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Abstract:                                                                                                                                                                  
China’s policy of currency manipulation has been causally linked to the country’s recent trade surplus 
with the United States. The U.S. imbalance with China, based on a clear understanding of the basis of 
comparative advantage as well as the fundamentals of international trade, is leading to increased 
‘specialization’ amongst the two economic actors. This increase in specialization is allowing both states 
to benefit from respective gains of comparative advantage, and is contingent upon certain factors. In 
order to protect the beneficial aspects of this trading relationship (and those of any other similar 
relationship, for that matter), this paper formulates a policy that attempts to create a system of minimal 
necessary international regulation that is still able to maintain the accountability of individual states in 
international trade. The policy attempts to establish a new set of international ‘norms’, and is based on 
a multitude of economic perspectives, some weighing more heavily than others.  
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INTRODUCTION 

 

 In the modern world, the element of continuously increasing levels of globalization 

leads to the constant influx of new and unprecedented problems in the world market. The 

United States has maintained its position as the hegemonic leader of international trade in 

recent years, yet it still is presented with a problem of serious proportions. The current trade 

deficit in the United States could produce a variety of negative effects on both the U.S. market 

and in the international sector as a whole. Many economists and political scientists alike look to 

the trade relationship between the United States and China as potentially having a significant 

impact on such an imbalance. In recent years China has run a healthy surplus, while the United 

States has run a notable deficit. The reasons for such a discrepancy are relentlessly debated 

amongst economists, with many of the results pointing towards the conclusion that Chinese 

currency is in fact undervalued. While this may be the case, there are also other reasons why 

such a deficit exists, and certain policy suggestions are offered by a variety of economists that 

may be able to curb both the imbalance and the threat of economic instability in both nations. 

These economists tend to represent a multitude of unique interpretations; yet, the solution to 

the problem may, like that of many other contentious modern issues, lie in understanding each 

individual perspective, and then combining certain portions of each idea to form a policy 

conducive to the interests of both states involved. In order to get to this point, it is clear that 

the ‘interests’ of the United States and China must first be properly described in an economic 

sense, and then utilized to formulate a globally beneficial policy. 
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CHINA’S POLICIES  

 

The most prominent Chinese policy that gains negative attention is the practice of 

currency manipulation. In essence, Chinese economists have been using the current system 

of floating exchange rates to their benefit, by maintaining their currency at an 

unrepresentatively low value. As it turns out, this ‘policy’ is often difficult to trace precisely, 

so it is generally assumed based on its known effects and by looking to common indicators 

of its practice. The benefit to China of enacting such a controversial policy is simple; when 

the value of a currency is lower than its ‘actual’ value, then items produced in that country 

are sold at artificially low prices in the global market. Logically then, many economists 

point out that this policy gives China an unfair advantage, allowing them to increase their 

exports and sustain a current account surplus. Zhenhui Xu, economist at Georgia College 

and State University, argues that the consequence of the Chinese decision to manipulate its 

currency is that, “The weakened RMB (Chinese yuan) in turn spurs US imports from China 

and undercuts US exports to China, contributing to a widening trade gap between the two 

countries and job losses in American manufacturing.”i While his former statement is a 

factual assessment, the latter is highly debatable, as will be discussed later in this paper. 

 The evolution of Chinese currency policy is evident through basic historical analysis. 

China has undergone a tumultuous history in its financial sector, particularly in its currency 

valuation. Following the collapse of the Bretton Woods system, China went from fixing the 

yuan to the U.S. dollar, to instead pegging the yuan to a ‘basket’ of up to 15 other 

currencies.ii Further, China places a limit, which tends to change depending on the year, at 
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which the yuan can appreciate relative to the U.S. dollar. In less complicated terms, the 

Chinese government is intervening in the economy to a large degree –which is actually not 

entirely surprising, considering that the People’s Republic of China is a communist regime 

(communist economic policy, unlike that of economic liberals, generally favors more 

market intervention).  These factors ultimately lead to large trade imbalances between 

China and the United States, and for that matter between China and virtually anyone else 

with whom it decides to trade. 

