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Executive Summary

The Macroeconomy of China in the Late Nineties®

Joseph Y. Lim 2

1. Introduction

Chinds socdis experiment effected important dructurd and  distributiond
reforms that laid the conditions for an environment conducive to growth. The market
and incentive reforms undertaken in the late seventies to the present were able to build
on these conditions and releese productive forcews that have brought about much
higher and sustained growth.

The Chinese economy eesly bounced back after the 1989-1990 politicd and
economic difficulties to achieve in the nineties the highest growth rates for any mgor
country in the world. Growth rates were 10.5%, 9.5% and 8.8% respectivdy in the
1995 to 1997 period.

Export growth was between 15% to 20% in the early ningties (1991-1993).
But with the devaduation of the renminbi in 1994, export growth shot up to 35.6% in
1994 and remained a 25%, 18% and 21% respectivey for 1995, 1996 and 1997 (see
Table 1).

Because of high export growth during the nineties, trade and current account
baances were mogdly pogtive in the nineties and internationa reserves increased to
more then 12 months equivdent of imports in 1997. Foreign inflows condged
manly of drect invesment rather then portfolio invesments and short-term  deht
thanks to cagtd invetments and direct capitd biased towards foreign joint venture
cgpitd and longterm loans.  The drong externd podtion of China insulaed it from
the principd harmful effects of the Eas ASan mdtdown that occurred in 1997 to the
present.

2. The Effects of the East Asian Crisison China’s Economy

However, the East Adan criss came & a crucid time when some important
changes in the Chinese economy were taking place:

a. domedic demand was darting to weeken as characterized by the dow growth
of real sdes build-up of inventories and deflationary pressures on prices in
1998. Overaupply of light manufactures and consumer products has caused a
ghift from what China experts cdl a sdles maket (during the period of high
demand growth) to a buyers maket. This means tha there will be more
intense (and dedtructive) compstition among sdlers and a bigger need for

! Thisstudy is part of the research project “China.and Its Implication to the AsiaPacific’ funded in
whole by the Philippine APEC Study Center Network (PASCN).

2 Professor, School of Economics, University of the Philippines, Diliman. The author would liketo
acknowledge the inva uable date collection, research assstance and editing of Mr. Alvin Firmeza.



sdlers to  undeteke product upgrading, technologicd and  productivity
improvements and innovative product expandon.  Lage regiond digaities
and the inability of other aress in the hinterlands to develop in pace with the
coadd aess has shut off a posshle venue of domestic demand expanson
from the more backward aress.

b. Continuing and important reforms of the date-owned enterprises — induding a
hardening of the budget condraints of Sate-owned enterprises (SOES) — and
grong competitions from the nondate sector had brought deficits and losses
to many dae-owned enterprises.  This has serious implications on the fiscd
postion of the government and the financid daus of dae-owned commercid
banks  Another important implication is that for date-owned enterprises to be
competitive, they will have to layoff some workes and reduce ther
obligetions to provide housng, education and other socid services to their
workers.  Smultaneous therefore should be marketoriented changes in the
aess of pendons, hedth care, housng and education. The uncertainties that
these changes bring to urban workers and employees will further dampen
domestic demand as they become more cautious and incresse ther savings to
cope with possble losses in wage income and higher expenditures on socid
services.

Thus, China is, more than ever before, dependent on its export sector and high
GDP growth to stave off a dackening of domestic demand and a the same time dlow
lad-off workers to be doisorbed in dther nondate sector or the more productive
SOEs. This is exactly where the East Adan criss hes affected China negetively.
Exports sagnated in 1998 and fdl in 1999, reducing the trade and current account
aurpluses of the country. Because of the wesk domestic and externd demand for
Chinese goods, growth rates decderated from dmogt 9% in 1997 and 7.6% in the firg
hadf of 1999. The figures are dill impressve and were achieved through strong
pump-priming and authorities would mogt likdy try to dday this as much as possble
gnce they would not want to ruin an Adan recovery vitd to ther own export growth.
They can dso win vitd politicd points in the region if they can dday a dgnificant
devduation of Chinds currency. Due to high labor productivity, negetive inflation,
and strong externd baances, postponing a devaudtion is il very feesble.

3. The Need for Painful Structural and State Reforms
31 OntheState Owned Enterprises

The rdaive economic dowdown in China has empheszed the <tructurd
problems of Ching paticulaly in the dae-owned enterprises (SOES), financid and
fiscd sectors. In recent years, the state has dowly moved to the postions that failing
SOEs will be dlowed (or forced) to dose shop andlor lay off workers as provison of
socid savices ae trandared to the privale sector and nationd and locd
governments.  The trander of socid sevice obligaions away from SOEs will
economicaly and financidly benefit the SOE as it reduces a big portion of its
expenditures.  This will dlow a better assessment of the viability and profitability of
the SOEs. Pdliticaly, however, it means tha SOEs will be less protected agangt
bankruptcies and closures. At the same time, the Sate has initiated the hardening of
SOEs budget condraints — which means less direct and credit subsdies as wdl as



directed policy (usudly soft) loans and a dricter punishments of SOES going into
arrears.

It is egimated that fifty to sixty percent of SOEs are operating with losses.
Profits have been deadily fdling and have become negative in the firg haf of 1998
(Stiglitz (1998)). It is ds0 a fact that cgpability utilization (the Chinee cdl this
utilizetion rates) is very low for many firms and industries.  Rolled sted indudtry hes a
utilization rate of 62% in 1995. The machine tool industry had a utilizetion rate of
46.2% for the same year (Wu (1998)). In June 1998, color tdevisons and
refrigerators had  utilization rates of 46.1% and 50.1%, respectivdy, while indudtries
for ar conditioning, washing machines and vacuum deaners had raes of 30 to 40
percent. The teephone indusry hed a utilization rae of 28% (Song (1998)). The
very low utilization rates and continuing losses are a reflection of the bariers to exit,
bankruptcy and takeover of SOEs due to ther overprotection and provison of socid
services to employees, and continuing competition from the non-state sector.

Chinds trangtion economy, as Sglitz (1998) points out, should put
competitions and correct market and performancebased incentives — not exdusve
privatizetion — in the forefront of its reforms.  Together with this is proper governance
of the economy, where corporae and finendad governance and supervison ae
critical.

32 On the Fiscal Sector

With increesng losses and deficits in the Sate-owned enterprises and reforms
that dlow profitable SOEs to retain pat of their profits, the tax effort (tax revenue to
GDP rétio) has fdlen from 28.4% in 1980 to 10.5% in 1997. The above is a result of
a big mismatch wherein the non-state sector accounts for around 60% of GDP (if one
indudes urban collectives in the SOE caegory) while it contributes around 5% of
totd tax revenues On the other hand, the troubled SOEs are providing the bulk of
date tax revenues. The Chinese government will have to increase its tax efforts,
paticularly on enterprises in the nondate sector (comprised of private, collective and
foreign firms), in order to finance its larger expenditures.  Expenditures will be large
due to the need for the dae to take over the provison of basc socid services from
the SOEs and in the provison of socid safety nets and socid insurance.  The
commitment to harden the budget condraints of SOEs — which will reduce subddies,
both fiscd and ques-fiscd, to SOEs — will reduce some of its expenditures. But a
leese in the short run this will be decrease the expected expenditures especidly since
the government is expected to borrow large sums of money to cgpitdize a very
troubled financid sector.

