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Special points to highlight in this issue:

• The most important event in 2017 is the Party Congress that will be held towards the end of this
year, in which a large number of the top leadership will be retired or promoted. Any useful
analysis of the Chinese economy must begin with the political context, of which the Party
Congress is an important part.

• The key concern we should have is how quickly Beijing is able to consolidate political power
around the president and so implement the very difficult economic reforms that will transform
the nature of Chinese growth before the country runs into severe debt-capacity constraints.

• At the heart of reforms is the transfer of wealth from local governments to ordinary household
and the liquidation of local government assets to pay down debt.

One of my former students who, during the past few years, has followed the financial sector quite closely and

to whom I have often turned for insights, dropped by for coffee two weeks ago, and during our conversation

he suggested that foreign analysts might have overlooked the importance of a recent announcement about

a pilot program under Wang Qishan’s jurisdiction that would reorganize the supervision and enforcement

process within the party. The announcement had been reported in the Chinese press on December 28 and 29.

His suggestion was confirmed to me during the following two weeks when I spoke to other former students,

two of whom are quite plugged in to the political system, to see what they thought.

In this month’s newsletter I will discuss the announcement within the overall context of China’s economic

decision-making process. This issue will focus primarily on the political context of China’s economic

adjustment because economic events over the rest of 2017 must be understood within this context. I do so

with some trepidation, and I ask that readers of this newsletter not publicly cite the newsletter, or cite me

by name, on some of the topics I will discuss because they can be politically sensitive. I won’t pretend to be

the best guide for anyone wanting a thorough explanation and who’s-who of Chinese politics, but I have a

reasonably clear sense of the limited number of economic scenarios available to China, and I plan to focus on

how political developments might affect each of these scenarios.

I think it is appropriate that the first newsletter of 2017 signals the subordination in China of most

considerations to the political process. This year, of course, is the year in China’s five-year political cycle in

which the Communist party organizes the all-important Party Congress, which will most likely determine

the future distribution of power and the make-up of political alliances. I have long argued that historical

precedents suggest the following:

a. China’s economic adjustment will be a very difficult one, involving a reversal of the deep
economic imbalances that have developed in the past 10-15 years;
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b. these imbalances emerged because by the late 1990s and early 2000s, once its very successful
growth model had mostly served its purposes and had resolved the bulk of its original
development constraints, the most important of which had been China’s severe
underinvestment, national policies continued to enforce a now-obsolete growth model rather
than impose reforms that addressed China’s new sets of development constraints;

c. Beijing had been unable to transform the growth model because while its national interests had
once been closely aligned with the interests of groups and institutions that had benefitted
disproportionately from the wealth and privileges generated over three decades of spectacular
growth, the transformation of China’s economic needs inevitably placed the new national
interests in direct opposition to the interests of these now-very-powerful groups and institutions;

d. and finally, among the few countries in the past 200 years that have managed a similar
adjustment without political disruption, all of them have been either fully functioning
democracies or highly centralized autocracies.

After the political disruptions in China of the 1980s and early 1990s had been resolved, and given the

subsequent alignment of interests, it is almost certainly not a coincidence that the nearly-unanimous support

Beijing once had from Chinese elite groups and institutions seemed to break down in late 2007 and 2008,

once Beijing became serious enough about China’s deep economic imbalances to make rebalancing a top

economic priority, as former premier Wen Jiaobao promised in a famous speech in March 2007.

Within months of that speech the Chinese press began for the first time to berate the machinations of so-

called “vested interests” for opposing Beijing’s rebalancing policies. This isn’t a coincidence, and there is

significant overlap between these vested interests and local elites in China’s provinces and municipalities.

I believe that many of the local elites recognize as much as Beijing does the need to transform the economic

model, and they also understand that this means that those who bore a disproportionate share of the benefits

and have since become extremely wealthy and powerful must now bear a disproportionate share of the costs.