 The value at which the Chinese yuan is pegged to the dollar allows for the massive 

bilateral surplus that it maintains with the U.S.; this much is clear. In order for China to 

preserve the artificially low value of its currency and maintain the desired peg, it has been 

forced to purchase American securities. It is estimated that, in 2007, China purchased 

roughly $460 billion in U.S. treasury notes and other forms of U.S. securities.iii. In essence, 

United States currency is used to purchase Chinese GDP, which is, in turn, used to fund the 

purchase of U.S. assets. This therefore leads to the appreciation of the dollar relative to the 

Chinese yuan; so, in relative terms, the yuan depreciates in value. This way, China is able to 

gain a distinct advantage through nonmarket means, effectively subsidizing its own exports 

through the utilization of foreign capital purchases, which makes the value of the yuan 

artificially low. This is what economists are referring to when they speak of ‘currency 

manipulation’.  

 To summarize a basic concept, states tend to view their role in the global market in 

terms of a current account and a capital account. The current account represents actual 

produced goods and services changing hands –so it effectively represents the sum of 

imports and exports, with exports representing a positive quantity and imports a negative 
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one. The capital account, then, represents foreign capital investment, which theoretically 

should balance out the current account. Simply put, when imports are purchased, foreign 

nations then proceed to reinvest the capital gained back into the U.S. economy (i.e. through 

purchasing U.S. treasury bonds). This overly basic explanation of the two accounts is 

theoretical, of course, and the theory of a guaranteed balance is clearly wrought with 

uncertainty. With this general system in mind, however, it is clear that a large trade 

imbalance with China may quite ostensibly lead to China holding a large amount of U.S. 

debt as a result of its foreign capital investment. As Ian Talley of the Wall Street Journal 

points out, “China’s holdings in the month of June 2010 were revised up 32%, around $268 

billion, from the previous estimate to $1.112 trillion... Including equity and asset-backed 

securities, China held $1.611 trillion in U.S. securities assets, up from $1.464 trillion in 

2009.”iv As a result, serious worries are beginning to surface throughout the financial world 

about potential problems that may be caused by the United States running such a massive 

trade deficit with the largest eastern economic power. 

 

ECONOMIC PERSPECTIVES 

 

 As is noted by recent data accumulated by the United States Census Bureau, the U.S. 

ran over a $273 billion deficit with China in 2010 in the goods market.v According to 

economist Fred Bergsten, roughly one-fourth of China’s recent surge in economic growth is 

the result of its rising trade surplus. He argues that the United States must, in order to 

counteract its deficit, attract up to $8 billion of capital daily (a factor that most likely has 

grown since his article was published) from the international sector in order to balance the 
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current account with capital. He believes that if this inflow of capital is reduced in any way, 

the dollar will experience large scale depreciation, which could in turn lead to serious 

inflation risk and a rise interest rates.vi This makes sense considering that the United States 

would be forced to increase interest rates in response to a reduction of capital inflow, in 

order to spur foreign capital investment (basic logic holds that foreign nations will invest 

more capital at a higher interest rate).  

 From the Chinese perspective, it is clear that China wants to be able to sustain the 

growth which it has recently become accustomed to. There are fears within the state that a 

rise in value of the Chinese yuan would lead to a serious reduction in manufacturing 

output, as a result of the reduced demand for exports. This reduction in exports would cost 

the nation a large amount of jobs, and would also lead to a considerable reduction in its 