33 On the Financial Sector

Pest policy loans and implicit ques-fiscdl subsdies to the SOEs hes led to
extremdy high debt-to-equity rations for Chinads SOEs and have led Chinds four
state-owned commercid banks being saddled with non-peforming loans edimated to
be 24% of totd loansin 1997.



The solution to China sfinancia sector woes are:

-- trander of non-paforming loans out of the books of the date-owned
commercid banks. Moves towards this has been gdarted in April 1999 with the
cregtion of Cinda Asset Management tasked to buy the non-peforming loans from
China Congruction Bank, of the four state-owned banks. Cinda was able to get an
intid 10 billion renminbi ($1.2 billion) from the Minisry of Finance to purchese the
bad loans. Cinda can force date-owned enterprises with these bad loans to
restructure, layoff workers and become more efficient in order to repay the bad loans.
It ds0 has the power to convert unpaid debt into equity which means it can become
patid owner of badly run SOEs The cregtion of Cinda many bedieve will force an
improvement in the accounting, manegement and risk-assessment practices of both
state-owned commercid banks and dae-own enterprises.  This could be the dart of
the adoption of basc commercd and market-based banking practices for loan
transactions to the corporate sector. Theseinclude:

Pat of the recapitdization of the commercid dae-owned bank will dso
dat once Cinda purchases the bad loans from the China Condruction
Bank. The expeiment with one date-owned commercid bank is
illustrative of the gradudis and experimentd syle to maket reforms the
Chinese authorities are underteking. There is dso a praectica  reason.
Capitdization of dl of the date-owned commercd banks may require
subgantid amount of financid cepitd and may require subdantid
domedtic or foreign borrowing. It is best that government debt be
increased dowly while banking and enterprise reforms are undertaken 0
as not to put undue Smultaneous pressures and stresses on the Sate sector.

Work towards usng commerdd and traditiond banking principles and
practices to loan transactions in the banking sector.  This requires the
sting up of a credit culture which may actudly flourish with the need
now of massve funds for mortgages and loangble funds for invesments
and consumer durable from the nondate sector. This dso requires the
buildng up of a more oophidicated accounting, audiing and risk
assessment sysemn, reasonably  honest  sdf-reporting of  enterprises  and
banks, more transparency and the sdting up of a whole financd
infrastructure  of prudentid regulaion, enactment and enforcement of
banking, credit, bankruptcy laws and reguldtions. This dso entails a sure
tuning back on massve and widespread subsdies and policy loans to
SOEs, a hardening of their budget condraints and less dae dictaes on the
production and digtribution of firms,

4. Summary and Concluson

The rdease of initid pent-up productive forces in the first two decades of
China's market reforms have made it the fastest growing mgor country in the world.
It seems, however, that the easy phase of growth might be ending. Structurd changes
in demand paterns, panful reforms in the date sector and a less friendly world
environment may reduce Chind s growth to within 6 to 8 percent in 1999 to 2000.



We have seen how important and inter-related changes and reforms will have
to be undertaken to effect: @ a more efficient and profitable sate enterprise sector; b)
increased labor mobility and establishment of a dynamic housing sector; €) a srong
government and private system of socid services, socid inurance and provison of
safety nets, d) a more efficient and progressive taxation system; and d) corporate and
financd reforms to inditutiondize maketbased and performancebased incentives
and competition in the corporate and financia sector.

All these changes will be esser if the macro environment dlows for sufficient
growth and externd and domedtic demand expandon. This is vitd for politicd and
economic dability, to dlow re-absorption of dilaced labor, and to prevent a possble
dominolike collapse of dae enterprises and financid inditutions A recesson will
meke the reforms extremdy difficult to implement and will exacerbae the
vulnerabilities of the finandid, enterprise and fiscd systems.

But if China is successful in its reforms and world trade picks up again, there
may be another big spurt of growth as whole new industries rdaed to housing and
consumer durables may combine with exports to give a big boost to the economy.
Enterprises and financid reforms will increese efidently and profitability in the
medium and long tem, and China will be heading towads genuine economic
development and dragon-hood.



The Macroeconomy of Chinain the Late Nineties*

Joseph Y. Lim

China has been touted as the grest dragon and potentidly the most powerful
addition to the Eas Adan high-growth economies. It has been in the forefront of
economic growth in the eghties and especidly in the nindies, its GDP per capita
quadrupling during the period from 1980 to 1997° (see Table 1).

China enters a critica crossoad in the lae ningties as the rest of East Aga finds
itsdf mired in the most serious criss and recesson it has ever faced. China must ded
with panful dructurd reforms in its trangtion to a market-based economy and
gructurd demand changesin its dimb towards a higher phase of deve opment.

1 UNDERLYING REASONS FOR CHINA'S SUCCESS STORY

1.1 Good Initial Conditionsfor Economic Take-Off

Chinds socdis experiment, despite periods of dgnificant turbulence and
excessve redrictions, effected important structurd and digtributiond  reforms that laid
the conditions for an environment conducive to growth. The maket reforms
undertaken in the late seventies to the present were able to build on these conditions
and release productive forces that have brought about much higher and sustained
growth.

The changes indituted by the socidist government include (see Harrold (1992)
for alengthier discusson on these matters):

B Successful land reform and a diverdfied and sdf-sufficient  peasant
ayiculture  crucid  investments in rurd  infradructure,  in particular,
irrigation facilities, the use of improved seeds and fertilizers, and support
services for marketing and credit.

B Sufficent socid infrastructure in both rurd and urban aress for the provision
of hedlth services, and universal education through locdly generated funds.

B Sgnificant devdopment of basc indudries (manly through date-owned
enterprises in ged, textiles, etc) which are important for such a large
country as China

B A high degree of provindd and locd autonomy not only politicdly but dso
in economic planning and implementation. (It is sad tha China conscioudy
encouraged regionad sufficency and reldive autonomy due to the fear of
being invaded by the erswhile Soviet Union.)

. Thisstudy is part of the research project “ Chinaand Its Implication to the Asia Pacific” funded in
whole by the Philippine APEC Study Center Network (PASCN).
3 While that of the Philippines had sunk below its 1980 per capita GNP level in 1998.



B Successful redidributive polices that have reduced income diparities,
which might be causes for palitica ingtability and dissent.

B Strong hidoricd ties with Hong Kong and the oversees Chinese of Southeest
Ada exedidly dfter the normdization of Chinds foregn rdaions with
mog countries after the meeting in 1972 of US presdent Richard Nixon and

Mao Zedong.
B A drong sae and government which provides politica dtability as well as a

coherent, credible economic program®

Before 1978, Chinds economic growth was respectable by low-income Third
World gandards, averaging 3.93 percent for the period 1971 to 1977. This however
came in spurts and fluctuated wildly.

The man reasons for this uneven and lower-thanpresent growth pattern is that
the command economy and production targets s&t by the socidig date did not provide
enough incentives to encourage production units to innovate and to improve
production processes and product qudity. Furthermore, most date-owned enterprises
and communes were not free to channd their surplus towards the improvement and
growth of ther own production units There was dso a lack of hedthy competition
among production and didribution units tha would have encouraged incresses in
productivity, efficiency and product qudity. The rdativdly closed economy prevented
further innovations and technologicd improvements that would have aisen from a
hedthy participation in foregn trade and directed exposure to foreign invesments. It
ds limited the exposure of Chinds products to the world market and prevented it
from developing a dynamic export sector, which eventudly became Chinds engine of
growth in the eighties and nineties.

