CHAPTER 5

CHINA

When Chinese Premier Zhu Rongji visited the United States in April of 1999, he must have felt like he was moving from the frying pan into the fire.  He left behind an embattled Chinese economy, rising social unrest and political uncertainty.  He arrived in a city where anti-Chinese feelings were swirling around the non-economic aspects of US-Chinese relations and threatened to overwhelm President Clinton’s engagement strategy with China.

WTO entry

In this difficult setting, Zhu tried to keep his eye on the ball.  His objective was to get US political support for Chinese entry into the World Trade Organization (WTO).  Zhu hopes that Chinese entry into WTO will help jump-start China’s faltering economy.  In particular, he hopes that WTO entry will (a) revive waning foreign investor interest in China, (b) foster free market competition in China and (c) pave the road for fundamental economic reforms inside China.    

The Cox report, President Clinton’s rejection of Zhu Rongji’s unprecedented concessions on WTO entry and the mistaken US bombing of the Chinese embassy in Yugoslavia dealt heavy blows to Zhu Rongj’s efforts to get US approval for WTO entry.  Nevertheless in a heroic last minute breakthrough in November 1999, negotiators obtained U.S. approval on China’s entry.  The WTO story, however, is really a sub-plot of a much bigger story about China’s economic turbulence.  

Economic woes

China’s economy is in trouble.  Signs of weakness are numerous. These include price deflation, a rotten banking system, falling corporate profits, shrinking export growth, and declining foreign investment. Rising unemployment has triggered social unrest, which Beijing has countered with crack-downs. 

· During China’s dramatic period of growth, the trade front provided fuel for the economic engine.  Not anymore. 

· Export growth during 1998 was almost 0% in contrast to 21% in 1997.  This was the worst trade performance in 15 years. 

· Two-thirds of China’s export surplus disappeared during the first half of 1999, although third quarter data show exports starting to rise from this low point.

The situation is particularly difficult on the corporate front.  Back in January 1999 Guangdong International Trade and Investment Corporation (GITIC) went bankrupt -- the biggest corporate failure to date in mainland China.  Finance Minister Xiang says economic problems “should not be underestimated” and he sees “no room for optimism.”  

Factors Behind Economic Woes.  The day of reckoning for economic communism has arrived.  For years, Beijing tried to ignore market forces and command economic growth.

· It urged state owned enterprises (SOEs) to produce piles of goods that nobody wanted.

· In February 1999 Beijing announced that two-thirds of its key manufactured goods were in oversupply. 

· The result: price deflation, failing banks, rising unemployment and social unrest.

Given this deteriorating situation, Premier Zhu Rongji rightly understands that China’s strategic economic problem is the collapse in domestic demand.  Unfortunately, past efforts to revive domestic demand have all failed.   

Failing Macro-economic Response. The staggering structural problems hammering China’s economy overwhelm efforts to quickly fix the economy.  After a while, macroeconomic stimuli are no match for wasteful SOEs, a mountain of bad debt, and little demand for Chinese overpriced exports.  That said, Beijing has tried a number of Keynesian policies to stimulate the economy.  

· It launched a 100B  Renmenbi (Rmb) bond issue to support “make-work” infrastructure spending in the hinterlands. 

· The central bank has repeatedly cut interest rates. 

Unfortunately, these actions have only had a marginal effect in stimulating the economy. Such massive infrastructure spending and the re-imposition of import quotas and price controls reflected renewed distrust of market forces and the government’s fear of loss of control.  This renewed distrust of market forces was particularly true on the trade front where China’s open door began to close in 1999. 

Social and Political Impact.  One of Beijing’s greatest worries is rising urban unemployment.  Most Chinese economists expect the urban jobless rate to reach 9% (18 million workers) in 1999.  While jobless numbers differ, what’s important is that they are both alarming in a Chinese context.  In the absence of effective policies to stimulate economic growth, Beijing’s fears over social unrest stalled attempts at deepening economic reforms during most of 1999. 

Thus, the government was left with what it incorrectly perceived as its only viable political course of action – to slow down any economic reform that radically worsened unemployment. 

· President Jiang Zemin proclaimed China’s new policy direction back toward greater political/economic orthodoxy in a speech he delivered back in December 1998.  

· Since then, Chinese newspaper editorials have been using the “stability overrides everything” slogan that was used during the Tiananmen Square era as a justification for curtailing most economic reforms and many civil freedoms.  

