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What made you decide to write China’s
Guaranteed Bubble? As a Chinese financial
professional, it might not be easy for you to
provide in-depth but provocative analysis
of China’s current economic practices and
potential dangers.

First, | have worked closely with a Nobel
laureate, Professor Robert Shiller at Yale
University, with whom | have learned an
alternative way of looking at the macro-
economy and financial system. The true cat-
alysts are my experiences of visiting the
IMF in 2013 and working with the Davos
World Economic Forum over the past few
years, during which | was surprised to real-
ize how little China’s economy and financial
markets are being understood by the out-
side world. In addition, | feel that there was
a bubble building when | wrote the book in
2014 and tried to use the book to prevent
the bubble escalating into systematic finan-
cial risks. It took about a year before the

book was finally published, before which
Chinese stock market went through its bub-
ble and bust in 2015. Surprisingly, the book
was very well received among profession-
als and government officials.

Your book gave major coverage to the con-
cept of ‘implicit guarantees.’ Please briefly
introduce what implicit guarantees are.
Guarantees are insurance that one party
provide to the other in case something unfa-
vorable happens to the other party. Many
governments from various countries use
different forms of guarantees to boost eco-
nomic growth or achieve certain policy
objectives. Guarantees prove to be particu-
larly important and effective in addressing
some “market failure” problems, where the

risk of failing is too grand to overcome by
simply market force, and government guar-
antees to share and hedge some risks help
make transactions happen and market
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complete.

Things are a bit different in China in a way
that China has gone a long way transition-
ing from a central planning economy to a
market economy. The sheer bulk size of
China’s state-owned enterprises (SOE) and
the opaque nature of many SOE’s operation
(many still have their own schools, kinder-
gartens, restaurants, and theaters, among
many other things), it is often very difficult to
separate the enterprise from the state.
Therefore, Chinese governments can pro-
vide many more guarantees to enterprises
when it comes down to sector development
and GDP growth.

| listed three main types of guarantees in
China: the policy guarantee, the capital
guarantee, and the investment guarantee.
Policy guarantee means that government
use specific policy to provide insurances
and incentive for economic growth and
investment, such as Mr. Deng Xiaoping’s
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claim that “to develop is of paramount
importance.” The capital guarantee means
that the government will provide ample cap-
ital to ensure economic growth and invest-
ment returns (at least nominal returns).
China’s M2 increased by about 15 fold in
the past 15 years, which is unprecedented
even among emerging economies. Such
fast growth in capital formation will undoubt-
edly stimulate further investment and spec-
ulation, and economic growth. Thirdly, and
more evidently in China during the past few
years, are the investment guarantees.
These include “explicit” and “implicit”
impressions that government give about
certain investment areas. The housing mar-
ket, China’s corporate bond market, and the
stock market in 2015 all experienced this.
Investors in the market believe, or under-
stand, that the government will do every-
thing it can to ensure the rise of the market,
or at least to prevent the fall of the market.
Such guarantees distort the risk-return
trade-off in many finance and economic
areas of China.

You pointed out the implicit bubbles adopt-
ed by the Chinese government as one of the
fundamental causes of many challenges
that China is facing today. However, had
the government not intervened, and
switched to a free market economy from
the beginning, would China have accom-
plished the remarkable economic growth it
has shown in the last 30 years? Some
argue that South Asian countries such as
Thailand and Indonesia have gone through
free market failure, losing their chances to
grow because they adopted free economy
too early.

Indeed, | have discussed in many parts of
the world how important such guarantees
have been to China’s economic growth mir-
acle during the past three decades. There is
no doubt about it. We have witnessed many
failed attempts when countries try to transi-

The over-capacity

£ problem, increasing debt

problem, and deteriorating
earning abilities all somewhat
reflect the seriousness
of the distortion in China’s
economy nowadays.

tion from a planning economies to a more
market-oriented economy. This process is
certainly not easy and some countries have
managed the transition better than others.
For example, Korea is considered one of
the more successful examples of the transi-
tion. What | try to highlight in the book, nev-
ertheless, is that such changes have to
happen at a certain point and China is prob-
ably very close to that point if not already
past it. The over-capacity problem, increas-
ing debt problem, and deteriorating earning
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abilities all somewhat reflect the serious-

ness of the distortion in China’s economy
nowadays.