2. THE MARKET REFORMS

The market reforms indituted in the late seventies and eighties changed the
incentive dructure, and revolutionized financid and fiscd processes. The reforms
involved a mix of policies designed to integrate China further into the globd economy
while a the same time drengthening its domegtic base and market. Some of the more
important reforms are summarized as follows.

2.1 Rura Reforms

The earlies reforms shifted the production unit from the commune to individud
households. Under the new "household respongbility contrect sysem” land was
leesed to households for 15 to 25 years While the date gSipulated the crop to be
produced farmers could retain a Szesble portion of ther haves for sde in the
maket. Reative agriculturd prices (visavis indudrid goods) were rased as an
added incentive. Table 2 shows that prices of farm products compared to rurd
indugtrid  products remained high during most of the reform years The rexult here

“ The author does not include here repressive policies and undemocratic practices.



was a surge in rurd output, profits and savings giving rise to rurd nonagriculturd
collective enterprises -- the township and village enterprises (TVES) -- which were
dlowed to use the surplus generated by the rurd sector for light indudries. TVES
have been one of the most dynamic sectors in China

2.2 Directed Foreign Direct | nvestments

Ancther early reform was the opening up of the country to foreign direct
invesments via joint ventures with the date (1979) and the edtablishment of specid
economic zones (SEZs, in 1980). In 1986 foreign exchange swep centers were st up,
which bascdly removed the government reguirement tha joint ventures be oHf-
aufficient in generdling foreign exchange. Theredfter adminisrative bottlenecks and
interference were adso reduced. Since then foreign investors have poured into the
country, increesng rapidly throughout the eghties but mogst impressively throughout
the nineties. In 1992 done the volume of net foreign direct investments -- $7.2 hillion
-- was gregter than tota inflows in the firg 10 years of Chinds reform program. By
1997, net foreign direct investments brought in $41.7 billion (see Tade 3). Chinds
abundantly chegp and docile as wdl as productive labor and its potentidly gargantuan
domestic market naturaly attract foreign investors. The marked increases in the late
gghties and nineties are due dso to the increesing interest of oversess Chinese in
invesing in China Capitd from Tawan, Hong Kong and Southeest ASa have been
flowing into South China.in massve quantities.

2.3 Foreign Trade

In 1977, the combined export and import sector dready comprised a Sgnificant
portion of the economy (close to 20 percent of GDP). The various reforms encouraged
the trade sector to grow even faster as decentrdization of decison-making and the
expanson of markets ensued. Officid polices to encourage exports can be seen
through such incentives as tax rebaes, foregn exchange retention, and mogt
egpecidly, a srong depreciation of the Chinese yuan (or renminbi -- RMB) in 1981 to
1987 ad agan in 1990 and mog recently in 1994 (see Table 1). In addition, red
output per employee (labor productivity) is dso growing fast especidly in the nineties
(Teble 1). This enhances further the competitiveness of Chinds products. Between
1977 and 1992, the volume of Chinds merchandise exports balooned from $8.77
billion to $84.9 hillion. By 1997, the figure has reached $182.7 hillion (see Table 3).

2.4 Reformsin State Owned Enter prises (SOEs)

Reforms in date-owned enterprises (SOES). Starting in 1983, SOES were no
longer required to remit dl of ther profits to the nationd government. Ingteed they
had to pay some form of income taxes Other reforms included the sharing of profits
with the SOE management, and a <hift of supervisory power from the centra
minigries to the locd indudtrid buresus In 1984, plan targets were lowered and the
SOEs were dlowed to produce above the targets and el their products in the market.
In 1985 further decentrdization of enterprise management was implemerted
dongsde a twotiered price sysem wherein target output levels for the State sector
ae pad lower-thanmarket (officid) prices while above target production leves are
sold in the market & maket prices. A "contract responghility” system in agriculture
was aso adopted in the SOE sector as the SOEs entered three-year contracts with the



dae specifying invetment targets, profit remittance levels, retention raes, etc.
Around 1987 and 1983, the contracts increesngly emphesized and gave postive
incentives to medting financid targets (profits, equity ratios €c) as opposed to
physca (output) targets. Again the strong incentives given to the SOES brought about
increases in invesments and productivity growth many SOEs. Productivity growth
was achieved as the SOEs were exposed to competition from the nongtate sector and
SOEs of other provinces and aress.

It mugt dso be pointed out that dthough most SOEs in the manufecturing and
industrid  sector were retained by the sate, most of the commercid and sarvices
companies were 0ld or leased to private owngs. New private entrants to the
commercid and services sectors were encouraged. In redity it is not the reduction in
date factories but rather the growth of the nonstate sector, specificaly township and
village enterprises (TVES), that accounts for the dructurd shift in ownership of
enterprises. Table 4 shows the shares in indudrid output by ownership type of
enterprise. Note that there is a shift of industrid production from the state sector to the
nondate sector. The impressive increesss lie with the TVEs and individud and other
enterprises (induding joint ventures). But even as its share in output and employment
declined dredticdly through the years (from producing 64.9% of industrid output in
1985 to 285% in 1996), the Sate-owned enterprise ill produces more than a quarter
of indudrid output. Its importance is aso highlighted if we condder the date-owned
enterprises as one of the biggest employer of labor. Table 5 shows that state-owned
enterprises and collectively owned enterprises in urban aeas hire 20.7% of totd
employmet in 1996. Township ad village entaprisss employ 19.6% of totd
employment in 1996. Thus date-owned enterprises and collectively owned enterprises
dill employ avery big portion of labor in the country.

The date has dso mantaned drong control over the wholesdling of basc and
agriculturd  products, retaling of essentid goods, which are rationed and controlled
by price controls, and the operation of large depatment dores and commercid
outlets.

Smultaneous with reforms of SOEs is dlowing private firms and enterprises,
producers, wholesdlers and retalers to operate and st up ther own businesses
Together with the TVEs and firms (many of which are SOEs) with foreign joint
ventures, this provided hedthier competition in the dynamicdly growing market
economy. It can be seen from Table 4 tha individud enterprises and other enterprises
(induding joint ventures) mede up only 31% of ouput in 1985 In 199 they
provided 31.1% of industrid output. TVES dmogt doubled its share of indudtrid
output from 16.2% in 1985 to 31.2% in 1996.

2.5 Financial Reforms

The Chinese government ill controls the entire banking sector. But to be
consgent with the market and incentive reforms, it had to separate the functions of
centrd banking and commercid banking. In 1984, the separation began with the
Peoples Bank of China underteking only centra banking functions while newly
created oate-owned commercid banks took over commercid banking functions
More finandd innovaions were implemented with the sdting up of two univesd
banks and the credtion of nonbank financid inditutions in the locd aess. The



enterprise reforms saw a gret surge of demand for the services of financid
inditutions, especidly a the locd leve. Enterprises that now retaned pat of ther
aurplus and invested more, workers whose pay and benefits increased as enterprises
capacity to rase ther wage fund becane larger, private houscholds and enterprises
whose profits and savings were surging fast -- dl needed finencid inditutions in
which to lodge their funds It is indeed this large exploson of financd savings thet
gave rie to the rapid increese in bank depodts and the phenomenon of financid
degpening as money supply to GNP ratios rose rapidly due to growing bank deposits
(see Tables 6 and 7). This financd deepening adso tempered monetary pressures
towards high inflation (one of the periodic macro problems of Ching) as dgnificant
increases in money supply were channded more to financid savings rather than to
high consumption®.