It is hard, after all, not to recognize the severe economic problems China is facing, or not to worry about its

over-reliance on soaring debt, and by now it should be clear that the adjustment costs that must be borne by

one or another sector of the Chinese economy will be huge.

To take just one part of these costs, analysts currently estimate that anywhere from 10% to 20% of loans in

the banking system must be written down. The historical precedents suggest to me that the total amount

ultimately to be written down is likely to exceed these early estimates. A larger share of bad loans, by the

way, wouldn’t be unprecedented. During the banking crisis at the beginning of this century, private sector

estimates of the total amount of bad loans were around 40%, and the loan surge in the past decade was at

least as frenzied as that of the 1990s.

Who will pay the adjustment costs?

But even if loan losses turn out to be no higher than these estimates, with total loans equal to at least

260-280% of GDP, this means that ignoring other categories of losses, total asset values in China must be

written down by somewhere between 30% and 60% of China’s $11 trillion GDP just to account for bad loans.

Of course the longer Beijing takes to resolve the losses, the greater the total economic cost of the adjustment
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will be, but if there are already $3-7 trillion in losses that must be assigned, various Chinese entities have

assumptions about the extent of their wealth that together are overstated by $3-7 trillion.

One way or another this overstatement must be allocated, and the question is how and to whom. If it is not

allocated explicitly by government decision, then it will be allocated implicitly over time as the losses are

amortized, and usually to those who are politically least able to protect themselves, in which case there is a

high likelihood that the allocation process will be far more damaging to the economy than otherwise.

This is especially likely to be the case when we consider that the most politically vulnerable groups include

households and small and medium enterprises, whose health and continued growth are vital for China’s

long-term economic development. I will discuss how this implicit allocation works in future newsletters, but

sovereign financial distress for the most part is driven by maneuvering among different economic sectors over

the allocation of these losses – more specifically, by changes in the behavior of different economic sectors

as they try to protect themselves from absorbing these adjustment costs. Financial distress costs for the

economy will mount, in other words, until the uncertainty about the allocation of these losses is substantially

resolved.

In last December’s newsletter I discussed another fundamental political division besides the split between

Beijing and the “vested interests”. In that earlier newsletter I described how some knowledgeable friends had

explained to me that what many of us see as two different reform camps in Beijing – one associated with the

premier that looks to productivity reforms as the way for China to grow its way out of its debt burden, and

the other, more associated with the president and Wang Qishan, that may have lost faith in the ability of the

standard macroeconomic reforms to resolve debt and growth problems – are in fact on the same side within a

deeper political cleavage.

The deeper political cleavage, as I understand it, pits political leaders centered around Jiang Zemin and the so-

called Shanghai clique on one side, and the Beijing leadership on the other. This deeper split, according to the

explanation I was given, is presumably why the division within economic policy-making has been so difficult

to resolve. Until the deeper political cleavage is resolved, the disagreement within the leadership about the

optimal reform strategy cannot easily be resolved either.

I apologize if I sound vague, but I am not comfortable with being much more precise when I discuss these

issues in writing, and anyway I don’t want to suggest that factional divisions within China are clear cut.

There are likely to be several ways in which the elite are divided, some of which overlap and others of

which cut across other divisions – for example there are divisions between princelings and the rest, divisions

among princelings, divisions across regions, and so on – and this shouldn’t be surprising in such a large and

complicated country.

China is clearly undergoing a very important political contest, however, and the Party Congress is inevitably

going to be one of the major arenas for this contest. Earlier this month the South China Morning Post discussed

a speech the president gave in October in which it was made clear that the these political disputes are about

more than just inefficient or corrupt governance:

Chinese President Xi Jinping has accused five disgraced Communist Party heavyweights of -
involvement in “political conspiracies”, signalling power struggles – and not just corruption – led
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to their downfalls. In a keynote speech to party leaders in October, Xi said Zhou Yongkang, Bo
Xilai, Guo Boxiong, Xu Caihou and Ling Jihua “all engaged in political conspiracy activities”,
according a copy of the address published by Xinhua on Sunday.

