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This paper is not intended to be anything like a full exegesis covering globalization in all its many facets.  Rather, it is a set of notes on specific aspects of the topic.  I begin with a review of why freer international trade (which to my mind is the essence of globalization) should bring important net benefits to the world economy as a whole and to most participants in it.  This should be familiar territory to most readers.  I then attempt to trace the threads that link globalization to the growth process, both in the low-cost centers enjoying the fastest development and in most of the rest of the world.  This material will be novel for some, but perhaps familiar to those who have dipped into the study of economic growth.  Finally, I will turn to an examination of the longstanding turmoil over China’s monetary and exchange rate policy.  Here I hope that what I have to say will shed some new light on the problem for most readers.

I.  The Benefits of Freer Trade

One thing I love about coming to meetings of the Mont Pelerin Society is the joy of seeing so many people wearing Adam Smith ties.  We recognize Smith as a heroic figure in the history of economics, and also as a transcendent social scientist, whose insights grew from his incredibly perceptive observations of the world around him.  International trade allows people and regions and nations to specialize in the production of what they can do best, to enjoy the economies of large-scale production and to buy more cheaply those things that others can do best.  Impediments to trade limit the extent of such benefits.  Milton Friedman and many others have brought their audiences to marvel at the miracle of how cheaply we can buy a “simple” pencil -- in spite of how complex are the productive processes through which it has gone -- felling the trees for the wood, mining and refining the graphite, inserting this graphite into hexagonal cylinders of wood, capping the same with an eraser held by a metal clamp.  None of us could create such a pencil, even with days of work.  Yet I can show you stores in Los Angeles where, on any day of the year, with no special sale, you can buy twenty of such pencils for a dollar.


The miracle of the pencil is replicated tens of thousands of times in the modern world-market economy, spanning products from the simplest to the technologically most complex.  It is truly a miracle.  Yet the benefits of freer trade depend on where you start from.  If you start from each individual trying to scrounge out a living from a plot of ground, in total isolation from the rest of humanity, the benefits would be measured by nearly the full standard of living that each enjoys today.  But if you start from today’s world, with, say, a 50% tariff on pencils, and then consider eliminating that tariff, the difference is simply between my buying my 20 pencils for $1.50 in the protected case, versus for $1.00 in the free trade case.


In my paper for last year’s meeting I presented an example of the benefits of “freer” trade.  I took the example of a country moving from an initial 50% uniform tariff on all imports to a 10% uniform tariff.  I assumed that as a consequence of this policy change, the country moved from an initial equilibrium with exports equal to imports at 10% of the country’s GDP, to a new equilibrium where they were again equal, but with both exports and imports equal to 30% of the country’s GDP.  These are very optimistic assumptions about the extent of the expansion of trade that would be induced by the tariff reduction.


The efficiency gain that is produced under these assumptions is equal to 6% of the country’s total product.  Many people are shocked that such generous assumptions produce so small a net benefit, but one must realize that this benefit goes on and on, year after year, as long as the liberalized policies remain in place.  If the economy is not growing, the 6% benefit has a present value of one year’s GDP (using a 6% discount rate).  If that same economy is growing at 3% per annum, the present value of the liberalization benefit is equal to twice the initial year’s GDP.


So the benefits are not as small as they may have appeared at first glance.  But there is still an important message in this analysis.  The liberalization in question has an impact on the level of GDP, or of economic welfare, not on the rate of growth as such.  The formula assumes an instantaneous jump of 6% in GDP, once the liberalization is instituted.  More likely is a protracted transition period, as illustrated in Figure 1, where the growth rate may move to, say, 4% for 6 years, then revert to the 3% rate stemming from other sources.


In contemplating these results, we should consider that the world has witnessed a great deal of trade liberalization over the last few decades without in most cases producing a dramatic change in the growth rate.  All the evidence is compatible with liberalization producing a modest spurt of growth as the economy goes from a lower to a higher level of efficiency.

Figure 1

Effects of a Trade Liberalization, or Educational Improvement or Real Cost Reduction on the Growth of GDP
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Figure 5b: Excess of Export Growth over GDP Growth: 

High Growth Episodes 

(Latin America, Caribbean, Africa, 1960-2001)

-6%

-4%

-2%

0%

2%

4%

6%

8%

10%

12%

14%

16%

Cam II

Mex II

Arg

El Sal II

Hon

C. Rica II

Per II

Hon II

Ecu

Uru II

Chil

Cam

Bra

Uru

Col II

Mex

Gua

C. Rica

El Sal

Chil II

Par

S. Afr

Per

Col

Egy II

Mor

Egy

Jam

Ven




[image: image2.emf]

 EMBED Excel.Chart.8 \s [image: image3.emf]

II.  Links Between Globalization and Growth

In this section I want to pursue a specific example of an investment by an American firm in China, where it manufactures at low cost a product, which it then exports from China to the U.S. and other countries.  This story is quite simple and clear, but my focus will not be on the story itself, but rather on how it influences the growth rates of the Chinese and U.S. economies.


