An Overview of China: Economic Prospects and Challenges”
(Delivered at Institute for Global Economics Meeting in Seoul, May 18, 2010
by Danny Leipziger

I think it is no exaggeration to say—as I have spent a number of decades examining and
benefitting from the experience of Korea—that Korea has been very good for my career at
the World Bank. However, I was asked to speak about China today—a topic on everyone’s

mind. Let me start by highlighting some basic points.

In the world’s worst economic crisis since the Great Depression, China’s economy still
managed to grow 8.7% in 2009. This is in stark contrast to negative growth rates in other
parts of the world. In the first quarter of 2010—on an annualized rate—China is growing
close to 12%, which I believe creates the danger of overheating as double digit growth is
very hard to sustain. At the same time, the composition of growth changed during this crisis
due to the very large fiscal stimulus package instituted by the Chinese authorities to make up
for the fact that exports were clearly lagging. There was also a change in the composition of
demand in the 2008 to 2009 period. In the last year alone housing prices rose substantially—
almost 12% nationwide and 32% in the 36 largest cities. This is obviously why there is
concern about a real estate bubble. The exchange rate has—since the end of 2008—been re-
pegged to the dollar. After some appreciation over the previous period, the Chinese authorities
obviously felt that in this crisis they did not want the exchange rate to continue to appreciate.

This is a controversial topic, and I will come back to it in a moment.

The external picture for China is quite mixed. Although exports dropped precipitously in the
second half of 2008 and early 2009 this was quickly reversed. There were very few countries
that—other than Korea—have experienced this V-shaped recovery that is written about in text
books. At the same time, the trade surplus has dropped from a high of nearly 10% to 5% in
2009. This is the good news. The bad news for those that are concerned about imbalances is
that a 5% of GDP surplus is still quite substantial. This has led to an increase in foreign
reserves—known to be roughly $2.5 trillion at the moment. As exports declined—and then
began to recover—there was a shift in composition which saw exports drop from about 40%
of GDP earlier in this decade to 27% with a commensurate increase in government

investment.

* Transcript of a speech given at the IGE/Prudential International Finance Lecture on Tuesday, May 18,
2010.
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Figure 1

China: Main Economic Indicators
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In Figure 1 there is only one line that I find particularly interesting, and that is the
calculation of the output gap—the difference between where the economy is performing and
what the potential growth rate is. I will come back later to the fact that [ am not a great
fan of calculations of potential growth rates. This is not because they are done by my former
sister institution, the IMF, but because I do not believe all the factors in the potential growth
rate calculation are immutable. That is, that they are not subject to policy change. The
interesting point is that in 2009 and 2010, and in the forecast for 2011 as well, China’s
economy is basically operating at its full potential. There is no output gap according to these
calculations. One has to wonder how long an economy can produce that potential growth rate
without inflation taking hold. An honest assessment of China’s prospects in the next few
years has to be rather positive because global exports have recovered, consumption is stable,

and this will allow the government to reduce its fiscal stimulus. The stimulus in China has
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been reported to be close to 6% of GDP, although only about half of that can be found in
the fiscal account. In other words, half of the stimulus package was financed off the balance

sheet of the central government through the banking sector.

The labor market is the major preoccupation in China and the reason why the exchange rate
has not been allowed to find its natural price. Despite some initial increases in unemployment,
the domestic stimulus—which largely substituted government demand in infrastructure for

exports—has absorbed a fair amount of the labor.

Let’s turn to inflation expectations. If one looks at the double digit growth in early 2010, as
well as the appreciation in housing, it is reasonable to begin to worry about inflation—
particularly if this were not China. China has some mechanisms to enable it to deal with
inflation the way market economies obviously would not. But one would think that under
those circumstances tighter monetary policy and exchange rate appreciation would be the right
combination of tools to deal with inflationary expectations. I will come back to that later. So
as I said, China is operating close to its growth potential while in the United States the

economy is operating 5% below its potential.

Figure 2

Output Gap in Percent of GDP
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Figure 2 presents a very dramatic picture of potential growth rates for the United States,
Japan, and Germany. For all of the major economies it only gets back to its potential growth
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rate trend by about 2014. It gets closer in 2012, where it is only 1 to 2 points below
potential, but this is in contrast with China which is operating close to its potential and gives

some idea as to why people have been relying on Chinese demand.

