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| nt r oducti on

Chi na i n 1978 enbar ked on a naj or econom c transformati on, seeki ng
to alter the stance of the previous 30 years and engage economi cal |y
with the rest of the worldin several dinensions -- trade, foreign
di rect investnent by private firns, external borrow ng by gover nnent
from both private and public sources, education. Each of these
represented a nmajor change in policy. The transformation in the
i nterveni ng 22 years has been dramati ¢ and pal pabl e, as can be seenin
t he sky-lines of the major cities. Onofficial figures, agricultural
out put has grown by a factor i nexcess of 2.5from1978 to 1998, and
i ndustrial output by nore than a factor of 9. The service sector,
di scour aged under central planning, increased eight-fold. Exports
during this period grewfrom$10 billion to $184 billion in 1998,
maki ng Chi na nowthe world' s ninth | argest tradi ng country (just ahead
of Bel gium). The current account was roughly i n bal ance over nost of
the | ast 20 years (al though i n surplus sincethe currency consolidation
and anti-inflation programof 1994), but thanks tolarge inward foreign

i nvest nent forei gn exchange reserves have grown to $156 billion, second



| argest inthe world after Japan. Chi na experienced vari ous bouts of
inflation, foll owed by policy constriction; prices duringthe past year
declined by 3 percent, exceptional for a devel oping country.

China is unquestionably on the nove. Until 1998 we heard
regul arly about double-digit growth rates, one-fifth of nmanki nd, and
t he prospect that Chinaw || be the world' s | argest national econony by
2020.

It is desirable first to put China's econony in global
perspective. One-fifth of mankind, true. But very poor. Mich | ess
poor, on average, than 20 years ago, and grow ng nunbers of Chi nese are
now actual 'y rich; but Chinarenmai ns poor by worl d standards, wth per
capita income at $750 in 1998 only about one-seventh of the world
aver age cal cul ated by t he Wrl d Bank at $4890, ranki ng 149 out of over
200 countries. Theresult is a GP at nmarket prices and exchange rates
in 1998 of $929 billion, larger than Brazil (at $758 billion) and
Canada (612), but still smaller than Britain (1264) and Italy (1166),
and just 12 percent of the United States (7921).

Per capitaincone is sonetines cal cul ated on a " purchasi ng power
parity" basis, e.g., by eval uating Chi nese out put at i nternational
prices. This nethodis preferable for cross-country conpari sons of
econom ¢ wel |l -being of individuals and famlies. On this basis,
Chi na' s per capitainconmein 1998 was $3220, about 11 percent of US per

capitaincome, and just over half (52% the world average of $6200.



The recent Worl d Bank cal cul ati on of Chi nese GDP on a ppp basis for
1998 i s $3984 bil l'i on, behi nd t he USA at $7921 billion, but ahead of
Japan at $2928 billion. For geo-political purposes or i npact on the
wor | d econony, however, the | ower figure based on narket exchange rates
i's much nore appropriate. The World Bank has not done the world a
service by projecting China's GDP in ppp terns, for that is not
rel evant for nost of the issues that concernthe rest of theworld. W
have | earned fromt he experi ence of central and east European countries
t hat ppp figures can be deeply m sl eadi ng, for they conceal ed a | ower
qual ity of product that coul d not sell readily on the world market and
were generally inferior to their western conparators.

Ther e are, noreover, several reasons for believingthat officia
Chi nese figures exaggerate China' s rate of growh since 1978. China's
official figures probably under-estimte Chi nese productionin 1978;
t he figures have i nproved since then, thus raisingthe neasured grow h
rate. Moreover, China's nmethod for cal culating inflation under-
estimates infl ation, and t hereby over-estimates the growth in real
out put. One careful re-cal cul ati on suggests that China' s 1978- 1995
annual growth in GDP was 7.5 percent rather than the official 9.9
percent, with a corresponding dropinthe gromhinper capitaincone
to 6.0 percent (Maddi son, 1998, p.160). Even the revised figures
regi ster aninpressive performance -- Chi na has unquesti onabl y been

doi ng well -- but substantially |less well than the figures usually



cited.