GDP growth rate. While these are valid policy concerns, Chinese officials are simply voicing 

worries about domestic policy to the international community. In reality, Chinese currency 

manipulation forces the rest of the international community to ‘subsidize’ the Chinese 

industrial sector. Effectively, Chinese producers are receiving ‘extra incentive’ to continue 

to manufacture at a high level, since foreign demand for Chinese goods is at a higher level 

that it would be if the foreign exchange market were in equilibrium. The synthetically low 

value of the yuan stokes this demand, leading the artificial currency valuation to function 

with striking resemblance to the modern conception of a ‘subsidy’, rearing its head in the 

industrial production sector. Given that China is using the international market as a tool to 

affect a desired domestic outcome, it seems that the international community presents a 

rational argument in saying that domestic problems must be addressed with domestic 

policy.  
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 On the other hand, allowing the Renminbi (RMB) to increase close to 40 percent in 

value relative to the dollar, as some have suggested, will have serious repercussions within 

the Chinese economy. In response to these effects, China must initiate a relatively simple 

shift in policy. As Fred Bergsten argues, China should promote policy changes that will 

reduce the national savings rate and increase domestic consumption.vii In the simplest 

sense, it is the Chinese government which must bear any subsidy of the manufacturing 

sector, rather than the international community. Increases in government spending, if 

possible to maintain, will stifle the effect of the currency revaluation, allowing the nation to 

avoid any sort of dramatic economic situation, while still eliminating the problem of a 

domestic trade imbalance with world-wide implications. 

 As is explained by Ben Bernanke, the U.S. Chairman of the Federal Reserve, when 

there is a current account deficit (when imports exceed exports), the onus falls on U.S. 

households, firms, and government to borrow the difference in international capital 

markets.viii This, in other words, creates a clear connection between borrowing and the 

deficit. While Bernanke has focused on a variety of factors as potential sources of the 

imbalance, he has still been an outspoken critic of Chinese currency intervention. He was 

quoted saying that “countries with large trade imbalances need to allow their exchange 

rates to better reflect market fundamentals and increase their efforts to substitute 

domestic demand for exports.”ix  Bernanke is not the only one asking for a change in 

Chinese monetary policy. All of the members of the G-20 (a group of top financial officials 

representing twenty major economies) agree that China must restructure their economic 

strategy, given that it is leading to rampant instability in the economies of all of China’s 

trading partners - so essentially in the entire global market.x 
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 From the United States’ perspective, various economists have voiced their opinion 

as to what the best policy reaction to the trade imbalance may be. In recent history, it 

seems that the United States has done little to nothing in response to China’s suspected 

currency manipulation, other than pointing fingers and calling names. Given that the Fed 

has recently produced some policies that have prompted firm rebuke by the Chinese, there 

is still much debate as to whether or not any domestic policy within the United States 

would be able to cause a worth-while, long term effect. 

 Referring back to economist Fred Bergsten, he argues that the United States should 

develop a program that would, in essence, eliminate the trade deficit over a number of 

years.xi In his proposed plan, Bergsten suggests that a policy of fiscal tightening is the only 

reliable way to achieve such a shift. If someone were to formulate such a system, Bergsten 

does point out the potential effects on the United States. He feels that there will be two 

major benefits: the first will be a necessary reduction in consumption, and the second a 

reduction in the current shortfall in domestic savings relative to investment. With reduced 

consumption within the United States, we would be less reliant on foreign imports, and 

have a more comparable balance between consumption and domestic output. As for the 

second effect, an increase in the national savings rate would lead to a reduced dependence 

on foreign capital inflows, which when left unchecked, tends to increase the value of the 

dollar. 

 Bergsten proposes a five-part strategy which he recommends for the United States 

in order to address the recognized Chinese policy of currency manipulation.xii The first step 

of his plan recommends that U.S. Treasury policy must be strengthened, to the point that it 
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places an ultimatum on China if it does not allow its currency to appreciate a set amount 

(he suggests 10 percent increments). He suggests that if China does not appreciate its 

currency by the said amount prior to the subsequent release of the U.S. Treasury report, 

then China will be formally labeled as a ‘currency manipulator’. This denotes a specific, 

required amount of appreciation and a concrete timetable for it to occur, hence allowing 

the international community to have some sort of threat to enforce. For the second and 

third parts of the plan, Bergsten requires that the other major economic actors be notified 

of the United States’ intention of laying out such an ultimatum, and that the U.S. 

government engages a multilateral effort through filing a WTO case against Chinese 

“‘currency intervention as an export subsidy as a violation of the provision in Article XV” 

(which stipulates that member countries “shall not, by exchange action, frustrate the intent 

of the provisions of the Agreement”)xiii . The fourth step is essentially a backup plan, 

stipulating that the United States should enter the currency market in an attempt to 

counteract Chinese intervention, only if the multilateral pressure does not work out. 

