank you, Mr. Chairman, thank you for having this
hearing, trilateral, and thank you for allowing me to be in this
beautiful room. I thought I was important as an appropriator until
I got into this room this morning.

I appreciate everyone’s testimony and comments, some more
than others, of course. Mr. O’Shaughnessy and Mr. Hickey’s grade
curve, I appreciate much better than Dr. Roach’s for the Ryan-
Hunter bill.

A couple of points I want to make, just what Mr. Manzullo said.
You know, this is not about China bashing. We have constituents
in our district who are losing their jobs, and Wheatland Tube,
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which is a business in my district, they have tubing coming over
from China. The end price for the tube coming over from China is
the same cost as the raw materials for Wheatland Tube. So, there’s
a significant advantage here that we just want to say, level the
playing field off.

So, I do have a couple of questions. Dr. Roach, one of the ques-
tions I have, if the RMB was valued where it should be, what
would that mean for investment in the United States?

Mr. ROACH. I think—first of all, I'm not sure, just clarify.
Where do you think it should be?

Mr. RYAN. Well, if it was, you know, valued more than it was
today by a percent or two or three

Mr. ROACH. Well, that’s not going to make any difference by 1
or 2 percent. If the RMB were raised by a large magnitude, I think,
as I indicated in my statement, that would have very serious impli-
cations for the currency and the real interest rates in the U.S. It
would weaken the U.S. economy and would have the counter-
productive impact of really lowering investment near term.

Over a long period of time, if the dollar were to move lower in
a more gradual basis, that could begin to restore some investment
back into the United States. That would take a very, very long pe-
riod of time, along the lines of the migration point that was just
made by Mr. O’'Shaughnessy.

Mr. RYAN. Ms. Lee?

Ms. LEE. If I could, I mean, I think the point is that the—if the
RMB were appreciated by 20 to 40 percent, which is what we
would estimate would be needed, it has offsetting impacts, and I
think it would be very healthy in terms of the long-term ability, the
productivity of the United States economy, the ability to compete.

Right now our trade deficit is undermining our GDP growth. It’s
cutting away at that, and we are, as everybody has said, we are
consuming 6 to 7 percent more than we produce every year, and
that’s not good for us. We're borrowing from the rest of the world
in order to fund consumption that we can’t afford.

So, you know, an adjustment of relative prices where we make—
we make the price of Chinese goods more expensive, but we also
enhance the ability the American companies to produce on Amer-
ican soil, it’s the offsetting thing. We heard before talk about, you
know, the punishment of consumers. Well, consumers are workers.
We see the declining real wage, median real wage in this country.

What we’re saying is that even with all the cheap imports, Amer-
ican workers aren’t doing well. Theyre not coming out even.
They’re not getting their fair share of what’s there.

I think it’s because of stories like Mr. Hickey’s and Mr.
O’Shaughnessy’s that well-meaning American companies that are
doing everything they can to compete on American soil are having
the rug pulled out from underneath them by our own government.
So I—you have to look at both sides of it, not just at the investor
side or the Wall Street side of that equation.

Chairman LEVIN: I think we’re going to have to finish because
we have votes.

Mr. RYAN. Can I ask just one quick question?

Chairman LEVIN: Quick.
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Mr. RYAN. If Secretary Evans and Dr. Roach could answer. I'm
sorry. I don’t know if you’ve read the Fair Currency Act or not. Do
you believe it to be WT'O-compliant? Dr. Roach?

Mr. ROACH. I'm afraid I do not. There is nothing in the WTO
as it’s written that really deals directly with treating currencies as
an unfair subsidy. I think you’d have to go back and have the WTO
provisions themselves redrafted to allow for that.

Mr. RYAN. Dr. Bergsten?

Mr. BERGSTEN. No. I don’t think that’s right. We’ve looked very
carefully at the compatibility of the law and the whole idea. In fact
some of my colleagues at the Institute and I wrote the subsidy code
when we were at the Treasury 30 years ago. We know it fairly well.

We think the cases that would be brought under Ryan-Hunter
would certainly be plausible, arguable cases to bring to the WTO.
We'’re not sure they would win, because the issue is unprecedented.
It’s never been addressed. You'd have to get an IMF finding that
there was currency misalignment or manipulation. Then the WTO
would have to apply it to its rules.

You could pursue at least two channels that are certainly plau-
sible and arguable, and on the face of it, there’s no incompatibility
between the law and the existing rules.

Chairman LEVIN: Good I'm glad you had a chance to ask that
question. So, we’re going to adjourn to two o’clock. My own feeling
about this excellent hearing is, I hope it sends a clear message. I
also think this testimony is going to accelerate the consideration of
legislation.

Thank you very much. We stand in recess until two o’clock.

[Recess until 2:08 p.m.]

AFTERNOON SESSION

Chairman LEVIN: Thank you very much. I think we’ll begin. So,
this is the recess edition. We heard this morning from a distin-
guished panel, and I have a hunch that your staffs gave you some
indication of the testimony. I hope so. Indeed, that was the purpose
of structuring it this way so that we could have a rather full pan-
oply of opinions, of approaches, of attitudes regarding the currency
issues, and for the administration to come to give your perspective
and any responses that you have.

We thought it might make most sense to start with the Hon.
Mark Sobel, who is the Deputy Assistant Secretary for Inter-
national Monetary and Financial Policy at Treasury, and then the
Hon. Stephen Claeys, who is the Deputy Assistant Secretary for
Antidumping and Countervailing Duty Operations, Department of
Commerce, and then the Hon. Daniel Brinza, who is Assistant
USTR for Monitoring and Enforcement.

That seemed to be the proper approach, because perhaps this is
in part a question of the jurisdiction of each of the three of you,
but in two of your cases, the testimony doesn’t relate very much
to the issue of currency that’s before us, while the testimony of the
Treasury obviously very much refers to it since there’s no question
about your jurisdiction, although I think there is a relevant role for
the other two agencies.
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So, in view of that, why don’t we start with you, Secretary Sobel,
and then we’ll go to the next two. Thank you again for coming. It’s
a mic. You have to push a button.

STATEMENT OF THE HONORABLE MARK SOBEL, DEPUTY AS-
SISTANT SECRETARY FOR INTERNATIONAL MONETARY AND
FINANCIAL POLICY, U.S. DEPARTMENT OF TREASURY

Mr. SOBEL. Thank you, Mr. Chairman. Twice each year, Treas-
ury issues a report to Congress on international economic and ex-
change rate polices as required by the 1988 Trade Act. This Act re-
quires the Secretary to consider whether countries manipulate the
rate of exchange between their currency and the U.S. dollar for
purposes of preventing effective balance of payments adjustments
or gaining unfair competitive advantage in international trade.

Treasury takes the preparation of this report very seriously. We
know that it is read closely by Congress, the financial community,
the general public and foreign governments. We make every effort
to ensure that we produce a comprehensive report that reflects the
realities of today’s international monetary and financial systems.
Treasury has improved the coverage and analytic rigor of the re-
port in recent years. Reflecting the significant changes in the world
economy since 1998, we have strengthened our coverage of global
economic development, the evolution of global imbalances and
international capital flows. We have discussed the share inter-
national strategy for adjustment of external imbalances, and we
have begun adding special appendices.

Among the special appendices, one examines the role of various
indicators important in addressing currency manipulation ques-
tions, provides illustrative scenarios on this question, and notes the
wide array of countries that have large external surpluses for dif-
fering reasons.

Another focused on methodological issues relating to evaluating
whether an exchange rate is misaligned, noting that the range of
estimates can vary widely, but certain inferences can be drawn
about misalignment, provided the results are taken from a variety
of models, and the results are largely similar in magnitude and di-
rection. However, these results must be supplemented with assess-
ments of other reasons why exchange rates might deviate from per-
ceived equilibrium values.

Treasury previously reported to Congress in March 2005 on the
inherent difficulties in making designations pursuant to the Act.
That report also made clear that in assessing exchange rate manip-
ulation, standard analysis needed to be supplemented with other
indicators, and there is no mechanistic of formulaic approach in de-
termining exchange rate manipulation.

The report also noted the role of intent in rendering judgments
about designations pursuant to the Act. Intent is an important con-
sideration because it is inherent to the language in the Act that
currency manipulation be undertaken for the purposes of pre-
venting effective balance of payments adjustments or gaining un-
fair competitive advantage in international trade.

The GAO reviewed the methodology Treasury uses in examining
foreign exchange policies in April 2005. The GAO report concluded
that Treasury has complied with the requirements in the 1988 Act.
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The GAO report made no recommendations but did note that cur-
rent manipulation is a complex issue that involves both country-
specific and broader international economic factors.

Another key element in our strategy is to encourage the IMF, the
world’s only multilateral international with a mandate for ex-
change rates, to improve its work on exchange rates surveillance.
Treasury strongly supports IMF Managing Director de Rato’s ef-
forts to update the IMF’s operational rules for surveillance.

Let me turn to China. Although the RMB has appreciated
against the U.S. dollar by more than 7 percent since July 2005,
China does not have the currency policy we want it to have and
that it needs. China’s cautious approach to exchange rate reform
exacerbates distortions in its domestic economy and impedes the
adjustment of international imbalances.

Though China has embraced currency flexibility as a policy goal,
the authorities are not moving quickly enough for the United
States, for the global community, or for their own good. While we
agree on China’s broad reform agenda, China’s leaders believe
there is a risk in moving too quickly. Secretary Paulson has told
his Chinese counterparts repeatedly that the greater risk is in
China moving too slowly.

Currency movement alone will not significantly reduce China’s
trade surplus with the U.S., nor eliminate distortions in the Chi-
nese economy. China’s trade surpluses are rooted in the structure
of the Chinese economy. China needs to rebalance its economy so
that household consumption powers growth, rather than exports
and excess investment. The Secretary will again reemphasize these
{nessages at the upcoming meeting of the Strategic Economic Dia-
ogue.

Secretary Paulson has laid out several key steps China must
take to advance toward the goal of currency flexibility: Widening
the band on daily exchange rate movement; reducing intervention;
developing its capital market; and setting clear monetary policy
targets to avoid inflation and increase confidence in the value of
the RMB.

On Japan, the Treasury closely monitors Japan’s foreign ex-
change policy. The value of the yen is determined in open, competi-
tive global markets. Japan has not intervened in the foreign ex-
change market since March 2004. In real price adjusted terms, the
yen is at its lowest value since the early 1980s. This is due to a
protracted period of deflation in the Japanese economy that coin-
cided with rising prices in the U.S. and Japan’s other trading part-
ners. Japan’s deflation reflects the drawn-out difficulties of adjust-
ment to the bursting of the asset price bubble in the 1990s.

Japan’s economy is recovering, but the recovery has not been
brisk. One of the most important contributions Japan could make
to the global economy and to U.S. firms and workers would be to
resume sustainable and robust domestic demand growth and exit
completely from deflation.

We discuss foreign exchange issues with Japan and the other G7
partners regularly. Japan has joined in repeated G7 statements
supporting foreign exchange flexibility.

Thank you, Mr. Chair.

[The prepared statement of Mr. Sobel follows:]
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Prepared Statement of The Honorable Mark Sobel,
Deputy Assistant Secretary for International Monetary and
Financial Policy, U.S. Department of Treasury

Thank you Chairman Levin, Chairman Gutierrez, Chairman Rush, Representa-
tive Herger, Representative Paul and Representative Stearns and Members of the
Subcommittees, for the opportunity to appear today to discuss this important issue.

Treasury’s Assessment of Exchange Rate Policies

As you know, twice a year the Department of the Treasury issues a Report to
Congress on International and Exchange Rate Policies. This report, often called the
“Foreign Exchange Report,” is required by the Omnibus Trade and Competitiveness
Act of 1988 (the “Act”). The report reviews economic and policy developments of im-
portant world economies and other economies with which the United States has a
large trading relationship. The Act states that “the Secretary of the Treasury shall
analyze on an annual basis the exchange rate policies of foreign countries, in con-
sultation with the International Monetary Fund, and consider whether countries
manipulate the rate of exchange between their currency and the United States dol-
lar for purposes of preventing effective balance of payments adjustments or gaining
unfair competitive advantage in international trade.”

Treasury takes the preparation of this report very seriously. We know that it is
read closely by Members of Congress as well as the financial community, the gen-
eral public, and foreign governments. We make every effort to ensure that we
produce an accurate yet comprehensive report that incorporates analysis reflecting
the realities of today’s international monetary and financial systems. In developing
our assessments, Treasury undertakes a careful review of major trading partners’
exchange rate regimes and policies, the evolution of their external balance of pay-
ments positions, their accumulation of foreign exchange reserves, macroeconomic de-
velopments within their economies, and their responses to these developments in
terms of monetary and financial developments and financial and exchange restric-
tions.

