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Abstract

The main objective of this paper is to analyze the interdependence between the U.S. and Chinese
economies in relation to the world economy. The paper is structured in three main sections.
Section | deals with China’s fiscal policy (specifically tax structure influence on the East and West
parts of the country), its relationship with the GDP structure, and the latent possibility of inflation.
Section Il is dedicated to foreign trade issues such as the manipulation of the currency, China’s
dependence on exports, as well as being the main creditor of the U.S. foreign debt, and the largest
holder of U.S. reserves in the world. Section Il focuses on the current and perspective role that
both China and the U.S. may play as engines of the world economy. The main conclusions are
mainly related to : a) unemployment in China and budget deficits in the U.S. in the context of the
Chinese export-led growth; b) the significance of the emerging halt on market reforms on China’s
future development; and finally ¢) the fact that without US FDI and imports it would be difficult for
China to get out of the recession given its export-driven GDP structure.
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Section |. Unemployment vs. Inflation vs. GDP Growth

In an ideal situation, the relationship between unemployment and inflation should show an
inverse correlation. This relationship is a product of growth; when an economy is growing
at a high rate, inflation should grow at an equivalent rate because increased economic
growth translates to increased wages for workers. When an economy has high
unemployment, inflation should be low because consumers’ demand decreases due to
reduced income. This inverse relationship is traditionally shown using a Phillips curve.
Chart #1 shows the type of inverse relationship between inflation and unemployment we
experienced in America during the 1960’s (Hoover, 2008.)

In China from the period of 2000-2008 the inverse relationship between inflation and
unemployment is not seen from available data. In fact, data show that the trends for both
variables follow similar patterns (Pearson’s coefficient 0.45398597). Chart #2 shows the
relationship between inflation and unemployment during the time period of 2000-2008.
(Economist Intelligence Unit, 2009)

The similar trends between inflation and unemployment shows that China during the last
eight years has experienced both rising inflation and rising unemployment. This creates
the potential for latent stagflation; we see this occurring in China as the result of rising oill
prices increasing the consumer price index, while at the same time slowing down the
economy by making the cost of production increase.

Due to a rapidly growing population, an 8% growth in GDP is required to maintain full
employment in China. (Bezlova, 2008). During the period from 1997-2008, China has
averaged a 9.6% growth rate of GDP (World Bank Office.) A corresponding drop in
unemployment, creating an inverse relationship between these two factors, should
accompany these large growth rates. Nonetheless, the data in Chart #3 identifies that both
variables move in similar directions from 2000- 2005; from that moment onward
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unemployment stays relatively stable as GDP growth increases considerably. In 2007, the
GDP growth slows to levels experienced in 2003 (Pearson’s coefficient of 0.454678081).
As this chart illustrates, during periods of high GDP growth in China the unemployment
rate was actually growing or remaining relatively constant. Although data reported by
China are not altogether reliable, this phenomenon can be attributed to corresponding
increases in productivity.

While an inverse relationship is expected between GDP growth and unemployment, the
opposite should be true of the relationship between inflation and GDP growth. Chart #4
shows that there is a strong correlation between GDP growth and inflation from the period
of 1997-2008 (Pearson’s coefficient of 0.910905763). This strong correlation represents
the natural price increases that result from a rapidly growing economy.

The relationships between inflation, unemployment and GDP growth in China illustrate
that, if China is able to maintain the 9.6% growth of GDP they have experienced since
2000, there will be the latent possibility of stagflation. It must be taken into consideration
that China is notorious for manipulation of data and much of the data released by the
Chinese is not reliable.

Unemployment

In China, a large number of individuals are employed in the manufacturing industry,
centered on the Eastern seaboard. Manufactured goods made in China are exported
around the world; since 2000, exports in China have been growing by a yearly average
rate of 17.4%. The 9.6% average growth rate of GDP can be attributed, in a large extent,
to the incredible growth of exports. The growth of exports in China is directly linked to the
flow of foreign direct investment (FDI). FDI was drawn to China for four reasons: first,
since the 1980’s foreign enterprise in China has been taxed at a rate of 13% a year, while
domestic enterprise was taxed at a rate of 25% a year. Foreign enterprises have started
export-based businesses in Eastern provinces of China, taking advantage of the favorable
tax structure and creating the large growth of exports identified earlier. Second, FDI
targeted at export-based industry has taken advantage of low wages paid to workers,
giving these foreign enterprises a competitive advantage over businesses operating in
other countries. Third, FDI was attracted to China after its entry into the WTO, offering
foreign businesses reliable business regulations. Fourth, most importantly, FDI was
attracted to China because steady growth of GDP and exports equates to the possibility of
large returns on FDI.