Fut ure Prospects

But what of the future? At a plausible but still outstanding
annual growt h of 8 percent (higher thanthe 6.5 percent projected by
the World Bankinits recent report on Chinain 2020, to allowfor an
increase in the real exchange rate in converting China's GDP into
dollars), China's GDPwoul d reach $3.3 trillion (in 1995dollars) in
2015, or about 27 percent of USGDPin that year, and roughly equal to
US GDPin 1966. It would be |l arger than France, but still smaller than
Germany and Japan. Chi nese per capita income would i ncrease by a
factor of 3.7, maki ng Chi nese nmuch ri cher than now, but still poor by
wor | d standards. Under these circunstances, China' s populationw || be
vastly different fromtoday, with greatly different attitudes,
especi al | y anong t he yout h. The hi gh GDP woul d put t he Chi nese centr al
governnment in a position, if it cantax effectively, to be a major
pl ayer onthe worl d scene, inarmanents, trade, and foreign aid, just
as the USA was in the m d-1960s.

Chinaw |l have to overcone many hurdles to sustainagromhrate
of 8 percent over the next 20 years. First, it will require extensive
investnent ininfrastructure, already under strain: ports, inland
transport, power, tel ecommunications, agriculture (including water),

ur ban housi ng and sewage.



Second, there will be a vast increase in demand for prinmary
energy. Coal can serve the requirenments for el ectric power, but only
at the expense of extensive local air pollution, whichis becom ng a
heal t h probl emi n urban areas and wi || al so (through ozone producti on)
reduce agricultural yields. Demand for oil will outrun donestically
produced oil, resultinginasubstantial growhininports, wwiththeir
own i nfrastructure requirements. On International Energy Agency
estimates Chinaw Il inport 3 mllion barrels a day by 2010, worth
about $21 billion a year at a price of $20/ bbl; on US Depart nent of
Energy projections, Chinaw |l inport 5mllionbarrels aday by 2015,
worth about $46 billion a year at $25/bbl.

Growi ng popul ati on and grow ng per capitaincone |l eadtoincreased
demand for food and particularly for stapl e grains and feed grai ns as
meat consunption grows. China's policy favoring near sel f-sufficiency
in grains will require substantial increases in investnent in
agriculture, both research for i nproved seeds and i ncreased irrigation
to inprove yi el ds and open newl| ands. Absent such i nvestnents, inports
of grains nust al soincrease substantiallyif Chinaistosustaina
hi gh rate of growth.

| ncreased i nport denmand for oil and grains, as well as for capital
goods, wi Il require continuingincreasesinexports, mainly of |ight
manuf act ured goods. Export growth from Chi na has been especially

not ewor t hy during t he past two decades, at 14 percent a year, although



1998- 99 saw a shar p sl omdown due to t he Asi an financial crises. China
recent|y passed Bel gi umt o becone the ninth | argest exporting country
intheworld. But it still exports |ess than the Netherlands, and | ess
t han South Korea and Tai wan taken together.

All thisis to say that China, while |l arge and growi ng, is not
i ndi gestible as far as the gl obal econony i s concerned. Chinawll
bot h creat e and seek markets on a significant scale. But the process
can be a snooth one, provided that China's practices in selling,
buyi ng, and borrowi ng do not deviate tooradically fromprevailing
practices in the world econony. |In particular, it should

a) eschewexploitingits potential nonopoly or nonopsony power in
worl d commodity markets, i.e. enterprises shoul d be givendiscretionin
tim ng purchases and sal es, rather than having them centrally
coor di nat ed;

b) avoi d subsi di zati on of exports, either directly or indirectly,
wi th budgetary funds or significant tax breaks or cheap credit;

c) avoid discrimnatory restrictions on inports;

d) respect financial and comrerci al contracts, even when t hey seem
to have been unwi se or costly after the fact.

