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Foreword
Ch�na and Ind�a have catapulted onto the world stage. In contrast 
to the Cold War years when they largely sat on the s�del�nes, As�a’s 
emerg�ng tw�n g�ants are now transform�ng the �nternat�onal econ-
omy �n fundamental ways. The�r burgeon�ng econom�es are sh�ft-
�ng global markets, reshap�ng trade and �nvestment patterns, and 
d�rectly affect�ng the planet’s env�ronment. Wh�le th�s development 
has l�fted hundreds of m�ll�ons out of poverty, �t has also ra�sed con-
cerns about the potent�al econom�c and pol�t�cal d�slocat�ons �n other 
countr�es. Ch�na’s and Ind�a’s �mpr�nt w�ll become all the deeper �n 
the years ahead as both evolve �nto centers of technolog�cal �nno-
vat�on and sc�ent�fic excellence. Ch�na’s and Ind�a’s r�se has already 
sparked adverse react�ons �n the two countr�es that currently s�t atop 
the world’s econom�c h�erarchy: the Un�ted States and Japan.  

Recogn�z�ng the �mmense challenges—and enormous opportu-
n�t�es—posed by the econom�c ascent of Ch�na and Ind�a, our three 
organ�zat�ons convened th�s B�nat�onal Study Group of Amer�can and 
Japanese leaders and experts to forge a common understand�ng of how 
the two nat�ons should respond. Th�s report �s the product of a year-
long ser�es of meet�ngs and exchanges among the Study Group par-
t�c�pants. It makes an espec�ally t�mely and �mportant contr�but�on to 
pol�cy debates now under way �n Japan and the Un�ted States by argu-
�ng that the cont�nued econom�c success of our countr�es �s closely 
l�nked to the susta�ned growth of Ch�na and Ind�a. 

The report recommends that the Un�ted States and Japan must 
act�vely engage Ch�na and Ind�a as they cont�nue the�r econom�c 
development and ensure that the emergence of these two powers �s 
not v�ewed �n Japan and the Un�ted States as a zero-sum game. Th�s 
w�ll requ�re strong leadersh�p. Our countr�es must focus on the real 
opportun�t�es for all four nat�ons to grow and prosper through mutu-
ally benefic�al partnersh�ps. Indeed, the real danger ahead �s not that 
Ch�na and Ind�a w�ll someday surge ahead of the Un�ted States and 
Japan, but that they may falter �n the�r progress, potent�ally destab�-
l�z�ng As�a and threaten�ng the �nternat�onal trad�ng system.
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Executive Summary
The econom�c r�se of the world’s two most populous countr�es, 
Ch�na and Ind�a, w�ll be a defin�ng feature of the twenty-first cen-
tury. Japan and the Un�ted States must res�st the temptat�on to v�ew 
the emergence of these two econom�c powers as a zero-sum game, 
potent�ally creat�ng new geopol�t�cal r�valr�es. Instead, Japan and 
the Un�ted States should strengthen the�r econom�c engagement 
w�th Ch�na and Ind�a to create long-term partnersh�ps for peace and 
prosper�ty that w�ll benefit the whole world.

Th�s report by a b�nat�onal team of Amer�can and Japanese aca-
dem�c, bus�ness, and government leaders makes spec�fic recommen-
dat�ons about how Japan and the Un�ted States can work together 
to develop new �n�t�at�ves w�th Ch�na and Ind�a �n trade and cap�tal 
flows, technology and �nnovat�on, and energy and the env�ronment. 

Evaluating the Economic Trajectories of China and India

Ch�nese annual econom�c growth has averaged almost 10 percent for 
the past twenty-five years. Ind�a’s boom began more than a decade 
later, w�th average annual growth rates of 6 percent s�nce. Some ana-
lysts project that Ch�na w�ll pass Japan �n a decade to become the 
world’s second largest economy. Others forecast that the Ch�nese 
and Ind�an econom�es w�ll be the two largest �n the world by around 
2050, surpass�ng even the Un�ted States.

Nevertheless, these develop�ng g�ants face very real challenges 
to robust and susta�nable development. Ch�nese growth �s currently 
dr�ven by very h�gh levels of government �nvestment �n �nfrastruc-
ture. In marked contrast, pr�vate cap�tal markets are underdeveloped, 
contracts are hard to enforce, and the bank�ng system �s shackled by 
nonperform�ng loans. Growth �n demand comes more from exports 
than domest�c consumpt�on. Inequal�ty �s h�gh and r�s�ng between 
urban and rural areas, between coastal Ch�na and the �nter�or prov-
�nces, and between those part�c�pat�ng �n the global economy and 
those who are not. 

Ind�a’s economy �s less export dependent and has better debt 
and equ�ty markets. The Ind�an economy, however, faces �ts own 
challenges. Chron�c, large, publ�c-sector defic�ts d�vert government 
funds from much-needed publ�c �nvestment �n roads, ra�lways, ports, 
electr�c�ty, educat�on, and health care. Bureaucrat�c �neffic�enc�es 
constra�n entrepreneursh�p. Just l�ke �n Ch�na, large gaps between 

the r�ch and poor, urban and rural areas, and Ind�a’s boom�ng south-
ern c�t�es and the north of the country create concern about soc�al 
unrest and pol�t�cal �nstab�l�ty.

Japan and the Un�ted States should work w�th Ch�na and Ind�a 
to help them deal w�th these challenges, wh�le also adjust�ng pol�c�es 
at home to ensure that we enjoy the full benefits of th�s econom�c 
engagement. 

Recommendations:

1.1 Japan and the Un�ted States should prov�de techn�cal ass�stance 
to help Ch�na strengthen domest�c financ�al markets, the rule of 
law, and soc�al secur�ty systems.

1.2 Japan and the Un�ted States should �ncrease loans and a�d to 
Ind�a for phys�cal �nfrastructure, schools, and health care and 
encourage Ind�a to address �ts fiscal and structural problems. 

Reducing Global Economic Imbalances

The U.S. b�lateral trade defic�t w�th Ch�na, wh�ch ballooned to $194 
b�ll�on �n 2005, �s by far the largest b�lateral defic�t �n h�story. The 
Un�ted States �s also runn�ng a trade defic�t of over $800 b�ll�on w�th 
the rest of the world. Wh�le these �mbalances are currently be�ng off-
set by the w�ll�ngness of fore�gners to buy U.S. assets, the Ch�na-U.S. 
�mbalances threaten to destab�l�ze the global economy and cannot 
be susta�ned. 

The Un�ted States cannot cont�nue �ndefin�tely to �mport more 
than �t exports, spend more than �t earns, and borrow �nternat�on-
ally to make up the d�fference. Ch�na cannot �ndefin�tely rely on ever-
greater trade surpluses to absorb the output of �ts rap�dly expand�ng 
factor�es. Some financ�al bears worry that �f both Ch�na and the 
Un�ted States break these patterns by cutt�ng back on spend�ng (on 
�nvestment �n Ch�na; on consumpt�on �n the Un�ted States) at the 
same t�me, the result could be a return of early 1980s-style, world-
w�de “stagflat�on” (stagnant econom�c growth plus �nflat�on). The 
prospect of such d�re outcomes, however, can be m�t�gated by coord�-
nated pol�c�es among the world’s major econom�es. Th�s report calls 
for Ch�na to �ncrease domest�c econom�c act�v�ty through financ�al 
reform and for the Un�ted States and Japan to support �nfrastructure 
�nvestments �n Ind�a. But further Amer�can and Japanese act�on �s 
warranted. 



Engaging China and India: An Economic Agenda for Japan and the United States

8 - Binational Study Group Report Binational Study Group Report - 9

Executive Summary

Recommendations:

2.1 The Un�ted States should �ncrease nat�onal sav�ng, first by 
reduc�ng the s�ze of the federal budget defic�t. 

2.2 Japan should boost personal consumpt�on by reassur�ng workers 
and c�t�zens that pens�on, health, and unemployment �nsurance 
programs are fiscally sound.

 2.3 Japan and the Un�ted States should work to �ncrease the 
�nvolvement of Ch�na and Ind�a �n the del�berat�ons of 
mult�lateral econom�c organ�zat�ons such as the G-8 and IMF to 
fac�l�tate the coord�nat�on of macroeconom�c pol�c�es to susta�n 
global growth. 

Promoting Free Trade throughout the Asia-Pacific 

Japan and the Un�ted States have tr�ed to ma�nta�n the momentum 
for freer �nternat�onal trade desp�te the stall�ng of trade negot�at�ons 
�n the WTO’s Doha Round. Japan has enacted free trade agreements 
(FTAs) w�th S�ngapore, Mex�co, and Malays�a. The Un�ted States has 
FTAs w�th S�ngapore and Austral�a �n add�t�on to NAFTA and has 
begun talks w�th South Korea and Tha�land. 

Reg�onal econom�c �ntegrat�on �s also be�ng advanced through 
ASEAN Plus Three (the ten countr�es of the Assoc�at�on of South East 
As�an Nat�ons plus Ch�na, Japan, and South Korea), wh�ch fac�l�tated 
the s�gn�ng of the ASEAN-Ch�na free trade agreement �n goods. In 
2005 th�s group was expanded to �nclude Ind�a, Austral�a, and New 
Zealand �n the new East As�a Summ�t w�th the lofty amb�t�on of cre-
at�ng an “East As�an Commun�ty” along European Un�on l�nes. 

The flurry of b�lateral and reg�onal act�v�ty �n As�a may strengthen 
the broader l�beral trade reg�me by st�mulat�ng “compet�t�ve l�ber-
al�zat�on” not only �n the reg�on but across the Pac�fic and poten-
t�ally globally. But �n the short term, reg�onal group�ngs d�stort trade. 
Japan and the Un�ted States w�ll face h�gher tar�ffs w�th ASEAN and 
w�th Ch�na. Even though both Japan and the Un�ted States are lead-
�ng trad�ng partners for most As�an nat�ons, Ch�na �s currently more 
centrally placed �n the As�an trad�ng reg�me. 

Further, the Un�ted States does not have a seat at the table �n 
these new As�an reg�onal group�ngs. The As�a-Pac�fic Econom�c 
Cooperat�on (APEC) forum, wh�ch �ncludes the major As�an nat�ons 
as well as the Un�ted States, Canada, Mex�co, and Lat�n Amer�ca, has 

lost �ts 1990s’ momentum. Accord�ngly, Japan and the Un�ted States 
should become more act�vely �nvolved �n bu�ld�ng free trade �n the 
As�a-Pac�fic. 

Recommendations:

3.1  Japan and the Un�ted States should cont�nue to support WTO 
mult�lateral trade l�beral�zat�on, but they should s�multaneously 
promote reg�onal econom�c �ntegrat�on and openness �n the 
As�a-Pac�fic that �s compat�ble w�th WTO. 

3.2 A Japan-U.S. FTA should be developed to take the lead on d�fficult 
�ssues plagu�ng broader trade l�beral�zat�on such as agr�culture, 
serv�ces, �nvestment, �ntellectual property r�ghts, ant�dump�ng, 
and m�grat�on.

3.3 The Un�ted States should try to ga�n a seat �n pan-As�an trade 
negot�at�ons (the “ASEAN plus” group�ngs) and work w�th Japan 
to broaden these d�scuss�ons to create an APEC-w�de FTA.

3.4 Japan and the Un�ted States should support openness at home 
by empower�ng those d�slocated by global�zat�on through 
educat�on and tra�n�ng.

Promoting Technological Diffusion and Economic 
Innovation

Exports from Ch�na and Ind�a are “mov�ng up the value cha�n” from 
low-cost product�on of standard�zed goods and serv�ces to the devel-
opment, des�gn, market�ng, and d�str�but�on of h�gh-tech products.  
Ch�na and Ind�a together currently graduate tw�ce as many eng�-
neers each year as Japan and the Un�ted States. Wh�le many Ch�nese 
and Ind�an degrees are not up to Western standards, the �ncreas�ng 
sk�ll levels ava�lable �n Ch�na and Ind�a cannot be den�ed. The knowl-
edge base for these econom�es �s further enhanced by the return of 
Ch�nese and Ind�an graduates from Amer�can and Japanese un�ver-
s�t�es �n greater numbers than ever before. T�ghter U.S. �mm�grat�on 
rules s�nce 9/11 exacerbate these problems. 

Amer�can and Japanese firms have responded by conduct�ng an 
�ncreas�ng share of research and development (R&D) �n Ch�na and 
Ind�a �n sectors such as software, sem�conductors, mob�le telephony, 
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and pharmaceut�cals. Th�s accounts for up to one-th�rd of all R&D 
for Amer�can mult�nat�onals accord�ng to a recent study. At the same 
t�me, p�racy of �ntellectual property �s rampant, espec�ally �n Ch�na. 
Th�s extends beyond the well-known cases of Hollywood mov�es, 
mus�c CDs, and computer software to �nclude a grow�ng range of 
manufactured products from automob�les to consumer electron�cs. 

Japan and the Un�ted States, world leaders �n econom�c �nno-
vat�on for decades, should embrace and encourage the grow�ng 
compet�t�on �n the �nnovat�on economy. Th�s must be coupled w�th 
v�g�lant �ntellectual property r�ghts protect�on and �mproved math 
and sc�ence educat�on at home.

Recommendations:

4.1 The Un�ted States and Japan should promote cross-border 
movement of h�ghly sk�lled people �n sc�ence and technology 
among the�r two countr�es and Ch�na and Ind�a.

4.2 Japan and the Un�ted States should �mprove the qual�ty and 
effic�ency of pr�mary and secondary sc�ence educat�on. 

4.3 The Un�ted States and Japan should encourage and ass�st Ch�na’s 
and Ind�a’s efforts to streaml�ne and strengthen the�r systems of 
�ntellectual property r�ghts protect�on. 

Managing Energy Competition and Reducing 
Environmental Degradation 

Rap�d econom�c growth �n Ch�na and Ind�a has been powered by fos-
s�l fuels. To feed the�r enormous needs for electr�c�ty, the two nat�ons 
are projected to account for 75 percent of the ent�re �ncrease �n world 
coal demand over the next twenty years. Ch�na and Ind�a are also 
forecast to generate 30 percent of the growth �n global demand for o�l 
over the same per�od. Both countr�es are mak�ng concerted efforts to 
expand the�r gas �nfrastructure and to develop the capac�ty to �mport 
large quant�t�es of l�quefied natural gas.

Ch�nese and Ind�an demand for foss�l fuels �s an �ncreas�ngly 
�mportant factor �n global energy markets. Both countr�es are try�ng 
to “lock up” long-term energy deals by pay�ng top pr�ces and are w�ll-
�ng to s�gn agreements w�th countr�es l�ke Iran, Kazakhstan, Russ�a, 
Syr�a, and Venezuela to do so. At the same t�me, env�ronmental deg-

radat�on, part�cularly �n Ch�na, �s already a major problem because 
electr�c�ty �s largely generated us�ng old, “d�rty coal” technolog�es.

 Yet Ch�na and Ind�a are st�ll consum�ng relat�vely low quant�t�es 
of energy per cap�ta. As the m�ddle classes �n both countr�es con-
t�nue to grow, dr�v�ng cars and us�ng central heat and a�r cond�t�on-
�ng at home, energy demand and env�ronmental degradat�on w�ll 
only �ncrease. If the world’s energy producers cannot boost output 
fast enough, upward pressure on foss�l fuel suppl�es and pr�ces w�ll 
cont�nue. 

Japan and the Un�ted States, both world leaders �n energy con-
servat�on and renewable technolog�es, should cooperate w�th Ch�na 
and Ind�a to address these �ssues. The opportun�t�es for Amer�can 
and Japanese firms to benefit from �mproved energy effic�ency and 
env�ronmental qual�ty �n Ch�na and Ind�a are �mmense, but �t w�ll 
requ�re government leadersh�p to make th�s poss�ble.

Recommendations:

5.1 Japan and the Un�ted States should work w�th Ind�a and Ch�na to 
bu�ld mult�lateral and reg�onal �nst�tut�ons that enhance energy 
secur�ty through r�sk-shar�ng and market-based mechan�sms.

5.2 Japan and the Un�ted States should encourage Ch�na and Ind�a to 
adopt domest�c energy reforms that �ncrease the role of market 
forces. 

5.3 Japan and the Un�ted States should share w�th Ch�na and Ind�a 
new energy technolog�es for conservat�on and renewable 
energy. 

5.4 Japan and the Un�ted States should work toward a post-Kyoto 
global warm�ng reg�me that ensures steady reduct�ons �n carbon 
em�ss�ons.  

5.5 Japan and the Un�ted States should work w�th current members 
of the Internat�onal Energy Agency to establ�sh a formal 
relat�onsh�p w�th Ch�na and Ind�a w�th a v�ew to the�r eventual 
membersh�p �n the organ�zat�on.
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A sea change �n the global balance of econom�c power �s �n prog-
ress. Even d�scount�ng the headl�ne-grabb�ng hyperbole of Ch�na’s 
and Ind�a’s expected growth �nto the world’s two largest econom�es 
by m�dcentury, there �s no ga�nsay�ng that the econom�c r�se of the 
globe’s two most populous countr�es w�ll be one of the defin�ng fea-
tures of the next several decades. Ch�nese exports have mushroomed 
s�nce the 1980s �n standard�zed manufactures, from text�les and toys 
to chem�cals and computer ch�ps. Outsourced operat�ons to Ind�a 
such as call centers, back-office serv�ces, and software eng�neer�ng 
are �ncreas�ngly �mportant components �n the bus�ness strateg�es of 
major global firms. Corporat�ons around the world are mesmer�zed 
by the prospect�ve emergence of a b�ll�on or more new m�ddle-class 
consumers �n Ch�na and Ind�a.

Th�s report by a b�nat�onal group of Amer�cans and Japanese �s 
a common statement on how our two nat�ons should respond to the 
econom�c r�se of Ch�na and Ind�a. We fully recogn�ze that our two 
countr�es are not �n the same pos�t�on econom�cally or geopol�t�cally 
v�s-à-v�s Ch�na, Ind�a, and the world at large. The Un�ted States has 
large and pol�t�cally charged b�lateral trade and financ�al �mbalances 
w�th Ch�na, whereas Japan has a more balanced econom�c relat�on-
sh�p w�th Ch�na. Tens�ons w�th Ch�na are central �n Japanese pol�t�cs, 
wh�le Wash�ngton �s focused on Islam�c extrem�sm. Econom�c and 
human t�es w�th Ind�a are currently stronger for the Un�ted States 
than for Japan. 

The members of the B�nat�onal Study Group are un�ted, how-
ever, �n the bel�ef that our commonal�t�es w�th respect to Ch�na and 
Ind�a are far greater than these d�fferences. For both Japan and the 
Un�ted States, our �nterests l�e �n promot�ng the cont�nued econom�c 
development of Ch�na and Ind�a �n ways that benefit all four nat�ons 
through well-crafted strateg�es of econom�c engagement. 

The temptat�on to v�ew the r�se of Ch�na and Ind�a as damag�ng 
to the econom�c health of the developed world and as potent�ally 
destab�l�z�ng for the global geopol�t�cal order must be res�sted. The 
Study Group offers several spec�fic recommendat�ons for how Japan 
and the Un�ted States should partner w�th Ch�na and Ind�a on trade, 
technology, energy, and the env�ronment to �mprove the well-be�ng 
of c�t�zens �n all four countr�es and to promote peace and prosper�ty 
around the world.

Exports w�ll cont�nue to be �mportant components of econom�c 
growth �n Ch�na and Ind�a, perpetuat�ng concerns about unfa�r com-

pet�t�on, the �nfr�ngement of �ntellectual property r�ghts, outsourc-
�ng, and offshor�ng �n advanced �ndustr�al nat�ons. These concerns 
w�ll only be exacerbated by Ch�na’s and Ind�a’s move from compet-
�ng �n global markets solely on the bas�s of pr�ce toward vy�ng w�th 
more developed econom�es �n the des�gn, financ�ng, market�ng, 
and d�str�but�on of products on the technolog�cal cutt�ng edge. The 
soc�al d�slocat�ons �n Japan and the Un�ted States assoc�ated w�th 
the evolut�on of �nnovat�ve econom�es �n Ch�na and Ind�a cannot be 
d�sm�ssed. Th�s report underscores, however, the convent�onal w�s-
dom of econom�sts that the benefits of an open global economy w�ll 
cons�derably outwe�gh d�slocat�ons �n Japan, the Un�ted States, and 
other Western econom�es and that these negat�ve effects can be m�t�-
gated by effect�ve government pol�c�es.

Over t�me, econom�c growth �n Ch�na and Ind�a must be dr�ven 
by domest�c demand �n add�t�on to exports. Japan and the Un�ted 
States should encourage the Ch�nese and Ind�an governments to 
reduce the�r regulatory �ntervent�ons, open the�r markets to domes-
t�c and �nternat�onal compet�t�on, and establ�sh rel�able soc�al secu-
r�ty systems. At the same t�me, Japan and the Un�ted States should 
promote the engagement of the�r publ�c and pr�vate sectors �n the 
development of markets �n Ch�na and Ind�a.

Cooperat�on and engagement w�th Ch�na and Ind�a are all the 
more �mportant g�ven the �mpact of the�r econom�c development 
on world energy markets and the env�ronment. Rap�dly �ncreas�ng 
demand for energy and other commod�t�es �n Ch�na and Ind�a �s 
t�ghten�ng global markets and putt�ng upward pressure on pr�ces. 
Industr�al product�on and the use of automob�les, trucks, and coal-
fired electr�c�ty are grow�ng at least as qu�ckly, w�th deleter�ous env�-
ronmental consequences not only for Ch�na and Ind�a but for the 
world. Japan and the Un�ted States can and must work w�th Ch�na 
and Ind�a to ensure that the�r econom�es (and ours) grow �n ways 
that benefit all of the world’s c�t�zens, measured not only by trad�-
t�onal econom�c �nd�cators but also by broader outcomes such as 
env�ronmental �mprovement.

Some observers contend that even �f Ch�na’s and Ind�a’s r�se �s 
benefic�al for the global economy, �t w�ll nonetheless destab�l�ze geo-
pol�t�cs �n As�a and around the world. In part�cular, they are concerned 
that Ch�na �s acqu�r�ng the means to become a great m�l�tary power, 
potent�ally challeng�ng Japan �n As�a and the Un�ted States globally. 
The Study Group bel�eves these concerns are largely unfounded 
because susta�ned econom�c development �s perhaps the best way 
to promote democrat�c governance and �nternat�onal peace. Rather 
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than empower�ng would-be r�vals, Japan and the Un�ted States can 
create long-term partnersh�ps for peace, prosper�ty, and freedom 
through a strategy of econom�c engagement w�th Ch�na and Ind�a. 
Add�t�onally, �t �s unreal�st�c to expect that the Un�ted States or Japan 
could stop the econom�c development of Ch�na and Ind�a. The most 
l�kely outcome of any such efforts would be detr�mental to all four 
countr�es and global secur�ty. 

Fr�ct�ons �nev�tably accompany major sh�fts �n the world’s tec-
ton�c plates of econom�c and pol�t�cal power. Enl�ghtened act�on 
today by Japan and the Un�ted States can m�n�m�ze these fr�ct�ons 
and help the world real�ze the great potent�al benefits for everyone 
that Ch�nese and Ind�an development can produce. To do otherw�se 
would be to r�sk fall�ng �nto the sp�rals of protect�on�sm, nat�onal-
�sm, depress�on, and war that plagued the world’s last major power 
trans�t�on �n the first half of the twent�eth century.

Wh�le relat�ons between our four countr�es today hardly resem-
ble those that led to depress�on and war �n the past century, tens�ons 
are certa�nly present. Econom�c nat�onal�sm �nterwoven w�th secu-
r�ty concerns toward Ch�na �s a s�gn�ficant undercurrent �n Amer�can 
pol�t�cs. Congress�onal leaders from both part�es expressed con-
cern about the ult�mately unsuccessful b�d by the Ch�nese Nat�onal 
Overseas O�l Corporat�on for the Amer�can o�l company Unocal �n 
the summer of 2005. Others �n Congress cont�nue to call for protec-
t�on�st retal�at�on aga�nst Ch�na for what they see as unfa�r compet�-
t�on and an art�fic�ally low exchange rate. In Japan, Pr�me M�n�ster 
Ko�zum�’s annual v�s�ts to the Yasukun� Shr�ne as well as terr�tor�al 
d�sputes have created pol�t�cal tens�ons w�th Ch�na that threaten to 
affect adversely v�brant pr�vate-sector commerce between the two 
countr�es. Relat�ons between Ta�wan and ma�nland Ch�na also con-
t�nue to be a d�fficult �ssue for Japan and the Un�ted States.