FDI has traditionally been attracted to China for the reasons listed above, but a new
corporate tax structure implemented in 2009 will discourage FDI from entering China
(World Bank Office). The new 2009 corporate tax structure will equalize the taxes for both
foreign and domestic enterprise; that is to say, at a rate of 25%. This is an example of the
Chinese government’s recent desire to halt market reforms and implement protectionist
policies. (Scissors, 2009) The new tax structure will lead to a decrease in FDI; and,
therefore, to a corresponding decrease in growth of exports. This decrease in exports will
lead to a decrease in GDP growth, which should be expected to have a corresponding
increase in unemployment. This growing unemployment is specifically noteworthy in the
year 2008, when the export industry across China’s Eastern coast experienced massive
business closure. In 2008, 48,617 companies withdrew their registration for business
operations in China. In the first 10 months of 2008, Guangdong, the largest export
centered province, experienced 15,661 businesses shut their doors. (Economist
Intelligence Unit, 2009) Unemployment is a lagging indicator, but it should be expected
that China will experience raised levels of unemployment in the near future.
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It is yet to be seen if China’s increasing corporate tax revenue will cover the loss of tax
revenue from the decreased employment in the export related industries plus the
increased expenditure in public transfers. The payment of social services in China has
become more decentralized since 1985. It must be noted that since 2000, Western
provinces have been running large budget deficits. (Zhang, 2008) The central government
in recent years has had to supplement the payment of social services not met by these
poor Western provinces. There is an incredibly large population of migrant workers from
Western provinces working in the Eastern export industry. Due to the increase of future
unemployment it should be expected that the central government of China will be forced to
pay a larger portion of social services from the recently unemployed Western migrant
workers. This may possibly lead to increased expenditure for the central government,
while at the same time a decrease in revenue due to decline of exports.

Inflation

As this paper has explained, inflation is strongly correlated with GDP growth. In China,
over the last eight years there has also been a similar upward trend between
unemployment rates and inflation that has created the possibility of latent stagflation. This
section will address the strong possibility of inflation, due to both fuel and food price
increases. Yearly price changes have a direct link to two variables: food and oil prices. In
2009, the world has seen the price of oil jump to 70 dollars per barrel. This is double its
2007 price. Chart #5 shows the trend of increasing oil prices. Not only are oil prices
increasing, but the new corporate structure mentioned earlier also involves a unified 16%
tax on oil levied by the central government. Before these new corporate taxes, taxes on oll
were levied by provincial governments, allowing provinces whose industries require large
guantities of oil to levy a lower tax to keep prices low. It must be expected that the new fuel
tax levied by the central government will increase fuel prices in export heavy areas.

The second variable that leads to inflation is food prices. In recent years, food prices have
been on a steady incline. Chart #6 shows the IMF’s food prices, which have been
increasing since the beginning of 2003. Rising global food prices combined with the rise of
fuel prices should lead China into a situation of future inflation.

GDP Growth

It is widely know that the Chinese GDP has been growing at a dramatic pace from 2002-
2005. In order to understand the reasons for this formidable growth it is pertinent to study
the composition of the GDP.

From Table # 1 it can be observed that:

a) Investment is the largest component of the GDP since 2004, which is the year that
the GDP growth exceeded 10.0%.

b) When in 2008 GDP declined from 13% to 9%, the only component that reduced its
percentage was net exports.

c) The fact that in the period from 2000 — 2008 consumption decreased from 46% to
36%, and exports increased from 23% to 38% clearly demonstrates that China has
increased its dependence on the rest of the world.

d) Government spending has been reduced from 16% in 2000 to 14% in 2008.
Although, in 2009, it is projected to grow as a result of the bailouts elicited by the
slowing of the Chinese economy.

e) As explained in ( Scissors, 2009), the private sector has reduced its participation in
this country given the fact that “Privatization was stalled at first and then explicitly
reversed. Initiatives to increase corporate competition are also being rolled back.
The Chinese state is increasingly encroaching on even the relatively open external
sector by restricting incoming investments and imposing taxes on exports.” The
same article states “truly private companies contributed less than ten percent of
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national tax revenues during the first nine months of 2007 and that the figure
dropped in the first part of 2008.” Consequently, a considerable part of the
investments may be counted as government spending.

f) The surplus in the balance of trade shows an increasing trend because the net
exports grew from 2% to 9 % in the analyzed period. (Exports grew at a yearly rate
of 61%; while imports, at a rate of 39%.)

