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B eijing began to reform the Chinese economy in the late 1970s and 
early 1980s. Since then it managed to generate such spectacular 
growth for three decades that, with the possible exception of post-

war Japan, South Korea, and Taiwan, no comparable precedents exist. 
Even these limited precedents may understate China’s achievement. 

Japan’s success occurred in a country that had been economically 
destroyed by war but that had been socially and culturally an advanced 
economy since at least the end of the nineteenth century. It was already 
the sixth-largest manufacturing nation by the 1920s, surpassed only by 
the United States, Germany, Britain, France, and the USSR.1 As the 
cases of Germany after 1945 and Belgium after 1918 suggest, advanced 
countries destroyed by war tend to catch up to their former status very 
quickly, perhaps because they start the process with much higher levels 
of social capital and institutional frameworks that permit and encourage 
rapid growth in productivity.

For this reason, in some ways Taiwan and South Korea may be more 
useful comparisons to China. They are among the very few economies in 
the twentieth century to have transformed from poor-country status to 
rich-country status. Indeed, South Korea began its process of dramatic 
growth much more socially and economically backward than China was 
at a comparable time in its development. Still, South Korea and Taiwan 

1 Michael Lind, Land of Promise: An Economic History of the United States (New York: 
HarperCollins, 2012), 263.
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2       AVOIDING THE FALL   

both benefited from their strategic roles in the Cold War, when the Unit-
ed States and its allies considered it vitally important that they emerge as 
great economic successes. 

China, of course, had no equivalent backing, and if today it is still 
much poorer than South Korea and Taiwan, its tremendous growth over 
the past three decades is in many ways comparable to their achievement. 
Granted, much of China’s growth, especially during the first decade of 
the reform period, came about largely as a function of Beijing’s reversal of 
constraining policies put into place during the Maoist period. In the late 
1970s, for example, China had fallen far behind neighboring countries 
that had been at similar or much lower levels of economic development 
in the 1920s and 1930s. Simply by eliminating the constraints imposed 
as a consequence of these policies, Beijing allowed China sufficient lee-
way to catch up to where it might have otherwise been under conditions 
more favorable to normal economic growth.2

But just reversing bad policies is not enough to explain all that has 
occurred in the past three decades. Beijing has learned well from the 
history of other developing countries, and it has applied some of those 
lessons carefully and intelligently. Taking its cues from other countries 
that had experienced rapid growth, especially Asian countries that fol-
lowed the growth model that Japan had partly put into place in the late 
nineteenth and early twentieth centuries, and which it had renewed 
in the postwar period, China was able to push much further than it 
otherwise would have. During this period China joined a group of 
countries whose growth rates were so high during one or more decades 
of the twentieth century that they were characterized as economic 
“miracles.”

But there’s the rub. With the exception of South Korea, Taiwan, and 
perhaps Chile, none of the many “miracle” economies of the twentieth 
century has been able to sustain growth to the point where it was able to 
join the rich-country club, and Japan had already been a member of the 
club when its growth miracle began. In the late 1980s, University of Chi-
cago Professor Robert Aliber proposed, partly in jest, what he called the 

2 Barry Naughton, Growing Out of the Plan: Chinese Economic Reform, 1978–1993 
(Cambridge: Cambridge University Press, 1996).
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MICHAEL PETTIS       3            

Andy Warhol theory of economic growth: “In the future every country 
will grow rapidly for fifteen years.” 

But, as he notes, this growth isn’t enough to ensure continued success. 
In every case, I will argue in this book, decades of high growth, almost 
always driven by very high levels of investment, eventually faltered. Even 
among the “successful” countries, the period of growth was interrupted in 
every case either by a debt crisis and many years of negative growth or by 
a lost decade of very slow growth and burgeoning debt. 

So why were a few countries able to overcome the interruption in 
growth while most were not? The most obvious answer, and perhaps 
nearly a truism, is that the successful countries made the necessary re-
forms before and during the various crisis periods—and there were always 
more than one—that allowed them to rebalance and restructure their 
economies in ways that permitted further growth. In other countries, 
the less successful ones, domestic distortions, often political in nature, 
prevented the kinds of economic changes that were necessary to permit 
the country to keep growing in a healthy way.3

China today is facing a similar challenge. For much of the past 
decade, a few economists had argued that distortions and imbalances in 
China’s growth model had become so severe that, unless they were cor-
rected, China’s growth miracle would soon come to an end and would 
be difficult to revive. Rapid growth in China had come at the expense of 
significant distortions in interest rates, wages, currency, and legal struc-
tures, along with political capture of the benefits of growth. One of the 
results—a nearly inevitable result, as I will show—was a very distorted 
national balance sheet with burgeoning debt and decreasing ability to 
finance that debt.