2.6 Fiscal Reforms

The fiscd processes dso had to undergo mgor transformations. The government
lot much of its revenue generating capacity when it dlowed SOEs to retain a Szegble
portion of ther surplues. (This in effect trandformed the revenue generation from
SOEs into something &kin to a corporate income tax.) Though this dso reduced the
dates invetment expenditures for the SOEs, the decline in the profitability of SOEs
has caused a revenue and fiscd squeeze on the nationd government especidly as
many SOEs dated to incur deficts and losses, reguiring subsidies andior
restructuring by the government.

The centrd government has adways rdied on provincid taxaion bureaus to
collect revenues and taxes Again in 1985 and 1986, the respongbility contract system
was gpplied to the locd governments as they were required to enter into a contract
with the centrd governments on the sharing of revenues between them. In 1994 the
centrd government introduced a nationd corporate and persond-income tax and a
vadue-added tax, but it dill depends to a large extent on the locd governments for
collection. Tables 8 and 9 show that with the dedine in revenues from SOEs the
dependence of the government on indirect taxes (especidly vaue-added taxes)
increesed  tremendoudy in the late eighties and nineties meking it the bigget and
most important source of revenue of the government.

As the government increased its deficits through the years the need for it to
devdop financid indruments to borrow domedicdly will become even more
pressng.

3. STRONG MACROFUNDAMENTALS OF CHINA: THE PRE-CRISIS
PERIOD

The Chinese macroeconomy has surged in the eghties and throughout the
nineties There were periodic spurts of high inflation in 1988-89 and 1993-95, which
required deflationary and demend-reducing policies There was jut one mgor
dowdown in 198990 as a rexult of aggregate demand reduction and politica

® One of thefeatures of thei mpressive growth of Chinaisvery high savingsrates, aswill be discussed
|ater.



upheavas (the Tienanmen demondratiions and crackdown) and ther economic
repercussons (especidly on foreign investments).

The Chinese economy eesly bounced back after the 198990 pdliticd and
economic difficulties to achieve in the nineties the highest growth rates for any mgor
country in the world. The growth in the nineties was spurred by indudry (double-
digit) growth followed by services Agriculturd growth remained respectable a more
than 3% growth GDP growth rate dimbed to 12% to 15% in 1992 to 1994 and
decderated in 1995 to 1997 as a result of demand-reducing policies to tame the
inflaion in the 1993-1996 period. Growth rates were 105%, 95% and 8.8%
respectivey in the 1995 to 1997 period.

Gross domedtic savings grew to more than 40% of GDP in the mid-nineties
while gross invesments grew to aound 34% of GDP. The high accumulaion
achieved by the country no doubt contributed to the impressve growth rae of the
€conomy.

Export growth was between 15% to 20% in the early nineties (1991 to 1993).
But with the devduation of the renminbi in 1994, export growth shot up to 35.6% in
1994 and remained high a 25%, 18% and 21% respectivdy for 1995, 1996 and 1997
(see Table 1).

Because of high export growth during the nineties, trade and current account
badances were modly postive in the nineties (Table 3) and internationd reserves
increased to more than 12 months equivaent of importsin 1997 (see Table 1).

Foreign inflows conssged manly o direct investments rather than portfolio
investments and short-term debt thanks to capitd controls and directed capitd biased
towards foreign joint venture capitd and long-term loans. Table 10 shows that based
on gross inflows of foregn direct investments, portfolio invesments and other
financid invesments — as percentages of GDP — China had only rdied on foreign
direct invesments for foregn cepitd inflows. In the nineties portfolio investment
and/or other invesment inflows increased for the East Asan countries that liberaized
ther cepitd accounts. Other investments took the form of shortteem  unhedged
borrowings, which mede them 0 wulneable to contagion and illiquidity caused by
credit cut-off. The same table shows that China's externd debt to GDP raio (15.6%
in 1996) and the sze of shortterm debt (3.1% of GDP in 1996) ae low in China
compared to other East Adan countries hardhit by the cids Lack of capitd
convertibility and liberdization, together with the drong internationd foreign reserves
podtion of China shidded the country from contagion and successful speculdive
atacks as a reault of the East-Adan criss Table 10 shows that the import cover of
China in 1997 (the year the Adan criss erupted) was equivdent to dmogst 13 months
of imports, much more than any country in Eat Ada No amount of speculaive
atack on Chind s currency would have succeeded.

Fiscd deficits of China have been reduced from more than 2 % of GDP in the
ealy nineties to around 1.5 % of GDP in 1996 (see Table 8). The seemingly hedthy
fisca baance, however, hides structurd fisca problems to be discussed |ater.

Chinds inflation was reduced subgantidly from double-digit in 1993 to 1995,
to 8.3% in 1996, to 28% in 1997. The inflation rate in 1998 appears to be negative



from the prdiminary data (Table 1). Without the East Adan criss China would have
achieved asoft landing initslatest fight againgt inflation.

4. EFFECTS OF THE EAST ASAN CRISIS

The East Adan criss came a a cucd time when some important changes in
the Chinese economy were taking place:

a  domedic demand was dating to weeken as characterized by the dow growth of
retal sdes build-up of inventories and deflationary pressures on prices in 1998
The dowing domedic demand may initidly be due to the deflationary policies
& a realt of high inflaion in the 199395 period. But in 1998, the wesk
domedic demend may indicaie some sdiation in the traditiond consumer
durables (such as color tdevisons refrigerators and washing machines) and the
inadequacy of income to increese demand of more expensve and more
protected durables such as automobiles and housng. The lack of a dynamic
market on housing dso contributes to inadequate supply in the sector while lack
of mortgage and loandble funds reduces its affordability and accessbility.
Oversupply of light manufectures and consumer products hes caused a shift
from what China experts cdl a sdlers market (during the period of high demand
growth) to a buyers market. This means that there will be more intense (and
destructive) competition among sellers and a bigger need for sdlers to underteke
product upgrading, technologicd and productivity improvements and innovative
product expandon. TVES have been paticularly hard-hit by the shift away from
light manufacturing consumer goods and durables.

Large regiond disparities and the incbility of other areas in the hinterlands to
develop in pace with the coastd areas has shut off a possble venue of domestic
demand expansion from the more backward aress.

b. Continuing and important reforms of the Sate-owned enterprises — induding a
hardening of SOES budget condraints -- and srong competition from the non-
date sector had brought deficits and lossss to many State-owned enterprises.
This has sarious implications on the fiscd podtion of the government and the
financid datus of date-owned commercid banks These will be discussed in a
later section. Another important implication is that for state-owned enterprises to
be compditive, they will have to layoff some workers and reduce thar
obligations to provide housng, education and other socid savices to ther
workers. Smultaneous therefore should be market-oriented changes in the aress
of pengons, hedth care, housng and education. The uncertainties that these
changes bring to urban workers and employees will further dampen domestic
demand as they become more cautious and increese their savings to cope with
possible lossesin wage income and Hgher expenditures on socid services.

Thus China is, more than ever before, dependent on its export sector and high
GDP growth to stave off a dackening of domestic demand and at the same time alow
lad-off workers to be absorbed in ether the non-state sector or the more productive
SOEs. Without the drong export simulus and continuing srong GDP - growth,
domegic demand will weeken further, date-owned enterprises will suffer  higher
losses and deficits, and more workers will be lad-off and unable to be absorbed by



other sectors due to a weskening economy. SOE losses and deficits will trandae into
bigger fiscd and finencid problems and volatility. Economic, financia and politica
stahility will be jeopardized.