Sectionlt Chi nads Foreign Trade and 1its

Currency Issues

In order to effectively discuss currency issues in China over the last 10 years it is
necessary to break the data into two groups: pre and post its WTO admission in 2004.
From 1997-2004, the exchange rate between the U.S. dollar and the Yuan stayed constant
at a rate of 8.3 Yuan per dollar. This relatively low value of Yuan to dollar favored Chinese
exports to the US; the data on Table #2 indicates that exports tripled from 195 to 593
billions of US $ in the period 1999 -2004. From 2004 to 2008 the Yuan appreciated in
relation to the dollar at a yearly rate of 6.35%, while the volume of exports grew at a yearly
rate of 24%, and the volume of imports grew at a rate of 19%. Due to the difference in
growth of exports and imports, from 2004 to 2008 the surplus in the balance of trade
accelerated at a yearly rate of 73%. The unexpected result of having larger increases in
exports than in imports, while at the same time the currency is appreciated, indicates the
presence of other factors that nullify the natural decrease of exports when the currency
appreciates.

It is interesting to observe that other currencies did not depreciate against the Yuan; and,
consequently, the corresponding exporting countries have increased their exports to
China. In fact, Table #3 shows that the value of combined Hong Kong and Japan exports
to China was 50 billion dollars larger than those of the U.S. in 2008. It can be noted that
while exports to the U.S. grew 8.4% in relation to 2007, in Japan, South Korea, Germany
and India, the respective percentages were equal to 13.8, 31.0, 21.5 and 31.2%.

Balance of Trade

In bottom row of Table # 4, two different trends can be observed in this indicator. First,
before the admission of China to the WTO, the balance of trade surplus was kept relatively
constant in the range 22 to 32 billions U.S. $. In the period 2004 — 2008 the surplus grew
at a yearly rate of 42%, which exceeds growth rates of both exports and imports over the
same period. When analyzing the U.S. balance of trade with China detailed in Table #2 we
can find results, which are reciprocal to those mentioned in the previous paragraph. The
deficit in the U.S. balance of trade with China in the period 1999 — 2003 increases from 68
and 124 billion U.S. dollars at a yearly rate of 16%, while from 2004 to 2008, from 162 to
266, at a rate of 13%.

Foreign Reserves

China is currently the largest holder of U. S. foreign reserves, at almost 1 trillion U.S.
dollars in reserve. Chart #8 shows the growing value of U.S. foreign reserves in China. As
we saw in the beginning of this section, since 2004 China has been appreciating its
currency in relationship to the U.S. dollar. It would appear that the appreciation of the Yuan
would not be in the self-interest of China; the fact of China’s appreciation of its currency
has the effect of depreciating the large amount of U.S. dollars it possesses in foreign
reserves. This leads to the conclusion that there must be some other factors present in
the Chinese economy that would explain China’s behavior. In this context it is important to
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note that a depreciated dollar has made it easier for China to buy U.S. bonds at low prices
and to accumulate huge amounts of foreign reserves. Due to the fact that China is the
largest consumer of U.S. bonds, and that it has become crucial to alleviate the U.S.’
increasing budgetary deficit, the acquisition of U.S. Treasury bonds gives China a political
advantage over the U.S. Since the deficit in the U.S. budget is one of the main reasons for
its dependence on China, valuable insight can be gained from studying the relationship
from this perspective during the period 1999 — 2008.

The U.S. has been running a budget deficit since 2002. Given the recession of the U.S.
economy and the application of expansionary fiscal policy through bailouts, the budget
deficit is expected to grow at 13.2, 13.7 and 10.5 % of the GDP during 2009, 2010 and
2011 respectively. Consequently the dependence on China’s acquisition of US Treasury
bonds will increase considerably in the years to come.