Treasury has made a concerted effort in recent years to broaden and improve the
coverage and analytical rigor of the report. We have done so because of changing
global circumstances since 1988, including profound technological change and
globalization, which have enabled many more economies today to become system-
ically important from an economic and financial perspective. In addition, global cap-
ital flows have increased greatly since 1988. The interdependence of the United
States with the world economy has increased, heightening our sensitivity to the im-
pact of developments overseas.

In recent reports, therefore, Treasury has strengthened our coverage and analysis
of global economic developments and the evolution of the U.S. balance of payments
position by including a discussion of perspectives on interpreting U.S. current ac-
count developments and international capital flows. In this regard, we have dis-
cussed the shared international strategy for global adjustment and noted that given
the large U.S. current account deficit, the counterpart to that deficit is inevitably
to be found in large surpluses elsewhere in the world. We also have provided more
extensive descriptions of macroeconomic and financial developments in many of the
key countries of particular interest to the public.

Further, Treasury has also included a series of appendices on critical inter-
national monetary policy issues. In this regard, we began including a special appen-
dix in which many variables and indicators are analyzed on a systematic basis to
develop a better understanding of the currency policies of key countries. In this
light, and given the inherent difficulties in defining currency manipulation for the
purposes of preventing effective balance of payments adjustments or gaining unfair
competitive advantage in international trade, we have examined a range of indica-
tors that economists would typically look at when dealing with currency manipula-
tion questions. We have analyzed a range of different combinations of indicators and
weights in order to shed light on the judgments that we are asked to make. The
numerical examples illustrate the sensitivity of the rankings to the weighting
scheme chosen and also highlight the fact that, for an array of differing reasons,
many countries throughout the world have large external surpluses.

Treasury also has made a special effort in the report, through additional appen-
dices, to discuss important related topics. Recognizing that the International Mone-
tary Fund allows members to choose their own exchange rate regime, we have dis-
cussed at length the advantages and disadvantages of various exchange rate re-
gimes and, more specifically, fixed versus flexible exchange rates. In light of the
vast accumulation of foreign exchange reserves by some countries, especially emerg-
ing markets, we have discussed the costs and benefits of reserve accumulation and
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some of the “rules of thumb” on what are thought to be prudent levels of reserves.
And in light of the considerable attention being given to misaligned exchange rates,
we have discussed some of the methodological problems involved in estimating equi-
librium or fair value exchange rates.

Treasury staff also prepares informal papers, known as Occasional Papers (avail-
able at: www.treasury.gov/offices/international-affairs/occasional-paper-series/) on a
number of other key international monetary policy issues. These staff papers are not
statements of Administration or Treasury policy, but they shed light on these impor-
tant issues. The question of currency misalignment was discussed in detail in a re-
cent Treasury Occasional Paper (www.treasury.gov/offices/international-affairs/
occasional-paper-series/docs/ExchangeRateModels.pdf). That paper reviewed many of
the concepts of exchange rate equilibrium in use as well as many of the models used
to estimate the over or under valuation of a currency. An important finding of the
paper is the wide variance of views that exist with respect to misalignment, as well
as the sensitivity of the results to various modeling assumptions. In fact, in some
cases, depending on the price deflators used, currencies were found to be overvalued
using one deflator but undervalued using another deflator. Another main message
of the study is that, although the range of estimates can and often do vary consider-
ably, it is possible to draw certain inferences about misalignment provided the re-
sults are drawn from a variety of models and the results are largely similar in mag-
nitude and direction. This information must, however, be supplemented with assess-
ments of other reasons why exchange rates, during relevant periods of time, might
deviate from perceived equilibrium values.

Treasury reported to Congress, in March 2005, on the procedures and inherent
difficulties involved in making designations pursuant to the Act. That report, enti-
tled, “Report to the Committees on Appropriations on Clarification of Statutory Pro-
visions Addressing Currency Manipulation,” established that to identify exchange
rate manipulation, standard macroeconomic and microeconomic analysis needed to
be supplemented with certain indicators, including but not limited to: (1) measures
of undervaluation; (2) protracted large scale intervention in one direction; (3) rapid
foreign exchange reserve accumulation; (4) capital controls and payments restric-
tions; and (5) trade and current account balances. We have since incorporated much
of this in one of the aforementioned appendices where I indicated the outcomes
largely depend on weights assigned and combinations of indicators used. As since
noted in Treasury’s November 2005 Report, there is no mechanistic or formulaic ap-
proach in determining manipulation; a complete assessment requires additional
analysis of the interactions among economic variables, specific factors affecting
economies, and current policy formulation and implementation.

The March 2005 report also noted the role of “intent” in rendering judgments
about designations pursuant to the Act. The language of the Act states that cur-
rency manipulation must be undertaken “for purposes of preventing effective bal-
ance of payments adjustments or gaining unfair competitive advantage in inter-
national trade.” “Intent” of the country in question is a consideration as it is inher-
ent in the language of the act. Determining intent behind the policy can be difficult
to assess.

The methodology Treasury uses in examining the foreign exchange policies of for-
eign economies was also the subject of a review by the Government Accountability
Office (GAO) in April 2005. The GAO report! concluded that Treasury has complied
with the requirements in the 1988 Trade Act. The GAO report made no rec-
ommendations, but did note that currency “manipulation” is a complex issue that
it involves both country-specific and broader international economic factors. The re-
port also considered the views of outside experts on whether the renminbi was un-
dervalued, finding that the views varied widely, with many experts maintaining a
view that the currency is significantly undervalued while others contending that
undervaluation was not substantial or that estimating it was not possible. According
to the GAO, even among experts who believe that China’s currency to be under-
valued, there was no consensus on how and when China should move to a more
flexible exchange rate regime or whether capital account liberalization should be a
part of that move.

Another key element of Treasury’s strategy to ensure that countries pursue appro-
priate exchange rate policies is to encourage the International Monetary Fund
(IMF), the world’s only multilateral institution with a mandate for exchange rates,
to improve its work on foreign exchange surveillance. Exchange rate manipulation
to gain competitive advantage is inconsistent with the treaty obligations of the 185
member countries of the IMF. Treasury strongly supports IMF Managing Director

1GAO-05-351; International Trade “Treasury Assessments Have Not Found Currency Manip-
ulation, but Concerns about Exchange Rates Continue,” April 2005.
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Rodrigo de Rato’s effort to update the IMF’s thirty-year old operational rules for ex-
change rate surveillance.

We take very seriously our responsibilities to ensure that the Report to Congress
on International Economic and Exchange Rate Policy is of high quality, topical, and
thorough. We have been careful to be very clear about how we approach the issue
of designations pursuant to the Act and our reasoning in specific cases.

China

As the exchange rate policy of China is of interest to the Committee Members,
I will address it in more detail.

China’s currency policy is an important issue in the economic relationship be-
tween our two countries. Although China abandoned its fixed exchange rate in July
2005 and the RMB has now appreciated against the U.S. dollar by a bit more than
7 percent, China does not yet have the currency policy we want it to have and that
it needs. Secretary Paulson has stated that a major objective of his as Treasury Sec-
retary will be to press the Chinese government to advance toward the goal of an
RMB for which the value is freely set in a competitive marketplace, based on eco-
nomic fundamentals. The Secretary and Treasury staff meets frequently with Chi-
nese counterparts to press this issue.

The Secretary has laid out several key steps China must take to advance toward
this goal, including: widening the band on daily exchange rate movement; reducing
intervention; developing its capital market; and setting clear monetary policy tar-
gets to avoid inflation and increase confidence in the value of the Chinese RMB.
These reforms will allow China to develop the market infrastructure it needs for a
freely floating currency; we are committed to working towards those reforms. Al-
though China has embraced currency flexibility as a policy goal, Chinese authorities
are not moving quickly enough for the United States or the rest of the global com-
munity. And they are not moving quickly enough for China’s own good. While we
agree on China’s broad reform agenda, China’s leaders believe there is risk in mov-
ing too quickly. Secretary Paulson has told his Chinese counterparts repeatedly that
the greater risk is in China moving too slowly. The Secretary will again emphasize
this message during the upcoming meeting of the Strategic Economic Dialogue to
take place here in Washington later this month. We hope that Chinese leaders at
that time will have the benefit of meeting with Members of Congress to discuss the
U.S.-China economic relationship.

Treasury’s foreign exchange report clearly states that China’s cautious approach
to exchange rate reform exacerbates distortions in its domestic economy and im-
pedes the adjustment of international imbalances. With respect to determining
whether or not China manipulates its currency as defined in the legislation, Treas-
ury must take into consideration the intent of Chinese authorities. In the December
2006 Foreign Exchange Report, after careful analysis of China’s economic and cur-
rency policies, Treasury did not find that China’s policies are designed for the pur-
poses of gaining unfair competitive advantage or preventing effective balance of pay-
ments adjustments. Treasury will continue to carefully analyze China’s policies as
we prepare future Reports.

While China’s currency policy is critical to the United States and to China, cur-
rency movement alone will not significantly reduce China’s trade surplus nor elimi-
nate the distortions in the Chinese economy. China’s trade surpluses are rooted in
the structure of the Chinese economy and are not solely the result of currency pol-
icy. China needs to restructure its economy so that household consumption, rather
than exports and excess investment, powers growth. Reform of China’s financial sys-
tem is also critically important for the rebalancing process, by providing Chinese
households the means to insure themselves against major risks and finance expendi-
tures like education. Better financial services will also help address many of the rea-
sons why Chinese households save so much and can spend so little of their incomes.
Vibrant domestic consumption is key to the welfare of the Chinese population and
is the only way that China can grow without generating huge trade surpluses.

To be a responsible international stakeholder in the global economy, China needs
to take swift and effective action to remedy these imbalances. This is both for the
global economy and for China’s own sake. Currency flexibility will enhance the abil-
ity of China’s economic policy makers to use monetary policy to steer China’s econ-
omy towards steady and sustained growth. Rebalancing the structure of economic
activity in China will help to alleviate global economic imbalances and will ensure
that China’s future growth can be sustained without generating huge trade imbal-
ances.
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Japan

The Department of the Treasury closely monitors Japan’s foreign exchange policy,
which is reported on extensively in each Foreign Exchange Report.

The value of the yen is determined in open, competitive global markets, respond-
ing to the forces of supply and demand. Global trading in the yen-dollar market is
extremely large, reflecting the importance of Japan in world trade and the global
financial system. Since 2001, the yen-dollar exchange rate has fluctuated in the
range of 105 to 135 yen to the dollar, and stands today at about 120 yen to the dol-
lar. While Japan has previously intervened in the foreign exchange market, there
is currently no intervention and Japan has not intervened since March 2004.

In real, price adjusted terms, the yen is at its lowest value since the early 1980s.
The yen’s real effective value is the result of a protracted period of deflation in the
Japanese economy that coincided with rising prices in the United States and other
trading partners of Japan. Japan’s long deflationary episode reflects the drawn-out
difficulties of Japan’s adjustment to the bursting of the asset price bubble in the
early 1990s.

Japan’s economy is recovering. The recovery has been underway for several years,
but it has not been brisk and it has not yet gathered steam. One of the most impor-
tant contributions Japan could make to the global economy, and to U.S. firms and
workers, would be to resume sustainable and robust domestic demand growth and
exit completely from deflation.

We discuss foreign exchange issues with Japan and the other G7 partners regu-
Lafly. Japan has joined repeated G7 statements supporting foreign exchange flexi-

ility.

Thank you.

————

Chairman LEVIN. Thank you very much.
Mr. Secretary.

STATEMENT OF THE HONORABLE STEPHEN J. CLAEYS, DEP-
UTY ASSISTANT SECRETARY FOR ANTIDUMPING AND COUN-
TERVAILING DUTY OPERATIONS, INTERNATIONAL TRADE
ADMINISTRATION, U.S. DEPARTMENT OF COMMERCE

Mr. CLAEYS. Thank you Chairmen Levin, Rush and Gutierrez,
Ranking Members Herger, Stearns and Paul, and Members of the
Subcommittees for inviting me to discuss the issue of currency ma-
nipulation and its effects on U.S. businesses and workers. I appre-
ciate the opportunity to share with you the Department of Com-
merce’s views on this issue, particularly as they relate to the U.S.
countervailing duty law.

The statute charges the Department of Commerce with the en-
forcement of the U.S. trade remedy laws. These laws consist of the
antidumping law and the countervailing duty law. As Import Ad-
ministration’s Deputy Assistant Secretary for Antidumping and
Countervailing Duty Operations, I am directly responsible for en-
forcing those laws.

China’s remarkable economic growth in recent years makes it an
important engine in the world economy. China is now the United
States’ third-largest goods trading partner. Our exports to China
totaled $55 billion in 2006, growing at a rate of 32 percent from
the previous year. At the same time, China is our second-largest
source of imports.