“[The five were] not only greedy financially and corrupt in their lifestyles, but were also politically
ambitious, often agreeing in public but opposing in secret, and forming cliques for personal -
interests and engaging in conspiracy activities,” Xi told the sixth plenum of the party’s Central
Committee.

The article goes on to quote a Chinese political analyst, Zhang Lifan, on the power struggles implied by the

recent publication of the October speech: “Xi’s speech says a lot about the considerations behind arresting

the five people. It was about ‘political conspiracy’.”

This is pretty strong stuff. Accusing your political opponents of forming secret conspiracies to undermine the

leadership has connotations in recent Chinese history of an earlier, far more turbulent period.

At any rate even before he formally took power in 2012, Xi Jinping has moved urgently to consolidate power

and economic-policy decision-making and to weaken and undermine alternative centers of power. If my

understanding of the challenges China faces is correct, he is almost certainly right to do so. Whatever the

longer-term implications of this centralization for China’s economic development might be, for better or for

worse, in the near term the historical precedents are clear: if he is unable to centralize power enough to allow

him to overcome opposition, it is unlikely that China can manage the adjustment process without a collapse in

growth and political disruption.

And the president probably doesn’t have much time. With China moving close to debt capacity limits, it is

unlikely that Beijing has much more than 2-3 years to implement the kinds of wealth redistribution policies

that are necessary to wean the country off its addiction to debt.

The centrality of politics

To return to the topic with which I opened this newsletter, in the last week of 2016 Beijing announced a new

pilot program on governance and discipline. As my former student pointed out, not very much has been said in

the foreign press about the announcement, probably because it isn’t very clear exactly how it will develop, but

this program may turn out to be quite important in centralizing the economic decision-making process over

the next few years.

The pilot program will be implemented at first in two important provinces and one municipality (these have

equal weighing in the Chinese political system) under the oversight of the Central Commission for Discipline

Inspection and its very powerful secretary, Wang Qishan. China Daily described the program in an article on

December 29 of last year:

A pilot program reforming China's supervisory system will provide a significantly more powerful
system to strengthen the crackdown on graft. Endorsed by China's top legislature, the pilot will
set up new supervisory commissions in Beijing, and Shanxi and Zhejiang provinces by integrating
their respective governments' supervision departments and corruption prevention bureaus, as
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well as the divisions for handling bribery, dereliction of duty and prevention of duty-related crimes
under their People's Procuratorates. Forming a more centralized, authoritative and efficient
supervisory system is a major political reform for the country, the National People's Congress
(NPC) Standing Committee said in its decision made Sunday.

The choice of the three provinces and municipalities is an interesting one. In an earlier newsletter last year I

discussed some of the events that took place in another province, Liaoning, in which what seemed like a very

nasty brawl between the provincial government and bondholders over the default of Dongbei Special Steel,

a company 46% owned by the Liaoning Provincial Government, was allowed to go public. Most shocking, at

least to me, was that during the conflict, bondholders publically called for a nation-wide boycott of bonds

issued by the provincial government, which the authoritative Caixin seems to suggest might have been at the

instigation of the lead underwriter, China Development Bank, and certainly happened with its approval.

I pointed out in my newsletter that it may or may not be relevant that, at roughly the same time, Liaoning was

badly hit by the anti-corruption campaign. The South China Morning Post attempted to uncover the details in a

September 2016 piece:

At an extraordinary National People’s Congress session held last week to deal with the fallout
from the scandal, it was revealed that of the 62 standing committee members of Liaoning’s
people’s congress, 38 had been disqualified because of fraud, according to Xinhua. In addition,
523 Liaoning lawmakers – including provincial security chief Su Hongzhang and deputy head of
the provincial legislature Wang Yang – helped rig elections that sent 45 colleagues to the national
legislature. Those 45 lawmakers have since been dismissed. The Liaoning Provincial Discipline
Inspection Commission also announced that Shenyang deputy mayor Qi Ming was being
investigated in connection with the case.