This argument has not always been popular, especially among Chinese 
and foreign commentators most captivated by the story of China’s inevi-
table rise. But it is nonetheless now clear that China must come to terms 
with these distortions and reverse them, and that this will prove difficult. 

3 See Ricardo Ffrench-Davies, ed., Financial Crises in “Successful” Emerging Economies 
(Washington, D.C.: Brookings Institution Press, 2001), and Jeffry A. Frieden, Debt, 
Development and Democracy: Modern Political Economy and Latin America 1965–1985 
(Princeton, N.J.: Princeton University Press, 1992).
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4       AVOIDING THE FALL   

Although for many years the China skeptics were very much in a minor-
ity amid the sometimes gushing and largely ahistorical analysis provided 
by most experts and commentators on China, by early 2012 it had 
become increasingly obvious to most economists that the development 
model that had generated spectacular growth for the Chinese economy 
over the past three decades had reached its limits.

More worryingly, the distortions that accompanied the furious 
growth, especially distortions in the financial sector, were becoming 
increasingly difficult to resolve even as the costs they imposed on the 
economy rose. “If something cannot go on forever, it will stop,” Herb 
Stein, President Richard Nixon’s economic adviser, famously pointed out 
in the 1980s. He was discussing current account deficits, but it has been 
only in the past two to three years that the consensus among econo-
mists has recognized that this simple and obvious dictum applies also to 
China.

China, in other words, has no choice but to rebalance and restructure 
its economy. With China’s most recent change in Communist Party lead-
ership taking place in October 2012, followed by corresponding changes 
in the national leadership in March 2013, there is widespread agreement 
among analysts that Beijing must put into place measures that unwind 
the distortions and eliminate the domestic imbalances. Even many of 
those who as recently as two to three years ago argued that the underlying 
growth model was serving China well now agree on the need to rebalance 
and restructure.

If it fails to act, China probably faces the kind of crisis suffered by 
nearly every other country that has followed a similar investment-driven 
growth model. There is a great deal of discussion over what the correc-
tive measures should be, with many of them focusing on Beijing’s stated 
intentions and on the political limitations imposed by the country’s 
governance system.

It seems that nearly everyone from the former premier, Wen Jiabao, 
and the current premier, Li Keqiang, on down has come to agree that 
Beijing’s consumption imbalance has reached dangerous levels and that 
China must rebalance. Here, for example, is the South China Morning 
Post on the subject in early 2012:
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MICHAEL PETTIS       5            

“China is landing quite well. Its inflation is down, investment and 
growth has slowed,” said Zhu Min, IMF deputy managing director, 
yesterday during his first speech in Hong Kong since assuming his 
new position in July of last year. “However, it still needs to carefully 
manage its investment-driven development model, as investment 
takes up about 48 per cent of gross domestic product.”

Zhu’s words echoed a string of heavyweight calls for reform, includ-
ing ones from Premier Wen Jiabao and Vice-Premier Li Keqiang 
and scholars at China’s central bank and the national state council. 
Li said over the weekend that “reforms have entered a tough stage,” 
and that “China has reached a crucial period in changing its eco-
nomic model and [change] cannot be delayed.”

The fear is that the current situation, in which exports and invest-
ment contribute to most of China’s GDP growth, is no longer 
sustainable. Export growth to Europe, the largest trading partner 
with China, had dropped almost to zero, and an investment driven 
economy had left the country with a huge pile of debt that could 
potentially go sour, economists said.4

T H E  C H O N G Q I N G  M O D E L— C H I N A  W R I T  S M A L L
The sudden but not wholly unexpected removal of Bo Xilai as party 
secretary of Chongqing in March 2012 only intensified the debate over 
the nature of the reforms. Bo Xilai was a rising populist figure within the 
country’s elite whose management of Chongqing, a municipality in cen-
tral China with a population of over thirty million, had created what was 
widely referred to as the “Chongqing” model of economic development. 
This model consists largely of an extension and intensification of the 
growth model in place in China over the past decade, but with greater 
emphasis on state control and income redistribution.

In opposition to the Chongqing model is the “Guangdong” model, 
which emphasizes governance reform, banking liberalization, and a 
strengthening of the role of the private sector. The Guangdong model 

4 Lulu Chen, “IMF Predicts Soft Landing … With Advice for Beijing,” South China 
Morning Post, March 20, 2012.
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6       AVOIDING THE FALL   

and other reform models share a concern over the long-term economic 
costs associated with the maintenance of China’s existing growth model.