Relat�ons w�th Ind�a assume a lower profile �n both Japan and 
the Un�ted States. Nonetheless, there �s war�ness �n both countr�es 
about potent�al d�slocat�ons caused by Ind�an econom�c develop-
ment. Reg�onal geopol�t�cal �ssues, rang�ng from balanc�ng Ch�na’s 
power to nuclear prol�ferat�on and South As�an secur�ty, somet�mes 
get �n the way of focus�ng on the econom�c relat�onsh�p w�th Ind�a. 

The Study Group bel�eves, however, that Japan and the Un�ted 
States would benefit greatly from a coord�nated set of pol�c�es for 
econom�c engagement w�th Ch�na and Ind�a. These pol�c�es should 
recogn�ze the challenges posed by the econom�c r�se of these devel-
op�ng g�ants, but respond to them �n ways that benefit all four coun-
tr�es and the rest of the world.

The rema�nder of th�s report makes the case for engagement. 
Chapters I and II address common m�spercept�ons about the trajec-
tor�es of Ch�nese and Ind�an econom�c growth and the�r �mpact on 
�nternat�onal �mbalances �n trade and finance. Chapters III, IV, and 
V then present spec�fic recommendat�ons on what Japan and the 
Un�ted States should do to encourage mutually benefic�al develop-
ments �n Ch�na and Ind�a w�th respect to reg�onal econom�c open-
ness and �ntegrat�on, technology and �nnovat�on, and energy and 
the env�ronment.
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Chapter I 
Evaluating the Economic Trajectories  

of China and India

Accord�ng to GDP data reported by the Internat�onal Monetary Fund, 
the Ch�nese economy has grown at an average annual rate of almost 
10 percent s�nce Deng X�aop�ng’s path-break�ng reforms at the end of 
the 1970s. S�nce Ind�a began �mplement�ng econom�c reforms �n the 
early 1990s, �t has averaged annual growth of almost 6 percent. As the 
longev�ty of these growth m�racles s�nks �n, some Western observers 
have moved from marvel�ng at what has been accompl�shed to wor-
ry�ng about the global effects of the would-be Ch�nese and Ind�an 
econom�c gol�aths. Some project�ons show the Ch�nese economy 
surpass�ng Japan’s economy �n s�ze by 2020. Others forecast that �n 
fifty years both the Ch�nese and Ind�an econom�es w�ll be larger than 
that of the Un�ted States. Based on these project�ons, some geopo-
l�t�cal hawks express concern about how Ch�na and Ind�a m�ght use 
the�r econom�c “dom�nance” �n the geopol�t�cal realm. 

The Study Group bel�eves that these concerns about the eco-
nom�c r�se of Ch�na and Ind�a are overstated. Ch�na’s most �mportant 
goal �s to �ncrease �ts 2000 GDP fourfold by 2020. Th�s w�ll requ�re 
Ch�na to cont�nue focus�ng on the economy, l�m�t�ng the potent�al 
for us�ng the country’s econom�c power for other purposes. Instead 
of worry�ng about relat�ve growth rates, the Un�ted States and Japan 
should recogn�ze that the cont�nued econom�c development of 
Ch�na and Ind�a �s a pos�t�ve-sum game that del�vers benefits to all 
four countr�es. As Ch�na and Ind�a grow and part�c�pate more fully 
�n the global economy, th�s w�ll promote growth and �ncrease eco-
nom�c opportun�t�es �n Japan, the Un�ted States, and the rest of the 
world. Consumers w�ll benefit from greater cho�ce and lower pr�ces. 
Producers �n all four countr�es w�ll be able to take advantage of 
low-cost product�on and mass�ve new markets. Spec�al�zat�on w�ll 
create opportun�t�es for workers �n the Un�ted States and Japan to 
earn more by mov�ng �nto h�ghly sk�lled pos�t�ons, even as U.S. and 
Japanese firms ga�n access to �mports of low-cost parts and compo-
nents. Compet�t�on w�ll mot�vate firms �n all four nat�ons to �nno-
vate and produce h�gh-qual�ty goods and serv�ces. S�mply put, the 
future econom�c well-be�ng of Japan and the Un�ted States w�ll be 
�mproved, not harmed, by cont�nued growth �n Ch�na and Ind�a, 
even �f �t results �n some closures of uncompet�t�ve local factor�es.

 Less obv�ous are the �nd�rect benefits of cont�nued, robust eco-
nom�c growth �n Ch�na and Ind�a. Accord�ng to the World Bank, eco-
nom�c growth l�fted almost 200 m�ll�on Ch�nese and Ind�ans out of 
poverty �n the 1990s alone.1 Cont�nued growth can be expected to 
br�ng the same opportun�t�es to hundreds of m�ll�ons more people 
�n these two countr�es, wh�ch together const�tute two-fifths of the 
world’s populat�on. Indeed, econom�c �nequal�ty �s a s�gn�ficant 
threat to cont�nued econom�c openness and to pol�t�cal stab�l�ty �n 
both Ch�na and Ind�a. The world w�ll benefit from a stable Ind�an 
democracy comm�tted to l�beral�zat�on and econom�c reform. In 
Ch�na, the emergence of a large and powerful m�ddle class �s l�kely 
to be essent�al to the movement of the pol�t�cal system toward l�beral 
democracy. We also know that m�l�tary confl�ct �s less l�kely among 
countr�es that trade w�th each other and that share s�m�larly open 
pol�t�cal systems.

The real challenge fac�ng Japan and the Un�ted States �s not con-
t�nued Ch�nese and Ind�an econom�c growth, but rather the prospect 
of susta�ned econom�c slowdowns �n these countr�es. It �s �mportant 
to assess the major potent�al vulnerab�l�t�es of these econom�es and 
to �dent�fy how Japan and the Un�ted States m�ght help ensure that 
Ch�na and Ind�a cont�nue grow�ng at stable and susta�nable rates for 
decades to come. 

Chinese and Indian Growth: Looking Back and  
Looking Forward

Ch�na and Ind�a have been among the world’s best perform�ng econo-
m�es for the past fifteen years, w�th annual average growth rates of 
nearly 10 and 6 percent, respect�vely. But how qu�ckly are they catch�ng 
up w�th the world’s lead�ng econom�es, the Un�ted States and Japan?

Some econom�sts bel�eve that the best way to compare econo-
m�es �s �n terms of purchas�ng power par�ty (PPP), or an est�mate 
of econom�c output based on the relat�ve cost of purchas�ng s�m�-
lar goods and serv�ces �n one country compared to another. The 
CIA’s World Fact Book est�mates that �n 2005, �n PPP terms, Ch�na’s 
economy (at almost $9 tr�ll�on) was already much larger than that of 
Japan ($4 tr�ll�on) and not so far beh�nd the Un�ted States (more than 
$12 tr�ll�on). By the same measure, Ind�a’s economy ($3.6 tr�ll�on) �s 
almost as b�g as Japan’s.2 

1. See http://www.worldbank.org/research/povmon�tor/.
2. See https://www.c�a.gov/c�a/publ�cat�ons/factbook/�ndex.html.
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These numbers should be v�ewed, however, w�th great caut�on. 
Est�mat�ng econom�c output �n terms of PPP �s as much an art as a 
sc�ence, part�cularly �n less-developed countr�es. There �s also debate 
about whether �t �s better to compare econom�es �n terms of how far 
a person’s �ncome goes at home (PPP) or �n �nternat�onal markets 
(based on current exchange rates). Wh�le econom�c theory suggests 
that PPP-based and exchange rate–based compar�sons should con-
verge over t�me, �n pract�ce PPP-based measures have cons�stently 
overvalued econom�c output �n develop�ng countr�es l�ke Ch�na and 
Ind�a, often by a factor of two or more.

A d�fferent p�cture emerges when look�ng at each economy’s total 
output �n U.S. dollars at the preva�l�ng exchange rates (see F�gure 1). 
By th�s measure Ch�na and Ind�a (w�th over one b�ll�on people each) 
are catch�ng up w�th the Un�ted States and Japan (w�th fewer than 
500 m�ll�on people comb�ned), but st�ll have a long way to go to r�val 
them. 

Us�ng these more conservat�ve numbers, analysts have made 
d�fferent project�ons as to when Ch�na and Ind�a may catch up 
(�n total econom�c s�ze) to Japan and the Un�ted States. The U.S. 

Figure 1—GDP at Current Exchange Rates, 1990-2005

Source: IMF, World Economic Outlook Database, September 2006, 
http://www.imf.org/external/pubs/ft/weo/2006/02/data/index.aspx.
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Nat�onal Intell�gence Counc�l has sa�d most forecasts �nd�cate that 
by 2020 Ch�na’s gross nat�onal product (GNP) w�ll exceed that of 
�nd�v�dual Western econom�c powers except for the Un�ted States, 
and Ind�a’s GNP w�ll have overtaken or be on the threshold of over-
tak�ng European econom�es.3

In a w�dely publ�c�zed exerc�se �n futurology, Goldman Sachs 
econom�sts projected that Ch�na’s total econom�c output w�ll pass 
Japan’s �n 2016 and the Un�ted States’ �n 2041. They pred�ct that Ind�a 
w�ll pass Japan �n 2032 and be four-fifths the econom�c s�ze of the 
Un�ted States �n 2050.4 

The year 2050, of course, �s a long way off. Who could have fore-
cast �n 1955 that Japan’s economy would grow to almost three-quar-
ters the s�ze of the U.S. economy �n the early 1990s before fall�ng back 
to less than two-fifths �ts s�ze by 2005? S�m�larly, we should v�ew w�th 
great caut�on all project�ons about where the Ch�nese and Ind�an 
econom�es w�ll be ten, twenty, th�rty, and more years from today. 
What seems clear �s that the Goldman Sachs project�ons pa�nt a very 
rosy p�cture for the evolut�on of the Ch�nese and Ind�an econom�es.

Closer observers of Ch�na and Ind�a tend to be more caut�ous 
�n the�r forecasts. Many po�nt to troubl�ng �ssues that w�ll have to 
be resolved �f the recent rap�d growth of the Ch�nese and Ind�an 
econom�es �s to cont�nue for the next few decades. The Study Group 
bel�eves that these challenges are real and that �t �s �n the �nterests of 
Japan and the Un�ted States to confront them by work�ng w�th each 
other and w�th Ch�na and Ind�a to help ensure cont�nued robust eco-
nom�c development �n the world’s two largest emerg�ng markets.

The Implications of Continued Chinese and Indian Growth

Irrespect�ve of Ch�na’s and Ind�a’s global econom�c rank�ngs, growth 
�n these countr�es has �mportant �mpl�cat�ons for the global econ-
omy. S�ze matters because �t establ�shes the grav�tat�onal we�ght of a 
nat�on �n �ts reg�on and �n the world, �.e., the degree to wh�ch other 
nat�ons rely on �t as an export market, a source of �mports, an �nvest-
ment locat�on or source, and an econom�c partner. 

The growth of Ch�na’s economy has changed patterns of world 
trade because of the enormous export and �mport flows to and from 
that nat�on. For example, �n 1995 the Un�ted States and Japan were 

3. See http://www.dn�.gov/n�c/NIC_globaltrend2020_es.html.
4. Dom�n�c W�lson and Roopa Purushothaman, “Dream�ng �n BRICs,”  

Goldman Sachs Global Econom�cs Paper, no. 99.
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South Korea’s number one and number three export markets, jo�ntly 
account�ng for 33 percent of those exports. Ch�na’s share was just 
15.9 percent. Today Ch�na �s South Korea’s lead�ng export market by a 
s�gn�ficant marg�n, account�ng for 27.3 percent of those exports. The 
Un�ted States and Japan together now account for only 23 percent.5 
Other East As�an nat�ons have seen s�m�lar sh�fts �n trad�ng patterns 
over the past decade, help�ng to expla�n why so many of them are 
�nterested �n forg�ng stronger l�nks w�th Ch�na at all levels. 

The sh�ft has not been confined to th�rd-country markets. The 
Un�ted States and Japan conduct a grow�ng share of the�r trade w�th 
Ch�na (�nclud�ng Hong Kong) and Ind�a. F�gures 2 and 3 show the 
growth over the past decade �n trade between the Un�ted States and 
Japan and the�r lead�ng econom�c partners. Over that ten-year per�od, 
Ch�na jumped from the Un�ted States’ fourth most �mportant trad�ng 

5. South Korean trade data from the South Korea Customs Serv�ce Trade Stat�st�cs, 
http://www.customs.go.kr/. 

Figure 2—United States Total Trade with Leading Partners

1995 2005

Billions US$ Portion of total Billions US$ Portion of total

Canada 271 20.4% 499 19.4%

China 102 7.7% 372 14.5%

Mexico 126 9.5% 226 8.8%

Japan 150 11.3% 196 7.6%

India 9 0.7% 27 1.0%

Source: United States International Trade Administration, TradeStats Express database, http://tse.export.gov/.

Figure 3—Japan’s Total Trade with Leading Partners

1995 2005

Billions ¥ Portion of total Billions ¥ Portion of total

China 8,299 11.4% 24,948 20.4%

United States 18,409 25.2% 21,878 17.9%

South Korea 4,550 6.2% 7,840 6.4%

India 512 0.7% 740 0.6%

Source: Japanese Ministry of Finance, Japan Customs database, http://www.customs.go.jp/toukei/srch/indexe.htm.

Figure 4—Annual Foreign Direct Investment Flows to China, 1990-2004

Source: PRC Ministry of Commerce, China Commerce Yearbook. 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 20002001 2002 2003 2004

0

1,000

2,000

3,000

4,000

5,000

6,000

US
$ 

M
ill

io
ns

From Japan From U.S.

Figure 5—Annual Foreign Direct Investment Flows to India, 2002-2006

Source: Department of Industrial Policy and Promotion, Fact Sheet on FDI, October 2005 and April 2006, 
http://www.dipp.gov.in/fdi_statistics/india_fdi_apr06.pdf. 
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partner to second, just beh�nd Canada, wh�le Japan has fallen from 
second place to fourth.6 S�m�larly, the Un�ted States has fallen from 
the top spot �n Japan’s trade to number two, beh�nd Ch�na.7 Ind�a st�ll 
accounts for a small share of both nat�ons’ trade, although �ts share 
of U.S. trade has grown sl�ghtly over the past decade. 

Ch�na and Ind�a are also �ncreas�ngly �mportant to global �nvest-
ment patterns. In the case of Ch�na, the volume of fore�gn d�rect 
�nvestment (FDI) go�ng �nto the market has been espec�ally str�k�ng. 
The annual flow of FDI from Japan to Ch�na topped $5.45 b�ll�on �n 
2004, wh�le �n the same year flows from the Un�ted States were $3.94 
b�ll�on (see F�gure 4).

Less well known �s the recent surge of fore�gn �nvestment �n 
Ind�a. The total accumulated stock of U.S. FDI �n Ind�a stood near $5 
b�ll�on �n 2003, s�m�lar to the total �n Ch�na just a decade ago. Annual 
FDI flows from the Un�ted States to Ind�a have also been r�s�ng �n 
recent years, w�th the Un�ted States send�ng more than $500 m�ll�on 
�n FDI to Ind�a �n each of the past two years (Apr�l 2004 to March 
2005 and Apr�l 2005 to March 2006). Annual flows from Japan have 
been at lower levels but also grow�ng qu�ckly, w�th $126 m�ll�on go�ng 
to Ind�a �n 2004-05 and $208 m�ll�on �n 2005-06 (see F�gure 5).8 

As econom�c �nteract�ons w�th Ch�na and Ind�a grow, some 
observers worry that Japan and the Un�ted States are becom�ng 
�ncreas�ngly vulnerable to the v�c�ss�tudes of econom�c develop-
ment �n Ch�na and Ind�a and to potent�al capr�c�ous act�on by the�r 
governments. To be sure, such vulnerab�l�ty �s �nherent �n today’s 
�nterdependent global economy. But �nterdependence �s a two-way 
street. Ch�na and Ind�a w�ll cont�nue to rely on Japan and the Un�ted 
States as sources of cap�tal, exports, �mports, and many other eco-
nom�c transact�ons for the foreseeable future.

The Study Group bel�eves that �nstead of worry�ng about the 
grow�ng econom�c power of Ch�na and Ind�a, wh�ch we most prob-
ably could not stop even �f we wanted to, the Un�ted States and Japan 
should focus on the substant�al mutual benefits of cont�nued �nter-
dependence. The world currently depends too much on a s�ngle 
locomot�ve (the Amer�can economy) to pull �t along. W�th cont�n-
ued growth �n Ch�na and Ind�a, the�r locomot�ves could be added to 
th�s tra�n. Expanded domest�c markets �n these nat�ons w�ll prov�de 

6. U.S. trade data from Un�ted States Internat�onal Trade Adm�n�strat�on, 
TradeStats Express database, http://tse.export.gov/.

7. Japanese trade data from http://www.customs.go.jp/touke�/srch/�ndexe.htm. 
8. Department of Industr�al Pol�cy and Promot�on, “Fact Sheet on FDI,” 2005, 

http://www.d�pp.gov.�n/fd�_stat�st�cs/�nd�a_fd�_apr06.pdf.

producers �n the Un�ted States, Japan, the rest of As�a, and the world 
w�th new opportun�t�es for expans�on, creat�ng a steady stream of 
jobs �n all of these econom�es. 

Challenges Facing the Chinese Economy

W�th econom�c growth recorded by the Ch�nese government at 10.3 
percent �n the first quarter of 2006 and 11.3 percent �n the second quar-
ter, Ch�na appears to be speed�ng up rather than slow�ng down. But the 
government and close Ch�na watchers are, �n fact, qu�te worr�ed that 
the economy may be headed for a s�gn�ficant fall �n the com�ng years. 
Analysts are concerned that the Ch�nese economy �s overheat�ng and 
that a substant�al cool�ng per�od �s poss�ble �n the com�ng decade. 
Japan and the Un�ted States should work w�th Ch�na to smooth poten-
t�al bumps on the road to development and bu�ld a foundat�on for 
strong, stable, and susta�nable growth for years to come.

On the back of record rates of �nvestment, Ch�na’s �ndustr�al output 
�s boom�ng, �ncreas�ng 19.2 percent from June 2005 to June 2006. The 
Ch�nese government has reported �nvestment rates �n excess of 40 per-
cent for several years runn�ng.9 S�nce ne�ther Ch�na nor the world can 
absorb output growth produced by th�s cap�tal stock th�s qu�ckly, much 
of the recent �nvestment �s l�kely to end up as �dle factor�es or empty 
hous�ng and commerc�al bu�ld�ngs, exacerbat�ng the problems of sur-
plus capac�ty and bad debt already burden�ng the Ch�nese economy.

Th�s h�gh-sav�ngs, h�gh-�nvestment approach to growth, long 
exh�b�ted by Japan and now pract�ced �n Ch�na, presents three major 
challenges. F�rst, �nvestment �n a hothouse env�ronment �s often used 
unproduct�vely, generat�ng bad debt. In Ch�na’s case, th�s tendency 
has been aggravated by the structure of �ts bank�ng system, wh�ch 
has been dom�nated by four large, state-owned banks set up to pro-
v�de �nexpens�ve cred�t to state-owned enterpr�ses (SOEs). S�nce the 
banks have been encouraged to use cred�t to keep SOEs afloat—to 
ma�nta�n the Ch�nese government’s “�ron r�ce bowl” employment 
and wage comm�tments to workers—the banks have not appl�ed 
commerc�al cr�ter�a to the�r lend�ng dec�s�ons and have made large 
loans that are now nonperform�ng. These bad loans totaled an est�-
mated $164 b�ll�on (or 7.2 percent of Ch�nese GDP) �n 2005 before 
the government �njected $60 b�ll�on �n publ�c funds �nto the bank�ng 
system �n an effort to �mprove the�r balance sheets.10 

9. Stephen Roach, Global Econom�c Forum, July 21, 2006.
10. Ch�na Stat�st�cal Yearbook and Ch�na Bank�ng Regulatory Comm�ss�on Web s�te. 
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The state-owned banks that prev�ously focused almost exclu-
s�vely on lend�ng to SOEs have recently begun to make more loans 
to the pr�vate sector. A number of s�gn�ficant pr�vate Ch�nese banks 
have also begun to serve pr�vate firms. Nevertheless, the nonstate 
sector that has been the source of much of Ch�na’s growth rema�ns 
underserved. The shadow bank�ng system �n Ch�na that suppl�es pr�-
vate firms w�th some of the�r funds—est�mated to be at least 50 per-
cent the s�ze of the formal bank�ng system—�s largely unregulated, 
l�m�t�ng �ts potent�al and creat�ng poss�b�l�t�es for abuses and finan-
c�al pan�cs. One symptom of pr�vate �nvestor concern about corpo-
rate governance �s the poor performance of the Ch�nese stock market 
�n recent years, bely�ng the tremendous growth of the economy as a 
whole. The value of the Shangha� SE Index, for example, has exper�-
enced s�gn�ficant volat�l�ty s�nce 2000 and has suffered a net decl�ne 
of more than 20 percent s�nce then.

The second major challenge fac�ng the Ch�nese economy �s the 
necessary trans�t�on from the h�gh-sav�ngs, h�gh-�nvestment growth 
model to one dr�ven more by consumpt�on and domest�c demand. 
In March 2006 the Ch�nese government announced a new five-year 
plan comm�tt�ng �tself to a consumpt�on-led econom�c model w�th 
lower annual growth targets (7.5 percent) as well as to �mplement�ng 
much-needed financ�al reforms. But the ab�l�ty of the government to 
del�ver on th�s plan �s constra�ned by the pressures to ma�nta�n h�gh 
levels of employment as la�d-off workers �n underperform�ng SOEs 
search for pr�vate sector jobs. 

Th�s �s the th�rd major challenge for Ch�na. The country must face 
the d�fficult task of absorb�ng la�d-off workers from the SOEs, wh�ch 
have shed more than s�xty m�ll�on jobs s�nce 1997, wh�le s�multane-
ously m�t�gat�ng h�gh and r�s�ng rural poverty. Almost one-half the 
Ch�nese populat�on—most of them �n rural, �nter�or prov�nces or �n 
shantytowns on the edges of b�g c�t�es—cont�nue to l�ve on less than 
$2 per day.11 In add�t�on, �nfrastructure projects have d�splaced m�l-
l�ons of c�t�zens. Ch�nese author�t�es worry about the potent�al for 
unrest among these large numbers of d�slocated people. 

The rap�d pace of change �n Ch�na has already resulted �n a surge 
of somet�mes v�olent protest. The Ch�nese government has been 
mon�tor�ng soc�al unrest closely, est�mat�ng that 87,000 “publ�c order 
d�sturbances” took place �n 2005, or 240 every day of the year.12 In 
an attempt to address the underly�ng causes of th�s unrest, the gov-

11. World Bank poverty data for 2001, us�ng the threshold of $2 �n purchas�ng 
power par�ty dollars, http://devdata.worldbank.org/wd�2005/Table2_5.htm.

12. Los Angeles Times, Apr�l 19, 2006, 1.

ernment �s seek�ng to pr�me the pump for development �n �nter�or 
reg�ons through a mass�ve publ�c works program of bu�ld�ng roads, 
ra�lways, power gr�ds, and �ndustr�al parks. These efforts, however, 
face res�stance from farmers and v�llagers whose land l�es �n the way 
of th�s development program. More than one m�ll�on Ch�nese were 
d�splaced to make way for the Three Gorges Dam, and th�s �s just 
one of hundreds of electr�c-generat�ng projects des�gned to address 
the nat�on’s fast-grow�ng need for electr�c�ty. M�ll�ons more Ch�nese 
have been d�splaced, often w�th l�ttle or no compensat�on, to make 
way for other �nfrastructure, hous�ng, and commerc�al projects. 
Others at the fr�nges of these projects have been forced to l�ve w�th 
d�rty a�r, degraded water qual�ty, and loud no�se. The nat�on’s under-
developed legal system offers l�ttle protect�on of land r�ghts, much 
less the r�ght to clean a�r and water or the r�ght to l�ve �n a qu�et, clean 
env�ronment.