Finally, he notes that China should be notified that legislation will be crafted to punish a 

violation of any sort of international currency policy. 

 While Bergsten deserves much credit for actually developing a systematic approach 

to address the problem via policy obligations, other economists tend to make a slightly 

different argument and as a result have different policy suggestions. David D. Hale and 

Lyric Hughes Hale contend that the trade imbalance is less a result of Chinese currency 

manipulation, and more a result of the fact that the savings rate has been close to zero in 

the United States over recent years. They feel that this is the primary factor which led to the 

chronic imbalance of trade that is present in the United States, and that the solution to the 
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problem is quite simple. Their argument is that the United States must increase its national 

savings rate, and that countries with the opposite problem of a disproportionately high 

savings rate, like China, must reduce it.xiv While this represents a different way of looking at 

the U.S. problem of the current account deficit, the results are nonetheless related. 

Moreover, this policy seems to actually require more government intervention in 

comparison with the previous suggestion. It is likely that a combination of both factors will 

lead to the desired outcome, as both factors are indeed contributing to the problem.  

 

RECENT CHINESE REFORM 

 

 In recent months, China has been taking steps to reduce its dependence on exports 

and to increase domestic consumption, in the midst of much economic pressure. Bob Davis 

of the Wall Street Journal argues that while the Chinese government has spoken of 

rebalancing its growth and reducing its unsustainable reliance on exports, it has 

accomplished very little in this process.xv Consumption levels are still glaringly low in China 

compared with those throughout other similarly large economies and the government still 

outwardly opposes any sort of dramatic shift in currency valuation. Davis contends that, 

despite much pressure from G-20 nations, Premier Wen Jiabao has said that a substantial 

increase in the value of the yuan would have too many detrimental effects on China’s 

economy to be permissible. Wen cites the potential harm on the business sector that would 

result from a loss of export business as key to his refusal to alter currency exchange. 

Despite all this, the type of adjustment in the value of the yuan that the G-20 group is 
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proposing would seemingly be a logical fit for China, given the fact that an appreciating 

currency will tend to combat inflation, and improve national living standards by reducing 

the cost of imports.  

China continues to increase interest rates, as it attempts to stave off inflation. 

Further, China is attempting to reduce credit flow by increasing the amount which banks 

must keep on reserve with the central bank.xvi While these policies do have tangible effects, 

the effects are still minimal if the overall goal is to eliminate the chronic trade surplus and 

increase currency valuation. Obviously, this is a highly sensitive, and oft-discussed point 

among economists. However, due to the turmoil surrounding the economic debate, it seems 

that many have lost sight of a truly essential question in all of this – what does revaluation 

and rebalancing actually accomplish? This question, it seems, must be answered before any 

comprehensive policy suggestions can be made in terms of the United States’ response to 

Chinese economic policies.  

 

THE EFFECT OF THE DEFICIT ON THE U.S. 

 

  Some economists contend that trade deficits create harmful effects that could 

potentially derail a state’s economy. Others feel that trade deficits actually have no net 

negative effect, and therefore that debating over their causes is valueless. However, there is 

a certain balance that exists between the two ideas; it is likely that trade deficits can have 

both positive and negative effects, and therefore there is perceived value in looking into 
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their causes. Naturally, blame is often directed toward China for much of the United States’ 

trade imbalance ‘problem’. Given this, it is important to understand the effects of the 

imbalance in order to understand how policy should properly respond.  