The wor | d econony i s tol erant of wide diversity, but it functions
wel | only when its basic rul es regardi ng governnent' s rol e in comerce
are respected -- especially by large and hence visible players.

Current account convertibility of the yuan, declared in 1996, was



wel comed, but as we learnedinthe 1950s it will be a shamunl ess any
Chi neseresident is permttedtoinport goods and servi ces w t hout
restrictiveinport |icenses. The same can be said for therecently
announced reduction in inport tariffs -- desirable, but not

liberalizing so long as inport licenses are required.

WO Menbership

Chi na has been a menber of the I nternational Monetary Fund and t he
Wor | d Bank fam |y since 1980, and of the Asi an Devel opment Bank si nce
1986. It joined the Bank for International Settlenments in 1997.

I n 1986 Chi na applied for acceptance as a Contracting Party tothe
CGeneral Agreenent on Tariffs and Trade, since absorbedintothe Wrld
Trade Organi zation (WIO). Followi ng a maj or change in China's
negotiating positioninearly 1999, Chi nareached agreenent with the
United States in Novenmber on conditions of entry into WO and on
i beralizationof China s nmarket with respect to goods and servi ces of
special interest tothe United States. Negotiations continuewththe
Eur opean Uni on and sone ot her nmenbers of WO

The agreenment with the United States has far-reaching inplications
for China's econony. It involved not only taking on the formal
obl i gati ons of the WiOonce accessi on occurs, but al so substanti al

openi ng of China's markets in areas of significant interest tothe



Uni t ed St at es. European Uni on spokesnen have sai d t hat t he US- Chi na
agreenent covers 80 percent of EUinterests, but it will want further
mar ket access for goods and servi ces of special interest to European
exporters.

Chi na agreed with the United States that it would cut tariffs
substantially, froman average of 24.6 percent in 1997 to 9. 4 percent
by 2005 on i ndustri al goods, and from31.5 percent to 14.5 percent by
2004 on agricul tural products. Agricultural export subsidiesw | be
elimnated. Autotariffswll declinefrom80-100 percent at present
to 25 percent, auto parts to 10 percent. Tel ecomruni cati ons products
will enter duty-free, down fromaverage tariffs of 13 percent in 1997.
Quantitativerestrictions oninports nust be phased out by 2005, and
t he nonopol y of state-tradi ng organi zations elim nated, permtting
direct inportationby foreignfirnms for | ocal sal e, including bulk
agricultural products. Qualifiedrights of establishnment are to be
ext ended, over a five year period, toforeignfirns inwhol esal e and
retail distribution, banking, insurance, securities brokerage and fund
managenent, tel ecommuni cati ons, hotel s and travel services, and sone
pr of essi onal services.

Under the WIOrul es, nmany subsi di es nmust be el i m nat ed, and st at e-
owned enterprises nmust be put on a comercial basis. State ownership
per se i s not chall enged, but SCE purchases and sal es nust be based

solely on comrercial considerations (i.e. wthout political



i ntervention).

(I'n exchange for all this, the United States agreed to extend
"normal trade relations” to China, that i s, put nost-favored-nation
treat nent on a permanent basi s, rather than year-to-year as at present.
Wth respect to Chinese access tothe USnarket, China agreedto the US
use of sel ective saf eguards agai nst surges of inports for upto 12
years, continued treatment of China as a non-nmarket econony for
pur poses of eval uating dunping charges for up to 15 years, and
ext ensi on of the 1997 US- Chi na textil e agreenent through 2008, four
year s beyond t he expiration of the Multi-Fi ber Agreenent agreed inthe
Uruguay Round.)