Figure 3

Rebalancing the Economy Towards Consumption and Services
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The graph on the left in Figure 3 plots what has happened to private consumption and fixed
investment over the last 25 years. In general, consumption was coming down prior to the
crisis, and fixed investment was increasing. The trend of consumption in the 2008 ~ 2010
period is basically flat in China, and exports obviously fell. The piece of aggregate demand
that was missing was taken up by government spending. On the right is the percentage of
GDP that is accounted for by the service sector compared to the log of GDP. While it is
natural that the service sector will grow, China is significantly below trend among the 100

countries represented in Figure 3.



Figure 4

GDP Production by Province

Another imbalance, if it can be put that way, is the location of GDP production. No one
says that there should not be growth poles, or centers of growth but—as illustrated
geographically by the size of the circles in Figure 4—GDP is largely produced by coastal
provinces. This is not news to anyone working in China, but it is useful to see a map of
the entire country and realize that this is at the heart of a lot of the transition problems that
the country has faced. First, hundreds of millions of people are coming from rural areas to
the coast for employment. There are also very large income disparities between urban and
rural and between the major growth poles and the poorer parts of the country. This is not an
issue for short-term economic management, but it clearly is an issue for longer-term economic

management.

Coming into 2010, the government’s policy stance has been to keep the economy on as high
a growth path as possible—especially after pulling out all the stops in 2009. I already said

that on the fiscal side—even though the numbers show a 5.8% fiscal stimulus—the fiscal
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deficit is about half of that. Nonetheless, there was a tremendous fiscal effort which was
matched by very loose credit. A 30% growth in credit in 2009 would make even Alan
Greenspan look like a conservative on monetary policy. Although this year China says that
credit will rise about 18%, it has also instituted some measures to reign in credit—be it on
reserve requirements of banks or curbs on second or even third home ownership. Obviously,
China has some means at its disposal that are not in the classic text book of central banks,
but some monetary tightening can be expected. At the same time, the fiscal stance will
remain stable, and the deficit is still in the manageable range although there are problems

reported at the local government level.

In China local governments are able to create state enterprises at the local level by either
mortgaging land, selling it, or borrowing from the local bank. This means that local
governments were able to live beyond their means. Of course, this is fine when interest rates
are low, but it can become a problem when interest rates start to rise. So this is something
that is on the horizon. As I said, the current account surplus is now only 5%, but even 5%
is a problem when the world is trying to recover from this deep recession. I think it is the
same concern one might have about the Eurozone—forgetting about exchange rates for the
moment—where there is a country like Germany which has a large surplus. Even in that
grouping, very large surpluses imply large deficits on the parts of others, and if they do not
have the fiscal position to sustain it the problem of twin deficits—which characterized the
U.S. economy going into this recession—becomes an issue. In the medium term the
challenges facing China are to rebalance, with the sources of growth coming increasingly
from domestic consumption, without triggering further inflationary expectations. I think it is
remarkable that with the growth rates being in the 9% to 10% range there has not been—
except in the housing market—widespread inflation. There may be various explanations for

this, but I would be surprised if inflationary pressure did not continue.

The second medium-term challenge is spatial inequalities because this affects jobs, migration,
congestion, and harmony—one of the stated goals of the 11™ Five Year Plan. Looking at
Figure 4, it is hard to see a harmonious society with such large inequalities. I think a
challenge that China itself has identified based on growth accounting is the need to increase
the efficiency of public investment, particularly now that it has received this large jolt, and
the need to see increases in total factor productivity (TFP). TFP is much easier to raise in
manufacturing than in services, and we see that in Korea. As it makes this transition to a
larger service economy—although China is many decades behind Korea—it will also face the
problem of lower TFP. There will be issues of economic welfare which will begin to
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dominate the interest of the population. Obviously, China has the political means to suppress
that at the moment but, just as in the OECD countries and elsewhere, there are new concepts
about economic welfare. This includes the economics of happiness and a number of other
variations on the welfare theme. I do not think the Chinese population will be immune to
these pressures, and at the same time the government will eventually have to review its own
role as it inevitably will have to step back from some economic decision making. It will
have to create either the institutions or mechanisms to allow markets to work but not allow
them to misbehave. So we have learned a lot in this last crisis. If anyone saw the book by
Akerlof and Schiller, entitled Animal Spirits (Princeton University Press, 2009), it recounts
hundreds of years of the economic thinking that markets should not be left unattended, but I

will leave that for the question and answer session.