After the initial shock associated with Bo Xilai’s removal wore off, 
much of the speculation within China moved on to what his ouster said 
about the evolution of power within China and, for economists, how it 
would affect the reform and rebalancing of the Chinese economy. In this 
book I won’t have a whole lot to say about the politics of the leadership 
transition, in no small part because, frankly, other than the members of 
the Standing Committee, the Politburo, the State Council, and a few 
other very plugged-in individuals, few of us can say anything about the 
implications of the Bo Xilai scandal that isn’t largely speculative.

More importantly, I believe that when projecting China’s future, too 
many analysts may have systematically overemphasized the intentions of 
the Chinese leadership. If Beijing announces that it plans to accomplish 
a specific goal—raise the consumption share of GDP, for example, or 
double the length of railroad track, or double household income in ten 
years—analysts quickly incorporate that goal into their projections even 
when it isn’t at all clear how Beijing will accomplish it.

This failure to focus on constraints is one of the important reasons that 
I think most analysts have gotten China fundamentally wrong in the past 
five to ten years. By misunderstanding how China’s growth model works, 
and how the functioning of the model forces certain kinds of behavior 
and prevents other kinds of behavior, they have been much less skeptical 
about Beijing’s ability to execute its intentions than perhaps they should 
have been. Any economic model creates its own constraints. In the short 
term, leaders can engage in policies that temporarily seem to violate these 
economic constraints, but the longer this goes on, the more difficult those 
constraints become, until eventually the policies reach their limits.

While intentions matter in the short term, in other words, over the 
medium and long term we should be much less impressed by what 
the leaders say they will do and much more concerned about how the 
constraints they face will limit what they actually can do. As I will show 
later in the book, much of what Beijing has done in the past few years 
was possible only because it had significant debt capacity: it was able to 
raise debt quickly in order to generate waves of investment that allowed 
Beijing to avoid the constraints created by its development model. 
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MICHAEL PETTIS       7            

But each time it did so, its ability to raise debt further was con-
strained, because debt rose faster than the means by which the debt was 
to be serviced. For this reason, Beijing’s earlier “successes” in violating 
economic constraints should in no way imply that it can continue to be 
successful in the same way going forward.

This is an issue not just for China, by the way, but for any country. 
For example, knowing the constraints imposed on Europe by the func-
tioning of the balance of payments, we should be wholly unimpressed by 
what many senior German and European leaders say they expect to hap-
pen to resolve Europe’s debt crisis. The fact is that if we hope to see net 
repayments by peripheral Europe to Germany, we will also have to see a 
reversal in their respective current account positions. Spain cannot repay 
its debt, in other words, and Germany cannot stop exporting capital 
(mainly to peripheral Europe), until Spain runs a current account surplus 
and Germany a current account deficit. 

Any plan to resolve the European crisis is useless unless it specifies the 
conditions under which this reversal of the respective current accounts 
will take place. So far neither of these scenarios seems likely. But without 
a reversal of the current account positions, in which Spain is able to repay 
its debt to Germany, is not just unlikely but impossible, no matter how 
determined Madrid, Rome, Berlin, and Paris might be to reduce debt in 
an orderly way.

The case of Europe is instructive for a couple of reasons. First, the 
continuing European crisis will make China’s own adjustment over the 
next few years both far more urgent and far more difficult. Second, it 
shows that the need to meet accounting identities and the associated eco-
nomic constraints applies to every country, including China. No matter 
how sincere its intentions, what Beijing says it will do over the next few 
years is meaningful only if its policies are internally consistent and do not 
violate accounting constraints. 

In this book I will describe China’s growth model, discuss how it 
reached the current level of domestic imbalance, and lay out as logi-
cally as possible the economic options available to Beijing in order for 
China to rebalance its economy, with some discussion of the limita-
tions of each of these options. Any decision made by Beijing that is 
not consistent with these options, I will argue, should not be taken 
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8       AVOIDING THE FALL   

seriously as a prediction of the future because it is almost by definition 
unsustainable. 

China has no choice but to rebalance its economy; the only question 
is the manner in which it does so. Rebalancing will happen either in a less 
painful and more orderly way, as a consequence of specific steps enacted 
by Beijing, or in a more painful and disorderly way, as a consequence of 
the imposition of constraints. But either way, it will happen.