To begin, let me review with you the basic components of GDP growth.  First we have the increase of the labor force.  Second, there is the improvement in the quality of the labor force (through education, training, and experience).  Third, we have the increment of the capital stock via net investment in the economy.  Fourth, we have the rate of real return that is generated by that investment.  And finally, we have what in many cases is the most important source of growth -- namely, real cost reduction (also known sometimes as improved total factor productivity, and sometimes simply as “technical advance”).


Simply looking at this list helps one to see why it is that our most solid analyses of the benefits of trade focus on its affecting mainly the level of economic output, rather than its long-term rate of growth.  Does freer trade mean a faster-growing labor force?  Does it imply more education?  Does it impact (permanently) the rate of investment in the economy or its rate of return?  Does it portend an ever-continuing stimulus to real cost reduction?  We will see that there are some connections here, but ones that are ever so likely to be transitory rather than permanent.


Let us go directly to our examination of the American investment in a manufacturing operation in China. I do not think it plausible to posit such an investment involving a further lowering of the already low Chinese costs in that line of activity.  Rather, I see it as the American firm taking advantage of those already-low manufacturing costs.  This represents a great cost saving for the American firm, compared to its alternative costs in the U.S.  This cost saving will be reflected partly in a high rate of return on the investment, and partly in a significantly lower price of the product in the world market.  When we do the breakdown of the growth rate for China, we see that the major change takes place in what I call the “capital contribution to growth (the rate of net investment times its gross-of-depreciation rate of return).


The benefit for the American economy is more subtle.  Here we have to work with the deepest principle underlying the economics of international trade -- that a country pays for its imports with its exports.  So what happens when production is shifted from the U.S. to China is that the same U.S. consumption of the product can be obtained at a lower real resource cost to economy.  Instead of using $10 million worth of resources to produce a million units at a $10 unit cost, the American economy can now obtain the same million units from China at a $5 price, using only $5 million of resources devoted to export activities.


There are some technical subtleties in this analysis, connected with how reductions in import prices are incorporated into growth accounting, but I believe the lesson of the above example is quite clear on its face -- the American economy gets the same 10 million units at half the resource cost.  What is involved here is a true real cost reduction, enabling a true growth in the real production of the U.S. economy.


Note, however, that the effect of this entire operation is in both cases to raise the level of welfare.  The impact on the growth rate in China comes with an increment to its capital stock, whose productivity adds to the GDP of China.  This increment to capital keeps generating product in future years, but not a further growth of product each year.


It is the same on the American side.  The exercise released $5 million of resources to produce other things, which means a potential $5 million jump in GDP.  This gain of $5 million will likely go on year-after-year for some period of time, but it surely will not mean a jump of $5 million the first year, a second jump of an additional $5 million the second year, followed by a further jump of $5 million in each of the third, fourth and fifth years.  What happened was that $5 million of resources was released, and the economy will gain year after year into the future, from what these $5 million of resources are able to produce.

III.  The Puzzling Role of Exports

What I have said up to now is built on the underpinning of sound economic analysis.  Nowhere have I gone out on a limb that deviates from the disciplinary heritage that goes back to Adam Smith and even earlier.  But Smith was above all an observer, and observation is moreover an essential component of science.  Science proceeds by observing, by posing puzzles based on observations, and finally, we hope, by resolving the puzzles through new advances in understanding.  The function of this section is to report on some interesting but ultimately puzzling facts that emerge from the empirical study of successful growth episodes.


The story begins with an exercise I performed in connection with a broader study of economic growth.  As part of that study,
 I tried to isolate what I called “successful growth episodes”.  These were defined as periods of five or more years, during which the country in question enjoyed economic growth at a cumulative real rate of 4% or more.  Further, to avoid confusion, the period had to begin and end with annual growth rates of at least 4%.


Such episodes are listed in Appendix Table A1, which identifies them by country and time period.  That table also breaks up the average growth rate during each “successful growth episode” into components due to incremental capital, incremental labor, and real cost reduction.  These three components add up in each case to the observed average growth rate.  In that sense, they “explain” everything.  Any additional explanatory force would have to work through one or more of these components.  Such would be the case for any stimulus coming from a country’s export performance.


