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Cheers for the popping of China's market bubble
Judging by China's aggressive efforts to prop up the country's crashing stock markets since July 8, it is easy to fall for the
argument that failure would lead to an economic apocalypse.
Apparently, the mandarins in Beijing believe so. Otherwise, there would be no sound justification for adopting desperate
policies such as lowering margin requirements, ordering the central bank to lend to stock brokers, suspending initial public
offerings and halting the trading of nearly half of all listed companies, forcing public pension funds and state-owned insurance
companies to purchase stocks, and banning large shareholders from selling for six months.
While it is uncertain whether this raft of measures can nurse China's gravely wounded bull back to health, what is clear is that
Beijing would be far better off if its ill-considered market rescue mission fails quickly.
Given the elevated valuations of Chinese stocks, supporting the market at the current level is both costly and unsustainable.
Few people seem to realize that what has evaporated in the Chinese stock markets -- anywhere between $2.5 trillion to $3 trillion
in market value -- is illusory wealth created by frenzied speculation.
But maintaining the bubble requires the expenditure of real money. In plain language, Chinese authorities are flushing money
down the toilet right now. Obviously, those engaged in this insane activity would be better off the sooner they stop.
The smartest way of preventing financial contagion, in China's case, is not to inject scarce funds into a collapsing bubble, but
to shore up financial institutions that could be victims of a general loss of confidence. So if, in spite Beijing's heroic efforts,
Chinese markets continue their descent and Chinese policymakers give up, the country will have saved the resources needed to
recapitalize banks and other financial institutions that have lent into the bubble.
Impetus for reform
Even in the worst-case scenario, failure to rescue China's stock markets may not be a long-term disaster.
To be sure, in the short term, the Chinese economy could pay a steep price. Household consumption will almost certainly fall
in the wake of the crash because small investors, the main victims of the collapse, will spend less. Cut off from the equity markets,
heavily indebted Chinese companies will lose their vital source of funding and bankruptcies may rise. Capital outflow, already at a
historic high, will almost surely accelerate, forcing down the yuan and making external debts harder to service.
Yet genuine economic challenges -- not phony prosperity created by stock market bubbles -- tend to bring out the best in
Chinese economic policymaking. Most veteran observers of China would agree that crisis is a prerequisite for real reform.
The most successful reforms in the post-Mao Zedong era were all precipitated by crises and shocks. In the two and half years
since Xi Jinping became Communist Party chief, the new leadership has vowed to undertake painful economic reforms to
reinvigorate growth, but the sad truth is that there has been only modest progress. An economic downturn triggered by a market
crash may leave Chinese leaders with no alternative but to push those reforms through.
Another hidden benefit of a potential hard landing would be a return to moderation in Chinese foreign policy. Bubble-fueled
economic prosperity has made Chinese leaders less restrained in recent years in the use of power, as we can see from China's
behavior in the South China Sea and in territorial disputes with Japan in the East China Sea. The bursting of China's stock
market bubble may help deflate Beijing's geopolitical ego and force its leaders to flex their muscles less often.
So let us cheer the bears who think the carnage on China's stock exchanges should grow even more gory.
Minxin Pei is a professor of government at Claremont McKenna College and a non-resident senior fellow
of the German Marshall Fund of the United States.
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China's 'airpocalypse now' moment highlights lethal deceit
The first-ever air pollution red alert sounded by Beijing on Dec. 8 received the
international attention it deserved. The foul, orange-tinged air suffocating the
Chinese capital is the most visible failure of the performance-conscious Chinese
government in delivering on its promises to clean up the country's severely degraded
environment.
We should all welcome the Beijing municipal government's public, albeit
humiliating, acknowledgement of the obvious: Beijing's air is not fit for breathing.
Yet, Beijing's first "red alert" raises an even more important question about the
credibility of the Chinese government. Is it telling the truth about the true state of
China's environmental degradation?

A woman wearing a protective mask has her picture taken just
after a flag-raising ceremony amid heavy smog at the Tiananmen
Square, after the city issued its first ever "red alert" for air
pollution in Beijing on Dec. 9 © Reuters

Autocratic regimes are known to exaggerate their achievements and conceal their
failings. And the Chinese Communist Party is no exception. For example, Beijing's economic statistics are so dodgy that the
international business community have grave doubts about the veracity of Chinese data on economic growth (almost certainly
overstated), unemployment (likely understated), and nonperforming loans (deliberately underreported).

