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CHINA AND THE WORLD ECONOMY:
A EUROPEAN PERSPECTIVE
JEAN PISANI-FERRY, MARCH 2010

IT HAS TAKEN EUROPE LONGER THAN THE US to
wake up to the consequences of the rise of China.
In the early 2000s, the implications for trade,
money and finance were already widely discussed
in the US, but the European debates of the time
were less sophisticated and less emotional. Con-
sequently, there was much less policy discussion
about what Europe expects from China as a part-
ner and as a player in the world economy.

It would be a mistake, however, to conclude from
this observation that policy developments in
China are less consequential for Europe than for
the US, and that China can therefore pay no atten-
tion to the evolution of European perceptions and
positions regarding its emergence and global role.
On the contrary, Europe has many reasons to be
attentive to, hopeful for, and sometimes con-
cerned by, the rise of China and its economic and
geopolitical consequences. Pisani-Ferry and Sapir
(2008) list eight ways in which China’s growth
will have a clear impact on Europe:

1 Europe’s industry is at risk of being squeezed
between the US and China;

2 Dysfunctional European labour markets add to
the adjustment cost;

3 Chinese integration into the world economy
may interfere with the process of European
integration;

4 Europe’s key trade relations are being desta-
bilised by Chinese competition;

5 China’s efforts to secure access to energy and
raw materials impacts on an import-dependent
European Union;

6 Europe’s and China’s positions on climate
change may result in conflict over greenhouse-
gas emission containment and its trade impli-
cations;

7 The exchange rate of the euro risks being the
ultimate adjustment variable;

8. China’s rise to world-economic-power status is
bound to reduce the Europe's weight in the gov-
ernance of international organisations.

Pisani-Ferry and Sapir point out that it would be
unwise to ignore the challenges that arise from
these risks, and the potential roadblocks on the
way to the development of smooth economic rela-
tions between China and the EU. They recommend
that policymakers from both sides should estab-
lish a far-reaching dialogue on the possible risks
and the appropriate responses.

Building on Pisani-Ferry and Sapir (2008), the
aim of this paper is to look ahead and examine
what Europe expects from China economically
over the next ten years or so. It addresses in turn
two issues of particular importance, one of a
rather short-term nature and one of a more long-
term nature:

1 The rebalancing of global growth, and 
2 The strengthening of global governance.

Both issues are multilateral in essence. However
the focus here is on their implications for Europe,
China and the economic relationship between
them.

1 THE REBALANCING OF GLOBAL GROWTH
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The key question is who is going to replace the US
consumer as an engine of growth. From the mid-
1990s to at least the mid-2000s, US households
contributed strongly to global demand. This has



(Figure 1a), China has been the main engine of
growth throughout the period. From a demand
point of view, the US was the driving force in the
first half of the decade, before it was overtaken by
China after 2006 (Figure 1b). So it would appear
that China’s consumption has already substituted
US consumption. But if one uses current dollar
weights, the contribution of China’s consumption
has been consistently dwarfed by those of US and
European consumption (Figure 1c). From this per-
spective it would appear that Chinese consump-
tion will not be able to substitute US consumption,
even if Chinese consumption grows at a much
faster rate.

Figures 1b and 1c appear to provide incompatible
pieces of evidence. They do not. The reason why
they give such different pictures is that China’s
share of world current dollars GDP is much lower
that its share in PPP dollars GDP. As consumers
everywhere primarily consume domestically-pro-
duced goods and services, Figure 1b is accurate
in describing where the demand driving world GDP
growth came from. But when asking whether a
one-dollar drop in US consumption can be substi-
tuted by a one-dollar increase in Chinese con-
sumption, one must look at Figure 1c.

China certainly has potential for strongly increas-
ing its domestic consumption. The fact that the
share of consumption in GDP dropped from 46 per-
cent in 2000 to 36 percent in 2007 provides a
strong indication of this potential, and China’s
partners have every reason to insist that China
acts on it. In both the G20 and in bilateral talks,
the Europeans will no doubt join the US in asking
for Chinese rebalancing towards a more domesti-
cally-led, consumer-driven growth pattern.