F�nally, Ch�na faces a huge demograph�c challenge. Due to �ts 
one-ch�ld pol�cy, Ch�na w�ll grow old before �t �s r�ch. The labor force 
�s est�mated to beg�n decl�n�ng by about 2015, not only constra�n-
�ng growth, but putt�ng greater pressures on fam�ly-based models 
of elder care �n an env�ronment of rud�mentary publ�c prov�s�on of 
soc�al serv�ces. Pollut�on and env�ronmental degradat�on are also 
major problems, as �s rap�dly grow�ng Ch�nese demand for energy 
and other raw mater�als needed to fuel econom�c development (see 
Chapter V for further d�scuss�on of these �ssues). 

Clearly, there are s�gn�ficant obstacles to ma�nta�n�ng strong and 
susta�nable econom�c growth �n the com�ng years and decades for 
Ch�na. Recent pol�cy statements by Ch�nese author�t�es, such as the 
new five-year plan announced �n March 2006, suggest that they are 
comm�tted to slow�ng �nvestment, open�ng financ�al markets, and 
deal�ng w�th soc�al and env�ronmental pressures. However, the con-
fl�ct�ng nature of many of these d�fferent reform projects could eas�ly 
lead to delays or fa�lure. 

The Un�ted States and Japan should help the Ch�nese govern-
ment ach�eve �ts stated a�m of mov�ng from a growth strategy based 
on government �nvestment to one dr�ven more by domest�c demand 
and consumpt�on. Th�s should be done by prov�d�ng techn�cal ass�s-
tance and mater�al support for financ�al reforms; develop�ng a robust 
cred�t culture among banks; establ�sh�ng a rel�able “rule of law;” and 
develop�ng soc�al secur�ty programs such as unemployment �nsur-
ance, pens�ons, and health �nsurance. In add�t�on, the Un�ted States 
and Japan should cont�nue to encourage the Ch�nese government to 
adopt a more �nclus�ve, open, and respons�ve form of pol�t�cs.
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Challenges Facing the Indian Economy

In �mportant respects, the strengths and weaknesses of the Ind�an 
economy are the m�rror �mage of those for Ch�na. Th�s �s most ev�dent 
�n the financ�al sector. Even though the rate of sav�ngs �n Ind�a �s only 
about one-half that �n Ch�na, well-developed debt and equ�ty mar-
kets �n Ind�a prov�de a sol�d domest�c supply of �nvestment cap�tal. 
Th�s has allowed lead�ng pr�vate-sector conglomerates �n Ind�a such 
as Rel�ance Industr�es and the Tata Group to expand rap�dly s�nce 
the m�d-1990s. More generally, Ind�an stock markets have attracted 
$30 b�ll�on �n new �nvestment s�nce 2002, fully one-fifth of total 
�nflows �nto all develop�ng country equ�ty markets.13 Wh�le much of 
th�s money �s local, a grow�ng port�on comes from other countr�es, 
demonstrat�ng how far Ind�a has come s�nce the t�me �t had some of 
the world’s h�ghest barr�ers to fore�gn �nvestment (though �t st�ll �s 
cons�derably less open to FDI than Ch�na �s).

Nevertheless, Ind�a must overcome three challenges �f �t �s to 
susta�n or �mprove upon �ts econom�c performance over the past 
decade. F�rst, Ind�a must finally remedy �ts chron�cally weak fiscal 
s�tuat�on, wh�ch has resulted �n �nadequate publ�c �nvestment �n 
�nfrastructure, educat�on, and health care. The comb�ned budget 
defic�t of Ind�a’s central and state governments hovers around 9 per-
cent of GDP today, not much lower than the levels before Ind�an eco-
nom�c reform began �n the early 1990s. Ind�a’s gross nat�onal debt 
stands at around 80 percent of GDP, up from 65 percent �n 1996-97. 
Serv�c�ng these chron�c defic�ts and mount�ng debt swallows much 
of the country’s financ�al sav�ngs, leav�ng less money ava�lable for 
the pr�vate sector to �nvest. Indeed, more than one-th�rd of total gov-
ernment revenues are devoted to pay�ng �nterest on the publ�c debt. 
When pay�ng the salar�es of a bloated c�v�l serv�ce �s also taken �nto 
account, the publ�c sector has prec�ous l�ttle money left to prov�de 
bas�c serv�ces or to �nvest �n cr�t�cal �nfrastructure such as roads, 
ports, a�rports, and the power supply. Ind�a’s total �nvestment �n 
�nfrastructure �s hover�ng around 6 to 7 percent of GDP per year. The 
comparable figure �n Ch�na �s roughly 20 percent.14

The pers�stent Ind�an under�nvestment �n �nfrastructure s�gn�fi-
cantly l�m�ts the potent�al for further econom�c development. There 

13. Ruch�r Sharma of Morgan Stanley �n Newsweek, March 6, 2006.
14. Joydeep Mukherj�, “D�scuss�on Paper on Ind�a: The Future of the Ind�an 

Economy and Its Impact on the World,” August 2005 (prepared for the September 
2005 Study Group meet�ngs). Also Oxford Analyt�ca, March 22, 2006 (for �nformat�on 
on h�ghways and ra�l).

are just 3,000 k�lometers of four-lane h�ghways �n all of Ind�a. Many 
of the roads l�m�t trucks and buses to speeds of no more than 40 k�lo-
meters per hour. Ind�a has plans to bu�ld an add�t�onal 14,000 k�lo-
meters of four-lane h�ghways, but the first phase of the plan �s already 
well beh�nd schedule. The s�tuat�on �s not much better w�th respect 
to ra�l transportat�on, h�ghl�ghted by a recent surge �n ra�l acc�dents 
and a decl�ne �n ra�l’s share of fre�ght transport. The average t�me for 
sh�pp�ng goods from Ind�an ports to the Un�ted States �s s�x to twelve 
weeks, compared w�th two to three weeks from Ch�na.15

Ind�a’s greatest �nfrastructure defic�t, however, �s �n electr�c-
�ty. Electr�c�ty d�str�but�on and generat�ng capac�ty �s largely �n the 
hands of state electr�c�ty boards. These boards are able to recover 
just 68 percent of the costs of supply�ng power because of govern-
ment pol�c�es offer�ng low rates to rural customers and w�despread 
theft of power from the gr�d. W�th annual losses amount�ng to 1.4 
percent of GDP each year, the electr�c�ty boards have been unable to 
�nvest �n �mprov�ng the d�str�but�on gr�d, let alone to �ncrease gener-
at�ng capac�ty. Power shortages are common throughout the coun-
try. As a result, 61 percent of Ind�an manufactur�ng rel�es on the�r 
own generators for power at a cost of 8 cents per k�lowatt-hour, com-
pared w�th around five cents �n the Un�ted States and three cents �n 
Ch�na.15 Reform leg�slat�on passed recently may �mprove the s�tua-
t�on by allow�ng pr�vate players largely to bypass the bankrupt publ�c 
ut�l�t�es, but �t �s too early to tell �f the leg�slat�on’s good �ntent�ons 
w�ll be translated �nto not�ceably better results. 

The second pr�nc�pal challenge fac�ng the Ind�an economy �s 
overregulat�on, even after more than a decade of concerted efforts 
to l�beral�ze and deregulate. Open�ng a bus�ness �n Ind�a requ�res, 
on average, ten perm�ts and n�nety days, double the t�me requ�red 
�n Ch�na.16 And the small-scale reservat�on system, des�gned to 
reserve sectors of the economy for smaller firms that were expected 
to employ labor-�ntens�ve methods of product�on, has �ron�cally 
st�fled the growth of labor-�ntens�ve manufactur�ng, wh�ch tends to 
requ�re econom�es of scale to be product�ve. The system, wh�ch con-
t�nues to cover 500 products, has been one reason for the relat�vely 
slow pace of development of manufactur�ng �n Ind�a. That sector 
accounted for just 27 percent of Ind�a’s GDP �n 2003, compared to 52 
percent �n Ch�na.17 G�ven th�s and other pol�cy constra�nts as well as 

15. Ib�d.
16. Ib�d.
17. Ib�d.
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power problems, �t �s not surpr�s�ng that Ind�an manufactur�ng lags 
far beh�nd that �n Ch�na and that job growth �n Ind�a �s slower than 
growth �n the labor force. The Ind�an serv�ce sector, of course, �s con-
s�derably more buoyant, but th�s has not been enough to counteract 
the tendency toward “jobless growth,” part�cularly among younger 
Ind�ans.18

The final major problem fac�ng Ind�a concerns the soc�al con-
sequence of the first two challenges: �nequal�ty and unrest. The fis-
cal weakness of the Ind�an state has led major pr�vate firms to go �t 
alone by creat�ng the�r own �ndependent “�slands” of power, roads, 
and ports to serv�ce the�r operat�ons, mostly �n the boom�ng c�t�es of 
the south. The nat�on’s rural areas and large parts of northern Ind�a 
cont�nue to langu�sh far beh�nd. Bas�c serv�ces such as publ�c health 
care and elementary and secondary educat�on are also much worse 
outs�de Bangalore, Hyderabad, and the other “boom towns” employ-
�ng Ind�a’s very well-educated el�te. Per cap�ta state domest�c prod-
uct �n Andhra Pradesh �n the south grew by 67 percent between 1996 
and 2002, br�ng�ng annual average per cap�ta �ncomes �n that state 
to 18,661 rupees ($389), wh�le average �ncomes �n the large northern 
state of Uttar Pradesh grew by just 38 percent over the same per�od 
and rema�ned at a level of 10,289 rupees ($214).19 

These problems should concern the Un�ted States and Japan not 
s�mply out of compass�on for the poor and jobless. Inequal�ty, pov-
erty, and joblessness on th�s scale have the potent�al to cause w�de-
spread soc�al and pol�t�cal �nstab�l�ty �n Ind�a. Already, Ind�a has seen 
the growth of a Mao�st �nsurgency �n the central part of the country, 
and tens�ons pers�st between Musl�ms and H�ndus. In add�t�on, the 
2004 elect�on, �n wh�ch the �ncumbent H�ndu nat�onal�st pr�me m�n-
�ster was defeated, was w�dely seen as a protest by Ind�a’s “have nots” 
aga�nst be�ng left beh�nd by the reforms.

Ind�a �s already Japan’s top a�d rec�p�ent, but both Japan and 
the Un�ted States need to prov�de more ass�stance to Ind�a to help 
�t deal w�th these econom�c and soc�al challenges. Both countr�es 
should step up �nfrastructure loans and grants to Ind�a w�th the a�m 
of expand�ng connect�ons between rural areas and domest�c and 
�nternat�onal markets (roads, ports, a�rports); el�m�nat�ng short-
ages of electr�c�ty and water; and help�ng Ind�a expand �ts excellent 

18. The per�od up to 2000 �s the most recent for wh�ch the Internat�onal Labor 
Organ�zat�on reports labor force and total employment data, http://laborsta.�lo.org/.

19. Per cap�ta net state domest�c product at current pr�ces data from Ind�a’s 
M�n�stry of F�nance, Union Budget and Economic Survey, cover�ng years up to 2004-
05, http://�nd�abudget.n�c.�n/es2004-05/tables.htm.

el�te educat�on system �nto parts of the country that are under-
served. Whenever poss�ble, these a�d projects should support efforts 
of pr�vate �ndustry (Ind�an and fore�gn) to expand and create jobs. 
Meanwh�le, the two countr�es should encourage Ind�a to address the 
fiscal and structural problems �dent�fied above.

Japan and the Un�ted States have much more at stake �n how 
Ch�na and Ind�a grow than �n the magn�tude of growth �tself. We w�ll 
all be much better off �f these two r�s�ng powers can be �nduced to 
grow �n ways that �mprove the l�vel�hoods of the�r long-�mpover�shed 
peoples; that br�ng about greater econom�c and pol�t�cal equal�ty, 
r�ghts, and the rule of law; that engage them �n broad and l�beral 
�nternat�onal trad�ng networks l�nk�ng Ch�nese and Ind�an consum-
ers (not just workers) to the global marketplace; and that contr�bute 
to the global pool of knowledge and �nnovat�on.

Recommendations

1.1 Japan and the Un�ted States should prov�de techn�cal ass�stance 
to help Ch�na strengthen domest�c financ�al markets, the rule of 
law, and soc�al secur�ty systems.

1.2 Japan and the Un�ted States should �ncrease loans and a�d to 
Ind�a for phys�cal �nfrastructure, schools, and health care and 
encourage Ind�a to address �ts fiscal and structural problems.
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Chapter II
Reducing Global Economic Imbalances 

Perhaps the most common percept�on of Ch�na among Amer�cans 
�s that �ts “unfa�r” trade pract�ces are devastat�ng U.S. manufactur-
�ng and the Amer�can m�ddle class. Th�s percept�on �s largely based 
on a s�ngle fact. In 2005 the Un�ted States �mported $244 b�ll�on 
�n goods and serv�ces from Ch�na but exported just $42 b�ll�on—a 
one-year b�lateral trade defic�t of $202 b�ll�on, up from only $34 b�l-
l�on a decade before (see F�gure 6). Th�s defic�t was by far the largest 
negat�ve trade �mbalance the Un�ted States has ever recorded w�th 
any country. By compar�son, Ind�a looks cons�derably less threat-
en�ng to Amer�cans. B�lateral trade volumes and defic�ts are both 
much smaller. Japan currently enjoys a b�lateral trade surplus w�th  
Hong Kong that offsets �ts small defic�t w�th Ch�na, g�v�ng �t a surplus 
�n �ts overall trade w�th the two Ch�nese custom areas. It has a sur-
plus w�th Ind�a as well (see F�gures 6 and 7).

By exam�n�ng trad�ng patterns between Japan and the Un�ted 
States on the one hand, and Ch�na and Ind�a on the other, �t becomes 
clear that Ch�na should not be “blamed” for the Un�ted States’ fiscal 
�mbalances. In fact, the Study Group bel�eves that there are domest�c 
roots to many of Amer�ca’s current econom�c woes and that strength-
en�ng trade and financ�al t�es w�th Ch�na over the longer term w�ll 
help m�t�gate them.

Unpacking the Imbalances 

B�lateral trade �mbalances make for great newspaper headl�nes and 
popul�st pund�try. Profess�onal econom�sts, however, tend to d�sm�ss 
them as un�mportant, v�ew�ng a nat�on’s overall trade and cap�tal 
account balances (�.e., w�th the whole world) as much more s�gn�fi-
cant. In Japan’s case, �ts surpluses w�th Ind�a and Ch�na are s�mply 
part of �ts overall pos�t�ve trade balance w�th the world, wh�ch �n 
turn reflect the Japanese economy’s pers�stently h�gh rate of net sav-
�ngs (domest�c sav�ngs m�nus domest�c �nvestment). Japan has sent 
a s�gn�ficant port�on of �ts sav�ngs overseas for many years, bu�ld-
�ng up large hold�ngs of fore�gn reserves �n the process. Moreover, 
most econom�sts bel�eve that Japan’s trade surplus w�ll decl�ne �n the 
com�ng decades because of �ts ag�ng soc�ety: As ret�r�ng baby boom-
ers start draw�ng down the�r sav�ngs, the volume of cap�tal that �s 
exported w�ll decrease. 

Figure 6—United States Trade Balances with the World, China, and India

Source: U.S. trade data from United States International Trade Administration, TradeStats Express database, http://tse.export.gov/.
Figures for China exclude Hong Kong, which is a separate customs area.

1995 2000 2005

-900

-800

-700

-600

-500

-400

-300

-200

-100

0

US
$ 

Bi
lli

on
s

-160

-34
-2

-436

-84

-7

-767

-202

-11

World China India

Figure 7—Japan’s Trade Balances with the World, China, and India

Source: Japanese trade data from http://www.customs.go.jp/toukei/srch/indexe.htm. 
Once again, the figures for China exclude trade with Hong Kong, which is a separate customs area.

1995 2000 2005
-6,000

-4,000

-2,000

0

2,000

4,000

6,000

8,000

10,000

12,000

14,000

Bi
lli

on
s 

of
 y

en

9,982

-1,319
-36

10,716

-2,667

-16

8,782

-3,128

36

World China India



Engaging China and India: An Economic Agenda for Japan and the United States

32 - Binational Study Group Report Binational Study Group Report - 33

Reducing Global Economic Imbalances

Th�ngs look very d�fferent �n the Un�ted States, wh�ch �s runn�ng 
a current account defic�t w�thout precedent among large �ndustr�al 
nat�ons.20 The headl�ne numbers regard�ng Ch�na are cons�stent w�th 
the Un�ted States’ overall �nternat�onal �mbalances. The total U.S. 
current account (trade) defic�t �n 2005 was $805 b�ll�on, or 6.4 percent 
of GDP. S�mply financ�ng the Amer�can trade defic�t now requ�res 
about $2.2 b�ll�on �n fore�gn cap�tal �nflows every day of the year. Only 
small countr�es l�ke Austr�a, Greece, and New Zealand have run defi-
c�ts even close to th�s share of GDP �n the last th�rty-five years, tr�gger-
�ng sweep�ng promarket reforms �n these countr�es. More worr�some, 
the U.S. trade defic�t has been grow�ng stead�ly �n recent years and 
has been accompan�ed by a run-up �n the government budget defic�t, 
wh�ch grew substant�ally between 2001 and 2005.

Many econom�sts quest�on the susta�nab�l�ty of these �mbal-
ances. G�ven that Ch�na �s both the largest net exporter to the Un�ted 
States and one of the largest holders of U.S. government bonds and 
dollar reserves (amount�ng to almost one tr�ll�on dollars �n 2006), �t 
�s not surpr�s�ng that Ch�na figures prom�nently �n the publ�c debate 
over the susta�nab�l�ty of �mbalances.

The bull�sh v�ew �s that large cap�tal flows �nto the Un�ted States 
from Ch�na (and elsewhere) reflect the attract�veness of Amer�ca as a 
place to �nvest, �n part�cular because �ts product�v�ty has been grow-
�ng rap�dly. As Ben Bernanke, cha�rman of the U.S. Federal Reserve 
system has argued, the world �s exper�enc�ng a “global sav�ngs glut” 
that �s be�ng channeled �nto product�ve �nvestment �n the Un�ted 
States.21

Accord�ng to th�s l�ne of th�nk�ng, the current U.S.-Ch�na �mbal-
ances fulfill �mportant object�ves �n both countr�es, at least �n the 
short term. Ch�na �s thus export�ng more than �t �s �mport�ng, and 
exports are fuel�ng �ts ongo�ng econom�c growth m�racle. Ch�nese 
c�t�zens are sav�ng more than they are consum�ng and need to find 
good ways to �nvest the�r sav�ngs, wh�ch �s d�fficult to do domest�-
cally g�ven that Ch�na’s financ�al markets are so underdeveloped (see 
Chapter I). It �s therefore �n Ch�na’s �nterest to send surplus sav�ngs 
to the Un�ted States, earn�ng a decent rate of return and support-
�ng Amer�can consumpt�on-dr�ven econom�c growth that absorbs 
large outflows of goods produced or assembled �n Ch�na. In turn, 

20. Sebast�an Edwards, “Is the U.S. Current Account Defic�t Susta�nable? And If So, 
How Costly Is the Adjustment L�kely to Be?” Nat�onal Bureau of Econom�c Research 
Work�ng Paper, no. 11541 (2005).

21. See http://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
default.htm.

Amer�cans benefit from lower �nterest rates, �ncreas�ng equ�ty �n the�r 
homes, and the ab�l�ty to buy Ch�nese goods at affordable pr�ces.

But these �mbalances are only benefic�al �n the short term because 
the Un�ted States cannot cont�nue �ndefin�tely �mport�ng more than 
�t exports, spend�ng more than �t earns, and borrow�ng �nternat�on-
ally to make up the d�fference. Ch�na cannot expect �ndefin�tely to 
rely on grow�ng trade surpluses to absorb the output of �ts rap�dly 
expand�ng factor�es. Some financ�al bears worry that �f both Ch�na 
and the Un�ted States break out of these unsusta�nable patterns by 
cutt�ng back on spend�ng at the same t�me (on �nvestment �n Ch�na, 
on consumpt�on �n the Un�ted States), the result could be a global 
downturn.

The U.S. economy �s not fac�ng an �mm�nent crash, but the 
warn�ng s�gns of a s�gn�ficant slowdown are ev�dent. As former U.S. 
Treasury secretary Lawrence Summers recently po�nted out, fore�gn 
�nvestment �n the Un�ted States (�nclud�ng from Ch�na) �s �ncreas-
�ngly �n the form of government bonds and dollar reserves, wh�ch 
earn s�gn�ficantly lower returns than other forms of �nvestment.22 In 
2000, $162 b�ll�on �n net fore�gn d�rect �nvestment flowed �nto the 
Un�ted States. By 2004 the d�rect�on of FDI flows had reversed to a 
net outflow of $133 b�ll�on.23 Th�s abrupt change �n FDI, however, d�d 
not alter the broader pattern of cap�tal �nflows �nto the Un�ted States 
because fore�gn governments (led by Ch�na and Japan) �ncreased 
the pace of the�r purchases of Treasury b�lls and dollar reserves. In 
2004 fore�gners purchased a total of $900 b�ll�on �n U.S. government 
debt.24 Former U.S. Treasury offic�al Brad Setser est�mates that for-
e�gn accumulat�on of U.S. dollar reserves �ncreased by $670 b�ll�on �n 
2005.25 At the same t�me, U.S. �nterest rates cont�nue to r�se, and the 
Amer�can hous�ng market �s slow�ng.

What would clearly be best for the Un�ted States, for Ch�na, 
and for the global economy would be for these �mbalances to be 
reduced—slowly, systemat�cally, and susta�nably. But how can th�s 
be done?

Blam�ng Ch�na �s tempt�ng, but should be res�sted. Efforts to 
effect change among Ch�nese offic�als should be �ntegrated �nto a 

22. See http://www.pres�dent.harvard.edu/speeches/2006/0324_rb�.html.
23. Sebast�an Edwards, “Is the U.S. Current Account Defic�t Susta�nable? And If So, 

How Costly Is the Adjustment L�kely to Be?” Nat�onal Bureau of Econom�c Research 
Work�ng Paper, no. 11541 (2005): 48. 

24. Brad Setser and Nour�el Roub�n�, “How Scary �s the Defic�t?” Foreign Affairs 84, 
no. 4 (July-August 2005). 

25. See http://www.rgemon�tor.com/blog/setser.
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coord�nated set of econom�c pol�c�es w�th the other major econo-
m�es, led by the Un�ted States and Japan. If the Un�ted States were 
able to �ncrease �ts nat�onal sav�ngs gradually by cutt�ng �ts fiscal 
defic�ts, wh�le Ch�na, Japan, and Western Europe all �ncreased the�r 
consumpt�on, the �mbalances would shr�nk �n a way that would have 
relat�vely few adverse effects on the�r econom�es or global growth. 

But �t �s qu�te easy to �mag�ne less rosy scenar�os. The grow-
�ng U.S. trade defic�t w�th Ch�na has led to protect�on�st proposals 
�n Congress focused on the dollar-renm�nb� (RMB) exchange rate. 
Senators Graham and Schumer have proposed that the Un�ted States 
levy an across-the-board tar�ff of 27.5 percent on �mports from Ch�na 
unless the Ch�nese government s�gn�ficantly �ncreases the value at 
wh�ch RMBs are exchanged for dollars. The temptat�on to engage 
�n th�s or some other form of retal�at�on w�ll rema�n �f the news on 
U.S.-Ch�na trade cont�nues to be “bad.” If the U.S. were to act �n th�s 
manner, of course, Be�j�ng would then be tempted to respond w�th 
�ts own protect�on�st measures.

It would also be unnerv�ng for global markets �f the �mbalances 
were not to unw�nd �n an appropr�ately coord�nated fash�on. Should, 
for example, the needed adjustment (a decl�ne �n Amer�can con-
sumpt�on and an �ncrease �n sav�ngs; a decl�ne �n Ch�nese �nvest-
ment) take place w�thout compensat�ng �ncreases �n consumpt�on 
elsewhere �n the world, the result would be a d�m�nut�on �n global 
demand, slower growth, and recess�on �n many countr�es. Even 
worse, lower demand �n countr�es l�ke Ch�na could susta�n or even 
�ncrease the�r sav�ngs rates �n a manner that would prevent the�r cur-
rent account surpluses—and hence the U.S. defic�t—from shr�nk�ng. 
The world would thus suffer slower growth w�thout any �mprove-
ment �n the �mbalances.