The bottomline for Chinawi ||l be substantially | ess protection
agai nst inports, greater internal conpetition, and fewer channel s for
supporting favored firnms. These adjustnents will not be easy. State-
owned enterprises still account for about athird of China' s industrial
out put, and nmuch nore of its industrial enploynment. They are heavily
burdened with social obligations to their enployees and fornmer
enpl oyees. It isreported that many of themare extrenely i nefficient
and cannot survive conpetitionw thinports, even under a regi ne of
noderately protective inport duties. Mich | abor nust be shed from
exi sting SOEs, and it can be absorbed only by rapi d growt h of the non-
state sector and by successful SOEs.! Moreover, SOEs are heavily

i ndebt ed to t he banki ng system with |l oans that arestill carried as



bank assets but in fact probably can never be repaid. Thus China faces
t he need for major industrial rationalizationasit opensits markets
extensively, and it nmust al sore-capitalizethe banking system These
are not easy tasks for any country, and w || at some poi nt put maj or
strai ns on public budgets. At sone point Chinaalsowll probably need
to allowthe yuan to depreciate, which of coursew |l mtigate the
increase in inport conpetition and stinul ate potential exports.

Taken al t oget her, a serious approachto WIOnenbershipinplies a
maj or change i n t he way busi ness i s done in China, shiftingto clear,
explicit rules and regul ati ons frompersonal connections ( guanxi) and
political influence, to operate throughout Chinaafter five years.
They inply that Chinawi || becone afreetrade areafor thefirst tine
(at least for foreign goods and services), with a correspondi ng
di m nuti on of the influence of | ocal and provincial political figures
incomercial activities. Chinese nust |earnthe distinction, not now
made i n Chi nese term nol ogy, between "rul e by I aw' and "rul e of | aw, "
the former allowing but the latter proscribing ex post facto
| egi sl ation. Such an extensive soci etal changeis not |likelyto be
achieved in so short a period of tinme. Hence it is reasonable to
predict that there wi || be many di sput es between China and its tradi ng
partnersinthe comngfivetotenyears, withthe central governnment
and t he court systemoften having to nedi at e between foreign firns and

|l ocal authorities.
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Recent Situation in China

China' s recorded rate of growt h has declined in each of the years
since 1992, froman exuberant 14 percent in 1992 to a "nere" 7 percent
in1999. Sone of the decline fromthe boomyears of the early 1990s
was desired, and i ndeed resulted fromthe anti-inflation programof
1994-95; but growth inthe past two years has been | ower than of fici al
aspirations.

The declinereflected partly the Asi an fi nanci al / econom c cri ses
of 1997-98, which contributed to a sharp sl owdown i n the growth of
China's exports as well astoadeclineininward foreigninvestnent,
especially fromKorea. Exports hardly grewat all during 1998 (and
actual ly declined by 4.6 percent inthefirst half of 1999), conpared
with agrowmh of 21 percent in 1997. Simlarly, inward foreign direct
investnent failedtogrowin 1998, and declined 9 percent inthe first

hal f of 1999 (data fromPeopl e' s Bank of China Statistical Bulletinfor

1999-4).

Chinaitself didnot experience afinancial crisisin1997-98.
Its circunstances differed substantially fromthose of the crisis
countries in four significant respects: it was running a current
account surplus rather than a deficit, so it was not dependent on
continuing net inflows of capital to finance a deficit (with the
result, of course, that funds continuedtoflowinto China); it had

| arge forei gn exchange reserves; its inflows of short-term(inter-bank
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and ot her) funds were arelatively small part of thetotal inflowof
capi tal, and out st andi ng short-termi nterbank debt ($90 billion gross
at the end of 1997; $24 billion net of interbank cl ai ns) was wel | bel ow
reserves; and it maintained (and subsequently ti ghtened) controls on
outflows of resident capital.