W H A T  I S  R E B A L A N C I N G ?
To try to work out what these options might be, I will begin with two 
key assumptions. The first is that the fundamental imbalance in China 
is the very low GDP share of consumption. This low GDP share, I will 
argue, reflects a growth model that systematically forces up the savings 
rate largely by repressing consumption growth. It does this by effectively 
transferring wealth from the household sector (in the form, among oth-
ers, of very low interest rates, an undervalued currency, and relatively 
slow wage growth) in order to subsidize and generate rapid GDP growth. 
All of this will be explained in more detail in chapter 2.

As a consequence of this consumption-repressing growth model, 
Chinese growth is driven largely by the need to keep investment levels 
extraordinarily high. What’s more, the very high growth rate in invest-
ment, combined with significant pricing distortions, especially in the cost 
of capital, has resulted in overinvestment, which in turn has led to an 
unsustainable increase in debt. China cannot slow the growth in debt and 
resolve its internal economic problems without raising the consumption 
share of GDP.5

My second major assumption is that China must and will rebalance in 
the coming years—its imbalances cannot get much greater, nor can they be 
sustained at these levels. We must soon see, therefore, a reversal of these im-
balances either because Beijing chooses to reverse the imbalances or because 
the accompanying constraints will force a rebalancing onto the economy.

5 This is not a recent problem. See Nicholas Lardy, China’s Unfinished Economic Revolution 
(Washington, D.C.: Brookings Institution Press, 1998).
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MICHAEL PETTIS       9            

There are two reasons for saying that, one way or the other, China will 
rebalance in the coming years, neither of which has to do with the claims 
being made by Beijing that China is indeed determined to rebalance its 
economy. The first reason is a function of the country’s debt dynamics. 
Every country that has followed a consumption-repressing, investment-
driven growth model like China’s has ended with an unsustainable debt 
burden caused by wasted debt-financed investment. This has always led 
to either a debt crisis or a lost decade of very low growth. 

At some point the debt burden itself poses a limit to the continuation 
of the growth model and forces rebalancing toward a higher consump-
tion share of GDP. The reason for this has to do with limits to an increase 
in debt. As I will discuss later in this book, when debt capacity limits 
are reached, investment must drop because it can no longer be funded 
quickly enough to generate growth. As this occurs, China will automati-
cally rebalance, but it will rebalance through a collapse in GDP growth 
that might even go negative, resulting in a rising share of consumption 
only because consumption does not drop as quickly as GDP. As I will 
show, this is what happened in the United States in the early 1930s.

I must stress that I am not saying that a collapse in the Chinese econo-
my is inevitable. My argument here is only that if the unsustainable rise 
in debt isn’t addressed and reversed in a way that rebalances the economy 
gradually, China, or any other country for that matter, would eventually 
reach its debt capacity limit, and that in turn would force a catastrophic 
rebalancing of its economy away from investment.

The good news, however, is that because there is a growing awareness 
of the costs of the imbalances and the risk of a debt crisis, Beijing will 
probably begin rebalancing before it reaches the debt capacity limit. I 
will discuss later how Beijing can engineer the rebalancing process, but 
the point here is just that either Beijing forces rebalancing, or rebalancing 
will be forced upon China in the form of a debt crisis. Whichever way 
prevails, in other words, debt will force China to rebalance.

The second reason for assuming that China will rebalance is because of 
external constraints. Globally, savings and investment must balance. This 
means that for any set of countries whose savings exceed investment, like 
China, there must be countries whose investment exceeds savings, like 
the United States. To put it another way, the world can function with a 
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1 0       AVOIDING THE FALL   

group of underconsuming countries only if they are balanced by a group 
of overconsuming countries. 

For the past decade the underconsuming countries of central Europe 
and Asia, of which China was by far the most important, were balanced 
by overconsuming countries in peripheral Europe and North America. 
Globally the total amount of savings is equal to the total amount of 
investment, and so if some countries forced up their savings rates faster 
than their increase in investment, this had to be matched by a group of 
countries whose savings rates dropped relative to investment. This, of 
course, is an accounting identity whose constraints cannot be breached.

But conditions are changing. The overconsuming countries of North 
America and peripheral Europe are being forced to reduce their overcon-
sumption (in the latter case) or are working toward reducing it (in the 
former case). To the extent they succeed, by definition unless there is a 
surge in global investment—which given the weak state of the world is 
very unlikely—underconsuming countries must increase their total con-
sumption rates, or else the world economy cannot balance savings and 
investment except through negative growth.