To a certain extent this rebalancing has already
started. For the first time, the emerging countries’
relative contributions to the global 2009 stimulus
have exceeded those of the developed countries,
at least as regards its discretionary part (Figure
2). And beyond the one-time stimulus, a more fun-
damental and lasting rebalancing in favour of pri-
vate domestic demand is called for in those parts
of the emerging world that have the possibility to

engineer it. China, with its large current-account
surplus, as a consequence of an exceptionally
high domestic-saving rate, and the potential for a
rebound of the share of consumption in GDP, is a
prime candidate for a structural, sustained rebal-
ancing of the sources of global demand.

However, the message from Figures 1a-1c is that
China alone cannot substitute US demand. Other
parts of the world must play a role in the rebal-
ancing. What, then, about Europe? Although the
EU as a whole, where the current account is close
to equilibrium and which did not experience a gen-
eralised real-estate boom in the 2000s, does not
suffer from macroeconomic imbalance, pes-
simism prevails as regards its ability to generate



envisages an average annual structural budgetary
adjustment of about one percent of GDP per year
for several years from 2011. This is likely to repre-
sent for a corresponding period a significant drag
on domestic demand growth in the EU.

This implies that the EU is unlikely to provide a
strong engine for world growth and might, on the
contrary, rely on external demand for the next few
years. There are however two caveats. First, situa-
tions differ within the EU and even within the euro
area. Germany has a large current-account sur-
plus, a relatively moderate budget deficit, stable
real-estate prices and a corporate sector whose
profitability strengthened in the years preceding
the crisis, and is thus in a much better position to
exhibit domestically led growth than the UK or
Spain, where opposite conditions prevail4. Second,
even if Europe is unable to engineer a significant
expansion of domestic demand, no region can be
exempted from contributing to lifting global
demand while there are grounds to fear that it will
remain weak until the deleveraging process is
completed. Europe can play its part by designing
a growth programme for the next few years. For
maximum impact, Europe should go beyond the
structural-reform mantra and select and imple-
ment those structural reforms that have the most
potential for stimulating demand in the short run,
such as pension reforms, green investments and
a deepening of EU-wide market integration5.

Institutionally, Europe's approach to global
discussions is ambiguous. The EU and especially
the euro area insist that the bloc should be taken
as a whole and that the current-account balances
of individual countries are irrelevant. But member
states also insist that a number of policy levers
such as budgetary policy, tax policy and labour-
market policies remain in their hands and that, in
international forums, the EU can speak for them
only where it has explicit competence. It remains
to be seen if, and on what issues, G20 policy

discussions will involve individual countries.

ii Current accounts and exchange rates

While there are similarities between the US and



with, Europe cannot advocate a rebalancing of Chi-
nese growth towards internal demand while ignor-
ing its exchange-rate consequences. More
domestic demand in China has to go hand-in-hand
with less foreign demand, which implies a price
adjustment. The exchange rate is the variable that
can make rebalancing consistent with China
remaining on a non-inflationary growth path.

More specifically, there are three reasons why
Europe is concerned by China’s surplus:

• First, Europe has a bilateral trade deficit with
China and this deficit was in 2008 almost as
large as that of the US (Figure 4). Whereas
bilateral trade balances are irrelevant macro-
economically, the imbalanced character of
trade with China grabs attention and is there-
fore important from a political economy stand-
point. In addition, current-account balances are
very polarised within the EU, with Germany in
significant surplus and most other member
countries in deficit. Especially, all the other
major countries – France, Italy, Poland, Spain
and the UK – recorded non-negligible deficits
in the years before the outbreak of the crisis
(some have temporarily shrunk as a conse-
quence of the recession). While national cur-
rent-account deficits are of lesser economic
importance for the countries participating in
the euro, they cannot be overlooked altogether:
they are indicators of underlying vulnerabilities
and they also matter from a political economy
standpoint6. They are actually bound to matter
more in the aftermath of the crisis than in the
years preceding it.

• Second, to the extent that the US dollar needs in
the medium term to depreciate in effective
terms in the context of the rebalancing of US
growth, the persistence of a fixed link between
the RMB and the dollar leads the euro and other
European currencies to play the role of an
adjustment variable, which involves the risk of
disproportionate appreciation. In other words,
for any given effective depreciation of the US
dollar, RMB appreciation and euro appreciation
are substitutes for one another. In this context
the rigidity of the USD-RMB exchange rate,

potentially at least, has detrimental impacts on
the exchange rate of the European currencies7.



remains in a fixed link with the dollar, the longer
large US current-account deficits are going to per-
sist and the larger the net foreign liabilities posi-
tion of the US economy is going to grow. So the fact
that China resists RMB appreciation vis-à-vis the
dollar and, even more significantly, the fact that it
remains in a fixed exchange-rate regime, may limit
euro appreciation in the short run, but at the price
of a larger eventual appreciation9.