You worried that the latest financial inno-
vations and channels such as online MMF

and P2P loans can be used to circumvent
. regulations and trigger unprecedented

risks. However, the financial landscape is
changing and the financial environment is
producing financial innovations. Wouldn’t
the financial innovation provide China with
another chance to grow in the future?
Financial innovations are always a dou-
ble-edged sword. Innovations such as MMF
and P2P are certainly welcome in China,
especially given the serious financial
repression and distortion that | have men-
tioned earlier. However, what worries me is
that many innovations that should be clearly
classified under “shadow banking” and
receive some regulatory attention, indeed
grew with little regulatory purview. This
explains why almost half of the P2P lending
platforms vanished since late 2014. Even
though the amount may not be large
enough to worry the regulators, many
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households have been negatively impacted
and it casts a shadow on future develop-

ment of truly healthy financial innovations.
The efficacy of the so-called internet financ-
ing remains to be seen. Many of the so-
called internet financing plans are actually
traditional financing under the disguise of
internet cover. With such cover and govern-
ment support, these originally risky and tra-
ditional banking business turn into “safe”
and “attractive” investment opportunities
among investors. The extremely loose mon-
etary policy and rising property prices are
now covering up all risks and problems.
However, when the tide goes out, we will
get to see who has been swimming naked.

Like you mentioned, the enormous impact
of the implicit guarantees will be gone
someday. If possible, China has to prepare
the transition from traditional growth mod-
els and find the path to sustainable growth.
Can you suggest potential remedies to
return China to the path of long-term sus-
tainable growth?

China probably needs do the following

three major reforms.

1. Financial reforms. The interest rates in
China are heavily regulated, even after the
removal of the official savings rate cap in
2015. SOEs receive far greater and cheaper
financing than private enterprises, but gen-
erate far lower returns.

Stock market listing requirements keep
many good companies off the stock market.
Lack of investment and financing channel
caused many to speculate in whichever
areas that can generate sizable returns (art,
ancient furniture, jade and gemstones, tea,
and of course, real estate). China has to
build more “direct financing” channels,
where investors and borrowers meet.

2. SOE reforms. China’s SOE reform is a
key ingredient and challenge of China’s
economic transition. SOEs are not merely
enterprises, they are supplements to
China’s governments, especially at the sub-
national level.

So reforming SOEs will be closely related
to financial reforms, and also touch the sen-
sitive subject of employment. Part of the
social resources allocated to the SOEs play
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the role of providing stable and in some
cases lucrative employment opportunities
to those who are connected to the govern-
ment and SOEs. This is of course not a very
efficient way of allocating resources and
has to be reformed.

3. Fiscal and taxation reform. Some argue
that the current fiscal system based on the
1994 taxation split reform under premier
Zhu Rongji is responsible for local govern-
ments’ incentive to sell off land at high pric-
es and unwillingness to curb housing pric-
es. How to better align the interests and
responsibilities of central and local govern-
ment, provide the right incentive to encour-
age entrepreneurship and human capital
investment, improve the efficiency and dis-
closure of fiscal expenditures, and discour-
age financial and property market specula-
tion, should all be on the agenda of next
stage reform.

You suggested, as a solution, the removal
of guarantees the government provides to
the economy. Specifically what kind of
actions can be taken for much-needed
reform? The Chinese government may not
be willing to risk the fallout from the
removal of its implicit guarantees.

Related to the policy, capital, and invest-
ment guarantees, | recommend the follow-
ing.