The tremendous growth in trade has benefited both countries,
even though this growth has naturally resulted in an increase in
trade friction. Commerce currently has 62 antidumping orders
against goods from China, having issued 32 antidumping orders
against China since 2001.
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The antidumping and countervailing duty trade laws deal respec-
tively with unfair pricing and foreign government subsidization of
imports. Government subsidies distort the free flow of goods and
adversely affect American businesses in the global marketplace.
American companies, workers and farmers can compete against
anyone in the world. However, they should not be expected to com-
pete against foreign governments providing subsidies to their own
industries.

China’s policy has raised serious questions in this regard. Its un-
fair subsidies can create huge, unfair advantages, and China’s ex-
ports to the United States can also harm U.S. producers exporting
to China or competing with Chinese exports to other countries.

Under the CVD law, foreign governments subsidize industries
when they provide financial assistance to benefit the production,
the manufacture or exportation of goods. Subsidies can take many
forms, such as direct grants, tax breaks, or below-market-rate
loans. The amount of subsidies the foreign produce receives from
the government is the basis for the countervailing duty rate
through which the subsidy is offset or countervailed.

For Commerce to find a program to be a countervailable subsidy,
it would need to determine that three required statutory criteria
apply. The first involves a financial contribution from the govern-
ment. Second, it confers a benefit, and third is specific, meaning
that it is either an export subsidy or import substitution subsidy,
or is only available to a limited number of industries or companies.

Whether a petition from a U.S. industry sufficiently alleges these
criteria, and whether Commerce determines that a program indeed
constitutes a countervailable subsidy, will depend on the facts and
arguments presented to Commerce in a particular case.

A related issue is applying the CVD law that a subsidy is pro-
vided by China. Since the mid-1980s, Commerce maintained a pol-
icy of not applying our countervailing duty law to countries classi-
fied as nonmarket economies for antidumping purposes, such as
China. Commerce reasoned that subsidies had no measurable eco-
nomic impact in the 1980s Soviet-style economies that were under
consideration when we established the policy.

On March 30th, Commerce revised this policy by announcing its
preliminary decision to apply the countervailing duty law to im-
ports of glossy paper from China. Commerce determined that the
current nature of China’s economy does not create obstacles to ap-
plying the CVD law because the nature of the Chinese economy
today allows us to determine whether the Chinese government has
bestowed countervailable subsidies.

We are committed to identifying and addressing trade-distortive
and injurious subsidies from all countries. That is a top priority for
us. Commerce will not hesitate to use the tools at our disposal to
discipline China’s use of unfair subsidies.

Thank you for giving me this opportunity to testify on this im-
portant topic today, and I'm happy to take your questions. Thank
you.

[The prepared statement of Mr. Claeys follows:]
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Prepared Statement of The Honorable Stephen Claeys, Deputy Assistant
Secretary for Antidumping and Countervailing Duty Operations,
Department of Commerce

Thank you Chairmen Levin, Rush, and Gutierrez, Ranking Members Herger,
Stearns, and Paul, and Members of the Subcommittees for inviting me to discuss
the issue of currency manipulation and its effect on U.S. businesses and workers.
I appreciate the opportunity to share with you the Department of Commerce’s views
on this issue, particularly as they relate to the U.S. countervailing duty (CVD) law.

The statute charges the Department of Commerce with the enforcement of the
U.S. trade remedy laws. These laws consist of the antidumping law, which remedies
unfairly priced imports, and the countervailing duty law, which remedies foreign-
government subsidized imports. As Import Administration’s Deputy Assistant Sec-
retary for Antidumping and Countervailing Duty Operations, I am directly respon-
sible for enforcing these laws.

China’s remarkable economic growth in recent years makes it one of the most im-
portant engines of the world economy outside of the United States. In trade terms,
China is now the United States’ third largest goods trading partner. China rep-
resents one of the fastest-growing markets for U.S. goods and services. Our goods
exports to China, which for the most part are high value-added products, totaled
$55 billion in 2006, growing at a rate of 32 percent from the previous year. That
makes China our fourth largest export market. At the same time, China is our sec-
ond largest source of imports. Goods imported from China into the United States
totaled $288 billion in 2006.

The tremendous growth in U.S.-China trade has benefited both countries, even
though this growth has resulted in, quite naturally, an increase in trade frictions
as well as our trade remedy activities involving China. Commerce currently has 62
antidumping orders against goods from China. Since 2001, we have issued 32 anti-
dumping orders against goods from China, compared to the 24 orders put into place
between 1993 and 2000.

The antidumping trade rules and countervailing duty trade rules are both tools
sanctioned by the World Trade Organization (WTO) to deal, respectively, with un-
fair pricing and foreign government subsidization of imports. Government subsidies
distort the free flow of goods and adversely affect American businesses in the global
marketplace. American companies, workers and farmers can compete against any-
one in the world. However, they should not be expected to compete against foreign
governments providing subsidies to their own industries.

China’s policies raise serious questions in this regard. The Chinese press is rife
with examples of subsidies given to various industries and products across the spec-
trum, from agricultural products to steel. Unfair subsidies, whether they come from
the central, provincial, and/or local governments to Chinese companies, all have the
power to distort trade conditions for U.S. producers, both here in the U.S. market
and abroad. These kinds of subsidies can create huge, unfair advantages to China’s
exports of a wide range of products to the United States. They can also harm U.S.
producers hoping to export successfully to China or compete with Chinese exports
to third-country markets.

Under the CVD law, foreign governments subsidize industries when they provide
financial assistance to benefit the production, manufacture or exportation of goods.
Subsidies can take many forms, such as direct cash payments, credits against taxes,
and loans at terms that do not reflect market considerations. U.S. trade laws and
Commerce’s regulations establish standards for determining when an unfair subsidy
has been conferred and for measuring the amount of the subsidy. The amount of
subsidies the foreign producer receives from the government is the basis for the
countervailing duty rate by which the subsidy is offset or “countervailed.”

When a U.S. industry files a petition alleging unfair subsidies and seeking relief
under the CVD law, Commerce looks at each of the alleged subsidies, consistent
with our obligations under U.S. law, to determine whether the petition meets the
statutory requirements for initiation. The basis for a countervailing duty petition is
an allegation that foreign producers or exporters are receiving countervailable sub-
sidies (as well as an allegation that those subsidies are causing material injury to
a domestic industry). As a result, the subsidy allegation must include documentary
evidence that such subsidies exist.

Under U.S. law, a countervailable subsidy exists where an authority provides a
“financial contribution” to a company that confers a measurable “benefit.” The sub-
sidy must also be “specific,” meaning that it must either be an export subsidy or
import substitution subsidy (i.e., prohibited subsidies) or is only available to a lim-
ited number of industries or companies. Commerce must look to see whether the
CVD petition addresses each of these elements for each subsidy that is alleged on
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the basis of “information that is reasonably available” to the petitioning U.S. indus-
try. If an allegation meets this statutory requirement (and there is a sufficient alle-
gation that the alleged subsidies are causing material injury to a domestic industry),
Commerce will initiate a CVD investigation. During the subsequent investigation,
Commerce then determines if, in fact, the alleged subsidy meets these criteria and,
thus, is countervailable.

In summary, for Commerce to find a countervailable subsidy, it would need to de-
termine that the three statutory criteria discussed above apply: 1) the subsidy in-
volves a financial contribution from the government; 2) the subsidy confers a ben-
efit; and 3) the subsidy is a prohibited subsidy or is otherwise specific. Whether a
petition from a U.S. industry sufficiently alleges these criteria and whether Com-
merce determines that a subsidy indeed constitutes a countervailable subsidy will
depend on the facts and arguments presented to Commerce in a particular case.

A related issue is applying the CVD law to subsidies provided by China. For more
than 20 years, throughout four Administrations, Commerce maintained a policy of
not applying our CVD law to countries that we have classified as non-market econo-
mies for antidumping purposes, such as China. This policy was upheld in the 1986
Georgetown Steel decision, in which the Court of Appeals for the Federal Circuit af-
firmed that Commerce has the discretion to decide whether to apply the counter-
vailing duty law to non-market economy countries. Commerce reasoned that sub-
sidies had no measurable economic impact in the 1980s Soviet-style economies that
were then under consideration.

On March 30, 2007, Commerce revised this policy by announcing its preliminary
decision to apply the CVD law to imports of glossy paper from China. After a careful
analysis of the parties’ arguments and information on the record of this case, Com-
merce determined that the current nature of China’s economy does not create the
obstacles to applying the CVD law that were present in the “Soviet-style economies”
at issue in Georgetown Steel. For purposes of this preliminary determination, Com-
merce found that the nature of the Chinese economy today allows us to determine
whether the Chinese Government has bestowed countervailable subsidies. Just as
China has evolved, so has the range of tools available to make sure that China
trades fairly. All interested parties will have ample opportunity to provide com-
ments for the record on this investigation before Commerce makes its final deter-
mination later this year.

We are committed to identifying and addressing trade-distortive and injurious
subsidies from all countries, including China. That is a top priority for us. Com-
merce will not hesitate to use the tools at our disposal to discipline China’s use of
unfair subsidies. Thank you for giving me this opportunity to testify on this impor-
tant topic today and I am happy to take your questions.

——

Chairman LEVIN. Thank you.

STATEMENT OF THE HONORABLE DANIEL BRINZA, DEPUTY
GENERAL COUNSEL AND ASSISTANT U.S. TRADE REP-
RESENTATIVE FOR MONITORING AND ENFORCEMENT, OF-
FICE OF THE U.S. TRADE REPRESENTATIVE

Mr. BRINZA. Thank you, Mr. Chairman, Members of the Com-
mittees. I am pleased to participate in today’s hearing. As you
know, within the administration, the Treasury Department is
charged with the responsibility for currency and exchange rate
matters while the Office of the U.S. Trade Representative is re-
sponsible for developing and coordinating U.S. international trade
and direct investment policy.

Our work aims at increasing exports by expanding market access
for American goods and services abroad and protecting American
intellectual property rights around the world. USTR’s efforts to
achieve market-driven, market opening trade policies abroad fit
into a larger economic policy picture, of course. They support
Treasury’s efforts to get results on currency and other matters in
the financial realm, as well as the Commerce Department’s work
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on global competitiveness, export promotion, and its administration
of domestic trade remedy laws.

To provide more concrete perspective on our work, I will give you
a brief overview of USTR’s recent engagement with both China and
Japan, touching on the mechanisms USTR uses to address key
trade concerns.

With respect to China, China’s accession to the WTO marked a
critical step forward toward China fully embracing its role as a re-
sponsible stakeholder in an international rules-based system. Since
acceding to the WTO 5 years ago, China has taken significant steps
in an effort to bring its trading system into basic compliance with
WTO rules. U.S. businesses, workers, farmers, service providers
and consumers have benefited significantly from these steps, and
continue to do so as U.S.-China trade grows.

Despite this progress, China’s record in implementing its WTO
obligations is decidedly mixed. In our engagement with China, the
U.S. follows a dual-track approach to resolving its WTO concerns—
bilateral dialog to try to achieve practical solutions, together with
a full willingness to use WTO dispute settlement where appro-
priate to resolve problems.

For example, in March 2004, we commenced a WTO dispute
against China’s discriminatory value-added tax integrated circuits.

In March 2006, in coordination with the European Communities
and Canada, we commenced a WTO dispute settlement case in
challenging Chinese discriminatory charges on imported auto parts.

In February 2007, we, later joined by Mexico, filed a WTO con-
sultation request in a case challenging several subsidy programs
that appear to be prohibited under WTO rules.

In April 2007, we requested WTO consultations regarding var-
ious deficiencies in China’s legal regime for protecting and enforc-
ing copyrights and trademarks. In April of 2007 on the same day,
the U.S. requested WTO consultations regarding certain barriers to
market access for U.S. copyright-intensive industries, including
books, music, home videos and movies.

With respect to Japan, non-tariff measures have long been an
issue for U.S. companies in Japan’s market. As a result, much of
USTR’s work with Japan continues to focus on removing these bar-
riers. We use a variety of approaches to address specific issues,
while also continuing to urge Japan to make more fundamental
changes that significantly improve the business environment and
further open its economy.

Regular engagement enables to carefully monitor progress and
raise concerns before major decisions are made that would affect
U.S. stakeholders. For example, with respect to Japan, postal re-
form and privatization, we have successfully encouraged Japan to
take measures to ensure the new postal insurance company meets
the same licensing disclosure and supervisory requirements as pri-
vate-sector financial institutions.