This gives the clue to why I use the word “puzzle” in connection with the relationship between exports and economic growth.  Standard economics would consider a shift of a certain amount (say $10 million) of resources from the production of home goods (nontradables) to exports.  This would mean that people would have $10 million less of the affected nontradable items, but would now have the possibility of buying $10 million more of imports.  At this point one finds no contribution to growth, just a shift in the pattern of production.


The situation changes a bit if one posits real cost reduction as the stimulus to the resource shift.  If production of the exports in question was the beneficiary of a 20% real cost reduction, then the $10 million of shifted resources could end up producing as much as $12.5 million of the export item.


In this case one can see a potential connection between exports and growth, but it comes from real cost reduction in export activities and is no different in kind from real cost reduction that might occur in activities such as residential construction or domestic transport, which are clearly on the nontradable side of the ledger.


Recall (from the previous section) that there is also a link between economic growth and export expansion that runs through the process of trade liberalization.  But recall also that we saw there that even a huge liberalization would have only a transitory effect on the growth rate -- a total of six percentage points in that example, amounting to raising the growth rate from 3 to 4 percent over a transition period of 6 years, or raising it from 3 to 3 1/2 percent over a transition lasting 12 years.


All of this tells us to expect a modest connection between export expansion and the growth rate.  But what we see is something quite different.  Figure 2 shows the difference between the rate of export growth and the rate of real GDP growth for all 59 of our successful growth episodes.  It is very striking how, nearly all the time, exports grew faster than GDP.  And usually much faster -- 4 percentage points or more in 21 of the 59 cases; 2 percentage points more in 37 cases.  Readers should note that the rates of export growth employed here measure exports in real dollars (nominal dollars deflated by an index of the dollar prices of tradable goods).  There is thus no bias due any dollar-price inflation that occurred during any of the 59 high-growth episodes considered.


The puzzle is that this is a much stronger link than we would expect on the basis of trade liberalization moves, and/or of real cost reductions in the countries’ export industries.  It is the kind of link that certainly gives pleasure to free-market-oriented economists, but that does not stop it from being a puzzle.


I do not feel I have the answer to the puzzle.  Right now it seems better to think of it as a challenge for future research.  At this moment there is only one clue that comes to mind that might help explain the paradox -- that is the possibility that new resources get mobilized as an integral part of the increase in exports.  I am not thinking of a Keynesian-type multiplier, which posits a degree of idle resources that simply does not fit in the context of successful growth episodes.  Rather, I have in mind the idea of something like a “gold rush” economy.  The gold rushes of the past brought a flood of miners to California, to Alaska, and to other areas enjoying mineral booms.  But they also brought storekeepers, construction workers, entertainers, a whole 

Figure 2


service industry, etc.  Standard economics would presume that these people were simply shifted from another part of the economy, producing less there and more here.  No big deal.  But if they come from abroad, as many did in the cases of California and Alaska, perhaps bringing capital along with them, then we see an incremental labor contribution and maybe also an extra capital contribution to growth being derivative from the expansion of an export industry.


This example leads me to think of the possibility that the export expansion itself might very often be supported by capital movements from abroad, and, that such an expansion might stimulate a derivative growth of demand for nontradables, which might itself be met in part by increases in the labor force and capital stock.  Future research might thus seek links between export booms and international capital movements, between export booms and immigration, and between such booms and increases in labor force participation.


That is as far as I am prepared to go.  In the end I still think of the connection between export growth and real GDP growth as an unsolved puzzle -- but one with pleasant free-market overtones.

IV.  Some Surprising Facts About China’s So-Called “Currency Manipulation”

A significant element in the story of globalization, as told by the pundits and the financial press, as well as by spokesmen for the U.S. and other governments, has been China’s maintaining the yuan at an artificially depreciated level, in real terms.  The mechanism allegedly involved is what we call “sterilized intervention”, whose details we will explain a bit later.


For the moment, however, I would like to begin with a simple exposition of how a fixed exchange rate system is supposed to work.  The key element is that the Central Bank commits itself to buy and sell foreign currency (in this case dollars) at a specified price.  If this system is followed strictly, as under a currency board, the Central Bank loses all control over the money supply of the country.  Every time somebody brings dollars to the Central Bank, it has to emit yuan.  Every time somebody want to buy dollars from it, it has to absorb yuan (i.e., contract the supply of base money).


In the case of a currency board, the Central Bank is not supposed to engage in other kinds of transactions -- no operations in government bonds, in rediscounts to commercial banks, etc.  But even when it does engage in such operations -- which the overwhelming majority of Central Banks do under ordinary fixed exchange rate systems, it still does not really control the money supply.  It can influence the money supply in the short run, but not over an extended period of time.