The Liaoning election fraud was part of a bigger corruption scandal that saw its former party boss
Wang Min, also an NPC Standing Committee member, detained in March. Wang, who was head
of Liaoning’s legislature, was later accused of widespread corruption in the local elections and in
the promotion of officials. The scale and numbers involved in this election bribery storm have
shocked many people.

Although I wrote about this in my newsletter in October, this is a story that seems to keep giving. Two weeks

ago the current governor of Liaoning, Chen Qiufa, admitted to the provincial legislature that in the 2011-14

period “many cities and counties in Liaoning province reported widespread fraudulent economic figures”,

although I suspect few members of the legislature keeled over in surprise when they heard the news.

It turns out, according to Chen, that some of the local governments had inflated their fiscal income by as much

as 23%, suggesting that there may have been roughly equivalent overstatements of economic growth. Chen,

along with the new Party secretary Li Xi, is supposedly an ally of President Xi.

In his speech Governor Chen added that “The fake fiscal figures influenced the central government’s economic

judgment and accordingly led to a lowering of the size of transfer payments to the province.” The South China
Morning Post, in its article about the governor’s speech, cites him as saying that “It also meant a higher tax

burden was placed on local residents as a larger proportion of funds would have been handed over to central
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coffers.” Wang Min, the Communist Party secretary who was in office when the economic data was falsified, is

widely believed to be an ally of former president Hu Jintao, and as the South China Morning Post article points

out, was investigated last year for “serious violation of discipline”.

Provincial shakeup

I mention the Liaoning case because Liaoning was not the first province to have undergone such a thorough

cleaning-up. Hunan Province went through a similar experience in 2013, when 518 of 529 members of the

Hengyang city-level people’s congress in Hunan were convicted of taking bribes. Shanxi is one of the three

provinces and municipalities selected to kick off the new pilot program, and it might be relevant that it was

previously also the home of one of the worst corruption scandals.

Lambasted for its “cancer of corruption” by Shanxi Vice-Premier Ma Kai, according to a March 2015 article in

China Daily, in 2014 alone over 15,000 Shanxi officials were convicted of corruption, including Ling Zhengce,

the brother of the once-very-powerful Ling Jihua, former vice-chairman of the National Committee of the

Chinese People's Political Consultative Conference and one of the five disgraced Communist Party

heavyweights accused in President Xi’s October speech of involvement in “political conspiracies”. A Wikipedia
article with a useful summary of the anti-corruption campaign of Xi Jinping has this to say:

The political drama in Shanxi played out over the third quarter of 2014, as the province
experienced a wholesale cleansing of its political establishment with ferocity unseen in the post-
Mao era China. Between August 23 and 29, 2014, four sitting members of the province's top
governing council, the provincial Party Standing Committee, were sacked in quick succession,
giving rise to what became known as the "great Shanxi political earthquake".

The province's Party Secretary Yuan Chunqing was then abruptly transferred out of office, as the
central authorities 'parachuted' then Jilin party chief Wang Rulin to take his place. During the
transfer-of-power announcement in the provincial capital Taiyuan, Politburo Standing Committee
member Liu Yunshan sat centre stage as party organization officials and provincial politicians ran
the motions and exchanged obligatory political declarations to stabilize the province and maintain
unwavering loyalty to the party centre.

I don’t want to imply connections where they may be none, but as we consider the new pilot program, it

is useful to remember the context in which it is occurring and the seeming ferocity of the anti-corruption

campaign.

This should not come as a surprise. There was always certain to be a ferocious struggle over a substantial re-

centralization of power and decision-making if Xi was successfully to manage what has always promised to be

a very difficult economic adjustment, and for those who are interested in an historic context, I recommend the

works of Albert Hirschman. He wrote about the process by which the reversal of an earlier growth model is

strongly opposed by the local and provincial elites who most benefitted from that model, although perhaps

because much of his work was in Latin America, he is unfortunately not much read among analysts focusing in

China. The point to stress is that however harmful or not this centralization of power may be for China in the
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longer run, without it there would not be much likelihood that the necessary reforms could be implemented

against determined political opposition.