The Study Group bel�eves, therefore, that efforts to deal w�th 
U.S.-Ch�na �mbalances by pressur�ng the Ch�nese to remove controls 
on the value of the RMB are unduly r�sky—and may not even pro-
duce movement �n the �ntended d�rect�on.26 If Ch�nese households 
reacted to currency apprec�at�on by mov�ng the�r depos�ts out of 
the country’s troubled banks, a collapse of the financ�al system and 
the RMB m�ght ensue. Short of that extreme, a fa�lure of aggress�ve 
attempts to push Ch�na to revalue the RMB could prompt the Un�ted 
States to adopt other protect�on�st measures that m�ght spark a trade 

26. For a good d�scuss�on of the �ssues �nvolved, see “Why the RMB m�ght be over-
valued (but probably �sn’t),” presented at a Federal Reserve Bank of San Franc�sco 
conference �n September 2005, http://www.frbsf.org/econom�cs/conferences/0509/
paper-ch�nn.pdf.

war. Avert�ng these doomsday scenar�os beg�ns w�th the enactment 
of much-needed fiscal reforms �n the Un�ted States and Ch�na that 
would fac�l�tate a gradual reduct�on �n the �mbalances between the 
two countr�es.

The Un�ted States should accord�ngly �ncrease nat�onal sav�ng, 
beg�nn�ng by reduc�ng the s�ze of the federal budget defic�t. To ensure 
that th�s does not �nord�nately reduce global demand, �ncreased U.S. 
sav�ng should be offset by h�gher consumpt�on �n other lead�ng econ-
om�es. Here, Japan should play an �mportant role by ma�nta�n�ng �ts 
recent h�gher rate of growth �n domest�c demand w�thout rely�ng on 
publ�c works spend�ng and cont�nu�ng efforts to �mprove produc-
t�v�ty through reforms, br�ng�ng market forces to bear on sheltered 
sectors of the economy. At the same t�me, the Japanese government 
should reassure workers and ag�ng c�t�zens that pens�on, health, and 
unemployment �nsurance programs are fiscally sound, �ncreas�ng 
confidence among c�t�zens that they do not need to save excess�vely 
based on worr�es that these programs m�ght collapse. 

An �ncrease �n consumpt�on �n Japan alone, however, would only 
partly offset the drag on world econom�c growth from a substant�al 
reduct�on �n Amer�can fiscal defic�ts. It �s therefore cr�t�cal that the 
Un�ted States and Japan coord�nate these pol�c�es w�th Ch�na to 
ensure a soft land�ng for the global economy �n the context of a sys-
temat�c reduct�on �n U.S. �mbalances �n trade and finance. Ch�na’s 
most recent five-year plan �s laudable, and the Un�ted States and 
Japan should encourage Ch�na to fulfill �ts object�ves, part�cularly 
w�th respect to financ�al reform, wh�ch would enable greater flex-
�b�l�ty of the RMB. The two countr�es should also encourage Ch�na’s 
plans to establ�sh rel�able soc�al secur�ty programs and to move 
toward domest�c, consumpt�on-led growth. 

F�nally, to �mprove the ab�l�ty of Ch�na and Ind�a to coord�nate 
the�r macroeconom�c pol�c�es w�th pol�c�es �n the G-8 nat�ons, the 
Un�ted States and Japan should work together to �ncrease the �nvolve-
ment of Ch�na and Ind�a �n the del�berat�ons of the major econom�es 
and �n the IMF. Ind�an and Ch�nese part�c�pat�on w�ll be cr�t�cal �n 
the com�ng decades to coord�nat�ng (when necessary) macroeco-
nom�c pol�c�es around the world and strengthen�ng the global finan-
c�al system. U.S. and Japanese leadersh�p �n embrac�ng these new 
roles for Ch�na and Ind�a would go a long way to ensur�ng better and 
more coord�nated management of the global economy. 
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Recommendations

2.1 The Un�ted States should �ncrease nat�onal sav�ng, first by 
reduc�ng the s�ze of the federal budget defic�t. 

2.2 Japan should boost personal consumpt�on by reassur�ng workers 
and c�t�zens that pens�on, health, and unemployment �nsurance 
programs are fiscally sound. 

2.3 Japan and the Un�ted States should work to �ncrease the 
�nvolvement of Ch�na and Ind�a �n the del�berat�ons of 
mult�lateral econom�c organ�zat�ons such as the G-8 and IMF to 
fac�l�tate the coord�nat�on of macroeconom�c pol�c�es to susta�n 
global growth.

Chapter III
Promoting Free Trade throughout the Asia-Pacific 

The global econom�c reach of Ch�na and Ind�a �s ev�dent �n every pho-
tograph of bustl�ng Ch�nese ports load�ng mounta�ns of merchan-
d�se onto sh�ps bound for Japan, the Un�ted States, and the rest of the 
world, and �n every phone call to a customer serv�ce center answered 
by a vo�ce w�th an Ind�an �nflect�on. G�ven decl�n�ng employment �n 
manufactur�ng, slow wage growth and r�s�ng �nequal�ty �n the Un�ted 
States and more than a decade of econom�c stagnat�on �n Japan, �t �s 
easy to see why some pund�ts and pol�t�c�ans wonder aloud whether 
�t �s only a matter of t�me before there �s noth�ng left for workers �n 
the Un�ted States or Japan to do.

Demands for protect�on�sm and �nsulat�on from the �nterna-
t�onal economy are endem�c to domest�c pol�t�cal l�fe. Yet these 
demands have reached a h�gher p�tch than at any t�me �n recent 
memory. The European Un�on’s const�tut�on was rejected �n large 
measure because French c�t�zens blamed global�zat�on for what they 
perce�ved to be a deter�orat�ng qual�ty of l�fe. The Doha Round of 
the World Trade Organ�zat�on’s trade negot�at�ons fell v�ct�m to an 
�ntractable d�spute between the developed and develop�ng world 
over agr�culture.

In response, the Un�ted States and Japan have tr�ed (desp�te 
somet�mes strong domest�c currents of oppos�t�on) to keep the 
momentum go�ng for open �nternat�onal markets through a ser�es of 
b�lateral and somet�mes reg�onal free trade agreements (FTAs). The 
nat�ons of Southeast As�a have also pursued FTAs w�th other coun-
tr�es �n the reg�on, �nclud�ng Ch�na. All of th�s act�v�ty assumes that 
free trade �s w�n-w�n for all nat�ons because �t allows them to con-
centrate on what they do best and to real�ze econom�es of scale �n 
the generat�on of goods and serv�ces, an assumpt�on well founded 
�n fact. Pol�t�cal leaders �n the As�a-Pac�fic reg�on are to be com-
mended for the�r comm�tment to cont�nued econom�c �ntegrat�on 
and openness.

There are, however, problems w�th the emerg�ng As�a-Pac�fic 
trade reg�me. Global l�beral�zat�on would be best for the world, and 
to some extent the b�lateral and reg�onal focus detracts from that 
effort. The number of FTAs agreed to, �n progress, or proposed �n As�a 
�s suffic�ently large and tangled to earn the der�s�ve mon�ker of “spa-
ghett�” among some pund�ts, reflect�ng concerns about how the pro-
l�ferat�on of d�fferent trade rules d�storts trade patterns and makes �t 
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costly for firms that operate �n mult�ple jur�sd�ct�ons to nav�gate the 
reg�me. Moreover, �n stark compar�son w�th the halcyon days of the 
As�a-Pac�fic Econom�c Cooperat�on (APEC) forum �n the m�d-1990s, 
of wh�ch the Un�ted States was an �mportant part, the Un�ted States 
�s now not d�rectly �nvolved �n many of the reg�onal �n�t�at�ves �n As�a 
even though �t �s one of the most �mportant trad�ng partners of most 
As�an nat�ons.

The potent�al ga�ns from free trade among the As�a-Pac�fic econ-
om�es are enormous. But �t w�ll requ�re strong and creat�ve leader-
sh�p among the major countr�es, led by Ch�na, Ind�a, Japan, and the 
Un�ted States, to ensure that these ga�ns are real�zed and that pref-
erent�al, d�stort�ng, and asymmetr�c agreements among subsets of 
nat�ons do not get �n the way.

Trade, Jobs, and Wages 

Ch�nese manufactur�ng exports �ncreased from $46 b�ll�on �n 1990 
to $427 b�ll�on �n 2005, the greatest surge �n manufactur�ng exports 
over such a short per�od of t�me �n world h�story. Over the same 
per�od, a large number of manufactur�ng plants shut the�r doors �n 
the Un�ted States and Japan. The Un�ted States lost 3.4 m�ll�on man-
ufactur�ng jobs between 1990 and 2004 (a decl�ne of 20 percent), 
wh�le Japan saw �ts manufactur�ng workforce shr�nk by 3.5 m�ll�on 
(23 percent).27 

It would be easy to bel�eve, as prolabor and ant�global�zat�on 
groups often do, that the r�se �n Ch�nese manufactur�ng has caused 
the decl�ne �n manufactur�ng �n Japan and the Un�ted States. Sober 
econom�c analys�s, however, suggests that wh�le global�zat�on has 
played some role �n the decl�ne of manufactur�ng �n the Un�ted 
States and Japan, �t �s far from the whole story. Manufactur�ng has 
been shr�nk�ng for decades �n all of the advanced nat�ons as part 
of a natural trans�t�on to post�ndustr�al econom�es w�th larger ser-
v�ce sectors. Computer�zat�on and the �ncreas�ng b�as �n technology 
toward h�gher-sk�lled sectors have hastened th�s process. 

Many of the manufactured goods now com�ng from Ch�na �nto 
Japan and the Un�ted States came prev�ously from Ta�wan or South 
Korea (or from Japan to the U.S. before that), and many of the parts 
�ns�de the products assembled �n Ch�na are st�ll made �n those coun-
tr�es. The challenge posed by the r�se of Ch�na (and Ind�a) must be 

27. U.S. data from the Bureau of Labor Stat�st�cs h�stor�cal employment data, ftp://
ftp.bls.gov/pub/suppl/EMPSIT.CESEEB1.txt; Japanese data from the Japan stat�st�cal 
yearbook.

seen as just one part of the broader �ntegrat�on of ever-larger port�ons 
of the world’s populat�on �nto the global economy. Because Ch�na 
and Ind�a are so populous, however, the�r �ntegrat�on has produced 
an expans�on �n the global pool of labor that �s an order of magn�tude 
greater than was the case when the �nternat�onal economy absorbed 
the fru�ts of labor from Ta�wan or South Korea. Th�s has depr�ved 
labor-�ntens�ve manufactur�ng �ndustr�es �n the Un�ted States and 
Japan of the ab�l�ty to hold onto market share, and �t has eroded the 
ab�l�ty of workers �n our countr�es to w�n wage �ncreases. 

What makes the growth of Ch�nese manufactur�ng exports par-
t�cularly d�fficult for advanced �ndustr�al�zed nat�ons to absorb �s the 
rap�d pace at wh�ch they are surg�ng �nto new sectors of the economy. 
The first wave of Ch�nese exports came �n consumer product sectors 
such as text�les, shoes, and electron�cs. The Amer�can and Japanese 
consumer product �ndustr�es were already suffer�ng before the r�se 
of Ch�na, but the rap�d expans�on of Ch�nese product�on effect�vely 
sealed the fate of mass product�on �n these �ndustr�es. Employment 
�n the U.S. text�le and apparel sectors has decl�ned by 750,000 jobs 
(53 percent) s�nce 1996, wh�le that �n Japan has fallen by 343,000 
jobs (43 percent).28 Employment �n consumer electron�cs has fallen 
sharply over the same per�od, by 580,000 jobs (25 percent) �n the 
Un�ted States and by 377,000 jobs (22 percent) �n Japan.29

The next wave of Ch�nese exports may threaten a centerp�ece 
of the Amer�can and Japanese �ndustr�al econom�es �n the twen-
t�eth century: the auto �ndustry. U.S. annual �mports of auto parts 
from Ch�na are up from $1.9 b�ll�on to $4.2 b�ll�on over the past five 
years.30 Imports of parts are also up �n Japan, from $620 m�ll�on �n 
2000 to $2.2 b�ll�on �n 2005.31 These �ncreases st�ll represent relat�vely 
small proport�ons of the Amer�can and Japanese markets—only 

28. U.S. data are for “text�le m�lls,” “text�le product m�lls,” and “apparel” from 
the Bureau of Labor Stat�st�cs (BLS) Current Employment Stat�st�cs Survey on 
Employment, Hours, and Earn�ngs, contrast�ng employment �n 2005 w�th that 
�n 1996, http://www.bls.gov/webapps/legacy/cesbtab1.htm. Japanese data are 
for “text�le m�ll products” and “apparel” from the M�n�stry of Internal Affa�rs and 
Commun�cat�ons (MIAC) Stat�st�cs Bureau, contrast�ng employment �n 2002 w�th 
that �n 1996, http://www.stat.go.jp/data/chouk�/zuhyou/08-06.xls.

29. U.S. data are for “computers and electron�cs products” plus “electr�cal equ�p-
ment and appl�ances” from the same BLS survey. Japanese data are for “electr�cal 
mach�nery and equ�pment” from the MIAC Stat�st�cs Bureau.

30. F�gures are for veh�cles and parts from 2000 to 2005, from the TradeStats 
Express database of the U.S. Internat�onal Trade Adm�n�strat�on, http://tse.export.
gov/. 

31. Data �s from the Japan Auto Parts Industr�es Assoc�at�on based on Trade 
Stat�st�cs of Japan, M�n�stry of F�nance.
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enough to make the Ch�nese the fourth-rank�ng suppl�er of parts 
to the Amer�can auto �ndustry beh�nd Mex�co, Canada, and Japan.32 
Nevertheless, the �ncrease �n parts �mports from Ch�na, comb�ned 
w�th the challenge from other low-cost fore�gn suppl�ers, has been 
enough to force a substant�al contract�on of the �ndustry. 

Amer�can motor veh�cle and auto parts employment had been 
buoyant through 2000 at more than 1.3 m�ll�on jobs, but the �ndus-
try has s�nce lost 215,000 jobs (16 percent).33 By the spr�ng of 2006, 
four of the largest Amer�can auto parts makers were �n bankruptcy 
(Delph�, Dana, Tower Automot�ve, and Coll�ns & A�kman). The�r 
court-d�rected reorgan�zat�on plans are slated to close many plants, 
cut wages and benefits, and cut workforces s�gn�ficantly �n the com-
�ng years. The Japanese motor veh�cle and parts �ndustry has lost 
jobs too, down by 56,000 (6 percent) between 1996 and 2002.34 

All of th�s �s happen�ng before Ch�nese automakers have 
exported a s�ngle complete veh�cle to Japan or the Un�ted States. In 
2005 Ch�nese motor veh�cle exports totaled only 172,800, most of 
them small vans exported to develop�ng countr�es for use on farms. 
But th�s figure was larger than Ch�na’s auto �mports (161,900) and 
thus was large enough to make Ch�na a net exporter of veh�cles for 
the first t�me. Over the next several years, Ch�nese auto firms, led 
by Chery and Geely, are expected to expand exports s�gn�ficantly 
and beg�n export�ng to advanced �ndustr�al markets. Honda has 
already begun export�ng Ch�nese-made veh�cles and plans to do 
so �n larger volumes �n the near future.35 Ch�nese auto product�on 
has already �ncreased from 3.3 percent of world motor veh�cle pro-
duct�on �n 1999 to 8.6 percent �n 2005. Dur�ng th�s same per�od 
the comb�ned share of Amer�can and Japanese auto product�on 
fell from 42 percent to 34 percent.36 If th�s trend cont�nues, w�th 
Ch�nese automob�le and auto parts exports surg�ng �nto U.S. and 
Japanese markets �n the way text�les and consumer electron�cs 
have over the past decade, the econom�c and pol�t�cal d�slocat�on 
could be s�gn�ficant.

32. PowerPo�nt presentat�on made to Study Group on September 21, 2005, by staff 
of the Ch�cago Federal Reserve Bank (page 13). 

33. Bureau of Labor Stat�st�cs (BLS) Current Employment Stat�st�cs Survey on 
Employment, Hours, and Earn�ngs (see n. 25).

34. M�n�stry of Internal Affa�rs and Commun�cat�ons (MIAC) Stat�st�cs Bureau (see 
n. 25).

35. Financial Times, February 28, 2006, 3.
36. Ch�cago Federal Reserve Bank presentat�on, 14; Internat�onal Organ�zat�on of 

Motor Veh�cle Manufacturers. 

The �mpact of Ind�a’s r�se has been very d�fferent from Ch�na’s. 
Ind�a �s by no means a manufactur�ng g�ant. Instead, �ts global 
econom�c �mpact has been felt most �n the serv�ce sector as Ind�a 
has won “outsourc�ng” bus�ness �n the past decade, made poss�-
ble by advances �n telecommun�cat�ons, broadband, and Internet 
technolog�es. 

In the m�d-1990s, annual Ind�an “software exports” (defined as 
on-s�te and offshore profess�onal serv�ces, consultancy and tra�n�ng 
products and packages, and IT-enabled serv�ces) were est�mated at 
no more than $665 m�ll�on. By the late 1990s, however, these exports 
had grown to about $3.7 b�ll�on per year as Ind�an workers began 
prov�d�ng call-center support, read�ng the results of rad�olog�cal 
scans, and crunch�ng financ�al data for large mult�nat�onal firms.37 
By 2004 Ind�an annual outsourc�ng revenue had grown to almost 
$20 b�ll�on, w�th some pred�ct�ng �t could reach $35 b�ll�on by 2008.38 
These numbers rema�n small relat�ve to those �n manufactur�ng 
trade, but they have been large enough to contr�bute to a slowdown 
�n growth of some serv�ce sectors �n the Un�ted States. Amer�can 
employment �n computer systems des�gn and related serv�ces, for 
example, �ncreased by 844,000 jobs (206 percent) from 1990 to 2000. 
S�nce then �t has fallen by 65,000 jobs (5 percent).

Moreover, the �mpact of grow�ng econom�c exchange w�th Ind�a 
and Ch�na has not been l�m�ted to the spec�fic sectors h�t w�th job 
losses. Lower-sk�lled workers �n general have seen the�r barga�n�ng 
power eroded as the �ntegrat�on of the g�ant Ch�nese and Ind�an 
labor markets �nto the global economy over the past decade has 
put a seem�ngly unl�m�ted pool of workers �nto compet�t�on w�th 
employees �n advanced �ndustr�al�zed nat�ons. Th�s has created what 
Morgan Stanley’s Stephen Roach calls an “�ncreas�ngly powerful, IT-
enabled global labor arb�trage that resl�ces the global p�e” between 
cap�tal and labor. Even though wage levels are also �nfluenced by 
technolog�cal change, �mm�grat�on, and macroeconom�c cond�t�ons, 
the �ncorporat�on of large, new Ind�an and Ch�nese labor forces �nto 
the global economy has been one factor contr�but�ng to the stagna-
t�on �n U.S. and Japanese wages. Amer�can wages and benefits rose 
only 2.2 percent per year between 2001 and 2005, even as product�v-

37. T.N. Sr�n�vasan and Suresh D. Tendulkar, Reintegrating India with the World 
Economy (Wash�ngton, DC: IIE, 2003), 59.

38. Joydeep Mukherj�, “D�scuss�on Paper on Ind�a: The Future of the Ind�an 
Economy and Its Impact on the World,” August 2005 (prepared for the September 
2005 Study Group meet�ngs), 17.
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�ty rose 3.3 percent a year.39 Meanwh�le, Japanese real wages have 
actually fallen by a total of 3.4 percent over roughly the same per�od 
(2000 to 2005).40

Sustaining International Economic Openness

G�ven the �ntense pol�t�cal pressures surround�ng global�zat�on, 
governments �n Japan and the Un�ted States have done a good job 
res�st�ng the temptat�on to throw sand �n the wheels of �nternat�onal 
econom�c �ntegrat�on. Both countr�es have responded to troubles 
�n mult�lateral trade talks, wh�ch culm�nated �n the suspens�on of 
the Doha Round, w�th aggress�ve agendas for b�lateral and reg�onal 
trade l�beral�zat�on. In the Un�ted States, at least, th�s �s a s�gn�fi-
cant change from the 1980s, when the Un�ted States responded to 
protect�on�st pressures by �ns�st�ng on the �mpos�t�on of “voluntary 
export restra�nts” (VERs) on the�r compet�tors (pr�mar�ly Japan) and 
used “Super 301” leg�slat�on to call for the cessat�on of “unfa�r trade 
pract�ces” among compet�tors under threat of un�lateral Amer�can 
trade sanct�ons. Over the past decade, Ch�na has per�od�cally been 
the target of protect�on�sts �n the Un�ted States and Japan. But most 
d�sputes have focused on relat�vely small and spec�fic product seg-
ments, and they have been resolved w�thout the �mpos�t�on of long-
term protect�on�st barr�ers.

The relat�ve qu�et so far does not mean that we can assume the 
global trad�ng system w�ll eas�ly absorb Ch�na and Ind�a as major 
players. Ch�na �s new to the WTO and has been busy try�ng to l�ve up 
to the comm�tments �t made when �t jo�ned the organ�zat�on �n 2001. 
It has largely watched the mult�lateral barga�n�ng from the s�del�nes. 
Ind�a was a s�gn�ficant player �n the Doha negot�at�ons, but not as 
a vocal advocate of broad-based global trade l�beral�zat�on. Rather, 
Ind�a was a leader among develop�ng countr�es �n the fight for spe-
c�al treatment �n the serv�ce sector and �n decry�ng agr�cultural pro-
tect�on�sm �n Europe, Japan, and the Un�ted States. 

As the momentum beh�nd mult�lateral trade l�beral�zat�on has 
slowed to a v�rtual stop, As�a has engaged �n �ncreas�ng efforts to cre-

39. Stephen Roach, comments �n Morgan Stanley’s onl�ne Global Econom�c 
Forum, February 6, 2006. 

40. Data from the government’s Labor Force Survey shows that cash wages are 
down 5.3 percent s�nce 2000, wh�le �ts Consumer Pr�ce Index shows cumulat�ve 
deflat�on of only1.9 percent over th�s per�od, for a net loss of 18 percent �n real pur-
chas�ng power, http://www.stat.go.jp/engl�sh/19.htm and http://www.mhlw.go.jp/
engl�sh/database/db-l/18/1801pe/xls/1801t1pe.xls.

ate b�lateral and reg�onal FTAs, just as Europe and the Un�ted States 
have. The dec�s�ons of ASEAN to create and deepen �ts reg�onal FTA 
over the course of the 1990s, followed by efforts to create FTAs w�th 
�ts major ne�ghbors and external trad�ng partners (Ch�na, Japan, and 
South Korea) have contr�buted to a “spaghett� bowl” of agreements 
�n As�a. 

Japan has FTAs w�th S�ngapore, Mex�co, and Malays�a and �s 
�n var�ous stages of talks w�th many other As�an nat�ons, �nclud�ng 
ASEAN as a whole and Ind�a. Most of the agreements Japan has made 
so far have �ncluded “h�gher qual�ty” prov�s�ons �n the areas of �ntel-
lectual property r�ghts, �nvestment, and serv�ces. However, the scope 
of tar�ff cuts has been l�m�ted by Japan’s unw�ll�ngness to accept deep 
cuts �n farm barr�ers.

Ch�na has been more w�ll�ng to make agreements that �nclude 
agr�culture, mak�ng �t an attract�ve partner for ASEAN agr�cultural 
exporters l�ke Tha�land. Tha�land has seen a rap�d �ncrease �n farm 
exports s�nce �t agreed to an “early harvest” accord w�th Ch�na as a 
first step toward the Ch�na–ASEAN FTA �n goods that went �nto effect 
�n 2005. Nevertheless, Ch�na’s FTAs have fallen short of broader, 
deeper, and “h�gher qual�ty” free trade agreements such as NAFTA. 

The Un�ted States has pursued �ts own set of b�lateral free trade 
agreements �n As�a. It currently has accords w�th S�ngapore and 
Austral�a and has begun talks w�th South Korea and Tha�land. But 
the Un�ted States has yet to approach ASEAN as a whole and �s a 
bystander to recent proposals for an East As�an FTA. Pres�dent Bush 
has been a less vocal advocate for and less energet�c part�c�pant �n 
APEC than was Pres�dent Cl�nton. Th�s has s�gn�ficantly reduced the 
Un�ted States’ leadersh�p role �n As�an trade l�beral�zat�on because 
the As�an countr�es had already begun to lose confidence �n APEC 
as a mechan�sm for manag�ng the�r econom�es �n the wake of the 
As�an financ�al cr�s�s of the late 1990s. Th�s expla�ns �n part the new 
dynam�sm of ASEAN.