Where we have not been able to work our concerns directly with
Japan, and where the WTO dispute settlement process offers an
opportunity for effective resolution of a problem, we have not hesi-
tated to use this process to secure changes in Japan’s measures.
Most recently, we were able to secure a clear conclusion to a long-
standing WTO case involving Japan’s unscientific requirements on
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U.S. apple exports. We will continue to evaluate Japan’s practices
using the WTO yardstick and bring WTO cases where appropriate.

In summary, USTR is committed to ensuring that we are using
the most effective tools at our disposal to pursue open and fair
trade relationships with China and Japan. This effort ties into
broader Administration engagement on international economic
issues, including work by Treasury and Commerce, and work with
Members of Congress to achieve our common goals; a more flexible,
market-based exchange rate for China’s currency and a level play-
ing field for American businesses, workers and farmers.

Thank you for this opportunity to testify. I will be happy to take
your questions.

[The prepared statement of Mr. Brinza follows:]

Prepared Statement of The Honorable Daniel Brinza,
Assistant U.S. Trade Representative for Monitoring and
Enforcement, Office of the U.S. Trade Representative

Introduction

Chairman Levin, Ranking Member Herger, Chairman Gutierrez, Ranking Mem-
ber Paul, and Chairman Rush and Ranking Member Stearns, and distinguished
Members of the Ways and Means Subcommittee on Trade, the Financial Services
Subcommittee on Domestic and International Monetary Policy, Trade, and Tech-
nology, and the Energy and Commerce Subcommittee on Commerce, Trade and Con-
sumer Protection, I am pleased to participate in today’s hearing.

I understand that today’s hearing is focused principally on issues related to China
and Japan’s currencies. As you know, within the Administration, the Treasury De-
partment is charged with responsibility for currency and exchange rate matters,
while the Office of the U.S. Trade Representative (USTR) is responsible for devel-
oping and coordinating U.S. international trade and direct investment policy. Our
work aims at increasing exports by expanding market access for American goods
and services abroad and securing a level playing field for American workers, farm-
ers and businesses in overseas markets. USTR oversees negotiations with other
countries on these matters. In addition, we seek to resolve trade problems using a
wide variety of tools, including bilateral discussions, negotiations, and formal dis-
pute settlement proceedings.

USTR’s efforts to achieve market-driven, market opening trade policies abroad fit
into a larger economic policy picture, of course. They support Treasury’s efforts to
get results on currency and other matters in the financial realm as well as the Com-
merce Department’s work on global competitiveness, export promotion and its ad-
ministration of domestic trade remedy laws. Taken together, the Administration’s
engagement in the international economic realm uses the best tools available to us
to serve the American people’s interest in building strong, mutually beneficial eco-
nomic relations with our global trading partners, including Japan and China.

To provide more concrete perspective on our work, I will give you a brief overview
of USTR’s recent engagement with both China and Japan, touching on the mecha-
nisms USTR uses to address key trade concerns.

Key China Trade Efforts

China’s accession to the WTO marked a critical step forward toward China’s inte-
gration into the international rules based system. Since acceding to the WTO five
years ago, China has taken significant steps in an effort to bring its trading system
into basic compliance with WTO rules. These steps have helped to deepen and
strengthen economic reforms that China had begun 20 years earlier. U.S. busi-
nesses, workers, farmers, service providers and consumers have benefited signifi-
cantly from these steps and continue to do so as U.S.-China trade grows. Indeed,
last year, U.S. exports to China climbed by 32 percent (while China’s exports to the
United States increased by 18 percent). These data suggest that the Chinese market
is becoming more accessible for American companies, and that Chinese consumers
are developing an appetite for America’s highly competitive goods and services.
China today has become our fourth largest export market, and the fastest growing
major export market for the United States in the world. It is helping to support
thousands of American jobs today and will support even more in the future.
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Despite this progress, China’s record in implementing its WTO obligations is
mixed. While China has fully implemented many of its WTO obligations, there are
a number of areas where it still has work to do, as it continues to transition from
a centrally planned economy to a free-market economy governed by rule of law.

In our engagement with China, the United States follows a dual-track approach
to resolving its WTO concerns—bilateral dialog to try to achieve practical solutions
where possible, together with a full willingness to use WTO dispute settlement
where appropriate to resolve problems.

The United States remains committed to seeking cooperative and pragmatic reso-
lutions through bilateral dialog with China, and the United States has achieved
some important successes. For example, through our recent bilateral dialogs, China
made several commitments related to IPR protection and enforcement. It also com-
mitted to eliminate duplicative testing and certification requirements applicable to
imported medical devices, to make adjustments to its registered capital require-
ments for telecommunications service providers, and to finalize a protocol allowing
the resumption of trade in U.S. beef and beef products. China also reaffirmed past
commitments to technology neutrality for 3G telecommunications standards and to
ensuring that new rules in the postal area would not negatively affect foreign ex-
press couriers. In addition, China committed to commence, by no later than Decem-
ber 31, 2007, formal negotiations to join the WTO’s Government Procurement Agree-
ment. The United States has been working with China to make sure that it imple-
ments all of these commitments.

However, we have been unable to resolve other important issues through bilateral
discussions, despite extensive effort, and we have turned to formal WTO dispute set-
tlement in five instances:

¢ In March 2004, we commenced a WTO dispute against China’s discriminatory
value-added tax on integrated circuits. We were able to work successfully with
China to resolve this issue during the consultation phase, and China repealed
the discriminatory treatment.

¢ In March 2006, the United States, acting in coordination with the European
Communities and Canada, commenced a WTO dispute settlement case chal-
lenging Chinese discriminatory charges on imported auto parts. We are now
pursuing this case in front of a WTO arbitral panel.

¢ In February 2007, the United States, later joined by Mexico, filed a WTO con-
sultation request in a case challenging several subsidy programs that appear
to be prohibited under WTO rules, either because they are contingent upon ex-
portation or contingent upon the use of domestic over imported goods. The par-
ties held a first round of consultations in March 2006.

e In April 2007, the United States requested WTO consultations regarding certain
deficiencies in China’s legal regime for protecting and enforcing intellectual
property rights related to copyrights and trademarks that affect a wide range
of products. The problems identified include high thresholds for criminal pros-
ecution that create a substantial “safe harbor” for wholesalers and retailers who
distribute or sell pirated and counterfeit products in China, inadequate rules for
disposal of IPR infringing goods seized by Chinese customs authorities, the Chi-
nese copyright law’s apparent denial of copyright protection for works poised to
enter the market but awaiting Chinese censorship approval, and a possible loop-
hole in China’s criminal law that may only allow prosecution for unauthorized
reproduction of a copyrighted work if it is accompanied by unauthorized dis-
tribution. China already has taken measures that may address this last U.S.
concern. Under WTO rules, formal consultations will take place in this case be-
fore mid-June.

¢ In April 2007, on the same day as the filing of the IPR case, the United States
requested WTO consultations regarding certain barriers to market access for
U.S. copyright-intensive industries, including books, music, home videos and
movies. Consultations in this case also are due before mid-June.

USTR provides a detailed discussion of the efforts the United States has made
to address these and other areas of concern, using bilateral dialog and WTO dispute
settlement, in the “2006 USTR Report to Congress on China’s WTO Compliance,”
issued on December 11, 2006. The report is available on the USTR website
(www.ustr.gov).

Key Japan Trade Efforts

Non-tariff measures have long been an issue for U.S. companies in Japan’s mar-
ket. As a result, much of USTR’s work with Japan continues to focus on removing
these barriers. We use a variety of approaches to address specific issues, while also
continuing to urge Japan to make more fundamental changes that significantly im-
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prove the business environment and further open its economy. While we continue
to make progress in a number of areas, many challenges also remain.

Much of our detailed work with Japan takes place in our bilateral Regulatory Re-
form Initiative, which is chaired by USTR and includes the participation of several
other U.S. agencies. The scope of that forum is comprehensive, including cross-cut-
ting issues ranging from competition policy to intellectual property rights protec-
tions, as well as resolving industry-specific concerns. Progress achieved under this
Initiative is equally broad in scope and is documented in an annual report. Our last
report outlined 45 pages of steps that Japan is taking to address non-tariff issues,
and we are currently on track to conclude our next report in the coming weeks that
will outline new progress.

We also use other fora to raise our concerns with Japan’s practices where needed.
USTR leads our bilateral Trade Forum, for example, which has been used as a flexi-
ble vehicle to address emerging as well as acute trade concerns. At the senior level,
Ambassador Bhatia also participates in our bilateral Sub-Cabinet Economic Dia-
logue which addresses pressing economic issues while bringing overall direction to
our bilateral economic relationship. USTR also of course remains engaged with
Japan on a regular basis at all levels in other ways to address market access con-
cerns.

We continue to see progress in some sectors. Recent improvements include height-
ened transparency of Japan’s regulatory process, the introduction of a program
aimed at helping thwart illegal cartels and bid rigging, a more rational rate struc-
ture for telecommunications wire line interconnection that removes cost distortions
that have limited wholesale network access, opening new opportunities for sales of
insurance products through banks, and starting a one-stop service for motor vehicle
registration.

Regular engagement enables us to carefully monitor progress and raise concerns
before major decisions are made that would affect U.S. stakeholders. In the medical
device and pharmaceutical sector, for example, we have recently seen Japan dedi-
cate more staff resources to help speed reviews of product applications. With respect
to Japan Post reform and privatization, we have successfully encouraged Japan to
take measures to ensure the new postal insurance company meets the same licens-
ing, disclosure, and supervisory requirements as private sector financial institutions.

Where we have not been able to work out our concerns directly with Japan, and
where the WTO dispute settlement process offers an opportunity for effective resolu-
tion of a problem, we have not hesitated to use this process to secure changes in
Japan’s measures. Most recently, we were able to secure a clear conclusion to a
long-standing WTO case involving Japan’s unscientific requirements on U.S. apple
exports. USTR will continue to evaluate Japan’s practices using the WTO yardstick
and bring WTO cases where appropriate.

One area where we have not yet reached a satisfactory conclusion, with either
Japan or China, is in the area of beef trade. Working closely with the Department
of Agriculture, we have been in contact with both countries to seek a full re-opening
of the beef market consistent with international standards.

In summary, USTR is committed to ensuring that we are using the most effective
tools at our disposal to pursue open and fair trade relationships with China and
Japan. This effort ties into broader Administration engagement on international
economic issues, including work by Treasury and Commerce, and work with Mem-
bers of Congress to achieve our common goals: a more flexible, market-based ex-
change rate for China’s currency and a level playing field for American businesses,
workers, and farmers.

Thank you for the opportunity to testify. I will be happy to take your questions.

——

Chairman LEVIN. Thank you very, very much. I'm going to
spend time mostly on the currency issue. That’s the purpose of the
hearing.

To Secretary Brinza, I think you can imagine that there are some
serious disagreements here, at least among some of us, on the
record of this administration in terms of active pursuit of China’s
agreements. The failure, in my judgment, to use the annual review
process and the WTO. Really, the failure to use 421, four times rec-
ommended by the ITC, the administration said no. Then the years
that went by when there was essentially nothing filed, one in ’04,
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and then one in ’06, and finally a flurry of activities as Congress
changed its maturity.

But let’s leave that aside and talk about the currency issue, be-
cause that’s the focus here. I very much agree with the statement
that was in Secretary Claeys testimony, that American companies,
workers and farmers can compete against anyone in the world.
However, they should not be expected to compete against foreign
governments providing subsidies to their own industry.

So, in a sense, whether you look at it technically or not, the issue
is whether a very unbalanced currency, and indeed a rigged cur-
rency, is a kind of a subsidy. Forget the technicality for a moment.
The reality is for American businesses and workers, it’s the same
as a subsidy. It’s an assistance by a government to its producers.
There’s immense unrest about this continued imbalance.

So, let me ask a straight question first to Secretary Sobel. Do you
think that the present structure in terms of currency, China and
the U.S., prevents effective balance of payment adjustments or
gains unfair competitive advantage in international trade? Take
the latter. Does China have an unfair competitive advantage in
international trade because of its currency? Is it possible for a yes
or no answer?

Mr. SOBEL. Thank you for the question.

Chairman LEVIN. I'm not sure you want to thank me.

[Laughter.]

Chairman LEVIN. I mean, but seriously.

Mr. SOBEL. It’s a fair and legitimate question, and it’s one we
think about often. Let me share with you our thinking a bit more
broadly. When we write the Foreign Exchange Report, we do so
pursuant to the 1988 Trade Act.

Chairman LEVIN. Okay. But—I understand. I was afraid you
were going to talk about that. I was there in ’88. I must confess
I don’t remember all the details. But let me just ask you point
blank. Does the weak Chinese currency provide an unfair competi-
tive advantage in international trade?

Mr. SOBEL. I think that the Chinese economy is imbalanced.