Unifying and streamlining enforcement

The December 29 China Daily article that I cited at the beginning of this newsletter goes on to say the

following about the new program:

"Currently it is relatively difficult for scattered supervisory powers in different departments to
perform supervision duties," said Xu Yaotong, a professor with the Chinese Academy of
Governance. The reform has united these scattered powers, helping to build a more authoritative
and efficient system, Xu added. The supervisory commissions are authorized to supervise,
investigate and impose punishment on all public employees in the three pilot regions, and take
up to 12 different measures, including interrogation, detention, and freezing of assets in doing
their jobs.

It seems pretty clear that if successful, this new program will make it much easier to investigate individual

officers and to reach a conclusion about the subsequent disciplinary steps. The Chinese online media company

Sina also wrote about the new supervision commission pilot program, stressing the power of this new program

in the anti-corruption campaign:

China's top legislature on Sunday established a new, powerful disciplinary organ in renewed
efforts to fight corruption. The National People's Congress (NPC) Standing Committee approved
the pilot reform program to create a supervision system that will be more independent and
authoritative.

The Supervision Committee will integrate the power and duty of two government departments -
the supervision department and the corruption prevention department - with part of the
procuratorate for handling bribery and dereliction of duty cases or prevention of duty-related
crimes, according to the Xinhua News Agency. The new committee will be under supervision of
the local people's congresses, the legislature, which will also be in charge of staffing the
committee. Observers said this means China's legislature will for the first time have disciplinary
power.

It goes on to quote Li Yongzhong, former deputy head of the Chinese Discipline Inspection Institute, on the

innovation of the program:

"This was an unprecedented move. It implies that supervision authorities will no longer be
affiliated with the government, bringing to an end a long history of internal supervision," Li told
the Global Times on Monday. The importance of the reform is also reflected in a circular released
by the top legislature, which called the reform "a major political institutional reform that concerns
the overall situation," a term rarely used in official documents. All public servants who exercise
public power will be supervised by the new committee, according to the decision. The committee
is given the power to supervise, investigate and hand out punishments.
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This new supervision commission system comes under jurisdiction of the Central Commission for Discipline

Inspection, which is headed by Wang Qishan, one of the seven members of the all-powerful Standing

Committee of the party's Politburo, who according to an article in Caixin, “recently finished a nine-day mission

to Shanxi and Zhejiang provinces and to Beijing to launch the program on a trial basis.” I think there is

widespread agreement that Wang will be fully in charge of this new initiative, which will probably give him

enhanced powers in imposing discipline on party members.

Will the new program have much effect in giving the president greater control over economic decision-

making? Obviously we are going to have to wait and see how effective it is, and how quickly it is expanded

through the rest of the country, but if he is able to expand it, it may end up giving the president and his allies

a powerful new tool for enforcing discipline. For that reason I think it should increase the probability that

China will succeed in managing the adjustment in a non-disruptive way. I have no useful opinion, by the way,

on whether or not this program is positive for China on the political or social front; I am only concerned about

its relevance from a narrowly economic point of view.

But from that vantage point it seems to me that it may prove a very powerful program with which to
intimidate or eliminate opposition to the transfer of wealth from local governments to ordinary Chinese
households. Anything that significantly strengthens Beijing’s hands against opposition from local elites,
for whom a real transfer of wealth from local governments to ordinary households also means a loss of
wealth and power, should be positive for China’s economic adjustment and rebalancing.

The politics of rebalancing

I have discussed rebalancing story many times before, but for those who want a recap, at its most basic

rebalancing is nothing more than the reversing of a growth model in which the needs of the economy and the

incentives for the elites had once been strongly aligned, and since then misaligned. For the first two to three

decades of this growth model, while China grew rapidly, certain constituencies grew even more rapidly, mainly

at the local and provincial levels, especially those that controlled the credit allocation process and access to

developmental resources.