The flurry of b�lateral and reg�onal act�v�ty �n the As�a-Pac�fic 
may enhance global free trade by generat�ng “compet�t�ve l�beral�za-
t�on” �n other countr�es. But econom�sts are qu�ck to po�nt out that 
b�lateral and reg�onal FTAs can also create d�stort�ons that weaken 
the global system of freer trade. If Japan �s unable to keep up w�th 
ASEAN’s recent moves toward an FTA w�th Ch�na (�nclud�ng the FTA 
on goods that �s already �n place and the ongo�ng negot�at�ons on 
serv�ces), Japan w�ll face h�gher tar�ffs than �ts East As�an compet�tors 
�n a large part of As�a. The lack of U.S. �nvolvement �n As�a may have 
s�m�lar effects. The result�ng sh�ft �n trade patterns would connect 
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the ASEAN countr�es more w�th Ch�na and less w�th Japan and the 
Un�ted States. And, a Ch�nese-led FTA reg�me �n As�a would l�kely be 
weaker �n �ts prov�s�ons on �ntellectual property r�ghts, �nvestment, 
and serv�ces than would be an As�a-Pac�fic reg�me led by Japan and 
the Un�ted States.

It �s therefore �mportant to pay attent�on to the effects of the 
w�ther�ng of APEC as a forum. APEC, wh�ch �ncludes the Un�ted 
States, Japan, Ch�na, and e�ghteen other As�an, North Amer�can, and 
Lat�n Amer�can econom�es, has held annual summ�t meet�ngs s�nce 
1989. In 1994 �n Bogor, Indones�a, APEC leaders declared the�r �ntent 
to l�beral�ze trade and �nvestment completely by 2010 for developed 
econom�es and 2020 for develop�ng econom�es. Because the group 
�ncluded three of the largest econom�es �n the world and was com-
m�tted to “open reg�onal�sm” and deeper �ntegrat�on �n areas such 
as �nvestment and �ntellectual property r�ghts, APEC was seen as the 
veh�cle that m�ght push the WTO to the next level.

Unfortunately, after APEC proved powerless to address very 
real econom�c problems dur�ng the As�an financ�al cr�s�s and then 
became deadlocked dur�ng �ts efforts to jump-start the WTO w�th 
a comm�tment to Early Voluntary Sectoral L�beral�zat�on (EVSL) �n 
1998, APEC has been reduced to l�ttle more than a “talk shop.” 

In �ts wake, the ASEAN Plus Three forum became a venue for 
d�scuss�ng reg�onal �ssues, econom�c as well as pol�t�cal. As �ts name 
�mpl�es, th�s group �s restr�cted to the ASEAN nat�ons plus the b�g 
three econom�es of Northeast As�a: Japan, South Korea, and Ch�na. 
It �s therefore much less �nclus�ve than APEC, leav�ng out the Un�ted 
States, Ta�wan, Austral�a, New Zealand, and Lat�n Amer�can coun-
tr�es. It also leaves out Ind�a, wh�ch �s not a member of e�ther ASEAN 
Plus Three or APEC.

Over the past two years, As�an nat�ons have also begun devot-
�ng energy to a brand new forum, the East As�a Summ�t, where the 
nat�ons d�scuss econom�c and secur�ty �ssues, �nclud�ng the poss�-
ble creat�on of a reg�onw�de “East As�an Commun�ty.” The East As�a 
Summ�t group�ng �ncludes Ch�na and Ind�a as well as Austral�a and 
New Zealand, but �t excludes the Un�ted States and Lat�n Amer�can 
countr�es. Ch�na has urged that the next summ�t �nclude Russ�a. If 
th�s new body becomes a s�gn�ficant player �n As�an econom�c and 
pol�t�cal relat�ons, �t would clearly compl�cate efforts by Japan and 
the Un�ted States to respond to the econom�c r�se of Ch�na and 
Ind�a.

The Study Group bel�eves that Japan and the Un�ted States 
should reaffirm the�r comm�tment to a free and open global trad-

�ng system as the “first best” outcome for the global economy. They 
should also res�st domest�c pol�t�cal pressures to blame Ch�na and 
Ind�a for econom�c challenges that are largely homegrown. The 
l�kely consequences of hector�ng Ch�na and Ind�a would be soured 
econom�c relat�ons among the four nat�ons whose futures (not to 
ment�on those of the global economy) are �nextr�cably t�ed to the�r 
econom�c �nteract�ons. 

The Un�ted States and Japan should str�ve to re�nv�gorate mult�-
lateral trade l�beral�zat�on, e�ther through a rev�ved Doha Round or a 
new �n�t�at�ve at the WTO level. A jo�nt proposal from the two govern-
ments go�ng beyond the�r prev�ous concess�ons on agr�culture m�ght 
st�ll resusc�tate Doha. It �s espec�ally �mportant that the WTO d�spute 
settlement process be strengthened as a neutral and respected arb�-
ter of trade d�sputes. Cont�nued Japanese and Amer�can support of 
WTO d�spute resolut�on, �nclud�ng acceptance of all �ts dec�s�ons, 
could only help global trade. 

But g�ven that progress �n the short term at the mult�lateral 
level �s far from guaranteed, Japan and the Un�ted States should 
work together on reg�onal econom�c �ntegrat�on and openness �n 
the As�a-Pac�fic. Of course, th�s should be executed �n ways that are 
compat�ble w�th mult�lateral l�beral�zat�on. The Un�ted States and 
Japan should work to ensure that advances made through b�lateral 
or reg�onal FTAs are structured so as to fac�l�tate the�r eventual adop-
t�on by and absorpt�on �nto the mult�lateral trad�ng system. 

Japan �s already mak�ng progress �n �ts efforts to establ�sh a net-
work of FTA agreements. It should make every effort to bu�ld on 
what has been ach�eved so far and to real�ze the v�s�on put forth 
by the Japanese M�n�ster of Economy, Trade, and Industry (METI), 
Tosh�h�ro N�ka�, of an East As�an FTA that �ncorporates all of ASEAN, 
Ch�na, South Korea, Ind�a, Austral�a, and New Zealand. There are no 
comparable U.S.-ASEAN talks on an FTA. Nevertheless, the Un�ted 
States has a number of agreements �n the reg�on and �s currently 
work�ng on a part�cularly �mportant agreement w�th South Korea. 
The South Korea-U.S. FTA �s prom�s�ng because �t �s be�ng negot�-
ated w�th the understand�ng that all of agr�culture, serv�ces, �nvest-
ment, and �ntellectual property r�ghts are on the agenda. The Un�ted 
States should cont�nue �ts efforts to arrange a deep and broad FTA 
w�th South Korea, wh�le push�ng for a s�m�lar FTA w�th Japan and a 
broad reg�onal agreement w�th As�a as a whole.

A Japan-U.S. FTA should be a central part of th�s �n�t�at�ve s�nce 
�t has the potent�al to be deep and broad and could help push the 
WTO process forward by overcom�ng res�stance to l�beral�zat�on on 
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some of the toughest �ssues (agr�culture, serv�ces, �nvestment, �ntel-
lectual property r�ghts, ant�dump�ng, and m�grat�on). To fac�l�tate an 
agreement that �ncludes agr�culture, the Un�ted States should offer 
to �nclude �n the FTA a food secur�ty prov�s�on prom�s�ng that �t w�ll 
never cut off food exports. Th�s �s currently allowed under WTO rules 
and was done th�rty years ago when Pres�dent N�xon cut off soybean 
exports to Japan. 

The agreement should also �nclude: (1) comm�tments to forgo 
un�lateral ant�dump�ng dut�es aga�nst each other (requ�r�ng �nstead 
a d�spute settlement process), (2) an �nvestment code at least the 
equ�valent of the one govern�ng NAFTA members, (3) comm�tments 
to open up serv�ce sectors that are heav�ly protected by regulat�ons, 
(4) harmon�zat�on of �ntellectual property r�ghts protect�ons at a 
much h�gher level than prov�ded for under the WTO’s Agreement 
on Trade-Related Aspects of Intellectual Property R�ghts (TRIPS), 
and (5) an agreement on m�grat�on that allows l�beral �mm�grat�on 
between the Un�ted States and Japan. The �ntellectual property pro-
v�s�ons of such a deal could be used as a model for other As�an b�lat-
eral or reg�onal trade agreements. 

Meanwh�le, the Un�ted States should seek an FTA w�th ASEAN 
as the central bu�ld�ng block of a l�beral As�a-Pac�fic reg�onal trad-
�ng reg�me. An agreement w�th ASEAN �s an attract�ve opportun�ty 
for the Un�ted States because th�s group of Southeast As�an nat�ons 
has taken the lead �n call�ng for an East As�an FTA. The Un�ted States 
needs to be at the table when such potent�al arrangements are d�s-
cussed s�nce �t �s a major econom�c partner of all of the East As�an 
nat�ons. Once �t has a seat at the table, the Un�ted States would be 
better able to argue that the East As�an FTA should �nclude all APEC 
econom�es (�nclud�ng Austral�a, Ta�wan, New Zealand, Canada, 
Mex�co, Ch�le) as well as Ind�a.

F�nally, Japan and the Un�ted States should support openness at 
home by empower�ng those d�slocated by global�zat�on through edu-
cat�on and tra�n�ng. We need strong pol�t�cal leaders �n both nat�ons 
to make the case for how openness contr�butes to the publ�c good, 
but we also need leaders who are sens�t�ve to the needs of those who 
may lose jobs or barga�n�ng power over wages as a result. The Study 
Group calls on our governments to spread the ga�ns of l�beral�zat�on 
by boost�ng the �ncomes of lower-wage workers. We also call on our 
governments to �ncrease support for tra�n�ng programs that ass�st 
workers who have lost jobs due to �mport compet�t�on, wh�le also 
strengthen�ng educat�on more broadly to prov�de our c�t�zens w�th 
the ab�l�ty to adjust to a fast-chang�ng economy.

Recommendations

3.1 Japan and the Un�ted States should cont�nue to support WTO 
mult�lateral trade l�beral�zat�on, but they should s�multaneously 
promote reg�onal econom�c �ntegrat�on and openness �n the 
As�a-Pac�fic that �s compat�ble w�th WTO. 

3.2 A Japan-U.S. FTA should be developed to take the lead on d�fficult 
�ssues plagu�ng broader trade l�beral�zat�on such as agr�culture, 
serv�ces, �nvestment, �ntellectual property r�ghts, ant�dump�ng, 
and m�grat�on.

3.3 The Un�ted States should try to ga�n a seat �n pan-As�an trade 
negot�at�ons (the “ASEAN plus” group�ngs) and work w�th Japan 
to broaden these d�scuss�ons to create an APEC-w�de FTA.

3.4 Japan and the Un�ted States should support openness at home 
by empower�ng those d�slocated by global�zat�on through 
educat�on and tra�n�ng.
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Chapter IV 
Promoting Technological Diffusion and Economic 

Innovation

If econom�c compet�t�on from Ch�na and Ind�a were solely �n low-
tech �ndustr�es such as shoes, leeks, and underwear, Japan and the 
Un�ted States would have a much eas�er t�me deal�ng w�th the r�se of 
these econom�es. What has become clear �n the past several years, 
however, �s that these nat�ons are po�sed to compete for markets �n 
h�gh-technology goods and serv�ces. These areas were supposed to 
prov�de the “good jobs at good wages” �n our countr�es to replace 
those lost at lower wage scales. In some sectors, Ch�nese and Ind�an 
compan�es can already compete for h�gh-tech markets on the bas�s 
of the�r h�ghly sk�lled eng�neers and sc�ent�sts. In others, they have 
sought to ga�n an edge by �nfr�ng�ng on the �ntellectual property 
r�ghts of Amer�can and Japanese compet�tors. S�nce some of the 
technolog�es �nvolved have m�l�tary appl�cat�ons, the potent�al for 
advances �n Ch�nese and Ind�an technolog�es to weaken Amer�can 
and Japanese secur�ty �s also beg�nn�ng to concern defense planners 
�n Wash�ngton and Tokyo.

In many ways, th�s s�tuat�on resembles the U.S.-Japan econom�c 
confl�cts that arose �n the 1980s after Japanese electron�cs firms 
ga�ned a lead �n memory ch�p technology and suppl�ed the Sov�et 
Un�on w�th m�ll�ng equ�pment that enabled the�r submar�nes to run 
much more qu�etly than they had before. Th�s led the Un�ted States 
to �mpose sanct�ons on Japanese ch�ps �n 1986 and U.S. congress-
men to smash Japanese electron�cs equ�pment w�th baseball bats on 
the steps of the Cap�tol bu�ld�ng. If technology compet�t�on could 
get th�s hot between two such strong all�es, �t �s easy to �mag�ne how 
s�m�lar developments �nvolv�ng Ch�na and Ind�a m�ght qu�ckly esca-
late �nto ser�ous econom�c confl�ct.

How s�gn�ficant �s the Ch�nese and Ind�an challenge �n technol-
ogy? Pund�ts emphas�ze that Ch�nese and Ind�an un�vers�t�es are 
produc�ng large numbers of sc�ent�sts and eng�neers. In 2003 Ch�na 
graduated 9,100 sc�ence and eng�neer�ng (S&E) PhDs. But the tra-
jectory suggested by the s�ze of �ts enter�ng class that year (48,740) 
makes �t �nev�table that Ch�na w�ll be produc�ng more S&E doctor-
ates than the Un�ted States by 2010.41 W�th the number of PhDs be�ng 

41. R�chard B. Freeman, “Does Global�zat�on of the Sc�ent�fic/Eng�neer�ng 
Workforce Threaten U.S. Econom�c Leadersh�p?” Paper prepared for Innovat�on 
Pol�cy and the Economy Conference, Apr�l 19, 2005, 5.

earned �n Europe and Ind�a also up sharply, by 2010 the Un�ted States 
w�ll l�kely be produc�ng just 15 percent of the S&E doctorates �n the 
world. Japan’s share �s l�kely to be under 5 percent.42 

Meanwh�le, the Un�ted States has already lost the number one 
pos�t�on �t once held �n the number of un�vers�ty-tra�ned eng�neers 
(graduat�ng w�th degrees at both the undergraduate and graduate 
levels). Ind�a �s currently graduat�ng 215,000 eng�neers a year and 
Ch�na 350,000, compared to 222,000 �n the Un�ted States and 63,000 
�n Japan.43 However, some of the graduates of these eng�neer�ng 
programs, espec�ally �n Ch�na where they have been expand�ng at 
breakneck speed, are not currently up to the level of Amer�can and 
Japanese graduates. One study est�mated that just one-th�rd of the 
graduat�ng eng�neers �n Ch�na met the standards expected by mul-
t�nat�onals.44 Nevertheless, �t �s l�kely that Ch�nese programs w�ll 
�mprove as they adjust to the recent �nflux of students. The graduates 
of the best eng�neer�ng programs �n Ind�a are already commensurate 
w�th the best Amer�can and Japanese eng�neers.

Furthermore, many of the �nd�v�duals rece�v�ng graduate 
degrees �n sc�ence and eng�neer�ng �n U.S. un�vers�t�es are �nterna-
t�onal students, ra�s�ng quest�ons about how many w�ll rema�n �n 
the country to meet the demand for the�r expert�se. In 2002 �nter-
nat�onal students accounted for 35 percent of PhDs �n phys�cal 
sc�ences and almost 60 percent �n eng�neer�ng.45 S�nce 9/11, the 
Un�ted States has made �t more d�fficult for those earn�ng degrees 
�n the country under temporary v�sas to rema�n after graduat�on. 
Th�s pol�cy was put �n place desp�te the fact that Amer�can un�ver-
s�t�es have been unable to meet the local employment demand for 
sc�ent�sts and eng�neers w�th advanced degrees. Labs that employ 
postdoctoral workers, �n part�cular, have had to rely on fore�gn-edu-
cated scholars for a s�gn�ficant port�on of the�r workforce. About 80 
percent of postdocs on temporary v�sas had non-U.S. doctorates �n 
2001. Unable to find enough qual�fied sc�ence and eng�neer�ng tal-
ent, Amer�can firms and un�vers�t�es have pushed for an expans�on 

42. The U.S. number �s extrapolated from recent trends by Freeman (�b�d.); 
Japanese projected share �s based on the assumpt�on that the rat�on of Japan’s 
degrees to those �n the Un�ted States (1:3) w�ll not �ncrease.

43. Data for all nat�ons other than Japan suppl�ed by M�chael Z�elenz�ger, 
D�scuss�on Paper: Japan and the Innovat�on Challenge, June 2006 (prepared for the 
July 2006 Study Group meet�ngs �n Tokyo, Japan). The number for Japan �s for those 
fin�sh�ng a master’s degree �n eng�neer�ng �n 2003, from M�n�stry of Educat�on, 
Culture, Sports, Sc�ence, and Technology (MEXT) data.

44. “Are Ind�a and Ch�na up to the Job?” Financial Times, July 19, 2006.
45. Freeman, 5-6 (see n. 38).
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�n the quota of H-1B v�sas (65,000 a year s�nce 2003) so they can fill 
the�r jobs w�th �mm�grants. 

A shortage of graduates �n sc�ence and eng�neer�ng has also 
emerged �n Japan, where demograph�c trends have dramat�cally 
reduced the number of young people reach�ng un�vers�ty age as sc�-
ence and eng�neer�ng have lost some of the allure they once enjoyed. 
The number of undergraduates study�ng eng�neer�ng was down 
from 471,000 �n 1999 to 447,000 �n 2003, wh�le the numbers for soc�al 
sc�ence and human�t�es �ncreased.46 Wh�le Japan has made an effort 
to attract fore�gn students to �ts un�vers�t�es w�th scholarsh�ps and 
other support, �t has been unable to expand �ts pool of sc�ence and 
technology workers. V�sa rules force these fore�gn students to return 
to the�r home countr�es after they fin�sh the�r degrees unless they are 
perm�tted to change the�r res�dence status to a new v�sa category.

The ava�lab�l�ty of large pools of lower-pa�d sc�ence and eng�-
neer�ng workers �n Ch�na and Ind�a, along w�th shortages at home, 
have encouraged Amer�can and Japanese firms to beg�n do�ng a 
grow�ng share of the�r research and development (R&D) �n those 
countr�es. Motorola, for �nstance, now has s�xteen R&D offices �n 
five Ch�nese c�t�es, employ�ng more than 1,800 researchers. The 
Amer�can software �ndustry has s�m�larly expanded �ts operat�ons �n 
Ind�a, tak�ng advantage of the fact that Ind�an eng�neers can be h�red 
for one-th�rd to one-half the cost of comparable workers �n S�l�con 
Valley. The pharmaceut�cal �ndustry too has been attracted to Ind�a 
by the opportun�ty to conduct cl�n�cal drug development and R&D at 
a fract�on of what �t costs �n the Un�ted States.47 A recent Booz Allen 
Ham�lton survey of 186 top compan�es found that over the next sev-
eral years these firms plan to locate the bulk of the�r new R&D cen-
ters �n Ch�na and Ind�a, employ�ng 31 percent of all R&D employees 
�n these countr�es by 2007, up from 19 percent �n 2004.48

Amer�can firms have been at the forefront of th�s expans�on of 
R&D work �n Ch�na and Ind�a, dr�ven �n part by the �nternat�onal 
networks bu�lt by Ch�nese and Ind�an eng�neers who work for a few 
years �n the fast-paced Amer�can entrepreneur�al system and then 
return to the�r homelands to launch the�r own startups. U.S. venture 
cap�tal has a�ded th�s process as �t has looked eagerly for opportun�-

46. MEXT data for undergraduate degrees �n eng�neer�ng, http://www.mext.go.jp/
engl�sh/stat�st/xls/082.xls.

47. M�chael Z�elenz�ger, D�scuss�on Paper: Japan and the Innovat�on Challenge, 
June 2006 (prepared for the July 2006 Study Group meet�ngs �n Tokyo, Japan), 2. 

48. Wall Street Journal, “Ch�na and Ind�a Lure Corporate Research Centers,” July 
13, 2006.

t�es to �nvest seed cap�tal �n prom�s�ng new technolog�es. Th�s has 
allowed firms work�ng �n Ch�na and Ind�a to leapfrog �nto the first 
t�er of �nnovat�on �n some segments of the software, sem�conduc-
tor, and mob�le telephony �ndustr�es.49 As a result, Ch�na and Ind�a 
are today export�ng goods and serv�ces w�th much h�gher h�gh-tech 
content. Harvard Bus�ness School professor M�chael Porter reported 
that �n four areas of emerg�ng technology, Ch�na �s now fourth �n the 
world �n publ�sh�ng scholarly art�cles after the Un�ted States, Japan, 
and Germany. Japanese author�t�es est�mate that Ch�na �s already 
close beh�nd the�r sc�ent�fic commun�ty �n publ�cat�ons and patents 
�n the cutt�ng-edge area of nanotechnology.50 

Japanese firms, consc�ous of how Ch�na �s clos�ng the technology 
gap, have kept most of the�r research operat�ons �n Japan and located 
the�r overseas R&D operat�ons �n Europe and the Un�ted States rather 
than Ch�na. The�r R&D operat�ons are much less plugged �nto the 
transnat�onal network of Ch�nese and Ind�an eng�neers who move 
abroad to study and then move back to the�r home countr�es than 
�s the case �n the Un�ted States. Japanese firms have also del�ber-
ately d�v�ded product�on between domest�c and overseas factor�es 
to ensure that cutt�ng-edge products are always developed at home. 
When product�on of such goods �s transferred overseas, key techno-
log�cal components are kept “black-boxed” to m�n�m�ze the chance 
that the technology w�ll be cop�ed by Ch�nese compet�tors. Japanese 
un�vers�t�es, too, have tended to h�re few fore�gn sc�ent�sts, rely�ng 
on nat�onals to staff the�r research labs. 

Desp�te these efforts to protect new technology, Japanese and 
Amer�can firms have recently reported a grow�ng number of �ntel-
lectual property p�racy cases. The Japan External Trade Organ�zat�on 
(JETRO) ma�nta�ns a d�splay �n �ts Be�j�ng office show�ng the latest 
examples, �nclud�ng cop�es of Yamaha’s latest motorcycles and prod-
ucts onto wh�ch the m�sspelled “SQNY” name �s pasted onto prod-
ucts SONY does not even produce. Amer�can firms too have been 
v�ct�ms of p�racy. S�x months before General Motors (GM) was ready 
to start product�on �n Ch�na of a new car model called the Spark, 
the company found out that the Ch�nese auto company Chery had 
produced an �dent�cal car under the name “QQ” for sale at a pr�ce 25 
percent below what GM had planned to charge. The car was based on 
a des�gn GM had obta�ned from Daewoo when �t acqu�red a control-
l�ng �nterest �n that South Korean auto firm. The cars were so s�m�lar 

49. M�chael Z�elenz�ger, D�scuss�on Paper: Japan and the Innovat�on Challenge, 
June 2006 (prepared for the July 2006 Study Group meet�ngs �n Tokyo, Japan), 6-7.

50. Freeman, 28 (see n. 38).
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that when doors were removed from the QQ and the Daewoo veh�cle 
and sw�tched, they fit perfectly.51 The QQ, pr�ced at around $4,000, 
has become one of Chery’s best-sell�ng models. GM sued �n Ch�nese 
courts �n an effort to challenge the patent �nfr�ngement but ended 
up settl�ng out of court �n November 2005.52

Wh�le such cases h�ghl�ght the need for Japan and the Un�ted 
States to be v�g�lant �n press�ng Ch�na and Ind�a to respect �ntel-
lectual property r�ghts, the Study Group’s answer to the �nnovat�on 
challenge from these countr�es �s the same as our overall approach 
to grow�ng trade and cap�tal flows: Welcome the compet�t�on. Just 
as compet�t�on from the Sov�et Un�on prompted us to develop bet-
ter computers and the Internet, and just as compet�t�on from Japan 
prompted Amer�can firms to �mprove the qual�ty of the�r manufac-
tur�ng processes, free and fa�r technolog�cal compet�t�on w�th Ch�na 
and Ind�a w�ll st�mulate further �nnovat�on �n all four countr�es.