 Robert E. Scott, economist at the Economic Policy Institute, is very critical of the 

aforementioned Chinese policies which favor their own exports. He estimates, based on 

demographic research, that close to 2.3 million jobs were lost in the United States between 

2001 and 2007 as a result of the U.S. deficit with China.xvii He goes on to point out that the 

deficit is rising, and rising rapidly. The deficit was a mere $84 billion in 2001, but it 

increased all the way to $262 billion by 2007 in a mere six years.  His research also has 

found that the average U.S. worker with a college degree has seen a $1,400 decrease in 

annual salary thanks to Chinese policy, however he does not outline his methodology in the 

research. In true mercantilist fashion, Scott bases much of his argument on the logic that 

trade both creates and destroys jobs – exports create, while imports destroy. 

 There is no arguing with Scott when it comes to the mere fact that jobs were lost 

during recent years (when the U.S. has run a deficit) – the statistics are there to prove that 

the manufacturing sector has lost a significant amount of jobs as a result of production 

shifting to China (2.3 million lost from 2001-2007)xviii. China has cheaper labor, partially 

due to its lowly valued currency, which makes it a profitable venture as a production site. 

Firms are seeking to maximize profits, particularly in an increasingly globalized market, 

where multinational corporations are generally free to produce in many different 

countries. Variations in regulatory laws, as well as variations in production costs, push 

firms to cross international borders when finding the minimal average costs of producing 
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their given good or service. However, the other differences leading to firms’ decisions to 

outsource, such as labor laws, are not the purpose of this paper. The point here is that the 

basic fact that jobs have been ‘lost’ in recent years is true (based on Scott’s presentation of 

a table from EPI analysis of Census Bureau and ILS data, details listed above). However, 

Scott leaves out a significant point of contention, in that he seems to have a rather limited 

view of how trade actually functions in a distributive manner, given that jobs are never 

really ‘lost’ in a globalized system.  

 As a bit of a counterpoint, Douglas A. Irwin of Princeton University represents a 

group of economists who make a slightly differentiated argument.xix Irwin agrees with the 

argument that imports tend to eliminate jobs, albeit with a certain asterisk. Economists of 

this realm of thought argue that while imports will eliminate jobs in certain industries, the 

foreign capital which finances such imports leads to the creation of jobs in alternative 

sectors of the market. This argument is based on one strong assumption; Irwin assumes 

that the currency that consumers within the United States shell out to foreign producers 

ultimately makes its way back into the U.S. market. Following this logic, all currency spent 

on Chinese goods will either come back in the form of the purchasing of U.S. goods, or of 

U.S. securities as foreign investment. From here, the money that is re-invested in the U.S. 

economy (in either of the two fashions) is then used to promote job creation in new sectors 

of the market. Thus, from this perspective, the net effect on employment seen in the United 

States trading relationship with China is estimated at zero.  

 It is logical to say that the assumption which holds that increases in the trade 

imbalance with China lead to proportional, quantifiable effects in domestic employment is 
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generally unsound. There are a multitude of other factors affecting the imbalance (other 

than production), with one primary factor being the national savings and investment rates 

in both countries. These rates tend to affect consumption within the given state, and 

changes in consumption will affect demand, which in turn can have its own, differentiated 

effect on employment. Also, the more money that consumers have in a given market will 

affect their willingness to purchase imports, which can itself play a role. Irwin actually 

contends that the trade deficit has (at times) risen when unemployment fell, and vice versa, 

as a result of the multitude of factors affecting the imbalance.xx Given this information, it is 

worthwhile to look deeper into the reasons for such a complex relationship. 