Let’s take a look at China from a few different angles. Figure 5 shows tertiary education
percentages for a number of East Asian countries, with China ranking between Indonesia and

the Philippines.

Figure 5

Access to tertiary education in developing East Asia
(tertiary gross enrolment rate, in percent)
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I also like this chart because it shows Korea versus the OECD average. Korea—Ilike in ice

skating— outperforms many other countries. We can also look at how countries do in terms
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of innovation. I am not a huge fan of the use of the number of patents to measure
innovation, but it is a commonly used measure. The United States, Singapore, Japan, and
Korea have much more going on in terms of patents and innovation than does the average
nation. This is only interesting when contrasted with countries like China, and some other
East Asian nations, that are a bit behind the average in terms of patents and innovation. This
helps to explain China’s thirst for technology and access to that technology. Someone asked
me how Korea should feel about China wanting access to all of Korea’s R&D and
technology. My off-the-cuff response was that the shoe is now on the other foot, and Korea

now understands how Japan felt when Korea was chasing it.

Let me now turn to the long-term. As I said, China lags far behind in certain aspects of
education that are extremely important for the service economy. High productivity in the
service economy is not attainable with such a low level of tertiary education. There are also
going to be issues of healthcare. As it turns out, the allocations—public monies that go to
hospitals—in China are based on a formula of which the major variable is how many
pharmaceuticals that hospital dispenses. That, multiplied by some number, gives the allocation
of resources for the hospital. That is not a good way to do health care—unless one happens
to be in the pharmaceutical business—and it will eventually start to cost increasingly more.

Moreover, the quality of care is not high.

As 1 said, China lags in the field of innovation although it has been very successful in
aspects of industrial policy. One has to be very clear that China’s planning has been very
good. Go to Shanghai and look at the model of the city where small Legos show what will
be built in the next five or ten years. Obviously, China is thinking ahead. Of course, the
building of new cities and ports becomes much easier when properly financed, and
inconveniences like hurdle rates and the costs of capital do not have to be dealt with. But I
think an honest assessment would be that China has been very effective, and presumably it

will continue to be so.

Nevertheless, the society is aging, and as the population levels off this will create problems
for China and other nations going through the same experience. There were reports in the
news in the last few days about how the Japanese are going to deal with the shortage of
labor by using robots. The Japanese public feels more comfortable with robots than they do
with immigrants, which is an interesting sociological observation. Anyway, whether it was the
one child policy or just normal economic growth, there is a pyramid that is going to change
shape in China. There will be a smaller percentage of the population needing to support a
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larger percentage of the population.

The pension system is not quite up to standard yet. There are issues of portability. If a
person moves from one part of China to another can the pension be taken along? These are
big issues. I mentioned climate change as being a longer term challenge. Not because the
global pressure is going to get to China—I think China is rather immune to it—but it is
realizing on its own that not dealing with climate change issues is going to be more costly
in the long term. So it is in its economic interest to deal with it sooner rather than later as

eventually the clean-up costs will be higher.

Regarding international factors that affect China, I am in the camp that feels China was
given a free pass on the exchange rate, but that free pass seems to be eroding. In the last
year we have had world leaders from Europe, the head of the IMF, and many others
mentioning to China that its exchange rate is out of line. But—as in most issues of
economic policy—I think China will deal with it because it is in its interest. There are good
reasons to support the gradual appreciation of the exchange rate. First, inflationary pressure
will be abated. Second, domestic consumption will increase. Those are two issues that are in
China’s national economic interest. Obviously, China does not want the exchange rate to
affect exports, but I think China’s competitive advantage in some of areas is significant
already. Increases in productivity can make up for changes in the exchange rate. So as I say,
this will help consumers to gain and will reduce inflationary pressure. I also happen to be
one of those contrarians who is not yet willing to entrust the world economy to one of the
new entrants. Let’s remember that China’s economy is $4.2 trillion compared to a global
GDP of $60 trillion—with the United States somewhere about $14 trillion. While China is
extremely important because of its impact on global growth, its demand for natural resources,
its huge stock of reserves, and a very high carbon-intensive growth path, let’s also look at 4
versus 60. The level of reserves will be about $2.8 trillion by the end of this year, and that
is in a country with a per capita income of approximately $4,000. That is $2,000 per head—
or half a year’s earnings—that every Chinese citizen has sitting in the central bank of China.
That is a fairly large number. If it were put to referendum, which obviously it would not be,

I would expect the Chinese public to prefer to spend some of that money.