The Un�ted States and Japan should promote expanded cross-
border movement of �nd�v�duals �n all fields, �nclud�ng sc�ence 
and technology, among all four countr�es. Th�s pol�cy should also 
extend to all doma�ns, �nclud�ng educat�onal, bus�ness, and cultural 
exchanges as well as tour�sm. L�beral�zat�on of �mm�grat�on laws �n 
the Un�ted States (�nclud�ng more H1B v�sas) �s needed to ma�nta�n 
the powerful st�mulus that fore�gn students, researchers, and eng�-
neers have prov�ded to the Amer�can system of �nnovat�on. Japan also 
needs to expand the number of sk�lled-worker v�sas allowed under 
�ts �mm�grat�on laws. Because the Japanese language �s an add�t�onal 
hurdle for fore�gn eng�neers from nat�ons l�ke Ind�a, the government 
should expand the use of Engl�sh �n technology labs through reforms 
�n the structures of h�gher educat�on and labs.

Second, Japan and the Un�ted States should �mprove the qual�ty 
and effic�ency of pr�mary and secondary sc�ence educat�on (and the 
Un�ted States should also �mprove math educat�on). In both nat�ons 
the pool of nat�ve-born sc�ence and technology researchers as well as 
eng�neers has fa�led to keep up w�th demand because of defic�enc�es 
�n bas�c educat�on and a fa�lure to mot�vate and encourage young 
people to enter these fields. 

F�nally, the Un�ted States and Japan should encourage and ass�st 
Ch�na’s and Ind�a’s efforts to streaml�ne and strengthen �ntellec-
tual property r�ghts (IPR) protect�on through trade m�ss�ons, b�lat-
eral consultat�ons, and tra�n�ng ass�stance programs. They should 

51. Peter Hessler, “Car Town,” New Yorker, September 26, 2005.
52. Financial Times, February 28, 2006, 3.

also work to strengthen IPR protect�on �n Ch�na and Ind�a through 
the WTO and through efforts to �nclude r�gorous IPR prov�s�ons �n 
b�lateral and reg�onal FTA agreements, as d�scussed �n our recom-
mendat�ons �n Chapter II. Japan �s plann�ng to move �n th�s d�rect�on 
already �n �ts FTA negot�at�ons w�th Ind�a.

Recommendations

4.1 The Un�ted States and Japan should promote cross-border 
movement of h�ghly sk�lled people �n sc�ence and technology 
among the�r two countr�es and Ch�na and Ind�a.

4.2 Japan and the Un�ted States should �mprove the qual�ty and 
effic�ency of pr�mary and secondary sc�ence educat�on. 

4.3 The Un�ted States and Japan should encourage and ass�st Ch�na’s 
and Ind�a’s efforts to streaml�ne and strengthen the�r systems of 
�ntellectual property r�ghts protect�on. 
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Chapter V
Managing Energy Competition and Reducing 

Environmental Degradation 

The econom�c eng�nes that have propelled the rap�d growth of 
Ch�na and Ind�a run pr�mar�ly on foss�l fuels—�n larger quant�t�es 
every year. Ch�na’s electr�c�ty demand �s expected to tr�ple by 2025, 
wh�le Ind�a’s �s projected to r�se by 150 percent. To keep up w�th th�s 
demand, Ch�na w�ll need to construct, on average, five 250-mega-
watt power plants every week for the next two decades. If current 
trends hold, most of these power plants w�ll be coal-fired. The two 
nat�ons alone are projected to account for 75 percent of the ent�re 
�ncrease �n world coal demand over the next twenty years. 

Meanwh�le, Ch�nese and Ind�an demand for o�l �s also grow�ng 
very rap�dly (see F�gure 8). Ch�na �s already the world’s th�rd larg-
est o�l �mporter, wh�le Ind�a �s the seventh largest. Forecasts suggest 
that the two nat�ons w�ll account for 30 percent of world o�l demand 
growth over the next two decades. Ch�na and Ind�a currently rely on 
natural gas for relat�vely small shares of the�r energy (3 percent �n 

Figure 8—Total World Oil Consumption, 1990-2030

  Note: Totals may not equal sum of components due to independent rounding.
Sources: History: Energy Information Administration (EIA), International Energy Annual 2003 (May-July 2005), www.eia.doe.gov/iea/. 

Projections: EIA, Annual Energy Outlook 2006, DOE/EIA-0383(2006) (Washington, D.C., February 2006), AEO2006 National Energy 
Modeling System, run AEO2006.D111905A, www.eia.doe.gov/oiaf/aeo/; and System for the Analysis of Global Energy Markets (2006).
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Ch�na and 8 percent �n Ind�a), but they are mak�ng concerted efforts 
to expand the�r gas �nfrastructure and develop the capac�ty to �mport 
gas v�a sea through l�quefied natural gas (LNG) term�nals and over-
land from Russ�a, Iran, and Central As�an nat�ons.53

The �mpact these two nat�ons are already hav�ng on world energy 
markets could be seen �n 2003-04, when Ch�na’s dec�s�on to use o�l 
to boost electr�c�ty product�on qu�ckly �n the face of shortages led to 
a surge �n �ts o�l �mports. Th�s contr�buted strongly to except�onally 
h�gh global o�l demand growth �n 2004. The result�ng t�ght energy 
markets caused o�l pr�ces to double between 2003 and 2005, push-
�ng them up to record-h�gh levels. At about the same t�me, Ch�na’s 
rush to expand �ts access to energy resources sparked controversy 
�n the Un�ted States. When the state-owned Ch�na Nat�onal Offshore 
O�l Corporat�on (CNOOC) attempted to acqu�re Unocal �n 2005, 
fears were ra�sed �n the U.S. Congress about Amer�can-held energy 
resources fall�ng under the control of the Ch�nese government. The 
Un�ted States has also been concerned about Ch�nese and Ind�an 
efforts to try to “lock up” long-term energy deals w�th nat�ons rang-
�ng from Canada (tar sands) and Austral�a (uran�um) to Iran (gas) 
and Venezuela (o�l). Moreover, grow�ng Ch�nese and Ind�an energy 
�nvestments �n “problem states” such as Iran, Venezuela, Myanmar, 
Sudan, and Syr�a are add�ng to U.S. concerns over the �mpact of 
Ch�na’s and Ind�a’s outward reach for energy resources. 

Percept�ons of grow�ng nat�onal compet�t�on for energy resources 
has also been strong �n Japan. Japan �mports v�rtually all of �ts energy 
and �s wary of compet�t�on w�th Ch�na for access to these resources. 
The governments of both Japan and Ch�na have been engaged �n a 
prolonged b�dd�ng war over Russ�an plans to bu�ld a p�pel�ne from 
East S�ber�an o�l fields to e�ther northeastern Ch�na or, alternat�vely, 
to the Pac�fic Coast to supply Japan’s market. Japanese offic�als have 
also reacted strongly to Ch�na’s recent development of a natural gas 
field near d�sputed terr�tor�al waters �n the East Ch�na Sea, argu�ng 
for jo�nt development s�nce product�on from the field could poten-
t�ally s�phon off reserves that extend �nto waters cla�med by Japan. 

These ep�sodes demonstrate how the perce�ved compet�t�on for 
scarce energy resources could become a major flash po�nt �n �nter-
nat�onal relat�ons. The fact that we are see�ng these stra�ns already, 
even when Ch�na and Ind�a are st�ll consum�ng relat�vely low quan-

53. M�kkal Herberg, D�scuss�on Paper: The U.S. and Japan and the Energy R�se of 
Ch�na and Ind�a (prepared for the July 2006 Study Group Meet�ngs �n Tokyo, Japan) 
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t�t�es of energy per cap�ta (compared to the advanced �ndustr�al-
�zed nat�ons), �s part�cularly d�sconcert�ng. As grow�ng numbers of 
m�ddle-class Ch�nese and Ind�ans seek to m�m�c Western l�festyles, 
�nclud�ng rel�ance on the automob�le and the w�despread use of 
central heat and a�r for the home, we can expect the�r demand for 
energy to put even greater stra�ns on energy markets. If the world’s 
energy producers cannot boost output fast enough, we are l�kely 
to see cont�nued strong pressure on global o�l suppl�es and pr�ces. 
The prospect that energy markets could rema�n t�ght for many years 
also ra�ses concerns about pol�t�cal �nstab�l�ty �n energy-produc�ng 
nat�ons. Compet�t�on for access to resources �n a t�ght market may 
underm�ne d�plomat�c efforts to deal mult�laterally w�th key, energy-
r�ch problem states such as Iran and Sudan.

Even �f global o�l product�on can be �ncreased rap�dly �n the 
short term, and even �f we can somehow avo�d trouble �n pol�t�-
cally volat�le, energy-produc�ng states, o�l demand w�ll cont�nue to 
r�se as the Ch�nese and Ind�an econom�es grow larger—add�ng to 
the long-term problem of t�ght and volat�le o�l markets. O�l reserves 
that can be accessed at low cost by the major �nternat�onal o�l com-
pan�es �n places l�ke the Un�ted States and the North Sea are be�ng 
exhausted. Of the rema�n�ng o�l reserves, 90 percent are controlled 
by state-owned, nat�onal o�l compan�es and are largely off-l�m�ts to 
�nvestment by the major �nternat�onal compan�es. Even the s�ze of 
these reserves has been d�sputed by some analysts because nat�onal 
o�l monopol�es are under pol�t�cal pressure to exaggerate the s�ze of 
the�r reserves.

Uncerta�nty about whether the world’s o�l reserves can be tapped 
at a suffic�ent pace to keep up w�th grow�ng demand �s among the 
reasons �nternat�onal o�l compan�es and states are focus�ng �ncreas-
�ngly on the world’s large untapped natural gas reserves, espec�ally 
to meet r�s�ng electr�c�ty demand. But wh�le the s�ze of global gas 
reserves �s large, the cost of transport�ng natural gas long d�stances �s 
h�gh compared w�th o�l, wh�ch can be transported cheaply and flex-
�bly by sh�p. In add�t�on, global gas suppl�es are concentrated among 
a small group of countr�es, ma�nly Russ�a, Turkmen�stan, Iran, and 
Pers�an Gulf states. These factors �ncrease the r�sk of supply d�srup-
t�ons and future compet�t�on over access to suppl�es. Moreover, both 
Ind�a and Ch�na are mov�ng to access future gas suppl�es from Iran 
and natural gas v�a a p�pel�ne from Myanmar. Compet�t�on between 
Ind�a and Ch�na to ga�n preferent�al access to potent�al Myanmar 
offshore gas reserves underscores the potent�al for �nternat�onal 
confl�ct dr�ven by energy compet�t�on. 

One of the great ach�evements of the postwar �nternat�onal 
o�l market has been �ts depth and the assurance that buyers could 
access the o�l they needed as long as they were w�ll�ng to pay the 
preva�l�ng world pr�ce. If large port�ons of the world’s gas reserves are 
controlled by a few strateg�c customers or are operated on nonmar-
ket pr�nc�ples whereby gas �s sold on a preferent�al bas�s to “fr�endly” 
customers, we may see the return of confl�ctual �nternat�onal com-
pet�t�on for control of energy resources.

Closely related to the challenge of manag�ng Ch�na’s and Ind�a’s 
grow�ng energy demands �s the challenge of avo�d�ng further env�-
ronmental degradat�on dr�ven by the�r grow�ng consumpt�on of 
foss�l fuels. As noted above, most of the power plants be�ng bu�lt �n 
Ch�na and Ind�a are powered by coal. The nat�ons have large domes-
t�c suppl�es of coal, and w�th large suppl�es ava�lable on �nternat�onal 
markets, �t rema�ns the most cost-effic�ent opt�on for supply�ng 
much-needed electr�c�ty �n Ch�na and Ind�a. Yet coal �s also the d�rt�-
est fuel source. Coal produces much larger quant�t�es of carbon per 
un�t of energy produced (four tons of CO2 per ton of coal burned) 
than other forms of energy. It also produces large volumes of sulfur 
d�ox�de, wh�ch causes ser�ous health problems as well as ac�d ra�n. 
It �s est�mated that h�gh amb�ent pollut�on �n urban areas �n Ch�na, 
mostly due to coal burn�ng, accounts for the premature deaths of 
178,000 people per year.

Even �f Ch�na and Ind�a are able to reduce pollut�on from sta-
t�onary sources by adopt�ng the latest technolog�es, they w�ll face the 
equally daunt�ng prospect of cop�ng w�th the grow�ng use of auto-
mob�les. Ch�na’s veh�cle fleet �s projected to r�se from th�rty m�ll�on 
on the road today to 120 to 150 m�ll�on by 2020. The nat�on �s already 
home to s�xteen of the twenty most polluted c�t�es �n the world. As 
strong econom�c growth cont�nues, o�l demand w�ll r�se rap�dly. As 
more c�ty res�dents come to rely on the automob�le as the�r pr�mary 
means of transportat�on, pollut�on levels w�ll get even worse and 
cause w�despread health problems.

Wh�le all of these env�ronmental problems are already caus�ng 
human suffer�ng and econom�c losses �n Ch�na and Ind�a, they have 
�nternat�onal �mpl�cat�ons for global warm�ng as a result of green-
house gas em�ss�ons. At present, ne�ther Ch�na nor Ind�a (nor the 
Un�ted States) �s governed d�rectly by the Kyoto Protocol on Global 
Warm�ng, so each nat�on �s mak�ng only voluntary and, �n most 
cases, l�m�ted efforts to slow the�r rap�dly r�s�ng carbon em�ss�ons 
�nto the atmosphere. Ch�na’s total CO2 em�ss�ons are projected to r�se 
250 percent by 2025, wh�le Ind�a’s are expected to double. W�th the 
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Un�ted States expected to account for a large port�on of CO2 em�s-
s�ons as well, the three non-Kyoto nat�ons are projected to account 
for 56 percent of the global �ncrease �n carbon d�ox�de over th�s 
per�od (see F�gure 9).

On the current trajectory, the world �s on �ts way to see�ng atmo-
spher�c carbon d�ox�de levels r�se from the current level of 380 parts 
per m�ll�on to 600 parts per m�ll�on by the end of th�s century. CO2 
levels are already up from 300 un�ts per m�ll�on �n the 1950s, and 
sc�ent�sts project that the expected doubl�ng of these levels r�sks 
warm�ng the globe by 3 to 9 degrees Fahrenhe�t, even �f alternat�ve 
energy sources are used �n s�gn�ficant volumes after the m�ddle of 
the century. An �ncrease �n average temperatures of th�s magn�tude 
�s unprecedented �n human h�story. Among the potent�al results of 
global warm�ng �s the poss�b�l�ty that sh�fts �n weather patterns w�ll 
produce permanent shortfalls of prec�p�tat�on �n areas that are cur-
rently fert�le, lead�ng to destab�l�z�ng m�grat�on flows, pol�t�cal �nsta-
b�l�ty, and an �ncreased r�sk of war. There �s also the r�sk that melt�ng 

Figure 9—World Carbon Dioxide Emissions

Note: The U.S. numbers include carbon dioxide emissions attributable to renewable energy sources.
Sources: History: Energy Information Administration (EIA), International Energy Annual 2003 (May-July 2005), web site www.eia.doe.

gov/iea/. Projections: EIA, Annual Energy Outlook 2006, DOE/EIA-0383(2006) (Washington, DC, February 2006), AEO2006 National 
Energy Modeling System, run AEO2006.D111905A, web site www.eia.doe.gov/oiaf/aeo/; and System for the Analysis of Global Energy 

Markets (2006).
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�ce caps w�ll ra�se sea levels, �nundat�ng coastal c�t�es and reduc�ng 
the sal�n�ty of the North Atlant�c to the po�nt where �t shuts down the 
Gulf Stream that currently warms Europe.

T�ghten�ng energy markets have made �t tempt�ng for Ch�na and 
Ind�a as well as our own governments to fall �nto a sp�ral of nat�onal 
compet�t�on over access to energy resources. S�m�larly, the s�gn�fi-
cant burdens of reduc�ng the env�ronmental �mpact of our energy 
use have d�scouraged each nat�on from tak�ng much act�on, �n hopes 
that other nat�ons w�ll bear the burden of reduc�ng carbon em�s-
s�ons. However, our fates �n both of these areas are �ntertw�ned. We 
all suffer when energy markets are t�ght and access to energy sup-
pl�es �s uncerta�n and �ncreas�ngly pol�t�c�zed. And, we w�ll all suf-
fer when our fa�lure to curb carbon em�ss�ons causes rap�d global 
cl�mate change. 

Deal�ng w�th these �ssues �n a cooperat�ve manner �s therefore 
a w�n-w�n propos�t�on for all of us. Japan �s a world leader �n energy 
conservat�on, renewable energ�es, and the effic�ent use of hydrocar-
bons. The Un�ted States also has advanced technolog�cal resources 
�n these areas, along w�th strong exper�ence w�th h�ghly compet�t�ve, 
effic�ent energy markets. Ch�na and Ind�a, w�th the�r plans to rap-
�dly expand energy use, are a huge market for these technolog�es and 
need to move toward more effic�ent, compet�t�ve, market-or�ented 
energy markets. Rather than rac�ng to se�ze needed o�l and gas sup-
pl�es or attempt�ng to escape the burden of reduc�ng carbon em�s-
s�ons, all four countr�es need to work together to make sure world 
energy markets are suffic�ently flex�ble and d�vers�fied to cope w�th 
grow�ng demand and cooperate to reduce carbon em�ss�ons.

F�rst, Japan and the Un�ted States should work w�th Ch�na and 
Ind�a to bu�ld mult�lateral and reg�onal energy �nst�tut�ons that 
enhance energy secur�ty through r�sk-shar�ng and market-based 
mechan�sms. Th�s would reduce the temptat�on of all four nat�ons 
to seek secur�ty through nat�onal compet�t�on over energy suppl�es. 
Currently, the Internat�onal Energy Agency (IEA) operates a system 
under wh�ch the advanced �ndustr�al�zed nat�ons that are members 
of the OECD each ma�nta�n strateg�c petroleum reserves capable of 
meet�ng the�r own needs for at least n�nety days and agree to share 
the�r reserves �n case an energy cr�s�s leaves one or more of them 
short of o�l. But s�nce IEA membersh�p �s restr�cted to OECD mem-
bers, Ch�na and Ind�a are not part of th�s system. 

The Un�ted States and Japan should encourage Ch�na to expand 
�ts recent efforts to bu�ld strateg�c petroleum reserves and encour-
age Ind�a to move forward more qu�ckly w�th �ts stated plans to bu�ld 
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strateg�c petroleum reserves �n l�ne w�th IEA standards. At the same 
t�me, they should lead the effort w�th current IEA members to estab-
l�sh a formal, strong relat�onsh�p w�th Ch�na and Ind�a, prov�d�ng a 
framework for cooperat�on on emergency stocks �n the per�od before 
they qual�fy for formal membersh�p �n the organ�zat�on.

Energy markets can also help share r�sk and reassure energy 
�mporters that they do not need to compete to expand terr�tor�al 
cla�ms, develop o�l fields, or lock up long-term contracts w�th energy 
suppl�ers. The market �s st�ll the most effic�ent and least geopol�t�-
cally destab�l�z�ng way to allocate energy, even �n an era of t�ght mar-
kets. It d�str�butes energy accord�ng to the ab�l�ty to pay and removes 
the temptat�on to use pol�t�cal and m�l�tary power to seek preferen-
t�al access. We can only avo�d the costs of nat�onal compet�t�on over 
energy suppl�es—tolerat�ng problem reg�mes and r�sk�ng of m�l�tary 
confl�ct—�f the lead�ng energy-�mport�ng nat�ons agree to allow 
energy suppl�es to be allocated and transported accord�ng to market 
arrangements. 

To enhance energy allocat�on on th�s bas�s, the Un�ted States, 
Japan, Ch�na, and Ind�a, together w�th Canada, South Korea, Russ�a, 
and other lead�ng energy producers and consumers �n the reg�on, 
should set up a reg�onal energy forum des�gned to help them work 
mult�laterally toward th�s end. Th�s forum should fac�l�tate the coop-
erat�ve reg�onal development of energy �nfrastructure such as major 
reg�onal o�l and gas p�pel�nes, LNG development and term�nals, elec-
tr�c�ty transm�ss�on systems, and nuclear energy development. Th�s 
�nfrastructure should be set up so that �t effic�ently moves energy 
across reg�onal markets and global markets rather than rely�ng on 
state-dr�ven efforts to move energy exclus�vely to a spec�fic buyer. 

The forum should also fac�l�tate cooperat�on to protect cr�t�-
cal reg�onal sea-lanes such as the Malacca Stra�t so energy can be 
securely transported to all reg�onal �mporters. F�nally, the forum 
should help nat�ons that d�sagree over terr�tor�al boundar�es coop-
erat�vely develop energy resources that span these borders. Border 
confl�cts over energy resources are common across the world, but 
the energy �ndustry has developed standard �ndustry arrangements 
that have allowed for the jo�nt, cooperat�ve development of many 
of these contested fields. The reg�onal energy forum should work to 
help East As�an nat�ons apply these pr�nc�ples �n a way that allows 
for the development of o�l and gas fields �n the East Ch�na Sea and 
the South Ch�na Sea. 

Internat�onal cooperat�on des�gned to assure that energy �s allo-
cated accord�ng to market forces rather than m�l�tary and pol�t�cal 

cons�derat�ons can only work �f nat�ons organ�ze the�r domest�c 
energy markets along s�m�lar l�nes. For th�s reason, the Study Group’s 
second set of recommendat�ons related to energy and the env�ron-
ment calls for the Un�ted States and Japan to encourage Ch�na and 
Ind�a to adopt domest�c energy reforms that �ncrease the role of mar-
ket forces. Some of the b�ggest energy confl�cts among our four coun-
tr�es have �nvolved tens�ons over the preferent�al access to finance 
and subs�d�es g�ven by the Ch�nese and Ind�an governments to 
the�r nat�onal energy compan�es. These compan�es have been g�ven 
access to cap�tal for use �n acqu�r�ng energy development r�ghts and 
bu�ld�ng �nfrastructure on terms that are so generous that �t d�storts 
patterns of energy development and use. Markets should dec�de 
wh�ch firms are �n the best pos�t�on technolog�cally and financ�ally 
to develop energy resources most effic�ently. 

Moreover, both Ch�na and Ind�a need to move toward market 
pr�c�ng for energy domest�cally rather than rely�ng heav�ly on gov-
ernment subs�d�es for energy use. The subs�d�es accelerate r�s�ng 
energy demand and encourage �neffic�ent energy use and �ndustr�al 
development. Japan and the Un�ted States exper�mented w�th heavy 
state �nvolvement �n the energy �ndustry and energy pr�c�ng �n the 
past, but have been mov�ng away from th�s model for th�rty years. We 
should encourage Ch�na and Ind�a to do the same.

Increas�ng the role of market forces �n structur�ng domes-
t�c energy markets w�ll also encourage greater �nvestment �n areas 
where development of product�ve capac�ty has lagged the growth 
�n demand, espec�ally �n Ind�a. As noted earl�er �n th�s report, Ind�a 
suffers from chron�c electr�c�ty shortages, �n large part because 
�ts pol�t�c�zed system for govern�ng electr�c ut�l�t�es caps pr�ces, 
allows s�phon�ng, and g�ves away a great deal of electr�c�ty for free. 
Reforms des�gned to pr�ce energy, espec�ally electr�c�ty and natural 
gas, accord�ng to market forces w�ll encourage greater �nvestment �n 
product�ve capac�ty and d�str�but�on �nfrastructure. The growth �n 
capac�ty w�ll be part�cularly great �f these steps are accompan�ed by 
regulatory changes that open energy sectors to pr�vate (and fore�gn) 
�nvestment so that market d�stort�ons caused by state control over 
supply are not perpetuated.

Wh�le the challenges we face �n the areas of energy and the env�-
ronment can be addressed to some degree through the above steps, 
a�med at �ncreas�ng energy suppl�es and �mprov�ng allocat�on mech-
an�sms, the challenges are too great to be met through these steps 
alone. The Un�ted States and Japan also need to work together w�th 
Ind�a and Ch�na to accelerate the development of alternat�ve energy 
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resources, slow down consumpt�on of o�l, and cooperate so that our 
use of foss�l fuels (espec�ally coal) �mposes the least poss�ble burden 
on the env�ronment. 