 The question lies in what the overall effect is of the large amount of foreign capital 

inflows of which the United States is a recipient. It can be contended that the higher 

amount of foreign capital that the U.S. receives in comparison with other countries allows it 

to achieve greater business investment.xxi If the capital does in fact make its way back into 

the United States, then that money theoretically will fuel investment, and thus the creation 

of new jobs. The difference between economists like Irwin and those such as Scott is seen 

in the former’s appreciation of the international economy as a fluid system. Dollars and 

jobs simply do not ‘disappear’. Factors can shift from one place to another, but that is done 

at a given cost. In essence, economists like Irwin argue that trade deficits simply 

redistribute jobs within the domestic economy, rather than destroy them. When one sector 

of the economy (i.e. the manufacturing sector) loses jobs, another sector potentially gains 

as a result of the increased foreign capital inflow. The capital inflow will most likely invest 

in a different sector than the one from which jobs were initially displaced, but that is 

irrelevant to the net effect on employment. If the United States gains jobs in a certain 
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services sector as a result of increased investment, and this balances out the jobs lost in a 

different sector of production, then there is no net negative impact. If jobs are merely 

redistributed, then the United States will simply adjust to become a more highly specialized 

actor in the global economy, given a certain amount of time for the adjustment to occur.  

 

POLICY PROPOSITION 

 

 When the current account and capital account balance, as they always do in theory, 

it is clear that the offsetting potential of the capital account must be considered to have at 

least a certain effect. This being said, those economists who do not consider the effects of 

capital inflow are making assertions based on incomplete information. In my mind, the 

problem with the opinion of many economists like Robert E. Scott lies in their overly simple 

interpretation of the trading system. Imports, while they mean certain job loss, do not 

necessarily lead to net job loss, as has been discussed through the suggestion of job 

redistribution. Let us step aside, and look at this scenario from a very broad perspective, 

taking into account some of the general principles behind modern economic study. Nearly 

any economist will agree with the seeming ‘umbrella’ statement that specialization is, by 

nature, a good thing in markets. Economists preach the benefits outlined by the principle of 

comparative advantage. In the most basic trading relationship, countries are generally 

better off specializing in producing a certain good or service with which they have a 

sustainable comparative advantage. It’s one of the first lessons of macroeconomics: states 

can engage in mutually beneficial trading relationships that leave both parties absolutely 
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better off. Anyone would be hard-pressed to find an economist who would argue with these 

basic statements. 

 In order to press on, we must first understand what is actually driving international 

trade. Paul Krugman has provided a unique model to international trade theory that both 

enhances our understanding of comparative advantage and explains international trade as 

determined by recurrent innovation, followed by the transfer of technology.xxii In his model, 

Krugman envisions two countries which he refers to as the North and South, which in truth 

represent the developed and developing worlds, respectively. The North, or developed 

world, develops new products and therefore innovates, while the South can only produce 

such goods after a lag of time, after they become ‘old’. Such a lag then, which ends with the 

transfer of technology, is the source of trade flow.  

This logic follows to say that developed economies specialize in ‘new’ goods, while 

those that are developing specialize in goods that are ‘old’. Given that the ‘new’ goods 

produced by developed economies will have higher price levels, it is natural that there will 

be a net flow of capital from developing countries to developed ones, because of the fact 

that capital will continue to move in this direction until it establishes the equilibrium 

scenario of equal returns in both halves of the market. The primary implications of 

Krugman’s model include the idea that technological changes and capital movement are 

related entities; or, more specifically, there exists a causal relationship in which 

technological change leads to capital movement. Next, it is apparent that the developed 

world, which Krugman calls the North, essentially has a monopoly over the production of 

‘new’ goods.  
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Taking Krugman’s logic a bit further, let us look at the trade imbalance existing 

between the United States and China. The Chinese are accused of ‘currency manipulation’ 

which favors their exports, and then jobs are lost in the U.S. manufacturing sector. 