What can China learn from The Korean experience? First, China can learn that the exchange
rate is only one of the tools of national economic policy. Korea was always conscious of the
competitiveness of the exchange rate, but it never allowed it to be so far out of line that it
either caused international difficulties or allowed policy makers to forget other important
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aspects of economic policy. Second, the transition to a more balanced economy favoring
consumption can be successfully navigated, but in my view it requires a strong and safe
financial sector. When people ask me how Korea made this transition to encourage more
consumption my answer is usually two words: credit cards. I think a brief walk around
Myeong-dong is illustrative of how that transition occurred. More seriously, I think if the
Chinese public is to increase consumption beyond the speculation in housing, a prerequisite is
to deal with the financial sector so there will not be difficulty in the future. It obviously
requires effective regulation because the capital account is not open in China, and the
exchange rate is not flexible. So when the capital account is opened, and the exchange rate
becomes more flexible, those changes need to be preceded by some regulatory changes. As I
have mentioned already, the importance of the service sector highlights the area of education
and the knowledge economy. In some parts of the world this is just a catch phrase, but in
Korea—apart from renaming the ministry—it has been a very clear agenda item for the

government.

For Korea, there are implications as China’s economy moves forward. I think that China
plays an interesting role as a hugely important market, but also as a strategic competitor.
What that means for the way in which companies operate in China differs by sector and
corporation. I read a lot about joint ventures in China, and while I do not know if these
joint ventures are hugely profitable, it is clear that everyone wants to have a foot hold. I do
know that for American companies it is a mixed picture. I think technology is obviously the
key determinant of competitiveness. Korea is spending a lot on R&D and it is trying to
identify future industries. It is interesting that in the 1980s Korea was largely criticized for
the heavy chemical industry experience but, while it was a mixed outcome at the end,
without that experience some of the large corporations that are currently experiencing success
in the international market would not exist. Industrial policy does still exist, but fortunately it
is not connected to a repressed financial sector. It is not that subsidized credit has
disappeared, but there is this very interesting—and in my view productive—relationship
between government and business in identifying sectors that may be competitive in the future
based on technology. Technology has aspects of a public good which makes it amenable to
public policy if done in the right way. I think Korea’s three leg policy of exporting to the
United States, the Eurozone, and China was obviously sound and successful. At least one of
those three markets was functioning fairly well over the last two years which helped Korea’s

V-shaped recovery.

Recently there have been some editorials—including one by my former boss, the president of
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the World Bank—about how the world is now a G-2 world. He did not ask me before he
wrote that editorial, and I do not think he would have changed his mind, but I happen to
think that this is wrong. I think that China is still an emerging economy, and its goals are
still quite dissimilar from the OECD countries. Although it is growing faster than others it is
not on par, and public demand—once it is allowed—will create policy trade-offs and
inconveniences that the current government is spared. The prevalence of market interference—
whether in the form of Google and intellectual property or in other arcas—makes China a
less reliable economic partner. One does not need to look at the Doing Business surveys to
discover this. It is obvious. I do not think that global concerns are yet sufficiently high up
in the list of priorities for China, but that will change, which brings me to the last thing I

would like to cover today—the future pace of globalization.

Recently, one of the final volumes of the Growth Commission—on which I served along with
Han Duk-Soo and a number of other senior policy makers from around the world—was
issued. The first report was issued in May of 2008, which was not the best of timing, and
the second report was issued in October of 2009, after the crisis. All of the reports looked at
the major drivers of growth historically, what do policy makers think of those drivers, and
what do policy makers advise. As part of the last round of analysis we had a number of
conferences with many of the names regularly seen in the Financial Times and elsewhere
discussing what globalization might look like in the future. Some of these papers are
compiled in this book that Professor Michael Spence and I put out. I think it is fair to say
that going forward we expect global growth will be lower and below its potential for a
number of years, and this will raise concerns about jobs, distribution, and fairness. In many
countries the commitment to the open trading system will be challenged, particularly where
domestic unemployment rates are high and where the distribution of income has become
rather unequal like the United States—in which the distribution of income has gotten
successively worse over the last 15 years, the distribution of wealth is even more skewed,
and the average worker has not seen an increase in real income since the early 1990s. This
will have implications for the future of globalization. Industrial policies, however they are

referred to, will become more prevalent in political economies.