Japan and the Un�ted States should beg�n by mak�ng full use of 
the As�a-Pac�fic Partnersh�p on Clean Development and Cl�mate, a 
body that already �ncludes representat�on from all four of the coun-
tr�es that are the focus of th�s study, along w�th South Korea and 
Austral�a. Th�s group �nv�tes �ndustr�es to work out the�r own vol-
untary agreements a�med at reduc�ng carbon em�ss�ons. It has the 
potent�al to help countr�es develop cooperat�ve schemes through 
wh�ch compan�es agree to coord�nate �nvestments �n the adopt�on 
of technolog�es that �mprove the effic�ency of energy use and m�n�-
m�ze the env�ronmental �mpact of the energy. These schemes could 
�nclude technology-shar�ng arrangements under wh�ch Amer�can 
and Japanese firms that have the cleanest and most energy-effic�ent 
technology agree to share �t w�th counterpart �ndustr�es �n Ind�a and 
Ch�na. Such arrangements could have a major �mpact on carbon 
em�ss�ons, espec�ally �f they were des�gned to share technolog�es that 
make the use of coal as clean and effic�ent as poss�ble, s�nce Ch�na 
and Ind�a are plann�ng to rely heav�ly on coal as they grow. 

Mot�vat�ng �ndustr�es to adopt these somet�mes costly technolo-
g�es, however, w�ll requ�re cont�nued efforts by the �nternat�onal 
commun�ty to create regulatory and fund�ng mechan�sms des�gned 
to reward carbon and energy effic�ency and pun�sh wasteful and 
d�rty uses of foss�l fuels. The Kyoto Protocol �s currently the pr�mary 
�nternat�onal mechan�sm set up for th�s purpose, but as ment�oned, 
the reg�me has many l�m�tat�ons—foremost among them the fact 
that Ch�na, Ind�a, and the Un�ted States are not full part�c�pants. 
Japan and the Un�ted States should work toward a post-Kyoto global 
warm�ng reg�me that �ncludes all three Kyoto outs�ders and prom-
�ses steady reduct�ons �n carbon em�ss�ons through treaty comm�t-
ments that m�ght �nclude: (1) �mproved standards across countr�es 
requ�r�ng h�gh levels of energy effic�ency �n automob�les, appl�ances, 
�ndustr�al plants, and other areas; (2) �ncent�ves for the use of alterna-
t�ve energy sources; (3) reduct�ons �n state subs�d�es that encourage 
consumpt�on of foss�l fuel; (4) the phased and coord�nated adopt�on 
of carbon taxes; and/or (5) a cap-and-trade system that encourages 
�nternat�onal cooperat�on des�gned to reduce the carbon �ntens�ty 
of Ch�na’s and Ind�a’s econom�c growth as well as that of the Un�ted 
States and Japan. 

The key challenge our four nat�ons and the rest of the world face 
as we attempt to m�t�gate global cl�mate change l�es �n the d�fficulty 

of �nduc�ng poor but fast-grow�ng develop�ng nat�ons l�ke Ch�na and 
Ind�a (as well as cost-consc�ous firms �n Japan and the Un�ted States) 
not to focus �nvestment �n the most energy- and carbon-�ntens�ve 
technolog�es. As noted above, current plans call for extens�ve use of 
coal �n Ch�na and Ind�a. Industr�al and electr�c-generat�ng plants �n 
these nat�ons rarely feature the cleanest and most effic�ent technol-
ogy because plants w�th these features are costly to bu�ld, even �f they 
prom�se cost-sav�ngs down the road. Aggress�ve use of the Clean 
Development Mechan�sm prov�ded for �n the Kyoto Protocol could 
also accelerate the d�ffus�on of more energy-effic�ent technology to 
Ch�na and Ind�a, whereby relat�vely l�m�ted amounts of �nvestment 
cap�tal can y�eld very large reduct�ons �n carbon em�ss�ons. 

Another way to �nduce Ch�na and Ind�a to �nvest �n more effi-
c�ent and cleaner technolog�es �s to �nclude a cap-and-trade sys-
tem �n a post-Kyoto reg�me that would �nclude both countr�es. Th�s 
would g�ve carbon em�tters �n the Un�ted States, Japan, and other 
advanced �ndustr�al�zed nat�ons financ�al �ncent�ves to buy carbon 
cred�ts from potent�al polluters �n Ch�na and Ind�a, who could then, 
�n turn, use the cash for mak�ng the�r new plants cleaner and more 
effic�ent. 

Another prom�s�ng avenue would be to expand b�lateral coop-
erat�on along the l�nes of the Japan-Ch�na B�lateral Energy D�alogue 
�naugurated �n May 2006 �n Tokyo. B�lateral schemes of th�s type have 
the potent�al to mot�vate and finance technology-shar�ng by h�gh-
l�ght�ng the common �nterest our nat�ons have �n m�n�m�z�ng pollu-
t�on and �mprov�ng energy effic�ency. The government of Japan has 
put yen-based loans beh�nd such �n�t�at�ves, help�ng Ch�na finance 
the cost of cleaner and more energy-effic�ent technolog�es. 

Such schemes could be expanded to share and finance the cost 
of �nvest�ng �n the latest desulfur�zat�on and den�trat�on technolo-
g�es; carbon sequestrat�on technolog�es; alternat�ve energy sources 
l�ke w�nd and solar power; and the c�v�l�an use of nuclear energy. 
They could also �nclude ass�stance w�th the des�gn of energy-effi-
c�ent c�t�es that max�m�ze use of publ�c trans�t and m�n�m�ze use 
of s�ngle-occupancy veh�cles. Japan �s a world leader �n energy effi-
c�ency, pollut�on control, and the des�gn of publ�c trans�t systems, so 
�t has a great deal to share. The Un�ted States also has some world-
lead�ng technolog�es and �s �n a pos�t�on to mot�vate Ch�na and Ind�a 
to move toward energy effic�ency by mov�ng sharply �n th�s d�rect�on 
�tself. We have a lot to contr�bute through leadersh�p by example.
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Recommendations

5.1 Japan and the Un�ted States should work w�th Ind�a and Ch�na to 
bu�ld mult�lateral and reg�onal �nst�tut�ons that enhance energy 
secur�ty through r�sk-shar�ng and market-based mechan�sms.

5.2 Japan and the Un�ted States should encourage Ch�na and Ind�a to 
adopt domest�c energy reforms that �ncrease the role of market 
forces. 

5.3 Japan and the Un�ted States should share w�th Ch�na and Ind�a 
new energy technolog�es for conservat�on and renewable 
energy. 

5.4 Japan and the Un�ted States should work toward a post-Kyoto 
global warm�ng reg�me that ensures steady reduct�ons �n carbon 
em�ss�ons. 

5.5 Japan and the Un�ted States should work w�th current members 
of the Internat�onal Energy Agency to establ�sh a formal 
relat�onsh�p w�th Ch�na and Ind�a w�th a v�ew to the�r eventual 
membersh�p �n the organ�zat�on.

Study Group Cochairs
Kenneth W. Dam has devoted h�s career to publ�c pol�cy �ssues, both 
as a pract�t�oner and as a professor. In the former capac�ty he served 
as deputy secretary (the second-rank�ng offic�al) �n the Department 
of Treasury (2001 to 2003) and �n the Department of State (1982 to 
1985). In 1973 he was execut�ve d�rector of the Counc�l on Econom�c 
Pol�cy. From 1971 to 1973 he served as ass�stant d�rector for nat�onal 
secur�ty and �nternat�onal pol�cy �n the Office of Management and 
Budget. He began h�s Wash�ngton career as law clerk to U.S. Supreme 
Court Just�ce Charles E. Wh�ttaker (1957 to 1958). Professor Dam 
has spent h�s ent�re academ�c career at the Un�vers�ty of Ch�cago, 
from 1960 to the present, serv�ng as provost from 1980 to 1982. H�s 
publ�cat�ons �nclude The GATT: Law and International Economic 
Organization; Economic Policy Beyond the Headlines (w�th George 
P. Shultz), and, most recently, The Rules of the Global Game: A New 
Look at U.S. International Policymaking. 

H�s other act�v�t�es �nclude serv�ng as IBM v�ce pres�dent for 
law and external relat�ons from 1985 to 1992 and as pres�dent and 
ch�ef execut�ve officer of the Un�ted Way of Amer�ca for a s�x-month 
per�od �n 1992. He has extens�ve exper�ence as an arb�trator, �nclud-
�ng five years as the system arb�trator for profess�onal basketball. He 
�s a member of the board of the Brook�ngs Inst�tut�on and serves as 
a sen�or fellow of that organ�zat�on. He �s a member of the Shadow 
F�nanc�al Regulatory Comm�ttee and of the Nat�onal Academ�es’ 
Sc�ence, Technology, and Law Panel. He was cha�rman of the German-
Amer�can Academ�c Counc�l and a board member of a number of 
nonprofit �nst�tut�ons, �nclud�ng the Counc�l on Fore�gn Relat�ons 
(New York) and The Ch�cago Counc�l on Global Affa�rs. He served 
for th�rteen years on the board of Alcoa. He rece�ved h�s BS from the 
Un�vers�ty of Kansas and JD from the Un�vers�ty of Ch�cago. 

Noboru Hatakeyama has been the cha�rman and ch�ef execut�ve offi-
cer of the Japan Econom�c Foundat�on (JEF) s�nce 2002. He served 
as the cha�rman and CEO of the Japan External Trade Organ�zat�on 
(JETRO) from 1998 to 2002. Mr. Hatakeyama jo�ned the M�n�stry 
of Internat�onal Trade and Industry (MITI) �n 1959 and served as 
a secretary to Pr�me M�n�ster Zenko Suzuk� from 1980 to 1982. Mr. 
Hatakeyama was appo�nted d�rector-general of var�ous bureaus and 
departments, �nclud�ng the Petroleum Department of MITI’s Agency 
of Natural Resources and Energy from 1984 to 1986, the Internat�onal 
Trade Adm�n�strat�on Bureau from 1986 to 1988, the Bas�c Industr�es 
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Bureau of MITI from 1988 to 1989, and the Internat�onal Trade Pol�cy 
Bureau from 1989 to 1991. Mr. Hatakeyama was appo�nted MITI’s 
v�ce-m�n�ster for Internat�onal Affa�rs from 1991 to 1993. Dur�ng th�s 
per�od he was Japan’s representat�ve �n GATT Uruguay Round nego-
t�at�ons and other negot�at�ons, pr�mar�ly w�th the Un�ted States and 
the EU, focus�ng on automob�le �ssues. 

Mr. Hatakeyama’s numerous awards �nclude the Republ�c of 
Peru’s Grand Cross of the Order of Mer�t for D�st�ngu�shed Serv�ces, 
the Republ�c of Panama’s Grand Cross of the Order Vasco Nunez 
de Balboa, and the Republ�c of Colomb�a’s Grand Cross of the San 
Carlos Order rece�ved �n 2000. In 2001 he was awarded the Republ�c 
of El Salvador’s Grand Cross S�lver Plaque of the Nat�onal Order of 
Jose Mat�as Delgado, the French Republ�c’s Cheval�er de la Leg�on 
D’honneur, the Republ�c of Ch�le’s Grand Cross of the Order of 
Bernardo O’H�gg�ns, the Republ�c of Indones�a’s Order of Serv�ce-
F�rst Class, the Federal Republ�c of Germany’s Commander’s Cross of 
the Order of Mer�t, and �n 2004 he rece�ved the Republ�c of Paraguay’s 
Nat�onal Order of Mer�t �n the rank of Grand Offic�al. He authored 
the book Trade Negotiation, Dramas around National Interest, pub-
l�shed �n Japanese by the N�hon Ke�za� Sh�mbun, Inc. Mr. Noboru 
Hatakeyama graduated from Tokyo Un�vers�ty’s Faculty of Law �n 
1959.

Study Group Members
Marshall M. Bouton became pres�dent of The Ch�cago Counc�l on 
Global Affa�rs on August 13, 2001. Dr. Bouton came to The Ch�cago 
Counc�l from the As�a Soc�ety, New York, where he was execut�ve v�ce 
pres�dent and ch�ef operat�ng officer from 1990 to 2001. A spec�al-
�st on South As�a, Dr. Bouton cocha�red the Task Force on Ind�a and 
South As�a cosponsored by the Counc�l on Fore�gn Relat�ons, New 
York, and the As�a Soc�ety from 2001 to 2003. Dr. Bouton was prev�-
ously the d�rector of pol�cy analys�s for Near East, Afr�ca, and South 
As�a �nternat�onal secur�ty affa�rs �n the U.S. Defense Department 
and spec�al ass�stant to the U.S. ambassador to Ind�a, Robert F. 
Goheen. He was the found�ng U.S. execut�ve secretary of the Indo-
U.S. Subcomm�ss�on on Educat�on and Culture. In 1991 Dr. Bouton 
created the Center for Ind�a-U.S. Educat�on w�th�n the As�a Soc�ety 
to foster d�alogue among key profess�onal groups and promote pub-
l�c educat�on on Ind�a. 

Dr. Bouton �s cha�rman of the Internat�onal Adv�sory Board 
of the Center for the Advanced Study of Ind�a at the Un�vers�ty of 
Pennsylvan�a. He �s a member of the Counc�l on Fore�gn Relat�ons, 
the V�s�t�ng Comm�ttee to the D�v�s�on of Soc�al Sc�ences at the 
Un�vers�ty of Ch�cago, and the Internat�onal Inst�tute for Strateg�c 
Stud�es of the Malays�a-US Bus�ness Counc�l. He serves on the board 
of d�rectors of Ch�cago S�ster C�t�es Internat�onal Program, the World 
Affa�rs Counc�ls of Amer�ca, Leadersh�p Educat�on for As�an Pac�fics 
(LEAP), and the Pac�fic Counc�l on Internat�onal Pol�cy. He holds a 
BA �n h�story from Harvard College, an MA �n South As�an stud�es 
from the Un�vers�ty of Pennsylvan�a, and a PhD �n pol�t�cal sc�ence 
from the Un�vers�ty of Ch�cago.

Geoffrey Garrett became pres�dent of the Pac�fic Counc�l on 
Internat�onal Pol�cy on July 1, 2005. A frequent contr�butor to newspa-
pers, rad�o, and telev�s�on �n the Un�ted States and around the world, 
he has wr�tten w�dely on the causes and effects of global�zat�on, the 
�nteract�ons between the global economy and �nternat�onal secur�ty 
�n the post-9/11 world, �nequal�ty, European �ntegrat�on, �nterna-
t�onal law, and part�san pol�t�cs �n cap�tal�st democrac�es. Dr. Garrett 
�s also professor of �nternat�onal relat�ons, bus�ness adm�n�strat�on, 
commun�cat�on, and law at the Un�vers�ty of Southern Cal�forn�a. He 
was prev�ously found�ng dean of the Internat�onal Inst�tute and v�ce 
provost of Internat�onal Stud�es at UCLA. Before that he was d�rector 
of Eth�cs, Pol�t�cs, and Econom�cs at Yale Un�vers�ty. 



Engaging China and India: An Economic Agenda for Japan and the United States

68 - Binational Study Group Report Binational Study Group Report - 69

Study Group Members

Dr. Garrett has also served on the facult�es of Oxford and Stanford 
un�vers�t�es as well as the Wharton School of the Un�vers�ty of 
Pennsylvan�a. Dr. Garrett �s a Fulbr�ght Scholar and has held fellow-
sh�ps at the Center for Advanced Stud�es �n the Behav�oral Sc�ences 
and the Hoover Inst�tut�on at Stanford, the Inst�tute for Advanced 
Stud�es �n Austral�a, the Juan March Inst�tute �n Madr�d, and the 
W�ssenschaftszentrum, Berl�n.

Marvin Gottlieb founded M. Gottl�eb Assoc�ates, Inc. (MGA), an 
�nternat�onal manufacturers’ representat�ve company that spe-
c�al�zes �n match�ng world-class technolog�es w�th the needs of �ts 
Fortune 500 cl�ents, �n 1965. Headquartered �n Ch�cago, Ill�no�s, 
MGA has had offices �n Ind�ana, M�ch�gan, Mex�co, S�ngapore, Hong 
Kong, London, Portugal, Japan, and Yugoslav�a. Mr. Gottl�eb has also 
served as a consultant to IBM and adv�sor to General Motors, Ford, 
and Zen�th Electron�cs on global procurement �ssues. H�s govern-
ment exper�ence �ncludes travels to the Far East and Austral�a w�th 
top offic�als of the Defense Department dur�ng the Reagan adm�n�s-
trat�on on tr�ps concern�ng acqu�s�t�on and procurement. 

Recently, Mr. Gottl�eb v�s�ted Cuba as a member of a fact-find-
�ng tour sponsored by the Center for Internat�onal Pol�cy. An act�ve 
member of The Ch�cago Counc�l on Global Affa�rs, Mr. Gottl�eb �s a 
found�ng member of the Cha�rman’s C�rcle. Mr. Gottl�eb �s also the 
pres�dent of Howland Internat�onal, an Isle of Jersey-based corpora-
t�on that �s act�vely �nvolved �n energy �ssues and o�l reserves. He �s 
currently �nterested �n new approaches to o�l explorat�on, produc-
t�on, and alternat�ve sources of energy. He �s an act�ve member of the 
Assoc�at�on of Peak O�l. 

Robert Madsen �s a sen�or fellow at the Center for Internat�onal 
Stud�es at Massachusetts Inst�tute of Technology and was formerly 
a fellow at Stanford Un�vers�ty’s As�a-Pac�fic Research Center. He �s 
also the author of the Econom�st Intell�gence Un�t’s quarterly Japan 
Country Reports and a contr�butor to that organ�zat�on’s coverage 
of other countr�es. Unt�l Apr�l 2002 he was As�a strateg�st at Soros 
Pr�vate Funds Management, an equ�ty �nvestment group undertak-
�ng leveraged buyouts and corporate restructur�ng �n Europe and 
East As�a. Dr. Madsen has counseled the Robert M. Bass Group on �ts 
act�v�t�es �n Japan and �s a l�m�ted partner �n those endeavors. 

In h�s prev�ous career as a McK�nsey consultant he spec�al�zed �n 
financ�al serv�ces and trans-Pac�fic bus�ness ventures. He has pub-
l�shed numerous art�cles on the pol�t�cs and econom�cs of spec�fic 

countr�es, �nternat�onal trade and cap�tal flows, pol�t�cal theory, and 
env�ronmental econom�cs. Dr. Madsen holds degrees from Harvard 
Un�vers�ty and Stanford Law School and a doctorate from Oxford 
Un�vers�ty, where he served as a Rhodes Scholar. Dr. Madsen �s a 
member of the Pac�fic Counc�l on Internat�onal Pol�cy.

William H. Overholt �s the d�rector of the Center for As�a Pac�fic 
Pol�cy at RAND Corporat�on’s Cal�forn�a headquarters. Prev�ously, 
Dr. Overholt was jo�nt sen�or fellow at Harvard Un�vers�ty. He was 
also D�st�ngu�shed V�s�t�ng Professor at Yonse� Un�vers�ty �n South 
Korea from 2003 to 2005. He served as head of strategy and econom-
�cs at Nomura’s reg�onal headquarters �n Hong Kong from 1998 to 
2001 and as manag�ng d�rector and head of research at Bank Boston’s 
reg�onal headquarters �n S�ngapore. He served for e�ghteen years at 
Bankers Trust, runn�ng a country r�sk team �n New York from 1980 to 
1984 and then becom�ng reg�onal strateg�st and As�a research head 
based �n Hong Kong. 

Dr. Overholt was a governor of the Amer�can Chamber of 
Commerce �n Hong Kong and execut�ve comm�ttee member of 
the Bus�ness and Profess�onals Federat�on of Hong Kong, both for 
s�x years. He �s a member of the Pac�fic Counc�l on Internat�onal 
Pol�cy and serves on adv�sory boards for Harvard Un�vers�ty’s 
As�a Center, the Hang Lung Center for Organ�zat�onal Research at  
Hong Kong Un�vers�ty of Sc�ence and Technology, and Ch�navest Ltd.  
Dr. Overholt rece�ved h�s BA from Harvard and h�s MPh�l and PhD 
from Yale. 

Marina v.N. Whitman �s professor of bus�ness adm�n�strat�on and 
publ�c pol�cy at the Gerald R. Ford School of Publ�c Pol�cy and Ross 
School of Bus�ness, Un�vers�ty of M�ch�gan. Prev�ously, she was v�ce 
pres�dent and group execut�ve, publ�c affa�rs staffs, at General Motors 
Corporat�on, where she also served as ch�ef econom�st. Dr. Wh�tman 
was a fellow at the Center for Advanced Study �n the Behav�oral 
Sc�ences at Stanford Un�vers�ty wh�le on leave from the Un�vers�ty of 
P�ttsburg, where she was a professor of econom�cs. Presently, she �s 
on the board of trustees of the Inst�tute for Advanced Study and the 
Nat�onal Bureau of Econom�c Research and on the board of d�rectors 
of the Inst�tute of Internat�onal Econom�cs. 

Among her numerous governmental act�v�t�es, Dr. Wh�tman 
served as a member of the Technology Assessment Adv�sory 
Counc�l of the U.S. Congress Office of Technology Assessment, the 
Pres�dent’s Adv�sory Comm�ttee on Trade Pol�cy and Negot�at�ons, 
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and the Pres�dent’s Export Counc�l. She �s also an act�ve member of 
the Consultat�ve Group on Internat�onal Econom�c and Monetary 
Affa�rs (Group of Th�rty), and The Ch�cago Counc�l on Global Affa�rs. 
Dr. Wh�tman rece�ved her BS from Radcl�ffe College and her MA and 
PhD from Columb�a Un�vers�ty. 

Akira Kojima �s the cha�rman of the Japan Center for Econom�c 
Research. He also serves as professor of Ke�o Un�vers�ty’s Graduate 
School of Bus�ness and Commerce. He �s currently the ed�tor�al adv�-
sor to NIKKEI (The Nihon Keizai Shimbun) and serves as counc�lor 
for Aspen Inst�tute, Japan, the Inst�tute for Internat�onal Monetary 
Affa�rs (IIMA), and the Global Industr�al and Soc�al Progress Research 
Inst�tute (GSPRI). He �s also a member of the Japan-German Forum, 
the Japan-Canada Sympos�um, and the Japan-Spa�n Forum. 
H�s awards �nclude the Japan Press Club Award, Vaughn-Ueda 
Internat�onal Journal�st Award, and the Japan Newspaper Publ�shers’ 
Assoc�at�on Award. He has publ�shed numerous books and essays. 
He graduated from Waseda Un�vers�ty and was a Br�t�sh Counc�l 
Scholar at Manchester Un�vers�ty (UK).

Makoto Kojima �s professor of Ind�an econom�c stud�es �n the 
Faculty of Internat�onal Stud�es at Takushoku Un�vers�ty, where 
he also serves as d�rector of the Graduate School of Internat�onal 
Cooperat�on Stud�es. He was professor at Ch�ba Un�vers�ty of 
Commerce from 1984 to 2000 and was a v�s�t�ng researcher at the 
Fernand Braudel Inst�tute of World Economy (São Paulo) from 1989 
to 1990. He holds a bachelor’s, master’s, and PhD degree �n econom-
�cs from Ke�o Un�vers�ty. 

Dr. Koj�ma �s author of Analysis of the Modern Indian Economy 
(Ke�so Shobo, 1993), The Indian Economy in a Changing Asia (PHP 
Inst�tute, 1995), and The Indian Software Industry (Toyoke�za� 
S�mposha, 2004), wh�ch won an As�an Pac�fic Pr�ze �n 2004. He served 
as cha�rman of the Study Group on Ind�a at the M�n�stry of F�nance 
from 2004 to 2005 and a member of the Japan-Ind�a Jo�nt Study 
Group from 2005 to 2006. He also acted as a stand�ng member of the 
board of d�rectors at the Japan Soc�ety of Internat�onal Econom�cs 
from 1998 to 2006.

Ryosei Kokubun �s d�rector of the Inst�tute of East As�an Stud�es and 
professor of the Pol�t�cal Sc�ence Department at Ke�o Un�vers�ty. After 
complet�ng graduate courses at Ke�o Un�vers�ty, he began teach�ng 
there �n 1981 and became assoc�ate professor �n 1985 and profes-

sor �n 1992. He has been a v�s�t�ng scholar at Harvard Un�vers�ty, the 
Un�vers�ty of M�ch�gan, Fudan Un�vers�ty, Be�j�ng Un�vers�ty, and 
Nat�onal Ta�wan Un�vers�ty. H�s research �nterests are Ch�nese pol�-
t�cs and fore�gn relat�ons and �nternat�onal relat�ons �n East As�a. 