Chairman LEVIN. Is what?

Mr. SOBEL. Imbalanced. and I think the exchange rate policy is
part of that imbalance.

Chairman LEVIN. Unbalance?

Mr. SOBEL. Unbalanced, yes, sir. The Chinese economy is unbal-
anced. The exchange rate policy is part of that. Because the ex-
change rate is undervalued, as Secretary Paulson has said, it has
the effect of causing Chinese economic actors and agents to focus
more on the production of internationally tradable goods, more so
than would otherwise be the case. That that comes at the expense
of producing goods and services for the domestic market.

Chairman LEVIN. I understand that.

Mr. SOBEL. So

Chairman LEVIN. How about—and I'm not—I'm trying not to be
argumentative. I'm trying to be clear. Isn’t there a yes or no an-
swer to that? Does anybody—can anybody really argue that they
don’t have an unfair competitive advantage because of that imbal-
ance? Would they have the same competitive advantage if there
were a major change in the balance?
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Mr. SOBEL. I think that the persisting current account sur-
pluses, large trade surpluses in China are fundamentally associ-
ated with the saving and investment relationship in the economy.

I think that we share your frustration about the RMB. Secretary
Paulson raises it at every opportunity with Chinese officials. We
meet with Chinese officials at all levels from all parts of the gov-
ernment. We talk to the Chinese in G7 meetings. We talk to the
Chinese in G20 meetings. We talk to them in the IMF.

Chairman LEVIN. Okay. Let me just—chairs don’t have 5 min-
utes, but I want to try to abide by it.

Mr. SOBEL. Okay. But

Chairman LEVIN. But why can’t you say—why can’t you simply
acknowledge that it provides them an unfair competitive advantage
in international trade?

Mr. SOBEL. I think what I was trying to get at, Mr. Levin, is
that even if the RMB moved higher, China’s part of a very competi-
tive East Asian economy, and we do not think it would have much
of an impact on the bilateral deficit that we have with China.

Chairman LEVIN. How about their competitive advantage? T’ll
tell why you're resisting. You see——

Mr. SOBEL. As I said, obviously a weaker—an undervalued ex-
change rate does, as I said, encourage production of exports.

Chairman LEVIN. Which is another way of saying a competitive
advantage. See, here’s the problem. Then I'm going to quit. The
language in the ’88 Act talks about unfair competitive advantage
and talks about preventing an effective balance of payments. No
one can deny that there is a prevention of an effective balance of
payments, right? I mean, you can’t deny that. There’s no balance.

So, what you do is fall back on the word “intent” because it says
for the purpose. But no one I think really believes for a second that
the Chinese policy isn’t purposeful. So, essentially, what Treasury
has been doing, and I reviewed your reports over time, like in ’05
said the Chinese authorities should by the time of this report do
so-and-so, and of course they did not.

Essentially, what you do is to look for reasons not to name them.
All my suggestion is the time has come for us to be straightforward
with each other and with the American people. Clearly, I think the
manipulation—the handling of currency is for the purpose of pre-
venting an effective balance of payment, and to gain unfair com-
petitive advantage. There may be other reasons that you don’t
want to name China. I think it turns off the American people and
this Congress when there isn’t a straight out acknowledge that
there’s a one-way street here or an imbalance that hasn’t been ad-
justed, needs to be, and so far our policies have not helped to bring
it ellbout, more than a change that is really in real terms just nomi-
nal.

As long as you kind of dance around it, you're going to cause dis-
illusionment and in the end I think some action here. I'll close.
When’s the April 15 report coming out?

Mr. SOBEL. As you know, Mr. Chairman, Secretary Paulson will
be leading the Strategic Economic Meeting on May 22nd and May
23rd. We think it’s an important event, and we would like to be
able to reflect the meeting in what we submit. So, it will be coming
out—
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Chairman LEVIN. Afterward?

Mr. SOBEL. Afterwards.

Chairman LEVIN. Okay. That’s reasonable. I hope it will be
straightforward and not sugar coat.

Mr. SOBEL. Thank you.

Chairman LEVIN. Chairman Gutierrez. Then I think what we’ll
do, because this is somewhat unusual, maybe Mr. Herger could go
after you and then Chairman Rush. Is that okay?

Chairman RUSH. That’s quite all right, Mr. Chairman.

Chairman LEVIN. Okay. Thank you.

Chairman GUTIERREZ [presiding]. I just want to follow up on
Mr. Levin’s question. In June of 2005, Treasury Secretary Snow,
then-Secretary, appeared before the Senate Finance Committee. He
stated, I quote, “If current trends continue without substantial al-
teration, China’s policies will likely meet the technical require-
ments of the statute for designation.” Of course he was referring
to triggers for designating China as a current manipulator. Now I
know we’re going to wait for your April 15th report for sometime
in June.

Given that China has not changed since then-Secretary Snow
spoke in June of 2005, are you guys at Treasury getting ready to
designate China as a manipulator in the report? If not, why not?

[Pause.]

Chairman GUTIERREZ. Five minutes. It’s only 5 minutes.

Mr. SOBEL. Again, as I said in my longer testimony, we

Chairman GUTIERREZ. I guess, Mr. Secretary, are you going to
designate them as a manipulator of currency? Are you ready to des-
ignate them?

Mr. SOBEL. We haven’t written the report yet.

Chairman GUTIERREZ. You haven’t written the report. You
don’t have an outline of the report? You haven’t had any discus-
sion? Are you close to designating them? Are you leaning toward
designating them?

Mr. SOBEL. I have no comment on the report, particularly

Chairman GUTIERREZ. You have no comment.

Mr. SOBEL [continuing]. Because we haven’t written it. We do
believe that a finding of intent is inherent to making a designation
under the Act, and it has not been our view that the Chinese poli-
cies are designed for the purposes of gaining unfair competitive ad-
vantage

Chairman GUTIERREZ. Let me just do this.

Mr. SOBEL. Could I also just say, I do think that there has been
movement. I do think there has been some movement. But as the
Secretary has said, they’re moving way too slowly, and we’re very
frustrated by the pace of——

Chairman GUTIERREZ. 1 wish your frustration would be re-
vealed in your report. Let me do this. Chairman Levin, most of the
questions that were exactly where I was going, I would like to yield
the remainder of my time to my friend and colleague from Ohio,
Mr. Ryan, to continue with my time.

Mr. RYAN. Thank you, Mr. Chairman. I just came in a little bit
late to Secretary Sobel’s comments. Did I—were you saying that
you don’t think that a revaluation would have an effect on the def-
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icit? I just caught the end of what—I thought that’s what you said,
but I wasn’t sure.

Mr. SOBEL. Thank you. Our view is that China is part of a high-
ly competitive East Asian economy and that upward movement in
the currency may not have much of an impact in affecting the bi-
lateral deficit.

Our view is that China’s imbalances, its persisting surpluses, are
fundamentally related to saving and investment patterns in the
economy. As you know, if a country has higher national saving
than national investment, then it will run a current account sur-
plus. China has an extraordinarily high——

Mr. RYAN. If I could interrupt you, just because our time is lim-
ited. But if the value of the RMB goes up, their export-driven econ-
omy, at least through exports, is going to slow down. Wouldn’t that
have some effect on the deficit? My question I guess is, that you
guys are pushing—saying you're pushing and pushing and talking
and talking and talking, to use your words. If it’s not going to have
an effect on the deficit, why are you talking to them and trying to
force them to move?

Mr. SOBEL. First of all, as I said, we think it will have some
impact. But, again, we think the more fundamental issue is to get
China to rebalance its economy. China’s saving is extraordinarily
high. Half of national income is being saved. It’s being saved be-
cause they’ve lost their social safety net, and they don’t have devel-
oped financial markets. So people now have to save for their fu-
tures. They have to save for their pensions, because there aren’t
pensions. They don’t have the state security blanket any more.
They have to save excessively because they basically have put their
money in the banks

Mr. RYAN. Well, not to interrupt you, but wouldn’t a revaluation
help them save more? The RMB that they’re holding in their pock-
ets would be worth more. I think this is a win for everyone.

Mr. SOBEL. Sir, as I said earlier, we're totally frustrated with
the pace of reform in China. We are not satisfied at all with the
movement, the upward movement in the RMB, nor are we satisfied
with the degree of currency flexibility that exists in the exchange
system. I can assure you, Secretary Paulson pushes extraordinarily
hard on these issues. As I said in my testimony, it’s in China’s self-
interest to move for the health of their own economy. It’s in the
world’s interest that they move.

I think the point I'm trying to make is that ultimately it’s the
structure of the Chinese economy that is driving these large sur-
pluses, and that is what needs to change. Exchange rates are part
of that process. The exchange rate system needs to become more
liberal so China can rebalance its economy to produce much greater
domestic demand.

Mr. RYAN. We know that. If I could just say one—we’re trying
to help you. We’re on the same team. We're trying to give the
President and you folks who are sitting here the tools that you
need to get tough with China and to have some real teeth in some
laws that you can go and use when you’re negotiating. You said
yourself, talk, talk, talk.

Well, many people who sit on this Committee—and this isn’t
about bashing China—this is about good people in the United
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States of America losing their jobs that pay a lot of money and con-
tribute to the tax base of communities, leaving because of an unfair
trade practice and an intentional, in my mind, currency manipula-
tion or misalignment or whatever the technical terms we need to
use. But that’s what’s happening on the ground.

People in Ohio and Michigan and, you know, Members of this
Committee, are losing their job, and communities can’t pass school
levies because of this. This is what this is coming down to. This
isn’t a theory.

So I'm going to encourage you. We want to be a part of the solu-
tion. We want to work with you. The legislation that we’re talking
about is to give you the tools and the President the tools that you
guys need to get this job done. We want to be supportive of you
and work with you, but it’s becoming very difficult when we hear
talk, talk, talk for years and years and years, and it’s gotten to the
point where we’re going to need congressional action.

So, I want thank the Chairman

Chairman LEVIN [presiding]. Thank you.

Mr. RYAN [continuing]. For the opportunity to even participate
in this Committee.

Chairman LEVIN. Thank you very much. Mr. Herger?

Mr. HERGER. Thank you, Mr. Chairman. Mr. Sobel, I'm always
skeptical of estimates of the real value of Chinese currency with re-
spect to the dollar. The best model would be a real free market in
currency which we should all agree is the better judge of the cur-
rency values. So, rather than just conclude there is under-evalua-
tion and pick a number, I'm more interested in seeing that the
mechanism to determine that rate is a market-driven one.

Part of China’s delay in reforming its currency has been in devel-
oping a more sophisticated capital market. Some in Congress feel
that is an excuse to put off reform of the currency which has a
more immediate effect on trade. Would you please, Mr. Sobel, de-
scribe the mechanisms the Chinese are developing to create a mar-
ket-driven currency, what steps it must take, and how long it
would take?

In addition, can you explain the importance of China’s broader
financial reforms and how they must go hand-in-hand with cur-
rency reform?

Mr. SOBEL. Thank you. First of all, I want to totally agree with
you that the ultimate goal should be a freely floating RMB. I think
we totally agree with that. We also agree that a strong financial
system is an important component of that.

There are many interlinkages between the financial system and
the exchange rate regime. Normally what’s happened is that
emerging markets that have been moving towards floating are
doing so at the same time they’re opening up their capital account,
and there have always been concerns that if people don’t have con-
fidence in the banking system, money will flow out rapidly.

Also, a country needs a sufficiently deep financial system that it
can absorb inflows and outflows. It needs hedging instruments so
that economic agents engaged in international trade can hedge re-
ceipts and adjust to volatility. For that you need a benchmark yield
curve throughout the maturity structure. You need a credible cen-
tral bank.
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It’s easy to run a pegged-exchange rate regime, but if you’re
going to run an independent monetary policy, we take for granted
things such as domestic money market operations and what not.
But you need Treasury bill markets and you need banks that are
able to intermediate funds. China doesn’t really have a lot of those
basic requisites.

Now, Secretary Paulson gave a speech in March in Shanghai on
the Chinese financial system and the progress that’s been made.
He underscores that far more is needed. China, for example, still
has—even though it is moving to begin to clean up the banking
system—many nonperforming loans (NPLs). The capital market is
very underdeveloped. There’s hardly any corporate bond market be-
cause of excessive regulation and the like.

So, we've been working with them. We're trying to urge them to
develop the financial system. What’s happening now is that be-
cause of this massive reserve inflow into China, they are pumping
out a lot of liquidity into the system, and this is creating infla-
tionary pressures. It’s contributing to the overheating and the ex-
cess investment in the economy, and it also has the potential to re-
duce the quality of lending standards.

So, if China wants to have an independent monetary policy
where they can just target inflation, they're going to need to allow
much greater currency flexibility, and at the same time have ro-
bust financial institutions in place which are capable of dealing
with the central bank.