Subsequently, as Irwin would tend to argue, jobs are gained in different sectors as a result 

of investment. Going back to the previously outlined reasoning, I would proceed to claim 

that the only ‘real’ effect that the trade imbalance ostensibly has is reflected by a mere shift 

in comparative advantage. China’s devalued currency gives them an advantage in the 

merchandise exports sector, allowing them to produce certain export goods at a notably 

lower cost than can be achieved in the United States. The United States, in turn, is 

benefiting from large amounts of foreign capital inflows, which are going on to finance 

business investment in those industries in which the United States has comparative 

advantage. Given that China does not have these foreign capital inflows at comparable 

levels with those in the United States, the U.S. is the beneficiary of an effective ‘surplus’ in 

business investment. This increase in investment allows U.S. based firms to produce certain 

other goods at a lower cost – in particular, the type of goods that require large amounts of 

research and development. The relatively high research and development costs associated 

with these industries mean that a significant amount of business investment is required for 

their production. Often in these industries, increases in R&D spending lead to proportional 

increases in cost-efficient, cutting edge production, as is seen in much of the technological 

industry (Intel, for example).  

Taking all of this into consideration, it would seem that nations with higher levels of 

business investment have a clear comparative advantage in certain research-dependent 

industries. Therefore, the United States, by running a trade deficit with China, is actually 
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receiving similar benefit from the imbalance. China subsidizes its exports, which in general 

represent labor-intensive manufactured goods, and this goes on to provide a subsidy to the 

United States in the form of business investment. The monopoly held by the United States 

over ‘new’ products which Krugman envisions can be maintained as a result of a chronic 

advantage in business investment. The increased capital flows in the direction of United 

States should, in theory, allow it to continue to be on the forefront of innovation and 

therefore sustain its valuable comparative advantage. 

Looking at it in this way leads to an entirely new perspective on the implications of 

Chinese-American trade dynamics. Economists are often convinced that the trade deficit is 

entirely harmful to the United States, and that China is somehow stealing all the benefit 

from the relationship. However, I affirm the idea that, given certain constraining factors to 

be discussed later, the United States and China are actually benefiting from the imbalance 

by pushing each other toward specialization. If both nations continue to move toward 

specialization, China in manufactured goods and the United States in R&D-intensive 

industries, then it seems true that both nations may in fact be better off. Through this 

relationship, the two economies are able to collectively reap the benefits of the basic 

principle of comparative advantage.  

As Krugman has suggested, this type of relationship will have certain implications. 

Developing economies will continue to experience industrial decline in mature industries, 

followed by predictable pick-ups as a result of the transfer of technology to newer areas of 

production. With each technology transfer, the trading position of such countries is 

improved. At the same time, nations that specialize in R&D-intensive industries, like the 
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United States, are pressed to innovate constantly in order to maintain both their advantage 

and their national incomes. In general, these implications are good from an economic policy 

standpoint. 

One provision, though, must respond to the initial claim of jobs being lost through 

some sort of policy action, as has been stipulated by some of the previously mentioned 

economists. I would, furthering a point suggested by economist Howard F. Rosen, suggest 

that the United States formulate a policy which would help reduce the harm done to the 

adversely affected sector in the domestic economy. xxiii  Assuming that this is the 

manufacturing sector, policymakers must be careful to, rather than giving out sheer 

financial compensation to displaced workers, ensure that those workers whose skills have 

become obsolete can find other productive function. In other words, some sort of 

vocational training may be a requirement in this policy. This way, the government will 

actually be pushing ahead the notion of specialization, since the policy will push displaced 

workers in to currently productive industries. Those productive industries will often be 

those in which the United States has the previously discussed advantage. Therefore, 

displaced workers will actually be used to advance specialization, increase national income 

further, and lead to an improved economic climate through proper policy positioning.  

While this idea has logical flow, I think it important to mention the fact that the 

proposed understanding of the implications of the trade imbalance relies on a potentially 

volatile assumption. The entire idea rests on the belief that the additional capital directed 

toward China out of the United States (as a result of the trade imbalance) will ultimately 

return to the U.S. in the form of foreign investment. While this is a hefty assumption, it has 
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generally been true in recent history. Regardless, there is still potential for China to seek 

out other forms of investment, such as foreign investment in the European Union, or any 

other up-and-coming economy. While this is not happening to any significant extent at the 

moment, it is important that policy precautions must be taken, in order to brace the U.S. 

economy for such a problem. In other words, if China were to take the money it receives as 

a result of its trade surplus with the United States and invest that money in a different 

economy, through the purchase of other foreign securities, then the economic stability of 

the United States would be at risk.  