Table 1 shows that exports, after growing by around 20% in 1995 to 1997 (see
Table 1) grew only by 058% in 1998. Table 11 shows that the large dowdown in
export growth is mainly due to a dedine in the exports to Jgpoan, Hong Kong, Korea
and ASEAN -- dl in finandd and economic didress in 1998 and 1999. China hed
been vulnerdble to the Eagt Adan crigs inasmuch as the mgority of its exports go to
Adan makets. Table 11 shows that in 1996 (the year before the Adan criss erupted),
more than 60% of Chinds exports went to Asia, with 218% going to Hong Kong®,
20.4% to Jgpan, 5% to Korea, 3.7% going to ASEAN countries and 2.1% to Tawan.
In 1998, exports to Ada had been reduced to 534% of totd exports, while exports
shares to North America (especidly the SA) and Europe had incressed. The sharp
decderation in export growth in 1998 dearly was due to the shap contrection of the
East Asan export market and China's large exposure to this market.

Table 12 shows that much of the decderation in export growth in 1998 reflects
a fdl in primary commodities exports (with animd and vegetable oils minerd fuds
and lubricants and non-edible materids fdling sharply) and dower growth in exports
of manufactured export goods (induding afdl in light and textile industria goods).

The dowdown in expot growth was origindly accompanied by sgnificant
cutbacks in imports. The decderation of import growth sarted as early as 1997 when
import growth was a meady 3.7% (while export growth was 21%). In 1998, there was
import contrection of 154% that accompanied the export growth dowdown. The
gtuation has chenged in the firgd haf of 1999 as initid reports show exports faling
between four to five percent in the firgt haf of 1999 and imports increasing by fifteen
to gxteen percent during the same period. The dragtic fdl in Chinds trade surplus in
1999 will no doubt keep talks about a renminbih devauation very much dive,

Because of wesk domestic and externd demand, the government decided to
embak in a srong pump-priming drive to gir up the Chinese economy in 1998 and
1999, hoping to keep economic growth from dedining shaply. The pump-priming
measuresinclude:

B Infredructure building in roads ralways tdecommunications irrigetion,
rurd dectricity networks and environmental protection. It is too ealy to tel
whether these projects are being undertaken in more backward aress in order
to reduce regiond digparities.

B Undeteking housing investments and projects in 50 sectors of the economy.
Housng invesments ae targeted to comprise 15% of totd fixed asset
investmentsin the next three years.

B Provide loans for housng, and purcheses of consumer durbles, especidly
motor vehicles.

6 Hong Kong is however atransit paint only for many of Chinals exports.



B A sies of interet rate cuts as inflation is a its higtoric trough. There is
however little room for further cuts as interest rates are dready very near US
interest rates.

B [ncreasss in money supply through loan expanson to the dtate-owned banks
and reduction of the required reserve retio.

B Fnandng the invetment expanson by ising treasury bonds. With excess
cgpecity in the indudtrid sector, it is hoped thet this will ill result in a
multiplier increase in aggregete demand.

The Chinese government targeted an 8% growth for 1998 and announced thet
they had achieved 7.8%. This will be Sxth consecutive year of growth that is lower
than the previous year (darting from 14.2% growth in 1992 and down to 7.8% in
1998). In the firg hdf of 1999, growth reportedy dowed down dightly to 7.6%,
while the authorities have lower ther GDP growth target to 7%. Even with the
dowing down of the Chinee economy, the growth achieved is high espedidly in
current East Asian (criss) standards.

Wha is more worrisome is the litle room for maneuverability currently
avaldble for the Chinese authorities to continue sustaining the respectable growth.
The problems faced by the Chinese authorities are:

If invesment projects ae not eficdently and wisdy done this might leed to
duplications, unnecessary wadlage and inefficdencies, which may lead to further SOE
losses and loan defaults in the future. The economy might crash into a recesson. With
SOE losses threatening to ruin financid markets and the government’s fiscd postion,
this crash may be very disastrous to the Chinese economy.

The government’s deteriorating fiscd podtion as a result of deeriorating SOE
deficits and losses will necessxily curtal government's future capacity to further
pump-prime the economy without resorting to loans and credit subsidies. The use of
ques-fiscd measures and credit facilities, on the other hand, may aggravate an
dready week financid sector burdened with tremendoudy large bad debts.

‘Animd soirit’ has dready been serioudy eroded with the dowdown in growth
and exports, with the deteriorating fiscd pogtion and epecidly with the growing
non-performing loans of the state-owned banks.

It is therefore to Chinds interest that the East Asian and Japanese crises and
recesson would end as soon as possble 0 that exports can provide a much needed
gimulus to sugtain growth while hard reforms are being done.

On the domedic front, proper reforms, if properly done can provide engines to
medium and long-run growth. Apat from increesng productivity and efficdency in
the date-owned indudries the trandfer of SOES socid sarvice obligations to the
private sector will leed to the privaization and commercidization of the housing
sector, which in turn can give rise to a whole aray of ancillary services and industries
(carpentry, architecture, plumbing, house repars and mantenance, furniture and
gopliances) that can absorb labor thrown off from faling SOEs (see Stiglitz (1999)).



The same can perhaps be sad of the private and market-oriented hedlth and education
sectors. It must be pointed out that date participation and regulaion in these sectors
are dill essentid to ensure the meeting of sandards of qudity, equity and universdity
(with specid emphesis on the avallability of these socid sarvices in backward aress)
in dl the three sectors (housing, health and education).

5. ON THE EXCHANGE RATEDILEMMA

The most controversa question with regpect to Chinds role in the East Asan
cids is whether China should or will be forced to devdue its currency to save its
exports and reman competitive with the other East Adan countries. Fig. 1 shows the
red exchange rate (nomind exchange rate less inflation rate) of various countries with
1990 as the base year’. Note that China originaly had the most depreciated currency
especidly with its devauaion in 1994. It Hill had the most depreciated currency in
1996 on the eve of the criss But with the onsat of the East Adan crisis, we find thet
in 1998, on the average, Chinds currency had gppreciated (based on 1990 red
exchange rate levels) with respect to the East Adan countries except the Philippines.
This gppreciaion of China's currency to its neighbors, many fear, may force China to
devdueits currency.

There are severd reasons why this scenario may not happen in the short run.

Frd, the dowdown in Chinds export s0 far is manly due to the dedline in the
Eas Adan economies rather than China lodng its exports to other East Adan
countries. This can be seen in Table 11 where it is clear that exports to ASa decreased
significantly but exports to North America and Europe grew subgantidly in 1998
This is veified by prdiminay daa showing exports of crissridden Eagt Adan
economies peaforming poorly in 1998 despite dgnificant  deprediaion in  their
currencies® These dl point to the fact that a renminbih devauaion is not yet of vitd
urgency.

Furthermore, a renminbih  depreciaion now will cause another round of
dedtructive competitive devauation in the East Asan economies. This will defest the
origind purpose of the renminbih devauation. Furthermore, it will potentidly ruin the
recovery of the East Asian economies, which we have seen is vitd to the recovery of
Chinds exports. A dgnificant renminbih devdudion may cause dgnificant pressures
for currency depreciation and further economic didocation for Hong Kong, Kores,
Tawan and the ASEAN countries which together comprise more than 30% of Chinds
exports. Furthermore East Asa (especidly Jgpan and Hong Kong) has a big trade
deficit with China, and 0 its recovery would be important to sustain Chinds strong
trade and current account position.