This may sound surprising, but it follows automatically from the 
accounting identities. Because investment and savings must balance, if 
a reduction in consumption in the overconsuming countries is not met 
by an equal increase in consumption in the under-consuming countries, 
then by definition for any given level of GDP the savings rate will tend to 
be forced up.

If investment doesn’t rise, however, then savings cannot rise either (the 
two must balance), and so some mechanism will prevent the savings rate 
from rising. This mechanism will be a contraction in GDP. Lower con-
sumption that is not matched by higher investment means, by definition, 
that global demand will contract, and as global demand contracts, global 
production must contract, too, in order to meet that demand. 

This is just another way of saying that global GDP growth must be-
come negative. And as GDP growth goes negative, the difference between 
GDP and consumption—savings—will be forced down.

If the overconsuming countries of Europe and North America reduce 
their overconsumption, in other words, global rebalancing must involve 
China. Either China must raise its consumption rate commensurately, 
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MICHAEL PETTIS       1 1            

or global growth must turn negative, which would itself adversely affect 
China, the largest exporting nation in the world. Because China is by far 
the biggest source of global underconsumption, it is very hard to imagine 
a world that adjusts without a significant adjustment in China.6

This adjustment won’t be easy, especially if Japan tries to resolve its 
excess debt problems by forcing up its savings rate, as it seems to be 
doing. To explain why, it is worth digging a little deeper into the trade 
constraints that China and the world face. China’s current account 
surplus has declined sharply from its peak of roughly 10 percent of GDP 
in the 2007–2008 period to just under 3 percent of GDP. Over the next 
two years the forecast is, depending on whom you talk to, either that it 
will rise significantly, or that it will decline to zero and perhaps even run 
into deficit. China’s Ministry of Commerce has argued the latter and the 
World Bank the former.

It is not obvious which way the surplus will go, but I would argue 
that, either way, it is going to be a very strained and difficult process 
for both China and the world. The Ministry of Commerce contends, 
as many others do, that the rapid contraction in the surplus since the 
2007–2008 peak indicates that China is indeed rebalancing and will 
continue to do so without too much difficulty.

Figure 1.  China’s Savings and Investment Rates
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6 Jeffry A. Frieden, Michael Pettis, Dani Rodrik, and Ernesto Zedillo, After the Fall: The 
Future of Global Cooperation, Geneva Reports on the World Economy 14, 2012.
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1 2       AVOIDING THE FALL   

This is almost certainly wrong. China is not rebalancing, and the 
decline in the surplus was most likely driven wholly by external condi-
tions. In fact, until 2011 the domestic imbalances got worse, not better. 
For proof, take a look at figure 1. It shows China’s total savings rate as a 
share of GDP as well as China’s total investment rate. Both numbers are 
extraordinarily high. 

The current account surplus, of course, is equal to the excess of savings 
over investment—any excess savings must be exported, and by definition 
the current account surplus is exactly equal to the capital account deficit. 
This is the standard accounting identity that can be found in any eco-
nomic textbook. As the graph shows, the last time investment exceeded 
savings in China was in 1993–1994, and during that time China of 
course ran a current account deficit. This was just before Beijing sharply 
devalued the renminbi, after which it immediately began running a sur-
plus, which has persisted for seventeen years.

S A V I N G S  A R E  R I S I N G
From the accounting identity it is clear that if the current account surplus 
declines, there are logically only two ways it can happen. One way is for 
the savings rate to decline. In that case the investment rate must either 
rise or it must decline more slowly than the savings rate. The other way is 
for the savings rate to rise. In that case, the investment rate must rise even 
faster.

In the first case, a declining savings rate indicates that Chinese con-
sumption is indeed rising as a share of GDP and that Chinese investment 
is declining (or at least rising more slowly than consumption). This is the 
“right” way for the trade surplus to decline because it represents a rebal-
ancing of the Chinese economy away from its dependence on investment 
and the trade surplus and toward consumption. In the second case—the 
“wrong” way—consumption is actually declining further as a share of 
GDP, and the reduction in China’s dependence on the trade surplus is 
more than matched by an increase in its dependence on investment.

From the graph it is perfectly clear that China did not rebalance after 
2008. Rebalancing would require that domestic consumption rise. Again 
from the graph it is pretty clear that consumption’s share of GDP has not 
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increased since the onset of the crisis. If it had, the savings share of GDP 
would have declined.