Systemic falsification of vital economic data may make the Chinese government look more competent, but also can boomerang
on the very government that has turned data-concoction into a fine art. The first victim, in fact, is the Chinese government itself.
Leaders in Zhongnanhai, headquarters of the CCP and the State Council, need accurate data to make decisions. But since local
officials, driven by the same incentives that motivate the regime to report fake data, routinely overstate good news and hide bad
news, top Chinese leaders face enormous difficulties in learning the truth.
For example, Premier Li Keqiang, the country's top economic policymaker, candidly shared with a former U.S. ambassador his
doubts on official provincial gross domestic product growth numbers which, in his view, "are for reference only." Subsequently,
he developed his own system of estimating economic growth based on power consumption and railway freight volumes.
Today, perhaps even more critical than GDP datum is the health of China's banking system. As we know, China has gone
through a credit binge that has pushed its debt-to-GDP ratio to 280%. Based on international experience, credit binges end in
banking crises without fail.
But you would not know this if you trust officially reported numbers on nonperforming loans. According to data released by
the China Banking Regulatory Commission, nonperforming loans at the end of September stood at 1.59% of total outstanding
credit in commercial banks. However, according to a recent survey of 112 executives from Chinese banks and asset management
firms conducted by China Oriental Asset Management, 90% of them said official data on nonperforming loans were understated.
A third of them believed that such data were "seriously understated."
A close analysis of official data on nonperforming loans by ratings agency Moody's Investors Service also found a serious
inconsistency. Chinese commercial banks reported an increase in nonperforming loans of 25 basis points in the first half of 2015.
The increase in loans that were overdue by 90 days or more, a vital measure of loan quality, was much higher at 77 basis points,
implying the deterioration of loan quality was underreported.
For business executives, doctored numbers could mean bad decisions and investments. But for ordinary Chinese people,
fabricated data can kill.
'Killer' data
Nowhere is the lethality of deceit more evident than in the systemic understatement of China's environmental degradation.
Estimates by scientists suggest that people living in northern China lose five years of their life expectancy due to air pollution
alone.
But those residing in the regions blighted by air pollution would not know the dark truth if they took official data at face value.
According to the China Statistical Yearbook, the most authoritative compilation of socioeconomic data issued annually by the
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State Statistics Bureau, coal consumption rose more than three times, from 1.05 billion tons to 3.52 billion tons, from 1990 to
2012. But the amount of sulfur dioxide, a pollutant byproduct from coal burning, showed no commensurate increase. The
Ministry of Environmental Protection's data for 1993-2011 registered an increase of only 57% in the amount of sulfur
dioxide released into the air.
It thus came as no surprise that air quality, as reported by the Ministry of Environmental Protection, showed a miraculous
improvement in the period. Cities meeting the standard of Grade II (relatively clean air) rose from 50% to 90% in the 1993-2011
period. This is, of course, pure fiction. When the Chinese government adopted a more stringent measurement system in 2014,
90% of the cities were found to have failed to meet air quality standards.
Right before Beijing's air pollution red alert, a retired senior official of the Ministry of Environmental Protection publicly
claimed that China has understated its SO2 emission by at least 50%. According to Luo Jianhua, half of China's coal is consumed
in steel mills and other factories that have not installed scrubbing equipment that would remove SO2, but official data on SO2
discharges do not reflect this fact.
Like the questionable numbers on air pollution, Chinese statistics on water pollution also make little sense. According to the
Ministry of Environmental Protection, the volume of wastewater discharged into Chinese rivers and lakes nearly doubled from
35.5 billion tons to 69.5 billion tons between 1993 and 2013, but water quality, again, mysteriously improved. In 1993, slightly
more than half of the sections of the seven major river systems monitored by the ministry were considered clean; but in 2013, the
number rose to 65%.