This policy emphasis temporarily undermined the natural constituency of Prime Minister Zhu Rongji, who took office in March 1998 with a spirited call to overhaul China’s ailing SOEs and banking system in three years.  US approval for China’s WTO entry has strengthened Zhu Rongji’s hand in his turf fight with Chinese opponents of his economic reform agenda.

Is Devaluation Ahead?

What a difference two years makes.  During the height of the Asian economic crisis, China received diplomatic kudos for not devaluing.  More importantly, Beijing probably felt that the negative impact that devaluation would have on its banking system (more costly re-payment of foreign debts) would be worse than the concrete benefits (increased exports and more jobs) it would get from a weaker currency.  

Not anymore.  As unemployment worsens, the pressure for devaluation increases.  It is no longer unthinkable.  In fact, if the jobless numbers continue to rise as expected, Beijing will likely see keeping a short term lid on rising unemployment as its top priority.  Social stability and jobs are also far more critical to Beijing’s hold on power than (a) any difficulties in its banking system, (b) losses in the stock markets, (c) the harm it would do to other economies in the region, or (d) the expected diplomatic backlash.
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Strategy Formulation: The War against Price Deflation

Ultimately, the economic case for devaluation turns on whether or not Beijing can win the battle against price deflation, China’s most serious near term economic problem.  All agree that a severe price deflation of 3%, is crippling the economy.  Prices in China continue their 18-month fall. 

· Consumer spending is falling at an annual rate of 20% as consumers delay purchases and worry about rising unemployment and shrinking social benefits.

· Investment spending is also in the doldrums. 

· Stockpiles of unwanted production are rising, which in turn force companies to slash prices. 

Beijing’s Response.  So far, the government’s response to price deflation has been a massively expansionary Keynesian fiscal stimulus, as cited above.  This gambit has thankfully succeeded in preventing a collapse in growth.  But it has not stopped the deflationary spiral. 

That basically leaves only two other courses of action (COAs) for China’s embattled leaders to consider.   

1st COA: Looser Monetary Policy.  The first possible course of action would be to keep relaxing China’s monetary policy.  Real interest rates are presently over 9%, which is much too high for an economy in need of a stimulus.  However, Beijing is reluctant to cut rates further because it fears a mass exit by depositors, which could trigger capital flight and a liquidity crisis in the banking system. 

 Admittedly, these risks could be marginally reduced if Beijing developed a more robust statement of support for the banks and applied a strict application of capital controls.  But the fragility of the banking system means that a drop of interest rates down to Japanese levels is virtually impossible.  Thus, the purely macroeconomic instruments – looser fiscal and monetary policies – fail to offer much promise to decisively fight price deflation.  

2nd possible COA: Devaluation.  That leaves devaluation of China’s currency as the one economically logical remaining course of action.  A strong economic case can be made for a sensible devaluation.  

· An overvalued exchange rate has contributed to China’s trade surplus falling  64.5% to $8B, in the first half of 1999, thus demonstrating the cost of Beijing’s decision not to devalue heretofore. 

· In June alone, exports fell 1.3% while imports soared 22.8%. 

· Economic growth slowed significantly in the second quarter of 1999 (8.3% to 7.1%) as the effects of last year’s stimulus wore off and the trade surplus contracted.  

Devaluation, by raising import prices, would help fight price deflation.  It would also serve to boost flagging exports, arrest rising unemployment, curb social unrest and improve the regime’s domestic political popularity.  Admittedly, Beijing could avoid devaluation if it decided to deplete its robust supply of foreign currency reserves.  That’s not likely. 

From a purely economic perspective, the case for devaluation is gaining steam.  The black market rate for the yuan is now 8.9 to the dollar --- or 7% less than the official rate.  This cannot continue indefinitely. Therefore, a devaluation of the yuan to at least 12 yuan to the dollar is quite possible sometime in 2000, thus potentially re-igniting more economic turmoil in Asia.   

The Politics of Devaluation.  Of course, China’s exchange rate policy is not determined by economic factors alone.  China’s exchange rate peg has become a symbol of China’s commitment to global stability and Asia’s recovery from its economic crisis.  China has also won diplomatic kudos for not devaluing. 

But throughout the summer and fall of 1999 Chinese leaders publicly softened their heretofore hard-line opposition to devaluation.  