How does that system work?  If the Central Bank feels that the money supply is too big, it can sell government bonds, or even its own bonds, thus absorbing base money and reducing the money supply.  If it feels that the money supply is too small, it simply buys bonds (or commercial paper) with newly printed yuan, thus expanding the country’s monetary base and its money supply.  Operations with credit to commercial banks can be used to the same ends, with the Central Bank extending such credit when it wants to expand, and curtailing credit when it wants to contract.


This story makes it look as if the Central Bank can create any money supply it wants just by printing money and buying assets when it wants to expand, and selling assets and “unprinting money” when it wants to contract.  But this absolutely fails under a fixed exchange rate system.


The problem is that the “people” (i.e., economic agents of all kinds) must have their say also, in this situation.  If the Central Bank generates a money supply that is bigger than what the people want to hold they will spend some of the excess.  These expenditures will be partly on tradable, partly on nontradable goods and services.  Under a fixed exchange rate system, the part spent on tradable goods and services will lead to a loss of foreign exchange by the Central Bank, causing the money supply to contract.  If the resulting money supply is still more than what the people want to hold, they will again spend some of the excess, leading to a further loss of reserves, and a further reduction in the money supply.  This mechanism is sufficient to keep the actual money supply close to what people want to hold, unless the Central Bank goes really wild with its printing and asset-buying.  In that case a rapid drain on the country’s foreign exchange reserves, an ultimate devaluation of the currency, and most likely a general inflation are the almost inevitable consequences.


Now we can come to sterilized intervention.  Suppose the Central Bank wants to keep the price of the dollar from falling, or to cause that price to rise.  In a flexible exchange rate system, it can accomplish this by selling bonds in the local market, and using the proceeds to buy dollars in the foreign exchange market.  By these moves it can exert an extra demand in the foreign exchange market without creating an undesired expansion on the money supply.


Many Central Banks engage in sterilized intervention from time to time, and it would be wrong to simply pronounce it to be a crime.  Indeed, it is the advice of most experts that countries enjoying an oil-price or similar boom should not allow the flood of foreign exchange receipts to cause a massive increase in the money supply.  Countries that end up making large accumulations of foreign exchange reserves during such episodes are considered the prudent ones, those that end up “spending” all their oil-boom proceeds are the wastrels.


Under a flexible exchange rate, sterilized intervention works to keep the domestic currency from appreciating in nominal terms.  Under a fixed exchange rate system, such intervention works to prevent the domestic currency from appreciating in real terms.  This works through limiting the emission of base money as the Central Bank buys dollars.  Instead of buying the dollars with newly printed money, the Central Bank sells bonds and/or reduces credit to the financial sector, thus getting the wherewithal to buy dollars out of the already existing money supply.  Under the fixed-exchange rate system in its purest form, an export boom is always fully reflected in newly-printed base money and the money supply expands dramatically.  Under sterilized intervention base money does not (in principle) have to expand.  The Central Bank still buys the dollars that represent the proceeds of the export boom, but it does so with “recycled” yuan, not newly-printed ones.


Now the charge that we have heard so often, from both official and non-official sources, over the last several years, is that the Peoples Bank of China has engaged in massive intervention, to maintain the real value of the yuan artificially low in real terms.


Such charges have been heard before, particularly against Japan as a consequence of its longstanding large trade surpluses.  U.S. officials and financial columnists have long urged Japan to do more to stimulate its own economy, to increase imports and reduce its trade surplus.  In the Japanese case the official U.S. complaints go all the way back to the Reagan administration and probably earlier.  The complaints about China have been in a similar vein, and date from soon after the emergence of large surpluses in China’s trade balance.


I have always taken a dim view of such complaints.  My standard response was to urge the complainers to rephrase their pleas.  Instead of saying “please stimulate demand in your economies so as to consume more” (which somehow sounds innocent enough, and maybe even good), I was urging these complainers to say “please stop feeding the world capital market” (which sounds more ominous than good, and certainly alerts listeners against facile acceptance of the idea).


I would still today urge readers to think of Japan’s and China’s trade surpluses in terms of their “feeding the world capital market”.  This gives a clearer picture than worrying about the surpluses as such, and it certainly gives a better picture than the one we get from many U.S. commentators (including official ones) who appear not only to reflect the mercantilist notion that exports are good, imports bad, but also to embrace the totally false notion that trade is somehow better when it is bilaterally balanced (i.e., U.S. exports to China more or less equal to China’s exports to the U.S.)


All of the above is background material for the approach I am about to take.  This approach looks at China’s surpluses from a different and in some ways more basic angle:  can China’s accumulation of international reserves be understood and justified as being simply the result of a prudent monetary policy?