Their relative growth came at the expense of the household sector, whose share of total GDP contracted to

among the lowest shares ever recorded for a major economy, but who nonetheless benefitted tremendously

from China’s growth “miracle”. The growth differential eventually led to such significant demand imbalances

– with consumption perhaps the lowest share of GDP ever recorded for any economy excluding a few small

and very distorted ones that are not relevant to China – that economic growth became overly dependent on

continued rapid growth in investment.

For a while this didn’t seem to matter because most economists foolishly assumed that China’s low investment

stock relative to that of the advanced nations implied that it had near-infinite expansion capacity in

investment. Unfortunately for Beijing policymakers, however, China’s optimal level of capital stock turned

out to be far lower than most analysts imagined, largely because they and most other foreign and Chinese

economists implicitly assumed an extraordinarily naïve investment model.

At some point in the late 1990s or early 2000s, in other words, Chinese investment began to reach the

limit of Chinese capacity to absorb these investments productively. Once that level was reached, rather than
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focus on implementing the institutional changes that would increase Chinese capacity to absorb investment

productively, the financial system simply funded continued soaring investment growth. This is when it began

systematically over-investing non-productively and, consequently, its debt began to rise much more quickly

than its debt-servicing capacity.

To keep this unsustainable debt process from continuing without a collapse in growth, Beijing had to reverse

the demand imbalances. The reforms proposed during the October 2013 Third Plenum showed how this

reversal must take place, primarily through the transfer of wealth from local governments to ordinary

households.

Few countries in modern history have successfully implemented such dramatic changes in wealth and power

distribution without suffering political instability, and the few successful cases consisted mainly of liberal

democracies, like the US in the 1930s, or highly centralized autocracies, like China itself in the 1980s. This is

why it was always necessary if Beijing was to rebalance the economy that President Xi Jinping would first have

to centralize power and decision-making. I think by now there can be little doubt that this difficult process is

in fact what has driven politics and the economy since at least 2007.

Once President Xi, along with Wang Qishan and the group of leaders around him who share his goals and

outlook, is confident of his ability to force through the necessary wealth redistribution, I believe we will begin

to see several important policy changes in China:

• Credit growth will be reined in and the deleveraging process begun;
• Beijing will begin to downplay and eventually discard the GDP growth target;
• we will see a rapid decline in GDP growth, along with stable or gently declining household

income growth as China rebalances;
• and a wide range of programs will credibly implement direct and indirect wealth transfers from

local governments and elites to ordinary households.

All of this must take place before the economy begins to run into debt capacity constraints, or else the already-

difficult economic adjustment will become far more difficult and costlier.

We should be under no illusions about how tough the task is that Beijing faces. What is more, as I have
written in my latest blog essay, a deteriorating trade environment may sharply intensify the trade-offs
Beijing faces. Still, if the recent announcement about the pilot program for the supervision commission is
an important step forward in the political process, it bodes well for Beijing’s ability to manage the
adjustment in a non-disruptive manner.

China’s economic outlook in 2017

Until the rebalancing is substantially complete, if we want to understand the outlook for the Chinese economy

over the next decade or so, we will have to consider most economic events this year mainly from a political

angle. I expect that analysts and the press will spend much of 2017, as in previous years, discussing issues

that I think are largely pointless, because they will treat data releases as if they were linear projections that in

themselves tell us about growth prospects, but which from a systemic point of view only tell us about political

considerations. In fact I don’t think it is very hard to understand the China’s economic performance this year:
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1. What will China’s GDP growth level be in 2017?
It is surprising that the GDP growth data continues to be examined and analyzed for meaning
the way it has been for many years, as if higher-than-consensus or lower-than-consensus
growth rates should cause us the change our expectations in the same direction. In fact as long
as China has debt capacity, GDP growth will be whatever level is required politically to keep
unemployment from rising and provincial elites from unifying in opposition. In fact the higher the
GDP growth number reported, the more heavily the economy has had to rely on a surge in debt,
and the worse the medium- to long-term outlook for the economy.