Mr. HERGER. So, how are they coming about doing this? As you
can tell, we’'re very impatient on their degree of improvement. We
are looking at an economy that basically came out of the 1930s and
is jumping into the 21st century. But I'm sure you feel the impa-
tience of everyone on this Committee to put the pressure on and
to work with them in every way we can, but at the same time not
destroy our relationships.

Mr. SOBEL. Let me assure you, Congressman, we share your
frustration. We share your impatience. Again, how are they coming
along? They’re coming along gradually and slowly. I think they’ve
taken some very good steps in the banking sector to try and recapi-
talize some of the major banks as well as in that regard, to launch
IPOs which have subjected these banks to better risk management
practices and to better accounting standards and better disclosure
standards.

The securities market faces a very long road ahead of it. They
need, in our view, to move much faster in developing a corporate
bond market. So, again, I think in some areas there’s greater
progress than others, but it’s a very long road ahead, and we agree
with you. We share your impatience.

We are also working very hard to open up the Chinese financial
system to foreign participation, because we believe that foreign
participation could bring in greater technology, know-how, capital
and the kind of skills that could help China get there faster.

Mr. HERGER. Thank you.

Chairman LEVIN. Thank you. Chairman Rush.

Chairman RUSH [presiding]. Thank you, Mr. Chairman. With all
due respect to the witnesses, I have a number of questions that I
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will ask, respectfully ask that you keep your answers to a min-
imum, please.

Mr. Claeys, in your testimony, you stated that subsidies to indus-
tries may take many forms. The weak yen has allowed Japanese
auto manufacturers to accrue an average subsidy of about $4,000
on a mid-size sedan. In addition, Japan’s major automakers re-
ported huge windfall profits in ’06 as a result of the weak yen.

My question is, how is one to conclude that the weak yen dollar
exchange rate is not an unfair de facto export subsidy to Japanese
manufacturers, which comes at the price of American jobs and
American industry?

Mr. CLAEYS. Thank you, sir. The issue that the Department of
Commerce needs to decide is not only is something a subsidy, but
is it a countervailable subsidy under the laws as written. For a
subsidy to be determined to be countervailable, as I mentioned ear-
lier, it has to meet three elements. It has to constitute a financial
contribution. It has to confer a benefit. It has to be either an export
subsidy or specific to a certain sector.

The Department makes these determinations within the context
of a case that’s oftentimes brought to us by a domestic industry
that feels that it is unfairly—it’s being injured or threatened with
injury by unfair imports that they are subsidized.

So, for the Department to determine whether Japan’s currency
policy or any other type of subsidy progress is countervailable, we
need to analyze it within those criteria, and then also within the
context of a case that’s brought before us by a domestic industry.
So, I can’t at this time say, you know, yes or no, because it will
depend upon the arguments and the facts that are brought before
us within—you know, if the issue is brought before us in a par-
ticular case.

Chairman RUSH. Mr. Sobel, as you are well aware, the Treasury
Department did not cite Japan as a currency manipulator in its De-
cember 06 report to Congress on exchange rates. Some have ar-
gued that Japan’s jawboning on currency as well as its mainte-
nance of massive foreign currency reserves signal its continued and
future intent to intervene in currency markets. Moreover, Japan
has both a significant current amount surplus and bilateral trade
surplus with the U.S.

These three facts, intent to manipulate exchange rates and the
maintenance of current account and bilateral trade surpluses, are
the three distinguishing characteristics of a currency manipulator
as defined in the 88 Omnibus Trade and Competitiveness Act.

In light of these three elements, why did the Treasury Depart-
ment not cite Japan for currency manipulation in 06 or in other
years of the immediate past, for that matter?

Mr. SOBEL. Thank you. First of all, let me say that we very
much appreciate the difficulties being faced in the U.S. auto-
motive

Chairman RUSH. You have about one minute for the answer,
please.

Mr. SOBEL. I also want to say that we also recognize that the
yen is trading at a two-decade low and trade-weighted terms. The
Secretary has stated that the yen’s value is determined freely in
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large and open foreign exchange markets around the world. Japan
has not intervened since March of 2004.

If T could say very quickly, I follow foreign exchange markets on
a daily basis for Treasury. What’s going on is that there are huge
interest differentials in international capital markets. Japan is an
economy that is only recovering tepidly, and it still hasn’t really
gotten out of deflation, so interest rates are rock bottom in Japan.

In Europe, the economy is growing fairly well. Expectations are
for further hikes in the marketplace. In the United States, interest
rates are higher. Capital is flowing out of Japan to other markets,
including from Japanese retail investors. So, there’s a market-driv-
en process where capital is flowing out of Japan.

Now you could ask me maybe should Japan should have a dif-
ferent fiscal and monetary policy. Our view is that we have sym-
pathies for Japan’s desire to consolidate its public finances——

Chairman RUSH. Thank you very much.

Mr. Chairman.

Chairman LEVIN [presiding]. I believe we have Mr. Stearns
next.

Mr. STEARNS. In all deference to my colleague, Mr. Rush, it
didn’t sound like you really answered his question. He was trying
to be I thought rather clear of what he wanted an answer, and I'm
not sure that—I think the frustration we have up here, you talked
about frustration, but even the answers we’re getting from you
folks, and I'm on your side of the aisle here. I'm trying to support
you. So, I think you need to be a little bit more focused here.

Let me just ask each of and just a yes or no answer. I always
like to try to do this. It’s sometimes difficult. Does the administra-
tion have sufficient tools to address currency manipulation as it
stands now? Just yes or no. I'll start with Mr. Sobel, just yes or
no, whether you have the tools to address currency manipulation.
You've got to answer yes or no. If you say no, nothing’s going to
happen to you. There’s no trap door.

[Laughter.]

Mr. SOBEL. Just, the point I want to make is, we write the re-
][O)i)rt. We work within the language to keep it up to date and flexi-

e.

Mr. STEARNS. No, but the question is basic. It’s just a yes or
no answer. Do you have the tools right now to handle—to address
currency manipulation? Just you as a professional in your present
job, do you have the tools? Would you say yes or no? If you're unde-
cided, you can do undecided.

Mr. SOBEL. I

Mr. STEARNS. Is that the hardest question you’ve had today?

Mr. SOBEL. The hardest question I've had today.

Mr. STEARNS. Okay.

Mr. SOBEL. We——

Mr. STEARNS. Well, let me move on. The next gentleman. What
do you say?

Mr. CLAEYS. Well, sir, probably you’re not going to be happy
with my answer in that

Mr. STEARNS. Well, just yes or no.

Mr. CLAEYS. Well, the Department of Treasury has the lead on
all currency issues.
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Mr. STEARNS. I understand.

Mr. CLAEYS. So, therefore, the Department of Commerce——

Mr. STEARNS. But you can give your opinion.

Mr. CLAEYS. I have to defer, rightly, since the issue falls——

Mr. STEARNS. But as a professional, you could say you're on—
you’re up here testifying, you know, you're one of the experts here
we look to, and we’re asking you in your position, present position
now, you're Deputy Assistant Secretary for Antidumping and Coun-
tervailing Duty Operations, International Trade Administration.
Just in the time you’ve been there. How long have you been there?

Mr. CLAEYS. I've been in the current position a year-and-a-half.

Mr. STEARNS. Okay. In that year-and-a-half, have you found
that you have enough tools to address currency manipulation?

Mr. CLAEYS. I can say we have the sufficient tools to address
countervailable subsidies.

Mr. STEARNS. Okay. Your answer is yes. Okay. Mr. Brinza,
what’s your feeling here?

Mr. BRINZA. I think, Mr. Stearns, similar to my colleague from
the Commerce Department. As you know, the Department of Treas-
ury does have the lead on currency manipulation, so

Mr. STEARNS. Can you speak a little closer to the mic? I
can’t

Mr. BRINZA. I'm sorry. I was saying similar to my colleague
from the Department of Commerce, USTR is in the same position,
vs;‘hich is that we defer to the Department of Treasury in terms
0

Mr. STEARNS. Okay. So, you’re really saying that because you
have to defer to the Department of Treasury, you can’t answer this.
I mean, would you on a personal note, I mean, would you want to
venture how you feel about this? I guess I'm trying to move toward,
do you need additional or improved tools that we should grant you?
If so, what they are.

One suggestion from my staff is should we start with creating
unilateral tools or by improving the tools available to us in the
international community?

I think perhaps earlier my colleagues have asked you about H.R.
782. Let me just ask each of you, obviously if we don’t see anything
happening here, we've got a bipartisan bill, H.R. 782. Mr. Sobel, if
we passed H.R. 782, what’s your feeling about that bill?

Mr. SOBEL. Well, I mean

Mr. STEARNS. Do you think it would be the end of the world
if we passed this bill?

Mr. SOBEL. We do not have

Mr. STEARNS. Do you support the bill or against it?

Mr. SOBEL. We do not have any position on

Mr. STEARNS. You have no position on the bill?

Mr. SOBEL. We do not have a position on any specific bill. If
Congress chooses to propose new legislation, we will certainly work
with Congress.

Mr. STEARNS. Okay. How about the U.S. Department of Com-
merce? How about you? Do you have any feeling on the bill?

Mr. CLAEYS. As the same with Treasury, we have no position
on the bill, though we welcome the opportunity to work with the
Committee on drafting it.
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Mr. STEARNS. Okay. So,—and what about the U.S. Trade Rep-
resentative? What’s your feeling?

Mr. BRINZA. Very similar, sir. We would be developing a posi-
tion in tandem with our colleagues in the administration and be
happy to work with the Committees on that.

Mr. STEARNS. Okay. Mr. Sobel, are there tools available in the
international realm for the administration to address currency ma-
nipulation?

Mr. SOBEL. Could you repeat that?

Mr. STEARNS. Are there tools available in the international
realm for the administration to address currency manipulation? I
mean, for example, can the IMF do anything?

Mr. SOBEL. I was just going to mention the IMF.

Mr. STEARNS. I mean, we're told—critics claim that the IMF is
not equipped to deal with currency manipulation for the purpose of
creating unfair trade advantages. In your opinion, is this true?

Mr. SOBEL. The language in the ’88 Act mirrors the language
in the IMF articles and also the fund agrees with that in a finding
of intent is needed. However, what we’ve been focused on lately is
working with the IMF to improve the IMF’s conduct of foreign ex-
change surveillance. We think that one of the central tasks of the
IMF is to exercise firm surveillance over members exchange rate
policies.

We’ve been working to have the IMF 1977 decision on exchange
rate surveillance, which governs how it operationally does its work
in this area, updated. We think it’s an out-of-date document that
needs to reflect the realities of today’s marketplace and experiences
that have been gained, and we think that’s important not only so
that the fund has a modern document, but secondly because we
think that updating it will send a powerful political signal to the
global community and to the fund’s staff that this task needs to be
emphasized more seriously.

Now rewriting the decision in and of itself will not get the job
done. A revised decision will have to be implemented very vigor-
ously.

Chairman RUSH [presiding]. Would you please bring your an-
swer to a close? Okay. Mr. Sherman is recognized.

Mr. SHERMAN. Thank you, Mr. Chairman. We’ve got three Sub-
committees represented here. One could argue there could even be
a fourth, although I think three may be a record, and that is the
Foreign Affairs Committee could also be represented here.

We've got Treasury, USTR and Commerce represented here. One
could argue that State ought to be here as well. Because the unan-
swered question is whether our pitiful policy on currency is some-
how, especially as to China, is somehow a plan to acquiesce to
them on that issue in return for help on foreign policy issues.

Let me report, because I do chair the relevant Foreign Affairs
Subcommittee, that that is hardly the case. China is a major obsta-
cle toward any reasonable effort to prevent Iran from developing
nuclear weapons. It is the chief protector of the Sudanese commit-
ting genocide, and it is of slight help on North Korea’s program,
but it is also the major reason that program can continue, since
that regime is totally dependent on subsidies from China.



122

Thus I know those watching these hearings will wonder, why has
Congress and the administration surrendered American jobs and I
think ultimately America lives in order to allow China to continue
its current currency policy and trade policy?

Let me make it clear. We're not giving that up in order to
achieve foreign policy objectives. We’re doing so because of the
overwhelming power in this town of the importers. Now I've got a
whole lot of questions I'll probably ask you to respond for the
record or I'll give you some time at the end. But I've got so many
questions, I do want to at least get them into the record.

I am surprised to hear testimony that the trade relationship be-
tween the United States and China benefits both countries. It is in
fact the most cancerous and lopsided trade relationship in the his-
tory of mammalian life. Not only do we have a $232—or $233 bil-
lion deficit, but that deficit is five times the size of our exports. We
could imagine a beneficial trade relationship with China, but to re-
gard this lopsided relationship as beneficial can only be done from
a pro-importer view.