Table 1 shows the ratio of Central Bank foreign assets to the broad money supply (money plus quasi-money as reported by the IMF) in China and a number of mostly middle-income, developing countries.  This ratio is important because international reserves play a key role in establishing the degree of confidence that economic agents have in a country’s currency.  Note that this role of international reserves seems to be just as important for countries with flexible exchange rates as for those with fixed rates -- adequate reserves help a country confront a potential run on its currency in a less disturbing, more orderly fashion than when reserves are low.  Moreover, holding more adequate reserves reduces the probability of experiencing a run on the currency in the first place.  These observations hold for both fixed and flexible exchange rate systems.

TABLE 1

Central Bank Foreign Assets/Broad Money Supply

December 2004

Foreign Assets









Money Plus Quasi-Money

China, P.R. Mainland                                                 .183

India
.275*


Indonesia
.333


Korea
.393*


Malaysia
.536


Philippines
.336


Singapore
.961*


Thailand
.328


Argentina
.426*


Brazil
.305*


Chile
.435


Colombia
.437


Mexico
.335


Peru
.689


Uruguay
.325


*Data from September, 2004.

Source:  IMF, International Financial Statistics, March 2005.


What conclusion can we draw from Table 1?  Simply that China is in no way an outlier in terms of the fraction of its broad money supply that is “backed” by international reserves.  In fact China has the lowest ratio of reserve backing of any of the countries in the table -- indeed, 

China’s ratio is only about half of the median ratio (.365) of the other listed countries, and much less than half of their mean (.437).


My conclusion is that yes, China’s Central Bank engaged in a huge accumulation of international reserves over the period of its fixed exchange rate regime.  But this accumulation was prompted, in my opinion, by an extraordinary expansion of the broad money supply that the Chinese people were willing to hold.  Its economy was growing at spectacular rates, but its money supply grew even faster, from about 6 trillion yuan at the end of 1995 to over 25 trillion yuan at the end of 2004.  That is to say, China’s broad money supply multiplied by more than four, while its real GDP was multiplying by a bit more than two.


Over the period 1995-2004, China’s broad money supply increased by nearly 20 trillion yuan, while Central Bank foreign assets grew by almost exactly 4 trillion yuan.  the “incremental” reserve ratio is thus about 20%, only slightly above the measured figure for foreign assets/broad money as of December, 2004.  So even China’s incremental ratio is well below the average for the country’s listed in Table 1.  On what basis can one plausibly complain about China’s actions without simultaneously going after a dozen or more other, mostly very respectable developing countries?


I don’t want readers to infer from this that I think the Chinese authorities consciously had to international reserves ratio in mind as they proceeded to accumulate billions upon billions of dollars over this period.  Rather, I envision them as mainly following the rules of the fixed exchange rate game and buying the dollars as they came in.  This automatically provided the base for huge increases in the country’s broad money supply, which in normal times would have fueled a major rise in the price level.  Why did it not do so in the Chinese case?  This was not because of any policy of China’s Central Bank but rather due to the behavior of the Chinese people -- being willing to hold more yuan because of a doubling of GDP, and also being willing to hold more yuan per unit of real GDP because of the increasing modernization and “monetization” of the Chinese economy.


Looked at in this way, one can think of China’s monetary emissions having been “sterilized by the people”.  If the people had not been willing to hold the vastly increased money supply that resulted from China’s booming exports (plus capital inflows), then the Central Bank would have had to face the question of whether it wanted to engage in major efforts to sell assets in order to sterilize base money.  But the authorities did not have to cross this bridge.  The people did the sterilizing on their own!!  And nobody should blame them!!


What does this have to do with globalization?  Globalization obviously entails production being shifted from high-cost to low-cost centers, with the latter then becoming important sources of world exports.  Complaints against this process abound, and they nearly always can be interpreted as providing support for protectionist measures of one kind or another.  Saying that the yuan is undervalued by 40%, and that the Chinese government should take steps to bring it to its true value, is to me a major protectionist statement quite analogous to urging the American government to impose a 40% countervailing duty against Chinese products.  Indeed, it is not a very big step to move from this complaint to a charge of dumping, and then to attempt to justify a 40% outdumping duty as a legitimate response.  In my view, economists have the responsibility to expose the fallacy of such a line of thinking, in as clear and strong a fashion as possible.

APPENDIX TABLE A1

High Growth Episodes, 1960-2001











      Avg. 