Instead, savings continued to rise. This is the opposite of rebalanc-
ing, and it should not come as a surprise. Beijing has tried to increase the 
consumption share of GDP by subsidizing certain types of household 
consumption (white goods, cars), but because the subsidies are paid for 
indirectly by the household sector, as I will show in chapter 2, the net 
effect is to take away with one hand what is offered with the other. This 
is no way to increase consumption. As I will argue in this book, the only 
sustainable way to increase the consumption share of GDP is by increas-
ing the household share of total wealth.

Meanwhile, investment continued to grow and, with it, debt contin-
ued to grow. Because the only way to manage all this debt is to continue 
repressing interest rates at the expense of household depositors, as I will 
show in chapters 2 and 3, households have to increase their savings rates 
to make up the difference. So national savings continue to rise.

What, then, explains the decline in China’s current account surplus 
over the past three years? The graph makes it pretty obvious. The sharp 
contraction in China’s current account surplus after 2007–2008 was 
driven by the external sector—the crisis caused demand to drop sharply 
as asset and real estate price declines reduced household wealth abroad—
and in order to counteract the adverse growth impact, Beijing responded 
with a surge in investment in 2009. Analysts can argue whether this was 
an appropriate policy response (yes, because otherwise growth would 
have collapsed, or no because it seriously worsened the imbalances), 
but certainly since then as consumption has failed to lead GDP growth, 
investment has continued rising too quickly.

It is, therefore, rising investment, not rebalancing toward higher con-
sumption, that explains the contraction in the current account surplus. 
The savings share of GDP was actually still rising through 2011. 

So which way will China’s current account surplus move over the next 
few years? If we could ignore external conditions, we would probably 
argue that the current account surplus should grow in the next few years. 
Why? Because Beijing is finding it impossibly hard to raise the consump-
tion rate, and yet it is extremely important that it reduce the investment 
rate before debt levels become unsustainable. Under these conditions, we 
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1 4       AVOIDING THE FALL   

should expect the savings rate to hold steady as a share of GDP or—if we 
are lucky—for it to decline slowly over the next few years.

Investment, meanwhile, should decline quickly unless it proves dif-
ficult for the post-transition leadership to arrive at a consensus about the 
need to slow investment growth. We might in that case expect investment 
to begin dropping erratically sometime in 2013, but as of this writing it 
is unclear whether those within the leadership who understand how dire 
the economic situation is can convince the others during this period of 
the need to bring investment down sharply.

If investment rates drop more quickly than the savings rate, by 
definition this would result in an increase in China’s current account 
surplus. This is why if we ignore external conditions we would prob-
ably predict a rise in China’s trade surplus over the next few years. But, 
of course, there is a huge constraint here. Can the world accommodate 
China’s need to absorb more foreign demand in order to help it through 
its own transition?

Here things seem unpromising. The first problem is that the big defi-
cit countries have little appetite for rising imbalances. The United States, 
for example, wants to reduce its trade deficit, and at the very least it will 
resist a rapid increase in imports relative to exports. The deficit coun-
tries of peripheral Europe, which with the United States represent the 
bulk of global trade deficits during the past decade, will have to adjust 
quite quickly as the financial crisis continues and as their growth slows. 
Because all current account deficits must be financed externally, as the ex-
ternal financing available to peripheral Europe dries up and in fact turns 
to net capital outflows, their deficits will contract sharply and eventually 
become surpluses. 

Of course, declining trade deficits around the world require declining 
trade surpluses. Part of the adjustment in Europe might well be absorbed 
by a contraction in Germany’s surplus, but the Germans, concerned 
about their own rising debt, especially as a consequence of their tremen-
dous bank exposure to peripheral Europe, are resisting as much as pos-
sible. They, too, are dependent for growth on absorbing foreign demand. 

Certainly as a consequence of the crisis, Europe as a whole expects its 
trade surplus to rise. If instead it begins to run a large deficit, German 
growth will go negative and the debt burden of peripheral Europe will be 
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harder than ever to bear. Europe, in other words, cannot be expected eas-
ily to accommodate China’s need for a growing trade surplus. If foreign 
capital flows to Europe increase—perhaps as China and other the BRIC 
nations (Brazil, Russia, and India) and other large developing countries 
lend money to Europe—Europe’s exports will certainly decline relative to 
imports. But because this means much slower growth for Europe, it isn’t 
sustainable and would almost certainly worsen the European debt crisis.