Identifying the most desirable scenario from a
European point of view thus depends on time pref-
erences. In a crisis, future benefits tend to be dis-
counted more heavily than in normal times, and –
in addition to distractions caused by more imme-
diate concerns – this may explain why in 2008
and in early 2009 the Europeans were not
adamant about the need to reform China’s
exchange-rate policy. But the end of the recession
is increasingly focusing attention on the medium
term and the need to put world growth on a sus-
tainable path. Europeans have become convinced
that the current monetary relationship between
China and the US is not sustainable and they are
likely to insist more and more that it should be
reformed. This suggests that the issue will gain
prominence, both in the context of the multilateral
G20 discussions that were initiated in Pittsburgh,
and in bilateral talks.

An important topic for bilateral and multilateral
discussions is the management of the transition
to a new RMB exchange-rate regime. Its effect on
the euro will depend on the extent and pace of
China’s reserve diversification, which is a policy
variable, and on the way it is communicated to the
markets. Europeans have every reason to advo-
cate a very gradual move that would avoid abrupt
euro appreciation. This is a topic they are naturally
keen on discussing with their Chinese partners10.

The current context of euro weakness – as a con-
sequence of concerns over the strength of the
euro area and the way it is going to manage pos-
sible funding crises within it – paradoxically pro-
vides an excellent opportunity for discussions.
Unless it is assumed that the euro area will ulti-
mately break-up, which is very unlikely, the

medium-term issues are bound to re-emerge at



find ways to accommodate their concerns. This
explains why Europe spontaneously feels at home
in the intricacies of multi-level government, why
it has such a large stake in the build-up of a rules-
based world economy, and why it so often sees
itself as a laboratory of global governance.

Furthermore, when European leaders in the late
2000s reflected on the consequences of globali-
sation for European integration they concluded
that the logical implication was that the EU should
immerse itself more in the governance of globali-
sation and play a stronger global role. Unlike the
1960s and the 1970s, when the aim was essen-
tially to integrate behind economic borders, EU
endorsement of trade, investment and capital-
market liberalisation in the 1980s and the 1990s
transformed the EU into a very open economy that
could no longer be defined as an inward-looking
economic bloc. At the same time, the appetite for
political integration was reducing, as indicated by
the reluctance to move to full ‘political union’ in
parallel to the creation of monetary union, and by
the rejection of the European constitutional treaty
in 2005. So in a globalising world, the EU is less
and less defined by differential cross-border eco-
nomic integration, but it cannot count on political
integration to provide an alternative identity. What
remains is, in large part, an emphasis on shared
preferences for the design of global rules. The
European heads of state and government thus
concluded in 2007 that their aim was to '[shape]
globalisation in the interests of all our citizens,
based on our common values and principles'. They
added that 'for this even the enlarged Union
cannot act alone', implying greater involvement in
global governance11.

Europe, however, has seen its global economic and
political weight erode fast. 

Economically, it is only thanks to a series of
enlargements that the EU’s share in the world
economy has remained roughly stable over four
decades at about 20 percent of the total (Figure
5). But barring the – now unlikely – rapid integra-
tion of Turkey and Ukraine, the potential for growth
by extending the EU's borders has now been

nearly exhausted. As the labour force, and then the
total population, start shrinking, the outlook is one
of accelerated relative decline in comparison to
countries with growing populations and/or a sig-





attitudes towards global governance. Political sci-
entists often characterise Europe as ‘post-West-
phalian’, meaning that the traumas of European
wars have led citizens, and their governments, to
shun nation-state assertiveness and embrace
supranational governance. Furthermore, as
endorsement of global rules has more than occa-
sionally been a way to resolve internal disputes,
the EU as a consequence sees the strengthening
of global governance and the strengthening of its
own internal unity as mutually reinforcing15.



patron and former colonial master, a now



hegemon than by rival powers, this does not imply
that in a situation where economic power is more
evenly distributed, it is better to stick to hege-
monic arrangements.

While there is no direct rival to the dollar yet, our
analysis suggests there is a potential for the grad-
ual emergence of a multi-currency system in
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