                                                  Avg. GDP        Average       Average       Avg. Real    Export

Advanced OECD Countries     Growth Rate    Cap. Cont.    Lab. Cont.    Cost Red.     Growth

Australia
1961-73
5.3%
1.5%
1.3%
2.5%
8.1%

Canada
1965-73
5.1%
0.7%
1.5%
2.9%
8.8%

France
1960-73
5.4%
1.4%
0.5%
3.5%
9.5%

Finland
1960-73
5.0%
1.8%
0.4%
2.8%
7.5%

Greece
1960-73
7.9%
2.1%
0.1%
5.7%
12.5%


1993-00
4.7%
0.4%
0.0%
4.3%
12.4%

Ireland
1966-78
5.3%
1.4%
0.4%
3.5%
8.6%

Japan
1960-90
6.4%
4.9%
0.6%
0.9%
11.3%

New Zealand
1960-66
5.5%
1.4%
1.2%
2.9%
4.2%


1968-74
5.2%
1.0%
1.2%
3.1%
6.1%

Norway
1970-77
5.0%
2.5%
1.0%
1.4%
7.4%

Portugal
1960-73
6.9%
1.8%
0.1%
4.9%
9.6%


1975-80
5.1%
1.1%
1.6%
2.3%
-2.9%


1985-91
5.5%
1.1%
0.5%
4.3%
14.5%

Spain
1960-74
7.2%
1.7%
0.4%
5.1%
15.2%

Medians (high

5.3%
1.4%
0.4%
3.1%
8.8%
growth periods)

Medians (same

2.4%
1.1%
0.5%
0.8%
4.7%
countries, other periods)

Difference                                      2.9%
.3%
-0.1%
2.3%
4.1%
Table A1 (cont.)
     










    Avg. 

                                                  Avg. GDP        Average       Average      Avg. Real    Export

                                                Growth Rate    Cap. Cont.    Lab. Cont.     Cost Red.     Growth

Asian Tigers

China
1962-81
7.8%
2.0%
1.2%
4.5%
7.3%


1981-01
9.8%
2.8%
0.8%
6.3%
12.3%

Hong Kong
1960-97
8.0%
2.3%
1.4%
4.3%
11.5

(China)

Korea
1960-97
7.9%
2.0%
1.4%
4.6%
17.2%

Malaysia
1960-87
6.5%
1.8%
1.6%
3.1%
5.9%


1987-97
9.3%
3.6%
1.5%
3.1%
11.7%

Singapore
1964-00
9.0%
2.9%
1.6%
4.4%
10.5%

Thailand
1960-86
7.1%
2.2%
1.5%
3.4%
8.3%


1986-96
9.5%
3.4%
1.0%
5.1%
15.2%

Medians (high

8.0%
2.3%
1.4%
4.4%
10.5%
growth periods)

Medians (same

2.0%
1.2%
0.7%
-0.6%
5.9%
countries, other periods)

Difference


       6.0%
      1.1%
      .7%
5.0%
         4.6%

Other Asia
India
1979-61
5.7%
1.5%
1.0%
3.1%
6.8%

Indonesia
1967-97
7.4%
1.8%
1.4%
4.2%
13.9%

Israel
1960-96
6.1%
1.4%
1.6%
3.1%
7.8%

Pakistan
1960-96
5.9%
1.4%
1.5%
3.0%
6.1%

Philippines
1960-80
5.4%
1.4%
1.5%
2.5%
7.7%

Medians (high

5.9%
1.4%
1.4%
3.1%
7.7%
growth periods)

Medians (same

2.5%
1.1%
1.4%
-0.1%
4.7%
countries, other periods)

Difference

3.4%
.3%

3.2%
3.0%
Table A1 (cont.)
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                                                  Avg. GDP        Average       Average      Avg. Real    Export

                                                Growth Rate    Cap. Cont.    Lab. Cont.    Cost Red.     Growth

Africa

Cameroon
1972086
8.2%
1.3%
1.1%
5.9%
11.6%


1994-01
4.6%
0.1%
1.2%
3.3%
19.0%

Egypt
1960-75
4.8%
1.4%
1.1%
2.4%
4.0%


1975-01
5.8%
1.8%
1.3%
2.6%
5.4%

Morocco
1966-71
6.8%
1.8%
1.4%
3.6%
6.1%

South Africa
1960-74
6.1%
1.1%
1.2%
3.8%
6.4%

Medians (high

5.9%
1.3%
1.2%
3.4%
6.2%
growth periods)

Medians (same

1.7%
0.8%
1.2%
-0.2%
1.7%
countries, other periods)