One might attribute such improvement to better compliance by Chinese companies and local governments with environmental
standards. But that does not appear to be the case. The ministry itself has publicly acknowledged that local governments and
Chinese companies routinely fake environmental data, especially those concerning the amount of pollutants discharged into the
air and waters. If one types into Google the words "the Ministry of Environmental Protection publishes names of entities faking
reports on discharge of pollutants" in Chinese, more than 160,000 results will pop up. A search of the same term using Chinese
search engine Baidu will generate 1.66 million results.
In the wake of Beijing's air pollution red alert, the Chinese government's focus has been mostly on technical fixes. While these
are obviously needed, they do not address one of the weakest links in the Chinese system: untrustworthy vital information.
Successful environmental remediation is inconceivable when the real extent of environmental degradation is deliberately and
systematically concealed. Let us hope that the Chinese government will have learned a critical lesson from Beijing's latest episode
of "airpocalypse" and issue a new and even more badly needed red alert: on fictitious official data of all kinds.
Minxin Pei is a professor of government at Claremont McKenna College.
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Why Beijing fails to correct mistakes before it's too late
Much discussion has accompanied China's recent decision to end its controversial one-child policy, now universally
acknowledged to have been disastrous on almost every level. But few commentators have asked the broader and more
provocative question: Why did the Chinese Communist Party ignore the mounting evidence, widespread popular protest and
resistance, and prophetic warnings over the last three decades as it stuck to this mad policy?
For those who have watched the self-destructive behavior of the party since it took over China in 1949, the obstinate
perpetuation of the one-child policy likely came as no surprise. Indeed, over the 66 years since it established the most powerful
and enduring dictatorship in Chinese history, the CCP has demonstrated repeatedly its inability to correct its policy mistakes in
time to avoid disaster, often with devastating consequences.
During the rule of Mao Zedong, from 1949 to 1976, the party's most notorious blunders included the Campaign to Suppress the
Counter-Revolutionaries (1950), the Anti-Rightist Campaign (1957), the Great Leap Forward Famine (1959-61), and the Cultural
Revolution (1966-76). In each case, as shown by historical research, the CCP's top leadership was from early on fully privy to the
political and humanitarian disasters caused by its policies. Yet, the party's leaders did not change course. Instead, to prove their
omnipotence and infallibility, they doubled-down and magnified those original mistakes.
After the death of Mao, to be sure, China was liberated from the excesses of a megalomaniac. But the CCP's habit to make -and stick with -- consequential policy blunders has proved hard to shake. Besides the one-child policy, one could also cite the
investment-driven growth strategy (the unsustainability of which was pointed out a decade ago), the neglect of the environment
and social services, and a recent shift in foreign policy that has frightened most of China's neighbors and put the country on a
collision course with the U.S.
Roots of the problem
The most obvious explanation for the CCP's inability to correct its errors before it is too late is that it is a one-party regime
unaccountable to the Chinese people. China lacks the most effective mechanism of self-correction inherent in democracies -- the
peaceful change of government through regular elections. In democratic systems, governments that commit blunders are thrown
out of office and replaced by new governments that pledge, at least during election campaigns, to remedy such mistakes.
In the case of China, however, there are additional factors that make policy mistakes not only more likely but also more
difficult to correct once they are made.
The role of an iron-fisted dictator, such as Mao, is doubtless the most important cause of the CCP's lamentable capacity for
self-correction. Even with unconstrained power, which enables a dictator to impose his will on the ruling elite and by extension,
the country as a whole, such a leader is usually paranoid about losing that power. Admitting a policy mistake is seen as a sign of
weakness, thus inviting his circle of supporters to turn and conspire against him. That is why, even when it has become
abundantly clear that the initial policy is certain to produce a catastrophe, as was the case in the Great Leap Forward, such a
dictator would rather stay the course than risk admitting fault and losing legitimacy.
The second factor behind the CCP's poor record of self-correction is its unshakable faith in the efficacy of the state. While the
state can do much good in a modern society, using its power to re-engineer society and transform human nature, as Mao's
Cultural Revolution and the one-child policy attempted to do, is usually a recipe for disaster. An obvious reason is that actual
states, rather than abstractions, are run by fallible human beings and so are just as prone to produce undesirable results.