T H E  P R O B L E M  O F  J A P A N
A much bigger problem may be Japan, and it is surprising that few 
economists seem to be discussing the very adverse Japanese impact on 
the future development of global trade balances and its implications for 
China. Japan, as everyone knows, has an enormous debt burden that is 
made manageable only because it is financed domestically at extremely 
low rates. Here is Peter Tasker of the Financial Times on the subject:

When Japan’s bubble economy imploded in the early 1990s, public 
finances were in surplus and government debt was a mere 20 per 
cent of gross domestic product. Twenty years on, the government 
is running a yawning deficit and gross public debt has swollen to a 
sumo-sized 200 per cent of GDP.

How did it get from there to here? Not by lavish public spending, 
as is sometimes assumed. Japan’s experiment with Keynesian-style 
public works programmes ended in 1997. True, they had failed to 
trigger durable economic recovery. But the alternative hypothesis—
that fiscal and monetary virtue would be enough—proved woefully 
mistaken. Economic growth had been positive in the first half of 
the lost decade, but after the government raised consumption tax 
in 1998 any momentum vanished. Today Japan’s nominal GDP is 
lower than in 1992.7

Tokyo is clearly worried that it is running out of time to manage the 
debt, and indications are that it has finally become serious about reduc-

7 Peter Tasker, “Europe Can Learn From Japan’s Austerity Endgame,” Financial Times, 
February 12, 2012.
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1 6       AVOIDING THE FALL   

ing its debt burden. Of course any attempt to reduce the debt burden 
has implications for Japan’s current account. The yen had already fallen 
substantially in anticipation of policies promised by the Liberal Demo-
cratic Party and its leader, Shinzo Abe, in the run-up to its victory in na-
tional elections in December 2012. What’s more, Japan’s current account 
surplus has already contracted substantially in the past two years, and in 
January 2012 it ran its biggest monthly trade deficit ever—$5.4 billion.8

This January deficit comes on the back of an overall 2011 trade deficit, 
the first time in decades that Japan has had an annual trade deficit. If 
Japan runs a current account deficit, of course, it means that Tokyo must 
turn to foreign sources to finance government debt since by definition a 
current account deficit implies that domestic savings are insufficient to 
fund domestic investment. This would be, for Japan, a very unwelcome 
prospect.

So how can Japan address its debt? One way is to ensure that the debt 
continues to be funded domestically, which means that Japan must force 
up its savings rate. It seems that Tokyo is planning to further raise taxes, 
especially consumption taxes, and to use the proceeds to pay down the 
debt. According to another article in the Financial Times:

The government and the ruling Democratic party of Japan agreed 
on Friday on a draft plan to raise the country’s controversial sales 
tax from 2014, taking a key step towards improving the country’s 
stretched finances.

Prime minister Yoshihiko Noda has faced an uphill struggle to 
convince some members of his own party, the opposition and the 
public that the tax is needed to help restore Japan’s fiscal health at a 
time of global fears over sovereign debt. The tax has been opposed 
on the grounds that it could damage an already weak economy. The 
consumption tax, which is the government’s most stable income 
stream at about a fifth of total revenues, has long been an obvious 
candidate for reform.9

8 Ben McLannahan, “Japan Posts Record Current Account Deficit,” Financial Times, 
March 8, 2012.

9 Mure Dickie, “Japan Clears Hurdle to Consumption Tax,” Financial Times, January 6, 
2012.
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In addition Tokyo and the business community are putting downward 
pressure on wages in order to increase the competitiveness of the tradable 
goods sector. In yet another article from the Financial Times:

Bonuses have been coming under heavy pressure in Japan for years 
as part of a wider effort to restrain incomes. And while workers 
around the developed world have been complaining of a squeeze 
on incomes over the past two decades, in Japan thinner pay packets 
fuel wider deflation. That makes it even harder for the government 
to rein in its runaway debt and for the central bank to use monetary 
policy to boost growth.

The National Tax Agency says average annual salaries, including 
bonuses, fell in nominal terms every year but one in the decade to 
2010, sliding from ¥4.61m to ¥4.12m. The Japanese Trade Union 
Confederation (Rengo) says the average size of workers’ bonuses has 
fallen from a peak of 4.27 times monthly salaries in 1992 to just 
2.83 times in 2010.

More recently, a faltering of Japan’s recovery from its deep 2008–
2009 slump is threatening to further tighten the screws. Total cash 
earnings for Japanese salaried workers were down 0.2 per cent in 
December compared with the previous year, while special pay-
ments, which are mainly winter bonuses, fell 0.3 per cent.10

This set of policies aimed at helping Tokyo manage its debt burden 
could turn out to be a problem for China and the world because raising 
consumption taxes and reducing wages will push up the Japanese savings 
rate substantially. Either action pushes the growth rate of disposable in-
come down relative to GDP growth, and lower disposable income usually 
means lower consumption—which is the same as higher savings.