Difference

4.2%
.5%

3.6%
4.5%

Latin America/Caribbean

Argentina
1990-98
6.4%
1.1%
1.0%
4.3%
14.4%

Brazil
1960-80
7.3%
2.0%
1.6%
3.7%
10.5%

Chile
1975-81
6.9%
0.8%
1.2%
4.9%
11.1%


1983-98
7.4%
1.9%
1.2%
4.3%
8.4%

Colombia
1960-80
5.4%
1.2%
1.4%
2.8%
5.2%


1985-95
4.5%
1.1%
1.7%
1.8%
6.8%

Costa Rica
1961-79
6.5%
1.3%
2.0%
3.2%
8.1%


1983-99
5.1%
1.2%
1.6%
2.3%
11.4%

Ecuador
1969-81
8.4%
1.8%
1.4%
5.2%
13.5%

Guatemala
1960-80
5.6%
0.8%
1.4%
3.4%
7.7%

El Salvador
1964-68
4.9%
1.0%
1.7%
2.2%
6.0%


1989-95
6.0%
1.2%
1.8%
3.0%
13.5%

Honduras
1961-68
6.0%
1.4%
1.4%
3.1%
13.3%


1977-79
8.9%
1.7%
1.8%
5.4%
14.3%

Jamaica
1965-72
6.7%
2.6%
0.6%
3.4%
4.5%

Mexico
1960-81
6.8%
1.4%
1.8%
3.7%
9.0%


1995-00
5.4%
1.1%
1.2%
3.1%
17.9%

Nicaragua
1960-77
6.3%
1.0%
1.7%
3.6%
9.6%

Paraguay
1960-81
6.7%
1.3%
1.5%
3.9%
7.5%

Peru
1960-74
5.3%
0.7%
1.3%
3.4%
5.3%


1992-97
7.1%
1.5%
1.5%
4.0%
12.9%

Table A1 (cont.)
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                                                Growth Rate    Cap. Cont.    Lab. Cont.    Cost Red.     Growth

Uruguay
1974-80
4.8%
1.7%
0.3%
2.8%
7.1%


1990-98
4.4%
0.9%
0.6%
2.9%
9.4%

Venezuela
1960-65
6.2%
0.7%
1.6%
3.9%
0.4%

Medians (high

6.2%
1.2%
1.4%
3.4%
9.2%
growth periods)

Medians (same

1.5%
0.8%
1.5%
-0.4%
4.4%
countries, other periods)

Difference

4.7%           
.4%
-0.1%
3.8%
4.8%
Source:  International Financial Statistics.  For details see Appendix I-C.

Capital Contribution to Growth Rate in Year  t = (.15) {Real Gross Investment (RGIt-1) in year  

t-1  minus [.05 
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2

j

=

S

(RGIt-j)] minus [.015 
[image: image5.wmf]21
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j

=

S

[RGIt-j]} ( GDPt-1.

RGIt = Nominal gross investment in year  t ( GDP deflator of year  t.

Labor Contribution to Growth Rate in Year  t = (.5) (Rate of Growth of Employed Labor Force between year  t-1  and year  t).

Real Cost Reduction in Year  t = Growth rate of real GDP in year  t  minus [capital contribution in year  t plus labor contribution in year  t].

Averages shown in Table 6 are averages of annual figures over the indicated periods.

time





time





Real GDP





Growth path after the improvement (at 3%)
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Panel B


A new “improvement” is superimposed on an economy where other forces lead to growth at 3% per year
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A Simple “Change in Level”











�If we denote the initial liberalization benefit as .06Y, with Y as the initial GDP, the present value of future benefits can be expressed as PVB = .06Y/(r-g),  where  r  is the discount rate employed in the calculation and  g  is the future rate of growth of GDP.  Example:  with  r = .06  and  g = .03, PVB = .06Y/(.06-.03) = 2Y.  





�“On the Process of Growth and Economic Policy In Developing Countries,” monograph.  Publication forthcoming by U.S. Agency for International Development, Washington, DC. 





�This happens when the world price of the export good remains unchanged.  To the extent that the real cost reduction results in a reduction in the world price, benefits end up being shared with foreign consumers. 





�The analysis outlined here has led me to speculate about how people might have reached the conclusion that the yuan was strongly under-valued in real terms.  My best guess at the present time is that if there are “professional” studies that support this result, they probably employ macro-models that simulate the workings of the Chinese economy.  Using such a model, an economist might easily fall into the trap of thinking that the “neutral equilibrium” was one in which the Central Bank was neither accumulating or decumulating foreign assets.  This is a sensible assumption for an economy in static equilibrium, but it is certainly the wrong assumption for a booming economy like China’s.  The right assumption is to allow for international reserves to grow so as to be compatible with the growth rate of the economy.  I believe this is what China’s real-world experience of the past decade tells us -- there is no reason to regard the real exchange rate trajectory that emerged over that decade to be seriously “out of equilibrium”. 