But certain powerful forces often prevent states from reversing disastrous courses. Typically, policies pursued by any
government tend to create their own "stakeholders" -- that is, special interest groups that have self-serving reasons to preserve
such policies, however harmful they may be to the general public. When these policies are carried out through the bureaucracy,
government officials become their beneficiaries because they get extra funding and power. In the case of the one-child policy, the
Chinese government created a specialized agency, staffed with more than half a million officials and employees, which
predictably became the staunchest defender of a deeply misguided policy. Similarly, if we look at what is holding back China's
economic rebalancing, the chief culprit is almost certainly the National Development and Reform Commission, the superagency
in charge of, among other things, approving investment decisions.
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Additionally, the incentive structure of a one-party state makes it even more difficult to rein in a government gone amok in the
pursuit of grandiose but destructive schemes. As CCP officials are answerable only to their superiors, they gain more by trying to
please them with lies than confronting them with truth when policies imposed from above do more harm than good.
In a democratic society, there are built-in brakes, such as a free press, opposition parties and active civil society, that can
vigorously contend with those in power and compel the government to change tack. Such forces do not exist in a one-party state.
Those who have attempted to persuade the CCP to end reckless policies have usually been treated as enemies of the state. They
have been either silenced or thrown in jail.
So as we cheer the end of the one-child policy, we nevertheless must realize that other wrongheaded policies in China, though
perhaps not of the same scale in terms of harm and brutality, remain to be reversed.
Minxin Pei is a professor of government at Claremont McKenna College and the author of "China's
Crony Capitalism," forthcoming from Harvard University Press.
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The real reasons why China devalued
The most shocking thing about the world's reaction to China's decision to devalue the yuan was that anyone should have been
surprised. For those who have watched China's deteriorating economic growth since late 2014 and the ineffectiveness of
monetary easing by the People's Bank of China, the country's central bank, currency devaluation appeared to be not only logical,
but also inevitable.
Since recording its last double-digit rate of 10.4% in 2010, China's economic growth has slowed by 3 percentage points over
four years to 7.4% in 2014. In response, Chinese policymakers injected massive amounts of credit into the economy. Although
estimates vary, total credit growth from 2011 to 2014 probably equaled 100% of Chinese gross domestic product, raising the
debt-to-GDP ratio to around 280% at the end of 2014, according to McKinsey, the business consultancy.
Undeterred by the prospect of creating a financial crisis, the Chinese government continued to double down on monetary
easing. Since last November, the PBOC has cut interest rates four times by a total of 115 basis points and lowered the reserve ratio
(the amount of cash banks are required to hold) three times by 150 basis points.
This injection of new credit did not do much to revive China's investment growth, but it did help inflate a gigantic stock market
bubble that temporarily created a mirage of prosperity.
Unfortunately, the bubble started to collapse in mid-June, forcing Beijing to launch an aggressive and hugely expensive rescue
operation to prevent share prices crashing. Meanwhile, the economy deteriorated further. In July, Chinese exports fell 8.3% while
its purchasing managers index reading was 47.8%, the lowest in two years.
Lessons
If we have learned anything about how Beijing deals with difficult economic challenges since the 2008 global financial crisis, it is
about its leaders' attitude of "whatever it takes" and "shoot first (ask questions later)." The decisive factor in any decision has
always been maintaining economic growth.
To be fair to President Xi Jinping and Premier Li Keqiang, they inherited an economic mess in late 2012. A decade of
prosperity fueled by explosive export growth, following China's entry into the World Trade Organization and a resulting real
estate and infrastructure investment boom, dampened appetite for reform and created an economy saddled with debt, a property
bubble and immense manufacturing overcapacity.
After becoming head of the Communist Party in 2012, Xi knew that the party's long-term survival and his own political fortune
would rest on reviving growth through structural reforms. Exactly a year after his appointment, Xi launched an ambitious
long-term blueprint for economic reforms.
Falling short
Unfortunately, only modest reforms, mainly in the financial sector, have been implemented in the last two years. Besides being
unfairly blamed for fueling the stock market bubble, the liberalization of interest rates and capital controls had no discernible
positive impact on growth. Meanwhile, measures more urgently needed, but also more painful, such as financial deleveraging,
closing "zombie" firms, and downsizing state-owned enterprises, were delayed or resisted.