"The graph will be very senditive to the base year. If the base year wasjust dightly before 1990, China
would have depreciated more sinceits currency devalued sharply in 1990. If the base year was 1986,
Koreawould have appreciated heavily sinceits currency became increasingly strong in 1987 to 1989. If
the base year was 1994, Chinawould have appreciated most since the graph would not have captured
the significant devauation during that year.

8 Thisis dueto credit constraints that have affected export production in these countries and the
continuing dowdown of the world semiconductor market.
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It is dso true that even if Chinds currency has gppreciated in red terms from its
1990 levd more then other Eagt Adan countries it has remaned very competitive
with its strong growth in labor productivity. Table 13 gives us the growth rate of labor
productivity of China compared with other East Adan countries It is clear that
throughout the ningties Chinds growth in labor productivity had outpaced al the other
countries. The gep in the growth in labor productivity would have even widened in
1997 and 1998 when Chinds growth and efficency gains were far grester than the
Eag Adan countries in crigs Also in 1997 and 1998, Chinds inflation rates fel to
near zero and even into negative territory while East Adan inflaion rates soared to
doube-digit or high single digit rates All these agan point to the fact tha despite
some red goprecidion of the renminbih vis-avis other East Asan currencies, Chinds
continuing high productivity growth and low inflaion during the Eag Adan crids
period would make its export products competitive with Eas Adan products. China
should be more concerned with regaining the export markets of the fdlen East Adan
countries rather than on competing with them.

Since China is not yet a member of the World Trade Organization (WTO), it has
the advantage of giving tax credits and credit subsdies to the export sector, which can
be as effective (if not more s0) as a aurrency devauation.

Macroeconomic and trede theory dso dictates that economic fundamentds of
China should dlow for some gppreciation of its currency. Table 13 shows the current
account baance of China (as percentage of GDP) vis-avis other East ASan countries.
Together with Tawan, China had in the nineties achieved current account baance or
aurpluses in the ningties 1997 and 1998 would dso be periods of even higher current
account surpluses for China due to the bigger dowdown in imports compared to
exports. The good current account postion is matched with strong internationd
reserves which have grown to more than ten months worth of imports. The increase in
fordgn exchange resarves, unlike the East Adan economies hit by the cridgs is
matched with increased cepacity for earning foreign exchange. Cepitd inflows are
mede up manly by foreign direct invesments, which directly contribute ether to
export production or to import subditution, thus buildng up foregn exchange
cgpabilities in the medium and long run. This contragts sharply with the massive
short-run portfolio and short-term debt inflows to the Eagt Adan countries (before the
cisgs) which led to an atificid gpprecigion of their currencies as ther foreign
exchange earning capabilities deteriorated.

Fndly, it is Chinds god to become an economic and politicd leader in Ada
and in the world. It will win China quite a few pdliticad points and goodwill if it
pospones any depreciation of its currency until such time as when the East Asan
economies have gotten over this crigs and ae drongly paticipaing in the world
economy again. China had made it dear that it is only a massve depreciaion of the
yen that can force it to devaue its own currency. The yen has now dabilized bdow
the 130 yen to a dadlar levd. China can concentraie on improving its productivity and
continue its low inflation trend to kegp competitiveness srong while restructuring and
reforming its fiscd, financid and date sectors 0 as to further enhence long run
productivity, effidency and technologicd growth. In the meantime it is to

® Even if 1999 threatens to reduce substantial ly the trade surplus with negative growth in exports and
growing imports, current account balances are till expected to be positive, though much reduced.
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everybody's interest, especidly China, to see the Eas Adan economies (particularly
Japan and Hong Kong) back a their feet and again trading strongly with China

6. ON PROBLEMSOF A TRANSITION ECONOMY
6.1 TheTheoretical Debate

Before tackling problems of a trandtion economy, it is best to fird discuss
briefly the issues concerning the Chinese path to development. There is now a minor
debate between two camps of China andyss The firg camp, cdled the ‘big bang
theory or the Convergence school, is composed of economists such as Jeffrey Sachs,
Michaed Bruno, Gang Fan, Geng Xiao and Wing Thye Woo (1999). They espouse
fagter privaization and market liberdization and view government interventions and
sdidig prindples as impeding long run growth and devdopment of China This
school dso defends the one-shot and blanket liberdization and privatization of the
economy and the state sector as the best path for trangtion economies. It views the
Chinese economic success as the typicd East Adan success dory of countries
opening up ther markets and trade sectors and employing chegp, surplus labor from
agriculture to light manufacturing. The continugtion of high growth in China however
criticaly depends on the privetization of the dae and collective sectors and in the
liberdization of the product and factor markets in the economy. The falure of some
East European trangtion economies to progress into successful capitdist countries
had more to do with the lack of rurd and agriculturd labor surplus and the complete
dominance of the date sector in labor employment on the eve of the trangtion.

The other school, cdled the gradudist or ‘experimentd’ school, is comprised of
economidts such as Peer Nolan, Bary Naughton, Thomas Rawski and Gay
Jefferson. Recently this group had been drengthened by the entry of Joseph Stiglitz,
chief economist of the World Bank, to ther ranks This school contends thet it wes
the gradud opening up of the economy by giving maket and peformance-based
incentives (such as a percentage or share of profits in the ‘contract responghility
sysdems) to make players and exposng them to domedic and foreign competition
that released the tremendous productive forces in China. This is more effective than
‘privatization in a non-competitive environment' . ‘Rather than focusng on the
privatization of exiding enteprises [Chingl focused on the credtion of new
enterprises’?  The gradudis nature of Chinds opening up had to do with
‘maintaining and drengthening socid organizetion during the trangtion and to creste
the inditutiond infrastructure that a maket economy requires’™ In particular,
necessty legd and inditutiond mechaniams to implement and enforce bankruptcy,
competition and contract laws are required. Transparency and standard accounting
practices will have to be learned and made prevaent.

It is within the framework of this second school where our earlier andyss of
Chinds initid socidig reforms combining successfully with drong market reforms
will be gppreciated.

1 siiglitz (1998) p. 2.
" pid p. 3.
2 pidp. 2.
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6.2 Increasngly Painful Reforms of State-Owned Enterprises

The rdadive economic dowdown in China has emphesized the dructurd
problens of Ching, paticulaly in the SOE, financid and fiscd sectors In recent
years, the dae has dowly moved to the postion that faling SOEs will be dlowed (or
forced) to dose shop andlor lay off workers as provison of socid sarvices ae
transferred to the private sector and nationd and locd governments. The trandfer of
scd savice obligaions away from SOEs will economicdly and financidly  benfit
the SOE as it reduces a big portion of its expenditures This will dlow a better
asessment of the viddlity and profitebility of the SOEs Politicdly, however, it
means that SOES will be less protected againg bankruptcies and closures. At the same
time, the date has initiated the hardening of SOES budget condraints — which means
less dired and credit subsidies as well as less directed policy (usudly soft) loans and a
dricter punishment of SOES going into arrears.