He �s also pres�dent of the Japan Assoc�at�on for As�an Stud�es, 
v�ce pres�dent of the Japan Assoc�at�on of Internat�onal Relat�ons 
and Japanese-s�de d�rector of the 21st Century Comm�ss�on for 
Japan-Ch�na Fr�endsh�p. He ed�ted Challenges for China-Japan-US 
Cooperation, Japan Center for Internat�onal Exchange (JCIE), and 
The Rise of China and a Changing East Asian Order, JCIE. H�s Japanese 
publ�cat�ons also �nclude Politics and Bureaucracy in Contemporary 
China (2004), wh�ch won the Suntory Pr�ze for Soc�al Sc�ences and 
Human�t�es, and Chinese Politics and Democratization (1992).

 Sakutaro Tanino �s the d�rector of  Tosh�ba Corporat�on and v�s�t-
�ng professor at Waseda Un�vers�ty, a pos�t�on he has held s�nce 2001. 
He has served as ambassador to Ind�a (1995-98) and as ambassador 
to the People’s Republ�c of Ch�na (1998-2001). Mr. Tan�no gradu-
ated from Tokyo Un�vers�ty Faculty of Law �n 1960 and entered the 
M�n�stry of Fore�gn Affa�rs the same year. Dur�ng h�s long career �n 
the Japanese Fore�gn Serv�ce, he served as d�rector of the Ch�na and 
Mongol�a D�v�s�on (1978-80) and as d�rector-general of the As�an 
Affa�rs Bureau (1989-92). H�s overseas ass�gnments �ncluded first 
secretary of the Japanese Embassy �n Moscow (1970-73), first secre-
tary of the same Embassy �n Be�j�ng (1973-75) and m�n�ster of the 
Japanese Embassy �n the Republ�c of Korea (1984-87). 

Apart from h�s d�plomat�c career, he served as pr�vate secretary 
to Pr�me M�n�ster Zenko Suzuk� (1980-82) and as ch�ef cab�net coun-
c�lor of the Counc�lors’ Office on External Affa�rs, Cab�net Secretar�at 
(1992-95). From 1982 to 1983 he was a fellow at the Center for 
Internat�onal Affa�rs, Harvard Un�vers�ty. Mr. Tan�no authored the 
book The Rise of the Republic of Korea: A View of a Japanese Diplomat 
(1988) and has contr�buted many art�cles on As�a to var�ous Japanese 
per�od�cals.
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Other Participants

The follow�ng �nd�v�duals were act�ve part�c�pants �n the Study Group meet�ngs but 
were not members of the Study Group and are not s�gners of the report. The v�ews 
expressed �n th�s report do not necessar�ly represent the v�ews of the Federal Reserve 
Banks of Ch�cago or San Franc�sco or any other part of the Federal Reserve System. 
Moreover, Dr. Moskow and Dr. Yellen express no op�n�on or endorsement of the final 
report’s recommendat�ons.

Michael H. Moskow took office on September 1, 1994, as the e�ghth 
pres�dent and ch�ef execut�ve officer of the Federal Reserve Bank of 
Ch�cago. Dr. Moskow’s career �ncludes serv�ce �n the publ�c and pr�-
vate sectors as well as �n academ�a. Dur�ng the course of h�s career, 
Dr. Moskow has been confirmed by the Senate for five U.S. govern-
ment pos�t�ons. In 1991 Pres�dent Bush appo�nted Dr. Moskow dep-
uty U.S. trade representat�ve w�th the rank of ambassador. He was 
respons�ble for trade negot�at�ons w�th Japan, Ch�na, and Southeast 
As�an countr�es as well as �ndustr�es such as steel, sem�conduc-
tors, and a�rcraft. Dr. Moskow returned to academ�a �n 1993, jo�n-
�ng the faculty of the J.L. Kellogg Graduate School of Management 
at Northwestern Un�vers�ty, where he was professor of strategy and 
�nternat�onal management at the t�me of h�s appo�ntment as pres�-
dent of the Ch�cago Reserve Bank. He �s cha�rman of the Nat�onal 
Bureau of Econom�c Research and former cha�rman of the Econom�c 
Club of Ch�cago. He also serves as a d�rector of the Counc�l on 
Fore�gn Relat�ons, New York, The Ch�cago Counc�l on Global Affa�rs, 
the Northwestern Memor�al Foundat�on, World Bus�ness Ch�cago, 
and the Ch�cagoland Chamber of Commerce. He rece�ved an AB 
from Lafayette College �n Easton, Pennsylvan�a, and a PhD from the 
Un�vers�ty of Pennsylvan�a.

Janet Yellen �s pres�dent and CEO of the Federal Reserve Bank of San 
Franc�sco. Pr�or to jo�n�ng the bank, Dr. Yellen was the Eugene E. and 
Cather�ne M. Trefethen Professor of Bus�ness and professor of eco-
nom�cs at the Un�vers�ty of Cal�forn�a at Berkeley, where she has been 
a faculty member s�nce 1980. She �s currently on leave from these 
pos�t�ons. From 1994 to 1997 she served as a member of the board of 
governors of the Federal Reserve System. Dr. Yellen has cha�red the 
Counc�l of Econom�c Adv�sers and the Econom�c Pol�cy Comm�ttee 
of the Organ�zat�on for Econom�c Cooperat�on and Development. 
She serves as v�ce pres�dent of the Amer�can Econom�c Assoc�at�on 
and as a research assoc�ate of the Nat�onal Bureau of Econom�c 
Research. She �s �mmed�ate past pres�dent of the Western Econom�c 

Assoc�at�on. Add�t�onally, Dr. Yellen �s a fellow of the Yale Corporat�on 
and also �s a member of the Amer�can Academy of Arts and Sc�ences. 
She served on the adv�sory board of the Center for Internat�onal 
Pol�t�cal Economy and the Jerome Levy Econom�cs Inst�tute. Dr. 
Yellen serves as a d�rector of the Pac�fic Counc�l on Internat�onal 
Pol�cy.
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Commissioned Papers and Presentations
Fall 2005

Two sets of two papers each were comm�ss�oned by the U.S. and 
Japan teams for the September 2005 meet�ngs. All four papers, wh�ch 
were des�gned to fac�l�tate d�scuss�on at the first set of Study Group 
meet�ngs, were d�str�buted to all Study Group members and collabo-
rat�ng organ�zat�ons �n early September 2005. 

“D�scuss�on Paper on Ch�na: B�nat�onal Study on the Impact of 
the R�se of Ch�na and Ind�a and Its Impl�cat�ons for the U.S.-Japan 
Econom�c Relat�onsh�p.” Prepared by the Japanese Study Group 
for the first Study Group meet�ngs, September 19-21, 2005. Japan 
Econom�c Foundat�on. 

“D�scuss�on Paper on Ind�a: B�nat�onal Study on the Impact of the 
R�se of Ch�na and Ind�a and Its Impl�cat�ons for the U.S.-Japan 
Econom�c Relat�onsh�p.” Prepared by the Japanese Study Group 
for the first Study Group meet�ngs, September 19-21, 2005. Japan 
Econom�c Foundat�on. 

Hale, Dav�d and Lyr�c Hughes Hale. “D�scuss�on Paper on Ch�na: Its 
Reemergence and Impl�cat�ons for the World Economy.” September 7, 
2005. Hale Adv�sers, LLC. 

Mukherj�, Joydeep. “D�scuss�on Paper on Ind�a: The Future of the 
Ind�an Economy and Its Impact on the World.” August 31, 2005. 

Spring 2006

Four papers were comm�ss�oned by the U.S. and Japan teams for the 
July 2006 meet�ngs. All four papers, wh�ch were des�gned to fac�l�tate 
d�scuss�on at the second set of Study Group meet�ngs, were d�str�b-
uted to all Study Group members and collaborat�ng organ�zat�ons �n 
June 2006. 

Japanese D�scuss�on Paper. Prepared by Japanese team members, 
Apr�l 28, 2006.

Herberg, M�kkal E. “The U.S. and Japan and the Energy ‘R�se’ of Ch�na 
and Ind�a.” The Nat�onal Bureau of As�an Research, 2006. 

Sear�ght, Amy. “Pathways to Prosper�ty: Japan, the Un�ted States, 
and the Challenges of Global and Reg�onal Econom�c Integrat�on.” 
George Wash�ngton Un�vers�ty, 2006.

Z�elenz�ger, M�chael. “Japan and the Innovat�on Challenge.” Inst�tute 
of Internat�onal Stud�es, UC Berkeley, 2006.

Presentations

Several presentat�ons were made over the course of both the 
September 2005 and July 2006 meet�ngs. Follow�ng �s a l�st of speak-
ers, organ�zed by the meet�ng at wh�ch they presented. 

September 18, 2005 

Invitational cocktail/dinner reception and roundtable, 
cohosted by Indian Consul General B.S. Prakash and The Indus 
Entrepreneurs (TiE)

B.S. Prakash, Consul General of Ind�a to San Franc�sco
 

September 19, 2005

Breakfast discussion at the Federal Reserve Bank of San Francisco 

Reuven Gl�ck, Group V�ce Pres�dent, Internat�onal Research 
Mark Sp�egel, Sen�or V�ce Pres�dent, Internat�onal Research and 
D�rector, Center for Pac�fic Bas�n Stud�es 

Luncheon and discussion in Silicon Valley at Cisco Systems, 
Corporate Briefing Center 

Laura Ipsen, V�ce Pres�dent, Government Affa�rs, C�sco Systems 
M�ke Volp�, Sen�or V�ce Pres�dent and General Manager of the 
Serv�ce Prov�ders and Rout�ng Technology Group, C�sco Systems
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September 21, 2005

Morning seminar, Federal Reserve Bank of Chicago, Chicago, IL 
(Japanese Study Group members presented the following short 
papers and presentations)

Ak�ra Koj�ma, Cha�rman, Japan Center for Econom�c Research: 
“U.S.-Japan and R�s�ng Ch�na.” Japan Center for Econom�c 
Research, Nihon Keizai Shimbun (NIKKEI). U.S.-Japan Conference, 
“B�nat�onal Study on the Impact of the R�se of Ch�na and Ind�a 
and the U.S.-Japan Econom�c Relat�onsh�p.” September 21, 2005, 
Ch�cago, IL. 

Ak�ra Koj�ma, Cha�rman, Japan Center for Econom�c Research:  
“East As�a’s Th�rst for Energy.” Japan Echo (October 2005): 32-35. 

Makoto Koj�ma, Professor, Faculty of Internat�onal Development, 
Takushoku Un�vers�ty: “Ind�a Issues.” Takushoku Un�vers�ty. 
September 21, 2005. 

Sakutaro Tan�no, D�rector of Tosh�ba Corporat�on and V�s�t�ng 
Professor of Waseda Un�vers�ty: “Ind�a and Ch�na—How do they 
compare?” 2005. 

September 21, 2005

Luncheon briefing with Federal Reserve Bank experts

Thomas Kl�er, Sen�or Econom�st, Federal Reserve Bank of Ch�cago
W�ll�am Testa, V�ce Pres�dent, Federal Reserve Bank of Ch�cago 

July 6, 2006

Welcoming dinner hosted by JEF

Speaker: Kazumasa Iwata, Deputy Governor, Bank of Japan

July 7, 2006

Morning session on policies designed to facilitate sustained 
growth and development in India and China 

Speaker: Ta�zo N�sh�muro, Pres�dent and CEO, Tokyo Stock 
Exchange, Inc., Adv�ser to the Board, Tosh�ba Corporat�on

D�scussants: 
James J�n Du, Professor of Econom�cs, Faculty of As�an-Pac�fic 
Stud�es, Department of Internat�onal Development, Takushoku 
Un�vers�ty
H�dek� Esho, Dean and Professor, Faculty of Econom�cs, Hose� 
Un�vers�ty

Afternoon session on technology-sharing and its relationship to 
innovation

Speaker: Fuj�o Cho, Cha�rman, Toyota Motor Corporat�on

D�scussants: 
Tomoo Marukawa, Assoc�ate Professor, Inst�tute of Soc�al Sc�ence, 
Un�vers�ty of Tokyo
H�royuk� Oba, Professor, Internat�onal Econom�cs Department, 
Re�taku Un�vers�ty

July 8, 2006

Morning session on meeting the energy challenges faced by the 
four countries

Speaker: Kun�h�ko Matsuo, Cha�rman, INPEX CORPORATION

D�scussants: 
Tsutomu To�ch�, Sen�or Manag�ng D�rector and COO, Ch�ef 
Execut�ve Econom�st, The Inst�tute of Energy Econom�cs, Japan
Sh�geru Sudo, D�rector, Energy and Env�ronment Program, 
Internat�onal Development Center of Japan
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Afternoon session on trade relationship issues

Speakers: 
Noboru Hatakeyama, Cha�rman and CEO, Japan Econom�c 
Foundat�on: “Reg�onal Integrat�on �n As�a.” July 2006, Tokyo, Japan. 

Zembe� M�zoguch�, Pres�dent, Japan Center for Internat�onal 
F�nance: “Reg�onal F�nanc�al Cooperat�on �n East As�a and Global 
Imbalance.” July 2006, Tokyo, Japan.

D�scussants: 
Sayur� Sh�ra�, Professor of Econom�cs, Ke�o Un�vers�ty
Shuj�ro Urata, Professor of Econom�cs at the Graduate School of 
As�a-Pac�fic Stud�es, Waseda Un�vers�ty

Dinner hosted by JEF 

Speaker: Masakazu Toyoda, D�rector-General, Commerce and 
Informat�on Pol�cy Bureau, M�n�stry of Economy, Trade, and 
Industry

July 10, 2006
 
Concluding session

Speaker: Yasuh�sa Sh�ozak�, Sen�or V�ce-M�n�ster for Fore�gn Affa�rs 

Selected Bibliography
Background Reading: September 2005 

Read�ngs l�sted as “essent�al” were d�str�buted to all Study Group 
members �n pr�nted form pr�or to the September meet�ngs. 

1. China and India: Economic Rise and Prospects

Essential Reading: 

Ahluwal�a, Isher Judge. “Ind�an Economy: New Pathways to Growth 
and Development.” 

Ayres, Alyssa, and Ph�l�p K. Oldenburg, eds. India Briefing: Takeoff at 
Last? As�a Soc�ety, March 2005. 

“From T-sh�rts to T-bonds: Ch�na and the World Economy.” The 
Economist, July 28, 2005. http://www.econom�st.com/finance/
d�splaystory.cfm?story_�d=4221685.

Supplemental Reading: 
 

Mukherj�, Joydeep. “Ind�a’s Long March to Cap�tal�sm.” India Review 
1, no. 2 (Apr�l 2002): 29-60. 

Sr�n�vansan, T. N. “Econom�c Reforms and Global Integrat�on.” 
Chap. 7 �n The India China Relationship, 219-266. Ed�ted by 
Franc�ne Frankel and Harry Hard�ng. As�a Soc�ety, Woodrow W�lson 
Center for Internat�onal Stud�es, 2004. 

2. Employment Impact of the Rise of China and India

Essential Reading: 

Drezner, Dan�el. “The Outsourc�ng Bogeyman.” Foreign Affairs 83, 
no. 3 (May-June 2004): 22-34.

Yang, Dal� L. “Ch�na’s Loom�ng Labor Shortage.” Far Eastern 
Economic Review 168, no. 2 (January-February 2005). 
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Supplemental Reading: 

Cowl�ng, Ke�th and Ph�l�p R. Toml�nson. “The Japanese Cr�s�s— 
A Case of Strateg�c Fa�lure?” The Economic Journal 110 (June 2000): 
358-381.

Schultze, Charles. Offshoring, Import Competition, and the Jobless 
Recovery. Brook�ngs Inst�tut�on Pol�cy Br�ef 136, August 2004.

3. Trade Policy Impact of the Rise of China and India

Essential Reading: 

Hughes, Ne�l C. “A Trade War w�th Ch�na?” Foreign Affairs 84, no. 4 
(July-August 2005).

Sr�n�vasan, T.N. and Suresh D. Tendulkar. “Ind�a and the World 
Trade System: A Quant�tat�ve Assessment.” Chap. 2 �n Reintegrating 
India with the World Economy. Wash�ngton, DC: IIE, 2003.

Supplemental Reading: 

E�chengreen, Barry, Yeongseop Rhee, and Hu� Tong. “The Impact 
of Ch�na on the Exports of Other As�an Countr�es.” NBER Work�ng 
Paper #10768, September 2004.

Zeng, Ka. “Trade Structure and the Effect�veness of Amer�ca’s 
‘Aggress�vely Un�lateral’ Trade Pol�cy.” International Studies 
Quarterly 46, no. 1 (March 2002): 93-115.

4. Capital Flow Impact of China’s Currency Policy/ 
Trade Surplus

Essential Reading:

Dooley, M�chael, Dav�d Fokerts-Landau, and Peter Garber. “An 
Essay on the Rev�ved Bretton Woods System.” NBER Work�ng Paper 
#9971, September 2003. 

Goldste�n, Morr�s and N�cholas Lardy. “Ch�na’s Role �n the Rev�ved 
Bretton Woods System: A Case of M�staken Ident�ty.” IIE Work�ng 
Paper 05-2, March 2005. 

Supplemental Reading: 

Goldste�n, Morr�s and N�cholas Lardy. “Ch�na’s Revaluat�on Shows 
S�ze Really Matters.” Financial Times, July 22, 2005. 

Krugman, Paul. “Ch�na Unpegs Itself.” New York Times, July 22, 
2005.

Setser, Brad and Nour�el Roub�n�. “How Scary Is the Defic�t?” 
Foreign Affairs 84, no. 4 (July-August 2005).

5. Resource Competition Impact of China’s and India’s 
Thirst for Oil

Essential Reading:

Shaw, Debnath. Securing India’s Energy Needs: The Regional 
Dimension. Center for Strateg�c and Internat�onal Stud�es, 2005.

To�ch�, Tsutomu. “Energy Secur�ty �n As�a and Japanese Pol�cy.” 
Asia-Pacific Review 10, no. 1 (May 2003): 44-51.

Supplemental Reading:

Ed�tor�al, “The ‘Great Game’ of Ch�na.” Washington Times, July 1, 
2005.

Harr�son, Sel�g S. Seabed Petroleum in Northeast Asia: Conflict or 
Cooperation? Woodrow W�lson Internat�onal Center for Scholars 
As�a Program Publ�cat�on, 2005, 3-14. 

Mallet, V�ctor. “Fuel for R�valry: As�a’s th�rst for energy br�ngs fresh 
all�ances but also tens�ons.” Financial Times, February 25, 2005. 

Yerg�n, Dan�el. “Over a Barrel: Energy-Starved Ch�na Is Do�ng What 
You Would Expect.” Fortune, May 16, 2005.
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6. Intellectual Property Impact of China’s and India’s Rise

Essential Reading:

Cookson, Cl�ve. “Innovat�ve As�a: How spend�ng on research and 
development �s open�ng the way to a new sphere of �nfluence.” 
Financial Times, June 9, 2005, 11. 

Freeman, R�chard B. “Does Global�zat�on of the Sc�ent�fic/
Eng�neer�ng Workforce Threaten U.S. Econom�c Leadersh�p?” NBER 
Work�ng Paper #11457, June 2005.

Supplemental Reading:

Paarlberg, Robert L. “Knowledge as Power: Sc�ence, M�l�tary 
Dom�nance, and U.S. Secur�ty.” International Security 29, no. 1 
(Summer 2004): 122-151.

Segal, Adam. “Is Amer�ca Los�ng Its Edge?” Foreign Affairs 83, no. 6 
(November-December 2004): 2-8.

7. Shifts in Geoeconomic Power Due to the Rise of China 
and India

Essential Reading:

Shambaugh, Dav�d. “Ch�na Engages As�a: Reshap�ng the Reg�onal 
Order.” International Security 29, no. 3 (W�nter 2004-2005): 64-99.

Tell�s, Ashley J. “Ind�a as a New Global Power.” Carneg�e Endowment 
for Internat�onal Peace, 2005. 

Supplemental Reading:

Center for the Advanced Study of Ind�a. “Ind�a �n Trans�t�on: 
Econom�cs and Pol�t�cs of Change” �n Ind�a’s Strategy of IT-Led 
Growth: Challenges of Asymmetric Dependence. Summer 2005.

Mukherj�, Joydeep. “Ch�na, Ind�a and the Fate of Global�zat�on, 
Standard & Poor’s.” CreditWeek, January 5, 2005, 11-22.

Garver, John W. “The Ch�na-Ind�a-U.S. Tr�angle: Strateg�c Relat�ons 
�n the Post-Cold War Era.” The National Bureau of Asian Research 
13, no. 5 (October 2002). 

Kaplan, Robert D. “How We Would F�ght Ch�na.” Atlantic Monthly, 
June 2005, 49-64.

Naok�, Tanaka. “L�v�ng w�th the ‘R�s�ng Dragon’.” Japan Echo 31,  
no. 4 (August 2004): 29-34.

U.S.–Ch�na Econom�c and Secur�ty Rev�ew Comm�ss�on. China and 
Globalization. Test�mony of W�ll�am H. Overholt, May 19, 2005. 

V�rman�, Arv�nd. “A Tr�polar Century.” Work�ng Paper No. 160, 
Ind�an Counc�l for Research on Internat�onal Econom�c Relat�ons, 
March 2005. 

8. Downside Risk

Essential Reading:

Goldste�n, Morr�s and Lardy, N�cholas. What Kind of Landing for 
the Chinese Economy? IIE Pol�cy Br�efs �n Internat�onal Econom�cs 
PB04-7, November 2004.

Kapur, Devesh. “Ind�a’s Prom�se? Confl�ct�ng Prospects for the 
World’s Most Populous Democracy.” Harvard Magazine (July-
August 2005): 36-39; 87.

Supplemental Reading:

Ch�dambaram, P. “A Passage to Prosper�ty.” Wall Street Journal, 
March, 4, 2005. 

Economist, “Ind�a �s Do�ng Better.” The Econom�st Intell�gence Un�t, 
Bus�ness Ind�a Intell�gence, March 23, 2005.

Kelkar, V�jay L. “Ind�a: On the Growth Turnp�ke.” Narayanan 
Orat�on, Austral�an Nat�onal Un�vers�ty, Canberra, Apr�l 27, 2004.

Panagar�ya, Arv�nd. “Ind�a’s Trade Reform: Progress, Impact and 
Future Strategy.” WUSTL work�ng paper, March 4, 2004.
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9. India–China Relations 

Essential Reading:

M�tra, Pram�t and Drew Thompson. “Ch�na and Ind�a: R�val or 
Partners?” Far Eastern Economic Review, Apr�l 2005. 

Supplemental Reading:

Ramesh, Ja�ram. “Sour Turns Sweet.” The Wall Street Journal, Apr�l 
18, 2005. 

Sommers, Just�n. “The Ind�a-Ch�na Relat�onsh�p: What the Un�ted 
States Needs to Know.” Conference Report, As�a Soc�ety, 2002. 

Background Reading: July 2006 

The follow�ng papers were d�str�buted to all Study Group members 
at the July meet�ngs. 

H�dek� Esho, Hose� Un�vers�ty: “The Prospects of R�s�ng Ind�an 
Economy.” 

James J�n Du, Takushoku Un�vers�ty: “Pol�c�es Des�gned to Fac�l�tate 
Susta�ned Growth and Development �n Ch�na.”

Tomoo Marukawa: “Ch�nese-Style Innovat�on.”

H�royuk� Oba, Re�taku Un�vers�ty: “A comment on technology-
shar�ng and �ts relat�onsh�p to �nnovat�on: Bu�ld�ng up the common 
frame of US-Japan partnersh�p for Ind�a and Ch�na.”

Sayur� Sh�ra�, Ke�o Un�vers�ty “F�nanc�al and Monetary Cooperat�on 
�n East As�a.”

Sh�geru Sudo, Internat�onal Development Center of Japan (IDCJ): 
“Ind�a’s Challenges �n Energy sector.”

Shuj�ro Urata, Waseda Un�vers�ty: “Further Promot�on of Trade/
FDI-Dr�ven Econom�c Growth �n East As�a through the Creat�on of 
an East As�a FTA.” 
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