As long as Xi enjoyed an extended political honeymoon as a result of his crackdown on official corruption, he did not have to
worry too much about poor economic performance. But things have changed in recent months.
After tightening up and jailing many corrupt senior officials, known as "tigers," Xi apparently is running out of easy targets.
Like a military conflict, an anti-corruption campaign requires constant escalation to demonstrate the dominance of the victor.
Xi has become a victim of his own early success. Now he finds himself in a dilemma: to maintain credibility and political
dominance, he needs to go after even bigger tigers. Given the rot at the top of China's Communist Party, there are plenty of super
tigers left to catch. But the political costs will be very high as Xi increasingly risks an open split with the most powerful factions in
the party.
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At the same time, the law of diminishing returns has set in. Ordinary people who have been cheering the fall of tigers and
junior official "flies" are now gaining less satisfaction from the spectacles of formerly high-flying officials confessing their sins in
court. It is nice to have a less corrupt government, but it would be even nicer to have a cleaner government that can also deliver
economic prosperity.
With less than two and half years left in his first term, time is running out for Xi to demonstrate his capability as a strong leader
who can both clean house and revive China's sagging economic fortunes. If he fails to deliver real economic improvement in the
next two years, Xi will have considerably less political capital in the fall of 2017, when the party convenes its 19th congress to
decide whether to make him a lame duck by anointing his successor.
Pivotal event
The pivotal event, in retrospect, that influenced China's decision to devalue was the rise and fall of the country's stock market
bubble. The bubble initially boosted confidence and, had it lasted, might have lifted short-term growth. But its untimely collapse
forced Beijing to resort to desperate measures.
In the immediate aftermath of the bursting of the bubble, the Chinese government pumped more than one trillion yuan into the
stock market to support overvalued equity prices, unnecessarily fearing that further market declines would trigger a runaway
financial crisis that would further depress growth.
As Beijing had relied principally on the PBOC's liquidity support to prop up the market bubble, it then curbed the central bank's
future capacity to stimulate the economy. After all, you can only print so much money without causing high inflation and other
serious macroeconomic problems.
That left Chinese policymakers with only one quick solution to reinvigorate growth, which was devaluation. Of course, Beijing
has skillfully packaged this move as part of reforms to make the yuan more flexible. In a technical sense, this is true.
But when you examine the domestic political context of the decision to devalue the currency, it can be seen as a desperate -- and
a likely unsuccessful -- act to export China's economic woes to a global economy that mirrors the country's own structural
economic maladies: anemic demand, mountainous debts, and excess capacity.
Those familiar with Beijing's "whatever it takes" and "shoot first" modus operandi cannot help but feel that they are watching
the same horror movie all over again.
Minxin Pei is a professor of government at Claremont McKenna College and a non-resident senior fellow
of the German Marshall Fund of the United States.
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China kicks the can on SOE reform
The media often focus on events of pomp and pageantry at the expense of other important news. Such is the case with the just
concluded state visit by Chinese President Xi Jinping to Washington. The blanket coverage of the U.S.-China summit had the
unfortunate effect of overshadowing another significant development: the rollout of a blueprint by the Chinese Communist Party
to reform state-owned enterprises.
Of all the reform goals announced by Xi's government, the most critical is the overhaul of SOEs. Employing 63 million people,
the 180,000 SOEs account for roughly 40% of China's gross domestic product, based on an estimate by investment bank
Goldman Sachs. According to China's Ministry of Finance, the net asset value (assets minus liabilities) of SOEs at the end of 2014
amounted to a staggering 35.5 trillion yuan ($5.57 trillion), equivalent to nearly 60% of GDP.
However, the SOE sector is notoriously inefficient. Macquarie Group, an Australian investment bank, estimated that Chinese
state-run enterprises (excluding banks) recorded no profit growth in the last five years while private companies gained
double-digit increases in profitability. A detailed study by Nicholas Lardy, a leading China economist at the Peterson Institute for
International Economics in Washington, reached a similar conclusion.
Looking to the future
Obviously, the future of the Chinese economy is inseparably connected with the combined performance of the SOEs. If they
remain inefficient and dependent on preferential government treatment, including through the provision of cheap capital,
protection and monopoly rights, they will drag down China's overall economic growth.