It is edimated that fifty to Sxty percent of SOEs are operating with losses.
Profits have been seadily fdling and have become negative in the firg hdf of 1998
(Stiglitz (1998)). It is d a fact tha cgpadity utilization (the Chinee cdl this
utilization rates) is very low for many firms and indudries. Rolled ded industry hes a
utilization rate of 62% in 1995. The machine tool indusry had a utilization rete of
46.2% for the same year (Wu (1998)). In June 1998, color tdevisons and
refrigerators had utilization rates of 46.1% and 50. 1%, respectively while indudtries
for ar conditioning, washing machines and vacuum cleaners had rates of 30 to 40
percent. The telephone industry had a utilization rate of 28% (Song (1998)). The very
low utilizetion raes and continuing losses are a reflection of the bariers to exit,
bankruptcy and takeover of SOEs due to their overprotection and provison of sodd
svices to employess and continuing competition from the nonstate sector. Gore
(1999) dams that this is dso a result of incentives for loca bureaucrats to achieve
high locd growth via over-invesments, duplication not only of firms and indudries
but dso of entire provincid economies in a sygdem maked by a driking lack of
regiond gspecidization based on comparative advantages No doubt these explanations
ae dw tied in with the lack of labor and capitd mohility, the inadequate supply and
mortgage funds for housng (to support labor mohility), and the inadeguate
government investments in backward aress to achieve better regiond equity.

Nolan (1998) points out thet this doesnt mean tha SOEs should dl be
dismatled. In fact, when redundant labor are dlowed to be shed, wages are dlowed
to move with market forces and socid sarvice obligaions are removed, many of them
may become ressonably vidble and profitable He points to many SOEs in the
upstream indudtries that are doing wel and turning in reasoncble profits. Critics may
point out that these profits are due to the SOES monopoly status and overprotection.
But Nolan has a point when he dams that updream indudries, key public utilities
and other vitd sectors that involve some economies of scade externdities and
learing by doing -- where correct government interventions can correct some market
falures -- may be economic aress where visble SOEs may be dlowed to remain.
Chaebols of Korea and zaibatsus of Jgpan are examples of large firms that have
become economicdly and technologicaly strong through competition in the domestic
and world market and through government help and guidance. In fact Nolan (1998)
points out that the government has indeed been privaizing or dosng smdl ad
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medium SOEs involved in trade and downdream production. It has hang on to the
firmsin the upstream industries, public utilities and higher technology SOEs

Chinds trangtion economy, as Stiglitz (1998) points out, should put competition
and correct market and performance-based incentives -- not exdusve privetizaion --
in the forefront of its reforms. Together with this is proper governance of the
economy, where corporate and financia governance and supervison ae criticd.

6.3 The Shedding of Labor, Its Re-absorption, and Social Insurance

Because of bariers to entry and exit of labor, SOEs are plagued with redundant
labor and wages that are way above rates commensurate with productivity and market
rates. Wih the ongoing reforms however 12 million SOE workers hed been lad off in
1997, comprisng 10% of SOE employees and 7% of totd urban employment (Meng
(1998)). Haf of these workers were able to be regbsorbed in the economy in 1997. In
the firsd hdf of 1998, another 3 million workers were lad off. Chinds Minigry of
Labor esimates that there are 22 million redundant workers in date and collective
enterprises in the dties (Wu (1998)). The ongoing reforms will no doubt displace
more workers. The good news is that decades of dow reforms have reduced the dtate
sector in terms of its share of output and its share of employment (see Tables 4 and 5).
This should meke additiond reforms esser as the shedding of labor continues a a
lesser pace. The bad news is that the Sze of labor in the state and collective sectors is
dill enormous. In 1996, the state-owned enterprises and urban collectives ill employ
dightly more then 20% of totd employed pesons, while township and village
enterprises (TVES) employ another 20% (see Table 5). Another bad news is that in the
past much of the displaced labor was resbsorbed because of the high growth in the
economy. Between 1995 and 1997, SOE employees dropped by 3. 6 million, while
private sector employment increesed by 12 million (Siglitz (1998)). But darting
1998, the dowdown in domegic demand and domedic growth, as discussed
previoudy, have dfected adversdy not only SOES peformance, but dso TVES
peformance and profitability, and the non-state sector's ability to absorb further
displaced labor. Thus the issue of Chinds externd and domestic demand and growth
potentia becomes criticd to the ongoing reforms.

Of course, the picture is not that blesk. State reforms itsdf should create new
sectors and new indudries that will be able to generate dynamic labor employment.
Housng is a vey importat sector tha has two vitd functions. One is its large
contribution to labor mohility and wel functioning labor market that is SO important
to effidency and productivity of the country. The other is the multiplier effect on
domestic demand and labor employment that we have discussed earlier as it itsdf is a
big stimulus for domestic demand and creates ds0 a series of andillary service sectors.

Equdly importent in the st of dae reforms are the dae provison of socid
savices and the credtion of a socid insurance scheme as these obligations are being
taken off the backs of the SOEs Inasmuch as SOEs ae 4ill in a gae of flux,
widespread implementation of employment insurance schemes for private employees
may be limited, though urgently needed. Schemes for unemployment and hedth
insurance and pendons ae citicd but beyond the scope of this paper. The
government will have to assume much of the duties of providing basc educaion and
hedth sarvices for the generd public, while dlowing the private sector to serve the
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higher income groups. This will require important revenue sources and will be
discussed immediatdly.

6.4 Problemsin theFiscal Sector

With increesng losses and deficits in the date-owned enterprises and reforms
that dlow profitable SOES to retain part of ther profits, the tax effort (tax revenue to
GDP ratio) has falen from 28.4% in 1980 to 10. 5% in 1997 (see Table 8). This & one
of the lowest in the world. Table 8 and 9 dso shows tha taxes on income and profits
are dominated by state owned enterprises, thus accounting for the smdl share of direct
taxes in totd tax revenue and the large dedine in tax revenues. Table 9 shows that in
1996 18.7% of totd tax revenue is made up of taxes on income and profits, of which
13. 4% of totd tax revenue are from SOEs Thus the magor contribution to tax
revenue ae taxes on goods and services, accounting for two-thirds of tax collection
(value added taxes account for around 43% of totd tax revenue in 1996).

The above shows a big mismaich wherein the nondate sector accounts for
aound 60% of GDP (if one includes urban collectives in the SOE category --see
Table 4) while it contribues around 5% of totd tax revenues. This makes the tax
sysem very regressve. Thus improvements in tax schemes and collection efforts on
the non-date sector will have to be underteken immediatdly. The Chinee non-dtate
firms are charged 33% corporate income tax rate while foreign enterprises are charged
15% corporate income tax rae There is a prevdence of illegd tax avoidance from
private and collective sectors as well as the foreign sector, which is hard to detect due
to inadequaie and underdevdloped accounting and audit systems. But with the date
having to shoulder much of basc socid sarvices there will be an urgent need to
underteke important tax reforms especidly on direct taxes This will ental the
adoption of proper accounting procedures and a universal sdf-reporting from dl the
enterprises of the sate and non-state sectors.

Table 8 ds0 dhows tha the govenment deficts in the mid-ningies hover
aound the 1.5 to 1.7 percent of GDP. This amount is grosdy underestimated since it
doemt include debt payments, which in 1995 would have increese government deficit
to around 2.9% of GDP.