China and the U.S.- Common Ground and Sizable Differences:

The U.S. and China share fundamental foreign policy goals including: kick starting
economic growth and maintaining an open global economy, maintaining peace and
stability in East Asia, and halting climate change. A significant obstacle to effective U.S.-
Chinese cooperation is the dramatically different view of sovereignty, sanctions, and the
use of force that each country brings to the table. Beijing’s need for resources and export
markets, along with its often-repeated mantra of not mixing business with politics, clashes
with the West’s efforts to prevent human rights abuses and improve governance in the
developing world. The economic relationship is also a contentious issue. Washington
insists on currency reform, more open markets, and the protection of intellectual property
rights. Beijing, by contrast, generally wants to be left alone to conduct its business as it
sees fit. The global economic crisis — which has highlighted the level of global economic
interdependence between the U.S. and China - may help reduce these differences
between the two countries. A sustainable recovery of the American economy requires
continued support from China, and China’s economic growth will also depend on the U.S.
demand for imports and foreign investment.

“The relationship is no longer a matter of Washington banging on Beijing’s door,
alternately cajoling and hectoring Chinese leaders to reform their country’s economy.
Rather, the Chinese leadership, greatly concerned about the security of China’s
investment in U.S. Treasury bonds, the value of the dollar and the loss of China’s critical
U.S. export markets, is calling on Washington to quickly respond to the global financial
crisis as well as suggesting that it might expect some sort of quid pro quo — the lifting of
U.S. restrictions on some technology sales, for example - for the continued purchase of
U.S. Treasuries.” (Scissors, 2009) Given the importance of the Chinese economy for the
U.S., in the last section of this paper we analyze the most fundamental dilemmas faced by
China, which may hamper the recovery of its economy.

Section Il £ Chinese economy main dilemmas

China shows a unique blend of a left-wing repressive political system and an economy
combining market economy measures with the preponderance of government intervention
in the economy even when the GDP growth is breaking worldwide records since 2000.
Due to the aforementioned contradictory systems, China is facing several dilemmas,
whose solutions will more clearly delineate the predominant orientation of its economy in
the future. The main dilemmas analyzed in this paper are shown in table # 6.

ECONOMICS AND ORGANIZATION OF ENTERPRISE 1 4



Main China - U.S. Economic Dilemmas

Conclusion

As explained in this paper there is a strong correlation between GDP growth and Inflation
in China. In a normal situation, GDP growth would lead to inflation, but at the same time
decrease unemployment. In China, inflation and unemployment trends go in similar
directions. This means that China’s GDP growth has not lead to a reduction of
unemployment; China is experiencing a situation in which all three variables:
unemployment, GDP growth and inflation, are trending in the same direction. These
figures will force the Chinese government to make the difficult decision whether to fight
inflation and potentially slow down the economy, with the hope that unemployment would
not spiral out of control; or to focus on GDP growth hoping that the similar trends of
unemployment and inflation do not continue.

The 1980’s in China mark the emergence of a market economy in a country controlled by
a repressive communist government. Since this time the CCP has used China’s incredible
rates of growth as the justification of their political leadership. A market economy, existing
under a communist controlled government, that experiences rapid growth at the rate of
9.6% year between 2000-2008 encounters dilemmas along the way. In China, the
decisions made in addressing these dilemmas will predict the trajectory of both its political
and economic orientation in the future.

Recently the CCP has chosen to reassert its control over the market. Due to the global
recession of 2008, and several other negative economic indicators, it appears that this
retrenchment has been poorly timed. Rising food and oil prices have laid the foundation for
an inflationary bubble. With the new tax structure implemented in 2009, inward FDI will
decrease leading to a decrease in exports and GDP growth. This decrease in GDP growth
will increase unemployment.

It appears that increased unemployment in China is almost inevitable; unemployment
grew, not only during the massive business closures in export oriented sectors during the
2008 global recession, but also during China’s years of largest GDP growth.
Unemployment in China’s exports most dramatically affects residents of Western
provinces. The workers from Western provinces travel to manufacturing heavy areas of the
East coast to find work. Nonetheless, since they are illegally working in the East coast,
they pay taxes to the Western provinces. When job loss occurs in export oriented areas,
the first layoffs occur with the factory workers, because of their large population of migrant
workers. When these migrant workers lose their jobs, there will be less revenue from
taxation for Western provinces, leading them to rely on the help of the central government.
Due to loss in revenue in the export sector that resulted in Western workers losing their
jobs, the central government has less money to supplement the public transfers of
Western provinces. These circumstances will lead to more poverty in Western provinces.
On top of that when inflation and unemployment trends go in similar directions (as they
have done from 2000-2008), Eastern provinces with higher per capita GDP can afford the
price increases, while their Western counterparts can cannot. If the citizens of Western
provinces mobilize against gross poverty in their territories, the East-West divide in China
carries the largest potential for political turmoil.