Beijing understands the critical importance of reforming SOEs. But such restructuring directly threatens the Communist
Party's hold on power. In defending its political monopoly, the party needs to directly wield significant economic power to fulfill
two objectives. One is to allocate resources to politically important priorities, such as prestige projects and industrial policy. The
other is to reward its supporters with plum jobs. That is why Chinese official media unabashedly claims that state-run companies
constitute the economic foundations for the rule of the party, and accuse those calling for privatization of attempting to destroy
it.
Navigating between national economic priorities and the ruling party's survival is an impossible task. This dilemma can be
seen in the latest document by the party's Central Committee and the Chinese State Council on plans to reform state-run
enterprises.
The fairest overall characterization of this document is that it lays out the party's bottom-line positions and identifies key
objectives in broad terms. But lacking specifics, no meaningful reforms are likely to occur in the short term mainly because the
document is no more than a work in progress.
The document's most important value lies in the principles and guidelines it spells out. A close reading of them, however,
indicates the results are unlikely to differ from past and largely unsuccessful attempts to improve performance at state-run
companies.
Flawed reform plans
The blueprint falls short in three key areas: governance, ownership and exit strategy.
As expected, the document promises largely cosmetic changes in the governance structure of state-run companies. While
declaring that the role of directors will be strengthened and that the majority of any SOE board must be independent directors,
the document does not provide any guidance on how these independent directors will be selected.
In the Chinese context, appointing an executive at a state-run company to serve as an independent director on the board of
another SOE is probably not going to make much difference. Another question is, who will appoint these independent directors?
As long as the state retains majority ownership or a controlling share of a company, the state, not outside shareholders, will
determine these appointments, which of course will be made to suit management interests.
The emphasis in the document on enhancing the role of the party in state-owned enterprises, especially in personnel
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appointments, raises further doubts about the efficacy of governance reforms. Since SOE executives are, without exception,
appointed by the Communist Party, they will confront constant conflicts of interests in exercising their fiduciary duty. When
faced with decisions that may hurt party interests, such as its economic priorities and control of personnel, a chief executive who
owes his job to the party is unlikely to bite the hand that feeds him.
Deepening the confusion
Even more disappointing is the document's provisions on ownership reform. Confusing to the extent of being incomprehensible,
these provisions ostensibly aim to introduce private capital into state-owned enterprises as a means of revitalizing their
efficiency. But the injection of private capital will be restricted to preserve the state's majority ownership. This proposed reform
probably offers a cure even worse than the disease. It is hard to imagine that any sane private investor would be willing to be a
minority shareholder in a stodgy SOE when there are better returns elsewhere.
Another potential pitfall is that mixed ownership is likely to create another legalized avenue for the elites to accumulate -- or
essentially steal -- SOE assets. Well-connected businesspeople or family members of officials can invest a small amount of money
for a disproportionately large share of the ownership of a state-owned enterprise, a frequent and well-reported practice in the
past. In all likelihood, should the mixed ownership reform go forward, genuine private entrepreneurs will either be deterred or
excluded, while cronies will be able to cheaply acquire valuable assets. This is hardly a recipe for making state-owned companies
more efficient.
Finally, Beijing seems determined to maintain nearly all SOEs in business. It divides them into three categories: commercial,
national security and public utility. It will be tricky to apply this imprecise categorization in practice (for example, where does the
state-owned mobile communications giant China Mobile belong? Arguably, in all three categories).
More importantly, the Chinese government is reluctant to allow them to go out of business. In only one context does the
document indicate that, for "commercial" enterprises, "the strong should win and the weak should be allowed to die in orderly
entry and exit." Unfortunately, there is no further elaboration on this point. This is understandable because, in reality, putting
SOEs out of business is like trying to slay zombies -- they simply refuse to die.
One can only hope that this cautious document is a fig leaf for more radical reform. We do not need to wait long to find out. In
the afterglow of his U.S. visit, Xi will have to show that he actually means more than what he says.
Minxin Pei, a professor of government at Claremont McKenna College, is the author of "China's Trapped
Transition" (HUP 2006).

Copyright © 2016 Nikkei Inc. All rights reserved.

2/22/2016 4:16 PM