Furthermore, the edimated subddies to SOES (amounting to 1.2% of GDP in
1996 in Table 8) is underedimated snce there is quad-fiscd subgidies to SOEs in the
foom of policy loans from date-owned banks to faling or lodng dae-owned
enterprises. Because of the large levels of non-peforming and bad loans, government
may have to shoulder these bad loans in a capitdization of the troubled State-owned
banks. If weindude this, government deficits will balloon to even higher numbers.

In summary then, the Chinese government will have to increase its tax efforts,
paticularly on enterprises in the nondate sector (comprised of private, collective and
foreign firmg), in order to finance its larger expenditures Expenditures will be large
due to the need for the dae to take over the provison of basc socid services from
the SOEs and in the provison of socid safety nets and socid insurance. The
canmitment to harden the budget condraints of SOEs -- which will reduce date
subsdies, both fiscd and quas-fiscd, to SOEs -- will reduce some of its expenditures.
But a least in the short run this will not decrease the expected expenditures especidly
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sgnce the government is expected to borrow large amounts of money to capitdize a
very troubled financid sector.

6.5 ReformingtheFinancial System

Pegt policy loans and implict ques-fiscd subgdies to the SOEs haes led to
extremdy high debt-to-equity ratios for Chinds SOEs and have led to Chinds four
state-owned commercid banks being saddled with non-peforming loans edimated to
be 24% of totd loans in 1997 (see Huang and Yang (1998)). Conservative esimates
put bad debts a 6% of totd loans and overdue loans a 18%. The 6% bad debts
amount to 400 billion yuan, more than the four banks net assts amounting to 317
billion yuan. Furthermore 30% of the gross assets of the banks are depogts essentidly
of SOEs. Thus the dae-owned commercid banks ae technicdly insolvent. SOEs,
producing less than 30% of the country's output in 1996, borrows nearly 80% of bank
loans. Over-investments and low utilization rates in SOES and 'assat bubbles in the
fastest growing provinces can be partialy tracedto this mismatch.

On paper the trouble of Chinas banks seem to exceed that experienced by Korea
or Thaland on the eve of the Adan criss In fact, however, the solutions to Chinds
problems may be esser to handle if the government does not unnecessily lengthens
and aggravates the exiding problem and if the correct credit and commercid culture
isput in place in the finandd inditutions

Fra of dl, Chinds bad debts do not involve much foregn currency (except in
the case of the two big invesment firms in Guangdong province). There is no danger
of illiquidity and credit Soppege due to foreign creditors response to the crids or to
aggravetion of bad loans due to currency depreciation.

Second, the problem being faced by China now is a change in regimes. Past
command-economy oriented policies have made the dae give direct financid money
to SOEs for dipulaied production and invesments This has resulted in the current
dae of bad and nonpeforming loans. The change towards market ad decentralized
decison meking in financid transactions, as long as it is credible, will erase the mord
hazard problem to finendd bal out of the sate-owned banks. In other words, as long
as it is dear that there is a change in regimes in the workings of the date-owned
commercid banks from a date-dictated policy to commercid polices based on
expected rates of returns and viability of projects, it will not cause any mora hazard
problems (as in excessve lending and borrowing) to bal-out the troubled banks by
teking out the bad loans out of the books of the date-owned commercid banks
(Stiglitz (1998)). Ancther advantage is that both date-owned enterprises and the
commercid banks are owned by the date. Thus it is easy to take money out of one
pocket and put it in the other pocket as long as the pockets are owned by the same
entity, the ate (Stiglitz (1998)).

Third, the under-cepitdization of the dae-owned commercid banks will have to
be resolved by the date infusng capitd in these tanks. It is fortunate that China has a
low government debt level (around 15% of GDP) 0 that it can ill aford some room
for domedic and foreign borrowing to infuse capitd in the date-owned commercid
banks.
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The solution therefore to Chinals financal sector woes are:

trandfer of nonpeforming loans out of the books of the d<ae-owned
commercid banks. Moves toward this has been dated in April 1999 with the
cregion of Cinda Asset Management tasked to buy the nonpeforming loans
from China Condgruction Bank, one of the four state-owned banks. Cinda was
dle to ga an initid 10 billion renminbi ($1.2 hillion) from the Minigry of
Finance to purchase the bad loans. Cinda can force state-owned enterprises with
these bad loans to restructure, layoff workers and become more efficient in order
to repay the bad loans. It dso haes the power to convet unpaid debt into equity
which means it can become partid owner of badly run SOEs. The credtion of
Cinda many believe will force an improvement in the accaunting, management
and risk-assessment practices of both dtae-owned commercd banks and dete-
owned enterprises. This could be the dart of the adoption of basc commercid
and marketbased banking practices for loan transactions to the corporate sector.
Theseindude:

Pat of the recapitdization of the commercid dae-owned bank will dso
dat once Cinda purchases the bad loans from the China Congruction
Bank. The expeiment with one daeowned commedd bank is
illugrative of the gradudis ad experimentd dyle to market reforms the
Chinese authorities are undertaking. There is dso a practica reason.
Capitdization of dl of the daeowned commercid banks may require
ubgantidd  amount of financid capitd and may require  subgtantid
domedtic or foreign borrowing. It is best that government debt be increased
dowly while banking and enterprise reforms are undertaken 0 as not to
put undue s multaneous pressures and stresses on the Sate sector.

Work towards usng commercid and traditiordl banking prindples and
practices to loan transactions in the banking sector. This requires the
sting up of a credit culture which may actudly flourish with the need
now of massve funds for mortgages and loangble funds for investments
and consumer durdble from the non-dtate sector. This aso requires the
buildng up of a more oophidicated accounting, audiing and risk
asesament sysem, reasonably honest  sdf-reporting of enterprises and
banks, more trangparency and the sHting up of a whole financal
infrestiructure  of prudential  regulation, enactment and enforcement of
banking, credit, bankruptcy laws and regulations. This dso entalls a sure
tuning back on maessve and widespread subsdies and policy loans to
SOESs, a hardening of thelr budget condraints and less date dictates on the
production and digtribution of firms.

SUMMARY AND CONCLUSION

The rdease of initid pent-up productive forces in the firg two decades of

Chinds market reforms have made it the fastest growing magor country in the world.
It seems, however, that the easy phase of growth might be ending. Structura changes
in demand paterns, painful reforms in the date sector and a less friendly world
environment may reduce China s growth to within 6 to 8 percent in 1999 to 2000.
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We have seen how important and inte-rdaed changes and reforms will have to
be undertaken to effect: @ a more efficient and profitable Sate enterprise sector, b)
increesed labor mobility and establishment of a dynamic housing sector, €) a srong
govenment and private sysem of socid sarvices socd insurance and provison of
sdfety nets, d) a more efficient and progressive taxation sysem, and d) corporate and
financid reforms to inditutiondize marketbased and performance-based incentives
and compstition in the corporate and financid sectors.

All these changes will be esder if the macro environment dlows for aufficient
gowth and extend and domedic demand expandon. This is vitd for politicd and
economic gability, to dlow re-absorgion of digplaced labor, and to prevent a possble
dominolike collagpse of dae enterprises and financid inditutions. A recesson  will
meke the reforms extremdy difficult to implement and will exacerbate the
vulnerabilities of the financid, enterpriseand fiscd systems.

But if China is successful in its reforms and world trade picks up again, there
may be another big spurt of growth as whole new indudries rdaed to housng and
consumer durables may combine with exports to give a big boost to the economy.
Enterprise and finendd reforms will increese efficdency and profitability in the
medium and long tem, and China will be heading towards genuine economic
development and dragon-hood.
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