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Figure 6: Foreign Exchange Reserve (1978-2008) 
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Sources: NBS (2008), China Statistical Yearbook 2008 and National Bureau of Statistics. 

Such internal and external imbalances in the PRC, and the international imbalance between 
the PRC and the US, however, are reasonable to some extent, as long as labor productivity 
in the US can be continuously enhanced. The savings ratio in the US began to decline in the 
mid-1980s when the US began its rapid growth of information technology and labor 
productivity. Labor productivity increased more rapidly after 1995, and high productivity was 
an essential stimulus for economic growth in the US. With the increase in productivity, 
workers’ wages would tend to rise. When the expectation of an increase in future income is 
formed, to smooth consumption and maximize life-time utility, individuals would borrow to 
consume at present. Moreover, the highly developed capital market in the US has further 
encouraged this trend. Industrializing countries, like the PRC, have accumulated huge trade 
surpluses since the middle of the 1990s. Their purchases of US bonds and other US assets 
have contributed to the appreciation of these assets. In this way, these countries, including 
the PRC, have in essence shared the rapid growth of the US economy. However, one vital 
threat to the continuance of this imbalance is the question of to what extent the appreciation 
of US assets is related to the real rise in US productivity. If productivity growth can be 
sustained, high returns could be attained from the holding of US assets, and there would not 
be a significant departure of the “paper” economy from the real economy. Otherwise, risks 
may accrue to the point that adjustments would have to be made. The ongoing crisis is an 
opportunity for the PRC to make overdue internal policy changes, leading to a structural 
adjustment, so that domestic demand would increase and reduce the dependence on 
exports. As shown in Figure 7, since the third quarter of 2008, the growth rates of both 
exports and imports on a yearly basis have declined tremendously, and even fell to below 
zero after November 2008. 
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