I would also point out that this large trade deficit is setting up
the world for the kind of dislocations that the world economy has
not faced since the 1930s.

I hope the Treasury would respond for the record as to whether
we have an emergency plan if the dollar drops by 20 percent in a
week or 40 percent in a month. I realize it hasn’t dropped by that
much, but it’s hard to think of a more bizarre and lopsided trade
policy or a more—or a larger trade deficit. Things that can’t con-
tinue forever don’t. The trade deficit can’t. It won’t, and it may not
be pretty. When it ends, it may not be smooth.

I also hope the gentleman here would respond to whether it
would be in America’s interest to have a weak dollar policy, wheth-
er we're allowing our machismo to interfere with what would be
good for American workers. I'll point out that Japan certainly has
a weak yen policy, at least to the full extent allowed by law.

It is I think you’ll conclude helpful to us to have a strong dollar
and that we import capital, but that in a way means that we'’re pa-
pering over a problem with our Federal budget deficit and with our
low savings rates.

The real question before is, why are we talking to China instead
of acting? Only in Washington is “pushing hard” a synonym for
doing nothing but begging in many different forums that China
change its policy. China has not.

There are people in my district, one person I'm thinking of in
particular, who lost their job as a result I think of the Chinese cur-
rency manipulation, became an alcoholic, committed suicide, and
died. I'm sure we all have those situations in our own district. Usu-
ally when a crime is committed and death results, police action is
immediate. Yet it is clear that Chinese currency manipulation is
criminal, that deaths in the United States have resulted, and the
response is that we beg China to consider some future change.
Rarely is someone causing that amount of harm and doing so crimi-
nally asked when they're going to stop their ongoing policies.

So, I look forward to hearing from you gentleman what we’re
going to do in order that I don’t have to go back to my district and
explain that the power of the importers here in Washington is so
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great that people will have to continue to lose their jobs due to an
unlawful violation of the world’s currency rules by China. I yield
back. I look forward to your answers for the record.

Chairman RUSH. The Chair recognizes Mr. Brady.

Mr. BRADY. Thank you, Mr. Chairman. I know of no recorded
Chinese suicide efforts in our community, and getting back to the
subject, clearly an artificially low currency in China impacts their
exports, makes it more difficult for our imports over there. Whether
we care to believe it or not, it also in effect subsidizes lower con-
sumer prices here in America, contributes to a lower interest rate
and a lower inflation rate.

I think our goal in Congress is to find a way to maximize our
exports to China, to provide the greatest economic benefit to our
products, but also do it in a way that we do the least economic
harm in the country to our consumers. We have a number of pieces
of legislation to deal with this issue. I'm skeptical of much of them.
My fear is that we are using a sledge hammer rather than a sur-
gical knife to attack this issue, and there will be a boomerang ef-
fect on some of our families and economy.

So, the question, though, is given the frustration in Congress,
why shouldn’t Congress create new legislative tools to address this
currency? Why should we rely upon this dialog to produce results?
Because there is such a high level of frustration here in Congress.
When can we expect to see results that can show us that there is
movement in a balanced way to a market-based currency in China?

Why don’t we just go down the line if we could. Mr. Sobel.

Mr. SOBEL. Thank you. Just to say, to repeat that we don’t have
any specific position on any bills. We look forward to working with
Congress. I think the Secretary believes that the U.S. economy ben-
efits from openness and that will be an important lens through
which the Treasury views any legislation.

One thing I would like to say is that it’s important that we keep
working with China to reform its system. The Secretary strongly
believes that the Strategic Economic Dialogue is the best vehicle
for doing that, for tackling the imbalances in the economy.

I think many of us have some concern that some tools potentially
could put China in a defensive posture with respect to engaging
with us, rather than working with us to reform its currency sys-
tem.

In terms of getting results with the Chinese, I think that reform-
ing the Chinese economy and making it a market system is going
to involve a longer-term process of engagement. Reforming finan-
cial markets, changing the economy to reduce savings and creating
the social safety nets and the things that are needed to boost do-
mestic demand, reforming the exchange rate system, will take a
while. But I think that we will need to make sure that we achieve
results over time, and I think that that is an important focus of
the Secretary and the Strategic Economic Dialogue.

Mr. CLAEYS. Congressman, Congress’s responsibility in this
realm or in general is to enforce the anti-subsidy countervailing
duty law. I believe that we have already sufficient legal tools to
apply the countervailing duty law to those subsidies that should be
subject to the law in the way the law is written, and also in accord-
ance with our international obligations.
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Mr. BRINZA. Thank you. With respect to whether we need addi-
tional tools or with respect to whether we need additional tools in
order to address currency manipulation, we would defer to the De-
partment of the Treasury, who has the responsibility for that.

In terms of trade policy, we believe we have sufficient tools in
order to be able to address those matters that would raise a dif-
ficulty under our agreements.

Mr. BRADY. Thank you. Thank you, Chairman.

Chairman RUSH. The Chair intends to engage in a second round
of questioning and I recognize myself. Mr. Sobel, do you believe
that Japan is using a low interest rate policy in order to keep the
yen undervalued? If so, is that not a de facto form of currency ma-
nipulation?

Mr. SOBEL. Thank you for that question, because I wanted to
carry on a little bit from earlier. The Japanese economy was very
weak throughout the 1990s, and that period of weakness continued
early into this decade.

Japan was mired in deflation. Japan acted to substantially ex-
pand its money supply to help sustain the recovery and begin to
exit from deflation. As we said in the testimony, recovery of the
Japanese economy is not as brisk as we would like to see it. With
deflation continuing—prices basically are still hovering around flat,
give or take a few tenths of a point here and there—Japan has not
firmly exited from deflation.

In those circumstances, we understand that Japan is running a
highly accommodative monetary policy.

Chairman RUSH. All right. So, the answer is yes. Can I summa-
rize your answer as yes?

Mr. SOBEL. The specific question was?

Chairman RUSH. Is Japan using a low interest rate policy in
order to keep the yen undervalued? According to

Mr. SOBEL. They'’re trying to exit from deflation. They're trying
to support their economy’s exit from deflation. That is my answer.

Chairman RUSH. Okay. Is that not a de facto form of currency
manipulation?

Mr. SOBEL. Again

Chairman RUSH. Okay. Let me move on to the next question.
Japan now has significant occurring account in bilateral trade sur-
pluses. It also has a great amount of foreign reserves. Explain to
us why this low interest rate is warranted, why these low interest
rates are warranted.

Mr. SOBEL. Again, sir, the accommodative monetary policy is
warranted in order to help Japan sustain its recovery and to exit
firmly from deflationary pressures in the economy.

Chairman RUSH. How long are we to wait for Japan to exit its
recovery, from its recovery period?

Mr. SOBEL. We'’re hopeful that Japan will soon restore more ro-
bust growth and higher productivity.

Chairman RUSH. Okay. Thank you. What plans does the admin-
istration have for raising the topic of Japanese and Chinese cur-
rency manipulation at the upcoming meetings of the Strategic Eco-
nomic Dialogue and the G7?

Will the administration voice the concerns of many in this Con-
gress that the persistence of Japan and China in maintaining arti-
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ficially low exchange rates harms American industry and workers?
Furthermore, what course of action will the administration suggest
at these meetings in order to correct imbalances in the inter-
national exchange rates?

Mr. SOBEL. Let me assure you that, again, we share your frus-
tration with the pace of change in the RMB. The Secretary raises
this at every opportunity he can with the Chinese; the need for the
RMB to move faster, the need for greater currency flexibility. We
totally support your sentiments in this regard. I can assure you
that when the Strategic Economic Dialogue happens later this
month, the Secretary will have a full discussion of this issue with
the Chinese representatives.

As I said in my testimony, in my longer testimony, we very much
want to bring Chinese leaders to meet Members of Congress so
they can directly hear your thoughts and views on these issues.

Chairman RUSH. Thank you. Mr. Brady?

Mr. BRADY. No further questions.

Chairman RUSH. Well, that concludes this hearing. I again want
to thank all the witnesses for your participation, and this hearing
is now adjourned.

[Whereupon, at 3:21 p.m., the Subcommittees were adjourned.]

[Questions submitted by the Members to the Witnesses follow:]

Question submitted by Mr. Neal to Mr. Sobel

Question: Mr. Sobel, I understand China is requiring that a foreign non-
life insurance company doing business there must first apply to convert its
“branch” office into a “subsidiary” before it can expand its operations in
China. I also understand that China has not acted on these U.S. conversion
applications for almost 2 years, and by doing so is improperly limiting for-
eign companies’ access to its market, while giving Chinese companies a
competitive advantage and a head start. I understand that China has
granted subsidiary licenses to two Korean and Japanese companies, but no
U.S. companies. All of this raises some serious questions.

To your credit, I understand that USTR and Treasury have raised this
issue several times with China in the context of the Strategic Economic
Dialoguee. Can you tell us how these queries have been received, and more
specifically, whether you think this issue can be resolved bilaterally or will
it tal%e a formal dispute process at WTO before China will honor its obliga-
tions?

Answer: [PENDING]

Question submitted by Mr. Neal to Mr. Brinza

Question: Mr. Brinza, you may be familiar with a dispute impacting a
Massachusetts company and a major employer in my home state. EMC has
been experiencing difficulties over the past decade registering its well-
known trademark in China. It has been denied registration on the basis
that a China company, Proview International, with an entirely different
business had a pre-existing mark. Although EMC’s trademark predates the
Chinese one by over a decade, the government agency has refused to recog-
nize the U.S. company mark allowing the other company to expand into
this area with the blessing of the China trademark agency. Recently, this
other company sent a demand for $50 million to EMC to get back its own
trademark, even though EMC has over 100 trademark registrations cov-
ering all major countries except China. How can this problem be rectified?

Answer: [PENDING]

Question submitted by Mr. Rush to Mr. Evans, Mr. O’Shaughnessy,
Mr. Roach, Mr. Bergsten, Mr. Mohatarem, Ms. Lee, and Mr. Hickey

Question: One phenomenon that has received much attention in the press
lately is the carry trade. In Japan, where the interest rate is quite low—
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valued currently at half a percent—currency traders borrow yen in order
to purchase higher-yielding dollars. The offshoring of yen as a result of the
carry trade serves to keep the value of the yen artificially low vis-a-vis
other currencies. Professor Steven Hanke of the Johns Hopkins University
estimates that the yen carry trade accounts for perhaps one trillion dollars
in yen-denominated borrowings. Given this, could one conclude that Japan
is pursuing a low interest rate strategy in order to artificially depress the
value of its currency? Would this not constitute an indirect form of cur-
rency manipulation?

Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Ms.
Answer from Mr.

Evans: [PENDING]
O’Shaughnessy: [PENDING]
Roach: [PENDING]
Bergsten: [PENDING]
Mohatarem: [PENDING]
Lee: [PENDING]

Hickey: [PENDING]

Question submitted by Mr. Rush to all witnesses

Question: I understand that the yen-dollar exchange rate has allowed
Japanese auto manufacturers to accrue an average subsidy of about $4,000
on a mid-sized sedan. In addition, Japan’s major automakers reported huge
windfall profits in 2006 as a result of the weak yen. These profits are in
turn re-invested in production facilities located in Japan, despite flagging
domestic demand for automobiles. Added to this is the fact that Japan ex-
ported more vehicles to the United States in 2006 than it has since the mid-
1980s. How is one to conclude that the weak yen-dollar exchange rate is not
an unfair de facto export subsidy to Japanese manufacturers, which comes
at the price of American jobs and industry?

Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Mr.
Answer from Ms.
Answer from Mr.
Answer from Mr.

Evans: [PENDING]
O’Shaughnessy: [PENDING]
Roach: [PENDING]
Bergsten: [PENDING]
Mohatarem: [PENDING]
Lee: [PENDING]

Hickey: [PENDING]

Sobel: [PENDING]

Answer from Mr.
Answer from Mr.

Claeys: [PENDING]
Brinza: [PENDING]

Question submitted by Mr. Rush to Mr. Sobel

Question: The Treasury Department responded in part to a 2005 report
by the General Accountability Office entitled, “Treasury Assessments Have
Not Found Currency Manipulation, but Concerns about Exchange Rates
Continue,” by commenting that it does not take into account the impact of
the exchange rate on the economy. Several of our witnesses today, and in-
deed others, have argued that currency manipulation leads to the loss of
jobs in U.S. exporting industries. This is a strong statement. Given this as-
sertion and moreover the clear impact that exchange rates have on the
flow of trade, why does the Treasury Department not take into account the
effects of currency manipulation on the domestic economy?