_1177335032.xls
Sheet1

		

				1950		1951		1952		1953		1954		1955		1956		1957		1958		1959		1960		1961		1962		1963		1964		1965		1966		1967		1968		1969		1970		1971		1972		1973		1974		1975		1976		1977		1978		1979		1980

				100		103.0454533954		106.1836546545		109.4174283705		112.7496851579		116.1834242728		119.7217363122		123.3678059957		127.1249150321		130.9964450733		134.9858807576		139.0968128464		143.332941456		147.6980793883		152.1961555619		156.831218549		161.6074402193		166.5291194946		171.6006862185		176.8267051434		182.2118800391		187.7610579264		193.4792334402		199.3715533243		205.4433210644		211.7000016613		218.1472265498		224.7907986676		231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964

				100		103.0454533954		106.1836546545		109.4174283705		112.7496851579		116.1834242728		119.7217363122		123.3678059957		127.1249150321		130.9964450733		134.9858807576		143.332941456		152.1961555619		161.6074402193		171.6006862185		182.2118800391		193.4792334402		205.4433210644		218.1472265498		231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964		285.7651118063		294.4679551066		303.4358394436		312.6768365186		322.1992638529		332.0116922737		342.122953629		352.5421487365		363.2786555753

																								134.9858807576		143.332941456		152.1961555619		161.6074402193		171.6006862185		182.2118800391		193.4792334402		205.4433210644		218.1472265498		231.6366976781

																																										231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964		285.7651118063		294.4679551066		303.4358394436		312.6768365186		322.1992638529		332.0116922737		342.122953629		352.5421487365		363.2786555753





Sheet1

		





Sheet2

		





Sheet3

		





		






_1177335047.xls
Chart4

		1961		1961

		1962		1962

		1963		1963

		1964		1964

		1965		1965

		1966		1966

		1967		1967

		1968		1968

		1969		1969

		130.9964450733		130.9964450733

		134.9858807576		134.9858807576		134.9858807576

		139.0968128464				143.332941456

		143.332941456				152.1961555619

		147.6980793883				161.6074402193

		152.1961555619				171.6006862185

		156.831218549				182.2118800391

		161.6074402193				193.4792334402

		166.5291194946				205.4433210644

		171.6006862185				218.1472265498

		176.8267051434				231.6366976781		231.6366976781

		182.2118800391						238.6910853524

		187.7610579264						245.9603111157

		193.4792334402						253.4509177618

		199.3715533243						261.1696473423

		205.4433210644						269.1234472349

		211.7000016613						277.3194763964

		218.1472265498						285.7651118063

		224.7907986676						294.4679551066

		231.6366976781						303.4358394436

		238.6910853524						312.6768365186

		245.9603111157						322.1992638529

		253.4509177618						332.0116922737

		261.1696473423						342.122953629

		269.1234472349						352.5421487365

		277.3194763964						363.2786555753



100

100

103.0454533954

103.0454533954

106.1836546545

106.1836546545

109.4174283705

109.4174283705

112.7496851579

112.7496851579

116.1834242728

116.1834242728

119.7217363122

119.7217363122

123.3678059957

123.3678059957

127.1249150321

127.1249150321



Sheet1

		

				1950		1951		1952		1953		1954		1955		1956		1957		1958		1959		1960		1961		1962		1963		1964		1965		1966		1967		1968		1969		1970		1971		1972		1973		1974		1975		1976		1977		1978		1979		1980

				100		103.0454533954		106.1836546545		109.4174283705		112.7496851579		116.1834242728		119.7217363122		123.3678059957		127.1249150321		130.9964450733		134.9858807576		139.0968128464		143.332941456		147.6980793883		152.1961555619		156.831218549		161.6074402193		166.5291194946		171.6006862185		176.8267051434		182.2118800391		187.7610579264		193.4792334402		199.3715533243		205.4433210644		211.7000016613		218.1472265498		224.7907986676		231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964

				100		103.0454533954		106.1836546545		109.4174283705		112.7496851579		116.1834242728		119.7217363122		123.3678059957		127.1249150321		130.9964450733		134.9858807576		143.332941456		152.1961555619		161.6074402193		171.6006862185		182.2118800391		193.4792334402		205.4433210644		218.1472265498		231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964		285.7651118063		294.4679551066		303.4358394436		312.6768365186		322.1992638529		332.0116922737		342.122953629		352.5421487365		363.2786555753

																								134.9858807576		143.332941456		152.1961555619		161.6074402193		171.6006862185		182.2118800391		193.4792334402		205.4433210644		218.1472265498		231.6366976781

																																										231.6366976781		238.6910853524		245.9603111157		253.4509177618		261.1696473423		269.1234472349		277.3194763964		285.7651118063		294.4679551066		303.4358394436		312.6768365186		322.1992638529		332.0116922737		342.122953629		352.5421487365		363.2786555753





Sheet1

		





Sheet2

		





Sheet3

		





		






_1169279904.unknown

_1169279902.unknown

