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China’s Response to the 2008 Financial Crisis

Summary


KEY POINTS
1. The 2008 global financial crisis had led to a sharp decline in the external demand for China’s exports, threatened to halt production and bring mass layoffs. o a huge risk of repayments for the companies that initiated the investments, local government and banks. 

2. Political economy refers to how a government distributes financial resources in support of the economy and how it decides who will benefit from additional investments and who will bear the burden of any losses. Future stimulus packages should contain a mixture of aid to households and of useful public investment. Companies and authorities should present more clearly the debts that have been contracted and a realistic assessment of the repayment capacity of the borrowers must be made.

The challenges that China’s deep integration into the global trade system posed for its economy during the 2008 global financial crisis was that as the decline in Chinese exports led to fewer orders for its manufacturers to fulfill, their production slowed, leading to job losses and lower household income. The measures adopted by the Chinese government to raise domestic demand, such as increased expenditure by government and easier credit, included a RMB 4 trillion ‘stimulus package’. This large infrastructure and construction-based ‘recovery’ program created jobs and demanded the use of a host of materials and equipment in construction, thus supporting output in these areas of the economy when exports were declining sharply. The funds used for recovery were also used for new spending and created debt with uncertainty about repayment and quality of spending. Projects were started to immediately create work but loans were then to be repaid after the construction was completed and the new facility was not generating expected income. Such spending has potential benefits from recovery but also poses risks and thus need to be closely monitored. The brief maps out the spending by the Chinese government between 2008-2010 from a political economy perspective. In particular, it looks at the allocation of funds between public investment, bank lending and household support. Lessons will be drawn from such a crisis spending program and implications for future crises, in particular how to protect employment and spending while keeping a cap on future liabilities for the public budget.
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BACKGROUND AND GOVERNMENT RESPONSE

One country’s economic problems today have the potential to impact countries from around the world by virtue of trade relations between countries. Many countries around the world have been negatively impacted by the sharp decline in their exports in addition to weaker private sector investment. To try to combat the slow down in growth the government has turned to ways to stimulate demand. To illustrate, if fewer overseas consumers are purchasing goods produced by Chinese exporting firms then the exporting firms will reduce production levels in an effort to try to keep up income of workers and corresponding national spending. China’s stimulus package announced in November 2008 totals RMB 4 trillion over two years. 

While a large share of spending is devoted to infrastructure and building, the amount that the central government will actually spend is far less than RMB 4 trillion over two years. Vincelette et al. (2010) point out that much of the package relies on additional financing, such as using existing funds and also the capacity of banks to lend. A project can be implemented to spur growth in a short period of time and then the payments to repay the project over time can become a burden. Reducing the reserve requirement, lowering interest rates, and scrapping the ceiling for credit growth (IMF, 2009) were additional tools used by the government to stimulate the economy. A number of fiscal measures such as cutting taxes, stimulating private consumption, increasing spending on education, health care and pensions of retirees (IMF, 2010) complemented investment.

POLITICAL ECONOMY
ANALYSIS

The project adopts a political economy perspective to examine how decisions regarding allocation of support and manner of its financing affect distribution and growth. While a package of same magnitude can deliver different results depending on whether it is used to support construction projects, companies or households, this brief shall concentrate on the distribution of support as well as its impact on growth. New infrastructure investments not only create jobs and stoke up material demand but also can build important roads, transport links and public facilities. Whether the increased economic activity generated by new projects is sufficient, however, ultimately depends on whether or not there is a real need for the projects that are approved with funds. It is therefore also an important issue for the recovery in terms of project selection. Temporary assistance is meant to be a short-term solution to help people cover everyday expenditure while their income is falling. This will also stimulate demand for goods and services. Investment spending on the other hand creates jobs and stimulates business activity but the influence of such spending on households is indirect compared to household spending. The benefits of new infrastructure projects are also not equally spread amongst different parts of the community, for example people outside of the construction sector will receive less benefit from a new project than from income assistance. Who is responsible for new projects? Should it be clear who is approving new borrowings and who is going to repay them? This is the political economy of promoting growth through investment – i.e. sharing the risks of the financial means to promote growth through investment.

RECOVERY AND FINANCIAL RISKS

The immediate intervention by China and the subsequent recovery of the economy have been assessed favorably by the IMF in its 2010 assessment of China. Yet, as has been emphasized, recovery is not everything and it is also difficult to assess the impact of the various investments in the context of the many other factors that affect the economy. Therefore, a project can be considered to be successful if it has a positive impact in the short term and in terms of the quality of the investment. In the face of the economic crisis, however, lending too quickly was a source of concern for the IMF. For example, in 2009 the Fund noted the poor quality of many of the large amount of loans made for infrastructure and warned of further industrial overcapacity (IMF, 2009). Overcapacity means that firms are producing more than they can sell on the market. Temporarily, increasing production at such firms can increase activity on the market; in the long run, however, this does not solve the problem of weak demand. More recent research on the subject reaches similar conclusions. Chen and Ratnovski (2017) found that in 2010–2015 credit had much weaker effects on output than in 2001–2008. Much of this poorly performing credit was likely to have been lent inefficiently, and often on top of pre-existing high levels of credit extension. Again, that does not mean that the 2008 stimulus package itself went wrong in some fundamental sense. Rather, all these attempts to boost economic activity by expanding credit have failed, because in the end, all such attempts cannot replace sound investment decisions.

POLICY OPTIONS AND RECOMMENDATIONS

Future policymakers could focus mainly on setting up the necessary infrastructure for lending or put more emphasis on support for households and public services to deal with income losses. While support for households is more direct, it is not a substitute for necessary infrastructure. This brief therefore suggests a combination of both elements of policy with a more clear definition of support for households and a stricter control on finance for investment.

1. More support for households: Fiscal policy could be used to provide temporary assistance to currently unemployed individuals as well as people on low incomes. Funding for necessary public services could also be increased in order to reduce the need for precautionary saving by the household. Healthcare, education and pensions were identified by the IMF (2009) as areas where reform could reduce households’ motivation to save. Temporary assistance would need to be clearly targeted at those who are need, i.e. with eligibility clearly defined.

1. Investment projects should have useful benefits. Local and central authorities should assess the likely use of a project, its costs and the necessary maintenance before they approve a major investment. Urgent repairs as well as already assessed investment projects can be processed quickly. Larger new investments require a more thorough assessment in order to avoid delaying all projects while at the same time to avoid unnecessary investment. After completion of a project, it should be compared with the objectives that have been pursued with the project.

3. Control borrowing by making information on finance, repayment and guarantees publicly available. The authorities responsible for a project shall reveal the sources of finance, the schedule of repayment of borrowing and the amount of government guarantees for this type of borrowing. According to Chen and Ratnovski (2017), it is better to record such fiscal support in the government budget and to increase requirements on lending. Introducing these recommendations and implementing them require cooperation by the fiscal authority, local governments, and financial supervisory bodies. In addition to ascertaining whether support to households reaches the intended recipients, whether they are implementing projects, and whether debt service payments are being made on time, the support should be gradually withdrawn as private consumption picks up. Sudden withdrawal could undermine growth, and maintaining measures that are not effective would only result in additional costs.
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CONCLUSION

Government interventions in China helped its economy during the weaker demand period of the 2008 global crisis. The size of a package of support to an economy does not in itself make for effective recovery policies. Also important are how support is distributed, whether expenditures are effective and who bears the risks of the financial burden of debt. Future packages of support to households and enterprises should be combined with wise investments and clear terms and conditions for new borrowing.
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