Answer: [PENDING]

——

[Submissions for the record follow:]
American Foundry Society
Schaumburg, Illinois 60173
May 23, 2007

Chairman Sander Levin

House Ways and Means Trade Subcommittee
1104 Longworth House Office Building
Washington, D.C. 20515

Dear Chairman Levin:



127

On behalf of the American Foundry Society (AFS), thank you for the opportunity
to submit testimony to the House Ways and Means Subcommittee on Trade regard-
ing the impact of Chinese currency manipulation on the metalcasting industry.

AFS applauds you and your colleagues for holding a truly historic “tripartite”
hearing on currency undervaluation and its effects on U.S. business and workers on
May 9th. The hearing provided an opportunity to highlight the devastating impact
of cheap imports which has led to China’s skyrocketing trade surplus with the
United States and the significant loss of American manufacturing jobs. This sort of
mercantilist behavior harms the United States and jeopardizes the economic and fi-
nancial stability of the rest of the world as well.

Overview of Foundry Industry

AFS is the leading metalcasting association in America with more than 9,000
members representing over 3,000 metalcasting firms, their suppliers and customers.
The metalcasting industry directly employs over 200,000 men and women. Our
member companies’ produce cast metal components that are found in over 90 per-
cent of all manufactured goods and equipment. There are currently 2,190 foundries
nationwide, with a large concentration in the Midwest.

Our industry supports the viability of numerous other key sectors including auto-
motive, electronics, national defense, construction, telecommunications, and agricul-
tural. Your car couldn’t run without the cast engine block. Grocery stores would be
empty without farm machinery made from castings. Your home would be cold, wa-
terless and powerless without cast furnaces, faucets and electrical components. The
safety of your home depends on the cast fire hydrant on the corner.

Impact of Chinese Currency Manipulation on the Foundry Industry

The future of the U.S. foundry industry is being severely threatened by low-priced
castings, imported primarily from China. A number of U.S. trading partners, most
prominently China, actively have pursued for years policies that undervalue their
currencies.

American foundries and workers cannot compete when the playing field is rigged.
And that is what China has been doing—rigging its currency at a level that econo-
mists agree is substantially below its fair value. China’s currency manipulation has
a real impact on our member companies and their workers. For too long, foundries
have been losing work because of the influx of low cost imported castings, laying
off employees, and shutting their doors. It is time to take concrete action to stop
this un-level playing field.

Economists estimate that the yuan is undervalued by as much as 40 percent, giv-
ing Chinese companies an unfair trade advantage that has helped push the U.S.
trade deficit with China to a record $233 billion last year. The resulting competitive
advantage props up its exports, production and jobs at the expense of producers in
the United States. It has provided Chinese foundries with a nearly insurmountable
advantage over U.S. foundries. Meanwhile, metalcasters continue to lose contracts
to their Chinese counterparts since the cost of raw materials alone is equal to or
higher than the pricing of finished parts being dumped in the U.S.

Furthermore, our members are not just competing against other global compa-
nies—they are competing against other governments that strongly support their
manufacturing sectors with currency manipulation and trade barriers against our
U.S. products. Additionally, China’s complex web of subsidies also increases its ex-
ports in clear violation of World Trade Organization rules. The Chinese government
is subsidizing the purchase of raw materials and energy and/or providing them
below cost via state-owned enterprises. In fact, China’s government controls the
price of gasoline and electricity, thereby allowing Chinese manufacturers to obtain
these vital items at subsidized prices.

Moreover, American foundries must compete against Chinese foundries that have
cheap labor costs, do not pay or pay very little for health insurance and legacy costs,
and do not have to meet our strict environmental and safety standards. The Chinese
social safety net is inadequate. There’s no universal Social Security, and less than
20 percent of workers have pensions. Less than 15 percent are covered by unemploy-
ment insurance.

The U.S. International Trade Commission (ITC) conducted a Section 332 fact-find-
ing investigation, at the request of the House Ways and Means Committee, into the
competitive conditions facing the U.S. metalcasting industry.

The report, issued in May 2005, revealed that foundry customers “significantly in-
creased their purchases of foreign-produced castings at the expense of U.S.-produced
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castings, primarily because of lower foreign pricing.”! Furthermore, the ITC report
indicated that China was a major source of the cheap imports flooding the U.S. mar-
ket. This huge surge in imported castings has directly contributed to the loss of
thousands of foundry jobs and numerous foundry closures in recent years, as well
as having a negative impact on the total U.S. manufacturing sector.

Our member companies have seen significant production outsourced to China to
take advantage of this unfair trade advantage. Here are just a few examples of what
American foundries are facing:

¢ Over 700 foundries have closed during the past ten years—which means over
50 foundries are closing each year. These closures have a devastating impact
on communities across this country. Foundries provide reliable, good-paying and
rewarding jobs for their constituents, while substantially adding to the tax base
at all levels of government.

¢ Earlier this month, Ford Motor Co. announced that it will be closing down its
foundry, Cleveland Casting, in Brook Park, Ohio by 2009, and thus, eliminating
over 1,000 good paying jobs. The facility produces cast-iron engines for Ford F-
Series Super Duty trucks, Ford E-Series vans and Ford Expedition and Lincoln
Navigator SUVs. It is one of several foundries being closed by the automaker
this decade.

¢ Many companies that have upgraded their plants to be highly automated don’t
have enough work to pay off their investment. This creates a situation for
foundries where all of the volume has gone away thus causing them to lose the
contribution margin to absorb the fixed overhead.

¢ An Indiana foundry employing over 100 employees has lost over 35 percent of
its casting business to China since 2001.

¢ A Texas-based foundry which supplies the automobile industry in North Amer-
ica describes how some of its major customers such as TRW and Bosch have
outsourced brake castings to foundries in China. These customers then use the
subsidized low prices from China as their “World” price and demand such from
their American suppliers, which have gradually dragged the market price for
brake castings to all time lows. This U.S. foundry has managed its costs down
to where it is selling castings today for 35% less per ton than in the mid-70’s
(no adjustments for inflation taken into account!) It has almost no room for fur-
ther cost reduction, being squeezed by prices on one end, and increasing costs
for energy and raw materials on the other.

¢ Suppliers to our industry report that customer after customer now imports tool-
ing that in years past would have been built in the U.S. at a fair price. Pres-
ently, an Indiana tool & die shop has one tool in its 15-man shop and not one
prospect in sight. The once proud tool manufacturing sector has been reduced
to a mere shell of its former self.

* A Pennsylvania foundry reports that it has lost over $1,000,000 in sales as a
result of lower priced Chinese castings.

e A Georgia-based family-owned foundry is currently facing the possibility of los-
ing a $500,000 contract for a regular customer in Houston, Texas, to a Chinese
company.

What Can Congress Do Regarding Currency Manipulation

With little to show after four years of U.S. pressure on China to revalue its yuan
currency, we urge you and your fellow lawmakers to pass legislation, The Fair Cur-
rency Act (H.R. 782), which would define currency manipulation as a subsidy under
U.S. trade law and make it easier for the U.S. Commerce Department to impose
new tariffs on Chinese goods under a countervailing duty law against foreign gov-
ernment subsidies. If enacted, this legislation would help U.S. manufacturers and
workers to counteract currency undervaluation by China and other countries that
injures our economy. Countries that engage in “exchange-rate misalignment” should
be put on notice that such behavior is not acceptable and has legal consequences.

Unfortunately, the U.S. Department of Treasury in its semi-annual reports has
persistently chosen not to cite China for exchange-rate “manipulation” within the
meaning of the International Monetary Fund’s Articles of Agreement. The report
claims that it cannot be determined if China’s policy of undervaluation is intended
to gain an unfair competitive advantage in trade or to prevent adjustments in Chi-
na’s balance of payments. AF'S feels this longstanding approach by the Treasury De-
partment has been fruitless and will remain so, and a legislative strategy needs to

1Foundry Products: Competitive Conditions in the U.S. Market. U.S. International Trade
Commission—Investigation No. 332-460, May 2005.
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be adopted to hold countries like China to account under their international legal
obligations.

Since China continues to enjoy the benefits of membership in the international
economic community, it is only fair that it abide by the community’s rules and re-
sponsibilities. The time for change is now, before our industry and the rest of U.S.
manufacturing is put further at risk. AFS is committed to working with you on this
important matter.

Sincerely,

Jerry Call
Executive Vice President

Prepared Statement of the Retail Industry Leaders Association

The Retail Industry Leaders Association (RILA) appreciates the opportunity to
submit written comments for today’s hearing on currency manipulation. RILA pro-
motes consumer choice and economic freedom through public policy and industry
operational excellence. Our members include the largest and fastest growing compa-
nies in the retail industry—retailers, product manufacturers, and service sup-
pliers—which together account for more than $1.5 trillion in annual sales. RILA
members provide millions of jobs and operate more than 100,000 stores, manufac-
turing facilities and distribution centers domestically and abroad.

RILA supports the longstanding U.S. policy of economic engagement with China
and Japan and opposes legislation that threatens to cut off access to the U.S. mar-
ket as a means of pressuring China and/or Japan on policy issues such as exchange
rates. RILA advocates a balanced trade policy—one that recognizes the tremendous
opportunities and benefits that trade and investment with China and Japan bring
to the U.S. economy, while also effectively addressing market access barriers and
other unfair trade practices that affect U.S. companies doing business with these
countries. RILA supports a rules-based resolution of trade disputes in a manner con-
sistent with World Trade Organization (WTO) obligations.

While RILA members strongly support positive economic engagement with both
China and Japan, our comments today are focused on China. U.S. exports to China
are rapidly growing. In 2006, China and Hong Kong combined ranked as the third-
largest U.S. export market, with exports of goods totaling more than $73 billion.
Furthermore, U.S. exports to China are growing far more rapidly than exports to
any other major market. U.S. exports to China in 2006 were 240 percent higher
than in 2000, the last full year before China joined the WTO. By comparison, the
second-fastest-growing market for U.S. goods during this time was the Netherlands,
with cumulative growth of 42 percent.

U.S. services exports to China are also growing. The U.S. already has a small
services trade surplus with China—$2.6 billion in 2005—and that surplus is fore-
casted to grow to 515 billion or more by 2015 as more U.S. companies take advan-
tage of market access openings negotiated as part of China’s WTO accession.

Congressional actions toward China should focus on positive economic engage-
ment with China with a broader focus than simply currency exchange rates. The
effect of China’s exchange rate policy on bilateral trade is likely overstated. Accord-
ing to Stephen Roach, chief economist at Morgan Stanley, the trade deficit with
China is also the result of other factors, including a high U.S. personal consumption
rate, a very low U.S. savings rate—just over 1% over the past three years—by do-
mestic businesses, households, and the government, and a high personal saving rate
in China (about 30% of household income). The low U.S. savings rate means that
America must import surplus saving from abroad to fuel U.S. economic growth.

Congress should enact policies that promote more U.S. domestic saving, and en-
courage China to move from an economy based on export growth to one based on
growth in domestic consumption. For example, Congress should encourage China to
break down the remaining barriers to foreign investment in China’s retail sector.
Growth in the supply of retail outlets in China will increase consumer choice and
competition and enable Chinese consumers to increase their purchases.

While RILA members seek to benefit from the growing trade opportunities with
China, we also recognize that the valuation of China’s currency is a significant con-
cern for both the Administration and Congress. RILA believes that China should in-
deed implement steady, measured, but concrete movement toward a market-deter-
mined exchange rate. Toward this end, RILA supports efforts by Treasury Secretary
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Henry Paulson in the context of the Strategic Economic Dialogue to encourage
broader financial sector reforms that will enable China to accelerate its removal of
capital controls and allow market forces to fully determine the value of its currency.

Some of the legislative proposals such as H.R. 782 and S. 796 to address China’s
currency regime would be counterproductive as they are inconsistent with WTO
rules. Such measures could prompt harmful Chinese retaliation against U.S. exports
to China. Specifically, the WTO Agreement on Subsidies and Countervailing Meas-
ures (WTO SCM) requires that a countervailable subsidy: (1) confer a benefit, (2)
involve a “financial contribution” from the government, and (3) be “specific” to an
enterprise or industry. China’s currency policy likely doesn’t meet these criteria be-
cause the government is not transferring anything of value to firms, and the policy
is not specific to a particular enterprise, industry, or group of enterprises or indus-
tries. While these bills revise U.S. law to assert that exchange rate misalignment
satisfies the WTO criteria, that does not in itself make the legislation WTO-con-
sistent.

In conclusion, U.S. trade and investment with China and Japan benefit RILA
members and the U.S. economy directly through imports and exports as well as
through broader effects such as lower prices and higher productivity. RILA supports
efforts to find solutions to these issues that are balanced and do not undermine the
significant opportunities and benefits to the U.S. economy that come from trade and
investment with these countries.
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