The econom ¢ sl omdown i n 1998 al so refl ected t he begi nni ng of
ref ornms of the Chi nese (state-owned) conmercial banki ng system with
i ntroduction of stiff guidelines for bank officials to make only
profitable | oans, and thus to cut back on nore-or-less autonmatic
credits to state-owned enterprises, regardless of their profitability.
Fewer bank credits, plus sl ower growth, have li mted busi ness fi xed
i nvest ment, whose growt h was 8. 3 percent in 12 nont hs endi ng Sept enber
1999, down from 19.6 percent in the preceding year.

Fi nal |y, consuners seemto have becone sonmewhat nore cautious in
t heir spending. Di sposable cash incone rose 6.1 percent inthe 12
nont hs t hr ough Sept enber 1999 (7 percent i n urban househol ds, 3 percent
inrural areas), whileretail sales increasedonly 5.3 percent during
t he sane period, i nplying a nodest i ncrease in (already hi gh) househol d
saving rates. This would al so danpen the rate of growth.

The sl ondown has | ead t 0 excess suppl y of nmany donesti c goods, and
toadeclineinprices of consunmer goods as well as industrial raw
mat eri al s. Thus consuner spendi hg was stronger inreal terns thanin

nom nal terns, as consumners enjoyed a declineinprices onthe order of
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t hree percent.

I n response to t he sl owndown, Chinese authoritiesin 1998 and agai n
in 1999 introduced stinulative fiscal packages, financed by t he sal e of
bonds and to be devoted mainly to inproving i nfra-structure. Not
surprisingly, nmost of the bonds were purchased by financi al
institutions; remarkably, however, over a quarter of them were
pur chased by t he househol d sector, even at 10-year i nterest rates as
| owas 3.3 percent. Interest rates for both depositors and borrowers
were al so | owered steadily fromearly 1998, for exanple from5.7
percent to 2.2 percent on one year tine deposits, to encourage greater
consunption, and from9.9 percent to 6.0 percent onthree-to-five year
bank | oans. In addition, awthhol dingtax was i ntroduced on i nterest
earnings in 1999, on the (m staken) assunption that that would
stinmul ate greater consunption.

G owt h seens to be pickingupinChinainearly 2000. Exports
resuned their rapid gromhinthe second hal f of 1999, thanks i n part
to recovery in other Asian econom es, perhaps in part also to an
increaseintax rebates on exports. The fiscal stinulus has hel ped
rai se total denmand and sustai n di sposabl e i ncone, al t hough consunpti on
spendi ng remai ns | ack-luster. Private econom sts foresee GP growt h of
7.4 percent in 2000, and a decline of the current account surplus from
1.4t0 1.0 percent of GDP, as inports are expectedtorise norerapidly

t han exports (Econom st, January 22, 2000, p.106).
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W t h t he depreciations of several other East Asian currencies, the
sharp decline in rate of growth of exports, and sharper inport
conpetitionin sone sectors, donestic pressure has been put on the
Chi nese aut horities to deval ue t he yuan, whi ch has been hel d unchanged
at 8.3 yuan per US dollar since the currency consolidation and

depreciationin 1994. Deval uation of the yuan, ceteris paribus, would

i ncrease net exports and stimul ate demand i n China. |t woul d, however,
violate the rul es of the International Monetary Fund, of which Chi na
has been a nmenber si nce 1980, whi ch enj oi ns nenbers frommani pul ati ng
their currencies at the expense of their tradi ng partners for purposes
of stimulating domestic growth. Despite the sl owdown i n export grow h
and i nward i nvest nent, Chi na has mai ntai ned a current account surpl us
during thelate 1990s, and i ndeed has continuedto buildits foreign
exchange reserves (by $8 billion during 1999, to a total of $156
billion), whichinpliesthat if | eft to market forces t he yuan woul d

have appreci ated during this period, not depreci ated. A depreciation

of the yuan woul d undoubtedly have riled financial markets, put
downwar d pressure on t he Hong Kong dol | ar, and possi bl y i nduced ot her
countries to depreciate their currencies, thus violating theceteris
paribus assunption. Wthinthe current international framework, there
i's nocase for deval uati on of the yuan, and t he Chi nese aut horities
have properly relied on nmonetary and fiscal policy to stinulate