These policies will probably also reduce the investment rate. Lower 
Japanese consumption, after all, should reduce business profits and so re-
duce the incentive for expanding domestic production, while pressure for 
austerity should restrain or even reduce government investment. Japan’s 
savings rate is likely to rise while its investment rate drops.

10 Mure Dickie, “Low Wages Compound Japan’s Grim Prospects,” Financial Times, 
February 14, 2012.
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1 8       AVOIDING THE FALL   

By definition, because the current account surplus is equal to the 
excess of savings over investment, more savings and less investment mean 
that Japan’s current account surplus must rise. Japan, in other words, is 
planning to move backward in terms of rebalancing. Until 1990 Japan 
had the same problem that China did: its rapid growth was largely a 
function of policies that transferred wealth from the household sector to 
subsidize growth, as I will show is the case with China. 

These policies—an undervalued currency, repressed interest rates, 
and low wage growth (which, of course, are the same policies as China’s, 
as I will show in chapter 2)—restrained consumption and encouraged 
debt-fueled investment. This investment, we now realize, was wasted on a 
massive scale in the 1980s, and the eventual government absorption of all 
the associated debt caused government debt to rise.

After 1990 Japan began the slow rebalancing process. But rather than 
raise household income directly by privatizing assets and transferring 
wealth directly to the household sector, the Japanese did it by effectively 
having the government assume private sector debt (a process we will 
discuss further in chapters 6 and 7). This was politically much easier than 
privatizing and removing interest rate and capital allocation distortions, 
but it also meant much slower growth and burgeoning debt.

Now Japan is faced with the same difficult options that it faced twenty 
years ago and that China faces today. It can privatize government assets, 
or it can revert to consumption-constraining policies. But if it constrains 
consumption growth and does not replace consumption with a surge in 
investment, how can it possibly grow except through growth in the trade 
surplus? Domestic consumption, domestic investment, and the trade sur-
plus are, after all, the only sources of demand growth for any economy.

So where does all this leave us? Of the two big trade deficit entities, 
neither the United States nor peripheral Europe can allow its deficit to 
rise, and we may even see, in the latter case, a sharp drop in the deficit. 
Of the three big surplus countries, Germany is reluctant to allow its 
surplus to decline by much, and certainly if it declines faster than the 
European deficits decline, Europe’s debt crisis will be even worse.

China’s surplus can decline only if we see a very improbable decline 
in its savings rate or a very unwelcome increase in its investment rate. 
Internal pressures are likely to cause the savings rate to hold steady or to 
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MICHAEL PETTIS       1 9            

decline slowly as the investment rate declines more quickly. And Japanese 
reluctance to solve its debt problems by selling off government assets to 
pay down the debt requires that it resolve them with an increase in the 
trade surplus.

The refusal of the surplus countries to play a part in allowing the 
world to adjust has its counterpart in the refusal of the United States in 
the 1920s to do the same. At the time the well-known New York banker, 
Otto Kahn, warned that “having become a creditor nation, we have got 
now to fit ourselves into the role of a creditor nation. We shall have to 
make up our minds to be more hospitable to imports.”11 But domestic 
U.S. policies in the 1920s made it very difficult for the United States to 
play its role, and as a consequence the same kinds of trade and capital 
flow imbalances were generated in the 1920s as had been generated in 
the decade leading up to the 2007–2008 crisis. These resulted, of course, 
in the terrible adjustment of the 1930s in which the very trade surplus 
nation that had refused to play its role in the rebalancing ended up, not 
coincidentally, suffering most from the resulting trade collapse. 

We have a similar problem today, in which deficit countries are forced 
to contract and reverse their deficits while surplus countries refuse to 
reflate domestic demand sufficiently to convert their large surpluses into 
equally large deficits. Needless to say, this isn’t going to work, and at least 
one of the above countries is going to be extremely disappointed. His-
torical precedents suggest that surplus countries are likely to be the most 
disappointed and will suffer most from the strains on international trade. 

The “good” news is that if this conflict leads to much slower global 
growth, as it certainly will, the resulting reduction in commodity prices, 
including oil, will help absorb some of the changes in the trade imbal-
ances as commodity-exporting countries see their exports fall sharply. But 
it is hard to see much other relief.

11 Jeffry A. Frieden, “Sectoral Conflict and Foreign Economic Policy 1914–1940,” 
International Organization 42, no.1 (Winter 1998).
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