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CONTRARY to popular opinion, China may be good for our trade balance. American consumers seem determined to spend money, and Chinese businessmen have made the bill cheaper. 

It is not the case that China is simply draining the United States of money. Most of the growth in Chinese exports to the United States has come from switching manufacturing and assembly from other, more expensive, Asian countries. In 1985, China, Japan, Hong Kong, Taiwan and South Korea accounted for 52.3 percent of America's trade deficit. By 2005, this percentage had fallen to 40.9 percent, in part because of cost savings from buying Chinese.

From 1986 to 1988, Taiwan and South Korea accounted for 60 percent of American footwear imports; China was only 2 percent. By 2001, market positions had reversed; China produced about 60 percent of the total and Taiwan and South Korea about 2 percent. Toys and sporting goods show similar gains by the Chinese, again driven by lower prices. (For these and related figures, see "China's Embrace of Globalization" by Lee Branstetter, professor of economics at Carnegie Mellon University, and Nicholas R. Lardy, senior research associate at the Institute for International Economics, at http://www.nber.org/papers/w12373.) 

American policy makers are nonetheless concerned about cheap Chinese imports. Treasury Secretary Henry M. Paulson Jr. will visit China this month, in part to pressure the Chinese to allow their currency, the yuan or renminbi, to rise in value on world markets. C. Fred Bergsten, director of the Center for International Economics, has been calling for a revaluation of the yuan for years, in the hope that a more valuable currency will make Chinese exports more expensive. 

The belief is that if the dollar has less value in China, Americans will spend less on Chinese products to offset the prices they pay per item. But even if the numbers work out so that the flow of dollars to China diminishes, American consumers will pay higher prices and see fewer goods from China. Yuan revaluation is unlikely to benefit the United States, even if it does lower its trade deficit. 

The trade effects of a revaluation of the yuan are unlikely to be large, in part because many Chinese exporters specialize in assembly. China sends out money buying components like semiconductors and turns them into finished goods, thereby running a trade deficit with East Asia. A new and higher value for the yuan would largely be a wash for these activities. With a stronger currency, China would have a harder time selling its electronic goods, but this would be offset by its greater purchasing power over the semiconductors. It would not do much damage to the Chinese competitive position.

The Chinese keep the yuan low, relative to the dollar, by buying up United States Treasury securities; as of early 2006, the Chinese central bank held up to $470 billion in Treasury securities. This huge accumulation of relatively low-yielding assets is the investment strategy of risk-averse bureaucrats, but it may bring longer-term benefits. Those assets can someday be sold or otherwise transferred to underdiversified Chinese financial institutions. The accumulation gives the Chinese a stake in American prosperity and signals that the Chinese are committed to long-term participation in the global economy. On the American side, the Treasury market is more liquid and the budget deficit can be financed at lower cost. 

The yuan should not, as matters stand, float freely with free capital movements. Large quantities of Chinese savings, currently restricted to the domestic currency, would probably flee the country, worsening the serious solvency problems at Chinese banks. The Chinese must first clean up their banking system before they can have free capital markets. Contrary to the conventional wisdom, a market-determined value for the yuan might well be lower than today's exchange rate, not higher.

To the United States, the primary gains from yuan revaluation would come from the increased spending by Chinese consumers on American exports. But the Chinese are, and should be, extremely cautious. In addition to saving about 50 percent of their incomes, they are spending most of the rest on local basics, like food, cheap cars or education. Health care is a probable growth sector. China is still a poor country, and its potential to drive American export success is modest for the foreseeable future.

Revaluation advocates claim that the Chinese need a stronger currency to prevent their economy from "overheating." China may indeed not be stable. But it is unlikely that the United States government can successfully micromanage another country of 1.3 billion people into a soft landing. Chinese economic data is very poor and Americans do not have a good record in advising transition economies. The Chinese recipe for economic growth, which encouraged exports, seems to be working, although it ran counter to efforts by American economists and policy makers to promote the privatization of state-owned companies.

The climb of the Chinese economy out of Communism and into prosperity has brought the world, and the United States, a free lunch. Consumer goods of many kinds are cheaper and the Chinese are likely to generate many scientific and technical innovations. Steering the value of the Chinese currency - from Washington - is unlikely to increase those gains. The United States should not be spending its international political capital on yuan revaluation, which is at best a nonevent.