In order to prevent this situation from ever occurring, the United States must 

engage in multilateral discussions with China, as well as with the other members of the G-

20 group of nations. Rather than addressing this issue with domestic policy, I suggest that 

international institutions, such as the World Trade Organization and the International 

Monetary Fund, should be used to set a new, internationally relevant legal standard. The 

international legislation should have a very simple and easily measurable effect – which 

will allow for the easy enforcement of its virtues. The policy which I propose includes three 

major components, all of which are essential to the effectiveness of the policy as a standard 

of global trade.  

First, the legislation must require that if one state is to run a trade surplus with 

another state, the imbalance must be quantified and recorded. This aspect of the policy will 

ensure that imbalances are monitored by the IMF on an individual level, at the level of each 

individual state-state interaction. This ensures the importance of individual trading 

relationships rather than overall trade balance. In other words, China running a $900 
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billion trade surplus in general will not matter to the United States; the U.S., and for that 

matter the IMF, will be only concerned with the $500 billion surplus present in its trading 

relationship with the United States (with all of the previous numbers being hypothetical, 

simply being used to make a point). Now that the emphasis has been placed in individual 

state-state interactions rather than collective account balances, the following legal 

ramifications are more clearly enforceable.  

The second core piece of the policy, then, should stipulate that if a given country 

(Country 1) does run a trade surplus with another given country (Country 2), then Country 

1 is required to reinvest an amount equal to that of the surplus into the economy of 

Country 2, through the purchase of foreign securities. This will, in effect, prevent countries 

such as China which choose to run a trade surplus from causing reverberating instability in 

the global market. The third portion of policy action must then create a method of 

enforcement, ensuring that there are legal ramifications for any country which chooses not 

to abide by the previously outlined international trade policy. With the IMF clearly 

designated as the organization measuring international imbalances, the hard part then 

becomes creating a stop-mechanism for countries that violate the policy standards (those 

that carry strategies which promote imbalance).  

The communiqué from the recent G-20 meeting (in April, 2011) debated how the 

enforcement of international policy regulations should be carried out, yielding no real 

results.xxiv It can be argued that, over a certain amount of time, the pressure that abiding G-

20 nations put upon those that do not abide by a policy will lead to a gradual shift in 

international ‘norms’. However, this process will take time, and is by no means guaranteed 
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to be an effective tool of force. As a more tangible instrument of control which can yield 

more timely results, the incorporation of an additional organization could be considered. 

One option would be to use the WTO to impose trade ‘sanctions’ that would incentive 

nations to act in accordance with policy regulation, likely through the restriction of trade 

with a certain state. Yet, this policy should only be employed when moral suasion is not 

deemed effective, as any trade restriction should, in general, be avoided when possible. The 

amount of repercussion must be significant enough to incentivize countries to abide by the 

policy, minimizing illegal behavior, while not being excessive to the point that the 

punishment itself can cause economic instability. Given that, the actual form of the 

enforcement would not necessarily matter, and of course would be up to the discretion of 

IMF policymakers.  

With the proposed policy formation, it is probable that the trading relationship may 

continue to exist in the interest of both the United States and China, despite the claims of 

many economists. Both countries will effectively be able to specialize and utilize the 

principle of comparative advantage to benefit on an absolute scale. Since both countries are 

theoretically better off, then we are able to see yet another basic economic principle at 

play: the mutual benefit of trade. The entire purpose of trade in itself is to create a mutually 

beneficial relationship, and therefore in the most general sense, any form of inhibition to 

trade has potential negative effects. The proposed policy merely attempts to maintain these 

benefits associated with the United States’ trading relationship with China. As logic has 

proven, against the claims of some economic experts, the trade imbalance between China 

and the U.S. simply serves as an example of the market pushing toward specialization, 
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which offers indubitable, absolute benefits to both nations, as well as to the entire global 

market. 
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