donestic demand. As China gradually liberalizes its inport
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restrictions, as agreed in the WIO accessi on negotiations, this
j udgnment may change, and i ndeed t he Chi nese aut horities shoul d | oosen
therigidlinktothe USdollar toallowfor the possibility that the
yuan shoul d depr eci at e sonewhat over the next five years. One way to
do this without disturbing financial markets woul d be t o chose a nonent
toloosenthelinktothe doll ar when market pressures wouldlead to
sone appreciation of the yuan, as i ndeed woul d have been t he case

during much of 1999.

Confi dence in the Financial System

An i ssue of potential concernis mass | oss of confidenceinthe
financi al systemby t he Chi nese public. Banks have nade nmassi ve | oans
t o state-owned enterprises over the years, and a significant portion
(perhaps 25 percent, roughly $250 billion) of these |l oans will not be
r ecover abl e wi t hout extensive state subsidies tothe SOEs, whichinthe
interests of reform and of fiscal discipline, the central governnent
has so far resisted.

During 1998-99 t he gover nnent i nfused sone addi ti onal capital into
t he four | arge st at e-owned conmmer ci al banks, and creat ed separ at e asset
managenent conpani es to take doubtful | oans of f t he banks' books, to be
dealt withlater, inways not yet specified (in particular, under what
circunstances the debts will be witten off, in effect through

subsi di es, or whether debtorswill ultimtely be held responsible for
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them . By the end of 1999 $42 billion in bad | oans had been swapped

for equity (Business Wek, 2/14/00, p. 138E).

In the neantime, there is little evidence of public | oss of
confidence i nthe banks, either because of i gnorance of their condition
or because of an assunptionthat the central governnent inthe end wll
keep themfromfailing, or at least wll fully protect the depositors.
The public continuesto placeits savingsinthe banks; currency in
circul ati on has continued to grow, and i ndeed at 16 percent grew
exceptional ly during 1999, but not to an extent t hat woul d suggest a
run on the banks.

The Chi nese yuan i s convertible for current transactions (e.qg.
i nports of goods or travel abroad), but Chinese are not freelegallyto
export capital w thout approval. The yuan trades at a di scount of
about nine percent relativetothe official exchange rate on the bl ack
market, a rate that rose after the authorities cracked down on
snmuggl i ng and under -i nvoi ci ng of exports. Adi scount of nine percent
represents awarningsign, but it is not sogreat, giventhe controls

on capital novenents, as to be al arm ng.

Chi na faces forni dabl e chal | enges i n nai ntai ni ng a hi gh rate of
grow h, inrestructuringits manufacturing and fi nanci al sectors, and
i n noderni zing its econony. But current Chinese | eaders acknow edge t he

difficulties, are aware of the steps that need to be taken, and seem
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preparedtotake the difficult steps when the nonent i s propitious.

They have a reasonabl e chance of succeedi ng.

Endnot es

1. One prelimnary Chinese estimate suggests that 9.7 mllion jobs wll
be lost inagriculture as aresult of the narket openi ng, 580 t housand
jobs inthe machi nery sectors, and 500 t housand j obs i n t he aut onobi | e
sector. Against this nmust be set newjob opportunities of 5.4 mllion
intextiles and apparel, 2.7mllionin services, 930 thousand jobs in
construction, and 170 t housand j obs i n f ood processi ng, for anet | oss
of 1.6 mllionjobs, nostlyinagriculture. Inpercentageterns, the
bi ggest gain (52 percent) is in garnments, the biggest loss (14.5
percent) in autos. China Business Tinmes, Nov. 18, 1999, p.2.

Such esti mat es nust be treated wi th consi derabl e skepti ci sm but
their exi stence indicates that Chinese politicians are sensitive, as
Anerican politicians are, tothe enpl oynent inplications of changes in
trade policy.
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