· For instance, Gao Jian, an economist at China’s leading policy bank, suggested that Beijing should consider adjusting its exchange rate “at an appropriate time.”  Gao says “It is difficult to find a policy that can replace exchange rate policy in (its ability) to stimulate exports and restrain imports.”

· Most importantly, Dai Xianglong, the central bank governor, did not repeat the government’s “no devaluation” mantra.

China’s politically powerful anti-economic reform faction are strong supporters of devaluation.  Thus, intense financial pressure and stronger political pressure is building to devalue China’s currency.  

Impact of a Devaluation.  If China were to devalue, the nature and extent of the devaluation is all important.  In the end, investor confidence is all important. 

A gradual and controlled slide of the currency with Zhu Rongji publicly on board and accompanied by a carefully articulated and logical macroeconomic strategy could actually be a risk worth taking to counteract severe price deflation in China.  After the initial shock, global capital markets would arguably recover.  But an abrupt free-float of the currency without Zhu Rongji on board and without any coherent macroeconomic strategy could trigger another Asian currency crisis and global financial turmoil. 

Growing Protectionism

Beijing is understandably returning to protectionism as a tidal wave of cheap Asian imports flow in and Chinese capital flows out.  In this regard, it’s important to know how Chinese import inflows and capital flight are related.  

· Imports are putting pressure on Beijing to devalue the currency to make Chinese exports cheaper.  

· People and companies inside China fear devaluation is inevitable and are moving money out of the country.

That said, Beijing is opting for protectionism to stave off devaluation as long as possible.  Beijing is responding to this massive economic challenge with a number of policies aimed at avoiding devaluation.

· Subsidizing price floors for steel, petrochemicals, cars and TVs, erecting new barriers to imports and foreign investments (e.g. telecommunications) that threaten to throw local workers out of jobs.  

· Regulators are also micro-managing all foreign exchange trades.

The Chinese are gambling that good old-fashioned state controls can blunt the worst effects of the global financial turmoil and keep the bulk of China’s enormous savings inside the country.  It’s a very Chinese idea: wall yourself off from the world and rely on domestic demand and public works to pull you through.  Unfortunately, it won’t work.

Crack-downs

Meanwhile, Beijing is cranking up the machinery of political control (crackdowns) to prevent bleak economic prospects from triggering social unrest.  But this is only part of the story.  Beijing’s fear that democratic movements are threatening its iron grip is arguably as compelling as economic turmoil spilling over into dissent.  Thus, while dissidents will no doubt try to exploit Beijing’s ill-fated economic policies, the political story is equally important.  

Beijing’s crackdowns reflect an anti-democratic government being pro-active.  Beijing was concerned that 1999 provided many opportunities for dissidents to protest:  the 10th anniversary of the Tiananmen crackdown, the 50th anniversary of the founding of the People’s Republic, and the 80th anniversary of the May 4th (democracy) movement.  Beijing apparently felt that rounding up potential rebel rousers up front weakens calls for democracy later on.   

The Strategic Context

In a broader context, Western fears over China’s economic strength are giving way to concerns about its economic weakness.  The danger of China’s economic collapse is growing.  Such a collapse would hurt Asia directly, and would also damage the rest of the world.  Beijing worries that economic trouble could lead to social and political chaos at home.  China’s recent crackdowns and a reversal back to greater socialist orthodoxy are understandable but ill-advised responses to these concerns.

Staying the Course While Striking a Balance.  The U.S. government (USG) needs to stress the need for China to stay the course -- consolidate and deepen economic reforms.  This agenda includes privatization of SOEs and radical bank reform.  Unfortunately, this course of action involves economic and social pain in the form of rising unemployment in the short run and politically intolerable social and political unrest.  

Thus, the USG must also show sensitivity to China’s immediate problem of an abrupt economic slowdown, rising unemployment, and social instability.  

· USG can help China soften the blow for jobless Chinese by providing guidance to the Chinese on developing a viable unemployment system and more flexible labor markets, thus avoiding the twin pitfalls of either make-work jobs or social instability.  

· USG also needs to sell Beijing on the need for what economists call “creative destruction.”  This means allowing bad firms (especially SOEs) and insolvent banks to go belly up, which in turn frees up productive management, labor and financial capital for more promising, and creative entre-preneurial firms to be successful. 
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