2. How accurate are the GDP growth numbers?
The question about whether or not China’s reported GDP growth data reflects real GDP growth
seems to me to miss the point altogether. GDP growth – not just in China but everywhere – is
meant to represent real economic growth, for example the growth in wealth, or the growth in
productive capacity, or the growth in debt-servicing capacity, all of which are more or less the
same, but in fact it is simply the growth in certain types of economic activity, which together are
supposed to be a proxy for real economic growth.

In the case of China, it should by now be clear that reported GDP growth significantly exceeds
what I would call real economic growth, or growth in real debt-servicing capacity. Its purpose is
to generate enough activity to keep workers employed and economic elites around the country
in operation.

3. What is the real economic growth level?
There is no way of saying for sure, but there is no doubt at all in my mind that it is substantially
lower, less than half, the reported GDP growth level. The reason I am certain is because if real
economic growth were anywhere close to the reported growth in economic activity, it would not
require an increase in total debt equal to roughly 40 percentage points of GDP, as it currently
does, to generate a year’s worth of nominal economic activity of around 7-8%.

We can think of total economic activity as being a function of the sustainable underlying growth
rate plus the additional growth generated by the rise in debt. This is a controversial statement,
with most mainstream economists arguing that the change in debt will have no impact on the
overall growth rate mainly because if one entity borrows to generate demand, the increase in
demand is subtracted from some other entity that is now no longer able to borrow. I will argue
elsewhere (and in my upcoming book, when I get around to writing it), that these economists
implicitly, and mistakenly, assume that investment is constrained by capital scarcity.

Although not a perfect measure, the gap between nominal GDP growth and credit growth gives
some idea of the sustainability of growth. Until 2008, most official measures of credit saw credit
growing one percentage point or so below the nominal GDP growth rate. Since then, it has
substantially exceeded the nominal GDP growth – most recently with nominal GDP growth
between 7% and 8% and credit growth accelerating above 16-18%. There is no way of
estimating with any precision the sustainable GDP growth rate – i.e. the rate at which GDP
growth and credit growth are broadly equal – but if it were even half the current growth rate, I’d
be truly surprised. If I am right this means that credit is growing more than six times as fast as
debt-servicing capacity.
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4. Will a depreciation of the RMB boost growth?
Foreign currency reserves of the People’s Bank of China (PBoC) have declined by $350 billion in
2016 and are now one quarter below their June 2014 peak of $3.99 trillion. The unexpected
speed with which reserves have declined has certainly prompted a rising chorus calling for less
PBoC intervention and a 15-25% depreciation of the renminbi over the next year or two to boost
the economy and prevent further reserve depletion.

But a cheaper renminbi is unlikely to accomplish either. Those who believe it will recharge the
economy point to other developing countries whose slowing economies revived after they had
engineered sharp currency declines. Rather than support the case for devaluation, however,
these examples show why it might make things worse. Before they devalued, the countries that
had benefitted from large devaluations had all been running large trade deficits, which means
domestic savings were not enough to fund investment.

When rising uncertainty caused a reversal of the foreign capital inflows that had bridged the
shortfall in domestic savings, the resulting decline in investment caused growth to drop.
Devaluation effectively shifts income from consumption to savings by reducing the household
share of GDP in favor of business profits, and in these cases the higher savings caused by
devaluation boosted investment and growth. That is why a cheaper currency worked with
countries running large trade deficits.

China, however, has the opposite problem. Its large trade surplus reflects deficient domestic
demand, caused mainly by structurally high savings that exceed investment. By shifting income
from consumption to savings, devaluation would only further weaken domestic Chinese
demand, and with unemployment low, the resulting expansion in China’s tradable goods sector
would shift workers from elsewhere, so that its growth would come mainly at the expense of
labor-intensive sectors.