As 1 alluded to before, there was criticism of industrial policy in the 1980s, but there was a
reassessment in the 1990s. I, along with Dani Rodrik and a few others, was open-minded to
industrial policy if done in a smart way. I now think that the pendulum is swinging in that
direction. There are many European countries looking at aspects of, what we would call,
industrial policy. As I said, there is a difference between industrial policy where credit is
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controlled and provided at subsidized rates, and saying electric cars may be a good idea and
the government—in partnership with business in such a way that business bears the risk—
puts money toward R&D that could help solve the technological problems. Then, if electric
cars fail, it is a company failure and not a government failure. Nevertheless, industrial policy
is not the dirty word that it was a decade or two ago. As I said, the nexus between
government and business needs to work. Some countries have been successful, many of them
in East Asia, but also in parts of Europe even though it is less well-known. I think Finland
has had a very strong industrial policy, and as long as industrial policy revolves around
science and technology areas—and is well-constructed—one can make an argument in favor
of it. In the end, I think the pendulum has shifted towards the East Asian way of doing
things.

My final thoughts will be on Korea’s economy, on which I am optimistic. I think that the
management of the crisis has been exemplary, both in terms of the stimulus package as well
as monetary policy. It was done in text book fashion, and has led to a V-shaped recovery.
The monetary quantitative easing that took place can be easily reversed. I think the green
growth agenda, quite apart from politics, was a very smart way to package the fiscal
stimulus. I think the big issues in fiscal stimulus discussions were on how to spend the
money. In the United States there was a big debate whether it should be tax reduction or
expenditures. Then, even within expenditures, because of their long lead times, should all of
the bridges just be repainted? That is a fiscal stimulus as it creates employment and is
probably a good thing, but it does not have a huge rate of return. So the green growth
agenda has worked very successfully in Korea. I say this because I am here with 20 George
Washington University MBA candidates looking at green technology areas. I think this is a
good combination of fiscal stimulus with smart policy going forward, particularly since the
green technology is centered on exports. I think in terms of the short-term Korea gets an A,
and in the medium-term things are very wisely put together. For the long-term let’s return to

potential growth rate calculations.

Prior to the crisis, the IMF had done some potential growth rate calculations for Korea, and
it showed that over the long-term the growth rate would decline to a rather low number,
particularly for East Asian standards. A year or so ago a colleague and I took a look at

those calculations', and we found that there were three factors that could affect Korea’s long-

! Janchovichina, Elina and Danny Leipziger (2008). How can Korea Raise its Future Potential Growth
Rate? World Economics. Vol. 9 No. 4. October — December 2008.
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term potential growth rate in a significant way. By significant I mean raising it by two
percentage points in the theoretical models if everything was done. The first factor was
retirement age. Given demographics, Korea cannot afford to have people retire at 55 if they
are going to live until age 80. For 25 years someone else has to pay for them. So this is an
issue given the size of the labor force. Second, female labor force participation has a long
way to go in Korea. It is below Japan and way below the OECD average. Currently, women
are getting into the labor force at junior levels with greater ease, but I do not see that many
vice ministers of finance or trade who are women. I think there are obviously social and
other issues to be dealt with, but unless Korea wants robots, Korean women would be much
better in the labor force. Finally, TFP in the service sector needs to be dealt with. So we
made adjustments on these three things. We brought TFP up to the levels close to the TFP
that is seen in manufacturing, we brought the female labor participation rate up to Japan’s
rate, and we changed the retirement age from 55 to 62. With these changes the potential

growth rate can be significantly affected.

Finally, Korea has an opportunity to assert itself globally using the G-20 to its advantage. It
should not just be a one-off leadership position. There is some debate about whether every
country in the G-20 merits membership, but Korea certainly does, and so it has opportunities
for leadership. Many still see Korea as a much more reliable partner than China. It may be
a much smaller market, but it is a much more predictable and open one. Thank you for your

attention.

13