As of 2006, exports (which comprises 38% of the GDP) are its second largest component
after investment (40%) at the same time that consumption occupies the third place with an
average of 36%. In the period 2001 — 2008 while consumption has decreased its share of
the GDP from 45 to 36%, exports have gone in the opposite direction from 22 to 38%. In
other words, exports have been displacing consumption in the GDP structure. The
corresponding data for the U.S. are 71% for consumption and 13% for exports. The
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increase in consumption, which is normally considered to be the key variable in getting out
recession, composes a relatively small portion of the Chinese GDP when compared to a
country such as the U.S.

The recovery of the Chinese economy depends heavily on two things: its largest trading
partners in demanding Chinese exports and in those contributing to their FDI. America
occupies a very high rank in both indicators. The Chinese dependence on exports is
emphasized by the likely reduction in FDI as explained earlier in this paper. On the other
hand, the recovery in America depends more on its domestic market than on its foreign
one. If America can get out of recession and reduce its budget deficit by means of the
automatic stabilizers, the dependence on China will diminish.

It is clear that there is an interdependence China-U.S. Without the acquisition of U.S.
Treasury bonds by China, the budget deficit in the U.S. would encounter a tough situation
and it would be difficult for the U.S. to get out of recession. The budget deficit is a
deterrent for more government spending and increasing public transfers. The reduction of
unemployment is a prioritized task in America and a premise to get out of recession, and
expansionary fiscal policy is the ideal tool to achieve this goal, even more in view of the
limitations of the Fed to manipulate the federal funds rate and the stagnation of the
financial system. Without FDI and imports from the U.S., it will be difficult for China to get
out of recession given is export-driven GDP structure. In order for China to fully recover
from the global recession it is necessary that it continues to increase exports to all of its
largest trading partners, especially to its top destination, the United States. The cyclical
relationship between U.S.” FDI and Chinese exports must be allowed to continue at the
current rate if China desires to maintain its incredible rates of growth.

Table # 5 illustrates the two paths that the CCP might take: the market orientation or the
path of retrenchment.
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Chart # 4 Inflation V. GDP Growth 1997-2009
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Table # 1- Structure of the Chinese GDP from 2000 to 2008 - %

(Economist)
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[ Consumption | 6.4 | 452 | 43.7 |41.7 | 398 |37.7 | 363 |354 | 363
Investment | 34.3 | 34.6 | 363 |39.2 | 406 |41.0 |40.7 |40.1 | 40.5

[Government | 15.9 | 162 | 159 [ 151 | 145 |[14.1 |13.6 |133 | 140
spending
Exports 234|227 |25 [ 394 339 (363 | 382 | 388 | 318
Imponts 210 |206 |26 (272 | 313 |309 |307 |29.7 | 292
MetExports | 2.4 2.1 2.5 2.2 26 | 54 7.5 8.1 8.6
LW growth | 8.4 ] 9.1 g | il 0.4 e (130 [%0

L2

EF

EE

LR

Chart # 7 - Exchange Rates Yuan to Dollar 1997-2013

L] - - - - - - - -
-
-
L]
-
L]
-
L2

-

TR I VRS SO W MES N MSd A MEM MY M DWW MM MU 3T Jem
nme

[ ERPDE Exchangs rate LEUIUSS (av) - [¥ ]
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Table # 3 - China's Top Export Destinations 2008 (% billion)
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Table # 5 - U.5. Government Budgetary Status: 1999 - 2008 [Economist)
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public transfers) i is expected that there will be cither a reduction in the budget surplus or & budget deficit.

3« Expansionary Using price controls Consistent Pomsistent risk of | Inflation kept at bay
fiscal and monctary and price cetlings to application of both inflationary without artificial
policies versus latent | stop inflationary policics avosuding bubble with controls distorting
inflation spiral price controls possible political | the markes

cutbursts anung

from Westem

provinces

Lacent inflation + consequences of possible uncaployment resulting froen dileminmas 1 and 2 will likely lead 1o
polit:cal mnstabality

4+ Environmental Growth should be Growth should be Environmental Increased

Protection versus prioritized in order 30 | sustainable degradation and sustainability at

rapid GDP growth keop political stability increased lower GDP growth
political rates, and incrcased
instability legitimacy in the
domestically and | international arena
abeoad

Ma:ntam:ng a rapidly growmg GDP will keop political outbursts subducd at the cost of environmental
deterionation. which may lead to decrease in political legitimacy for the CCP in the not so distan fiture.
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