Regarding policy guarantees, | think the
central party leaders have to send clearer
signals for the next stage’s goal. China
Communist Party has been using GDP
growth as the primary goal in evaluating
and promoting its cadres. It is this GDP
growth tournament mentality that gets
China into many of its current challenges.
So the new leadership has to come up with
a new set of evaluation criteria with which
the officials will be evaluated against in the
new norm. Maximum growth speed should
really be removed for many parts of the
country by now.
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Regarding the capital guarantees,
China’s monetary supply and total social
financing (TSF) has increased too fast for
too long, leading to quickly decreasing effi-
cacy of further monetary easing. And the
housing market and stock market has been
playing the role of additional monetary sup-
ply. Asset bubbles and inflations have been
giving way to economic growth speed in
China’s monetary policy decision process,
which would eventually lead to a bubble.
After all, bubbles are a monetary phenome-
non where too much capital chases too little
investment-worthy assets.

Regarding the investment guarantees,
governments should play the role of a gate
keeper, instead of an active player, in most
markets. The CSRC is under the impression

that it is responsible for shoring up the stock

market and the ministry of housing and con-
struction is under the impression that it is
responsible for boosting the housing sector.
Too active intervention by the governments
will not only disrupt the market’s expecta-
tion, but create further distortion. Therefore,
the government should really have to
become more tolerant in the face of losing
investors. After all, investors have to learn to
make their own judgments and face the
consequences of their own decisions.
Failures may probably be the most effective
way — if not the only way — to teach inves-
tors to be careful with their investment deci-
sions and respectful of the market.

The Communist Party of China has
acknowledged the market’s decisive role in
allocating at the 18th central committee,
and China is also attempting to reform its
bloated state-owned enterprises. Can this
be a positive sign implying that govern-
ment’s implicit guarantees are gradually
being phased out? Are there any positive
signals we can find regarding the removal
of implicit guarantees?

Yes, all that has been advocated in the

18th central committee meeting of the China
Communist Party is very encouraging. It is
the speed of implementation, and some-
times the direction of policy implementation,
that make one anxious.

The development of China’s corporate
bond market, the development of ABS and
MBC market, the failure of some P2P and
internet financing platform, the default of
some corporate bonds issued by SOEs, are
all welcome signs that China is trying to

Failures may be
the only possible way
for the whole society
to learn to be respectful
of risks and
take restraints.

gradually taper off its implicit guarantee,
under the condition of not rattling the market
and ensuring systematic stability. If one
were to assume that the total risks remain
largely steady, then letting certain local debt
default and certain local markets to fall not
only send the right signal that China’s gov-
ernment will gradually taper off its guaran-
tees, but also help let out some steam off
the rising bubble. | would like to see how
recent default events pan out and whether
some investors really have to learn their les-
sons with suffering losses. It will not be
pleasant or rosy. However, failures may be
the only possible way for the whole society
to learn to be respectful of risks and take
restraints.

The government’s guarantee problem does
not seem unique to China. Leaders from
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major economies keep planning to use
active fiscal policies to boost economic
growth (such as Japan’s massive 2016
stimulus package or G-20 Central Bank
Governors and Finance Minister Summit
meeting last February). What is your opin-
ion on this global trend?

One chapter of the book focused on
delineating the guarantees provided by
many other countries, in particular devel-
oped ones. The recent G-20 meetings have
focused primarily on how to put global
growth back on track. Before we answer the
question of how to reboot the global econo-
my, | feel it is critical that we review how we
got here.

The excessive loose monetary policy in
reaction to the 1987 stock market crash,
1998-2000 Southeast Asia financial crisis
and internet bubble, the 2007-2008 global
financial crisis, have probably already
pushed traditional and even non-traditional
monetary policy to its limit. The long-term
growth problem that we are facing now are
indeed consequences of various govern-
ments’ attempts to avoid short-term reces-
sion and iron out the wrinkles in economy
cycles.

If agree on this assessment, then | think it
is about time that government leaders
accept economic cycles with greater sincer-
ity, instead of trying more extreme stimulus
packages which could result in even greater
challenges and risks in the future. Instead of
trying to bring the economic growth speed
back to their historical average, | think the
leaders have to do some serious and diffi-
cult soul searching about their own coun-
try’s politics, about engaging in domestic
reforms that would improve quality of life
and satisfaction domestically, and improve
collaboration internationally. It probably will
take some time to get used to, but the “new
norm” pretty much means that the global
growth will probably get stuck in a medium
to low speed for a very long time ahead.
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