5. Will a depreciation of the RMB reverse capital outflows?
A cheaper renminbi is also unlikely to reverse net capital outflows. Many economists seem to
think that because a substantially weaker currency will make it more expensive to buy foreign
assets, it would cause wealthy Chinese to reconsider sending money abroad. But this would
only be true if they did so mainly because they believed foreign assets to be cheaper than
Chinese assets.

Perceptions of value, however, might not be driving the bulk of capital outflows. If it did, it would
mean that around 2013 China’s large net capital inflows became large net capital outflows
because a sharply undervalued renminbi had suddenly become sharply overvalued, even though
nothing justifies such a change. In fact capital began to leave China when Xi Jinping, even
before assuming the presidency, made clear that his anti-corruption campaign would be serious
and extensive, and outflows accelerated in 2014 as concerns rose over China’s slowing
economy and its intractable credit growth.

If capital outflows are driven by political, economic or financial uncertainty, rather than by
differences in fundamental value, devaluing the currency to cheapen domestic assets can
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backfire if it also increases uncertainty. What matters is how devaluation might affect the factors
that drive the outflow. The risk is that a substantial drop in the renminbi increases financial
instability, undermines PBoC credibility, or signals political confusion, and so causes nervous
Chinese to accelerate outflows, in which case it could result in a further fall in the currency and a
collapse in credibility, thereby all but guaranteeing financial instability.

Policymakers are often unaware of the implicit assumptions behind the recommendations of
their economic advisors. The idea that that the right currency policy can reverse capital outflows
is seductive, but assumes that capital is leaving because the renminbi is expensive. This
reasoning, however, is wholly circular as the only supporting evidence is the capital outflow
itself. Otherwise, as PBoC governor Zhou Xiaochuan convincingly explained in a February
interview, the current account strongly indicates that the renminbi is not overvalued.

6. How big is the current account surplus?
I expect the reported surplus for 2016 will be between 2.0% and 2.5% of GDP, but the actual
current account surplus is probably larger because of disguised capital outflows. We know that
there has been a regular practice among exporters and importers of under-invoicing exports and
over-invoicing imports to disguise capital outflows, to the point where regulators have
significantly stepped up their inspection of goods being imported and exported to clamp down
on this mis-invoicing.

I have always assumed for that reason that we should add 0.5% to 1.0% to the reported data to
account for the mis-invoicing. I recently met a China analyst with the Federal reserve who told
me that there may be a similar problem in the tourism component of the current account. When
we compare proxies for what Chinese tourists spend when they travel abroad with their reported
expenditures, during the past 2-3 years the measures have diverged to the tune of 1 to 1.5
percentage points, and this is likely to be another measure of disguised capital outflows. If true,
when we add back both categories of misreported data, a current account surplus likely to be
reported as 2.0-2.5% of GDP in 2016 might actually be in the 3.5-5.0% of GDP region.

We cannot know for certain, but if the analysis is accurate and the interpretation correct, the net
inflows on the current account are larger than we think, as are the net outflows on the capital
account, although so is the buffer China has with which to protect reserves, i.e. net inflows on
the current account. It also implies structurally greater domestic demand deficiency, and that
China is more vulnerable to trade war.

7. What can the PBoC do and what will it do?
It may well be that no “correct” currency policy can in fact reverse capital outflows or boost
economic growth. If it is the country’s burgeoning debt, and the associated uncertainty, that is
driving capital outflows and slowing the economy, these won’t reverse until Beijing implements
credible plans to tackle debt and rebalance domestic demand. In that case the PBoC cannot
address these problems directly. It can at best design a strategy that accommodates the
appropriate fiscal and balance sheet policies.

In the end the PBoC might have no choice. If reserves continue to drop at a rapid pace, at some
point the PBoC will be forced to stop intervening, but for now it has more than enough reserves
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to implement any strategy it chooses. The PBoC should, however, avoid expending credibility on
economic issues that are not primarily monetary. If capital outflows and slower growth are driven
by uncertainty over debt, they can only be resolved by policies that resolve this uncertainty.

This report can be found online at: https://www.globalsourcepartners.com/posts/the-politics-of-china-s-
economy
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