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e Official Chinese economic data are often the only game in town, but they are untrust-
worthy. Sometimes they prove inaccurate; during downturns they are falsified outright.
Finding inconsistency in official statistics demonstrates the problem but offers no
solution, since it is rarely clear which series is better.

e Examining 15 major indicators for importance and reliability shows that growth in
gross domestic product (GDP) and GDP per capita should be deemphasized. To
illustrate, China’s GDP per capita is twice as high as official per capita disposable
income. The latter can be spent; the former is an accounting result.

e Another conclusion: Arguably the most valuable indicators are the worst measured.
Debt is reasonably estimated at present, but factor productivity and human capital are
vital to medium-term performance and receive far too little attention.

This is not a report on how China’s economy is
doing. It is a much more difficult report on how
to determine how China’s economy is doing. At
the time of writing, the rough consensus is Chinese
economic performance is weakening. If so, is it a
temporary, cyclical downturn or a sustained,
structural downturn? Will further stimulus address
the downturn, or does it require fundamental
reform of some kind?

Such questions never seem to be resolved for
long, and they understate the problem. How can we
be sure the economic performance of the People’s
Republic of China (PRC) is indeed weakening in
any meaningful fashion? Do we know the true
situation a year ago? Five years ago? Twenty?

The obvious premise of the report is economic
data published by the Chinese government are
untrustworthy. There will be an attempt to
demonstrate this but the effort may be pointless.
Chinese government data will continue to be
widely used because some users want to believe
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they are accurate but more because there is little
choice, which is how the Communist Party likes
things. While some figures can be calculated by
independent actors, the level of detail provided
by the central government cannot be matched by
anyone else.

The quality of available numbers indicates these
guidelines:

1. Deemphasize gross domestic product (GDP)
and GDP per capita,

2. Turn more often to personal income and
aggregate debt, and

3. Inthe longer term, upgrade measurements
of factor productivity and human capital.

Doing one or more of these things will not yield
a simple picture to guide policy or finance. It will,
however, prevent more of the egregious mistakes
that have been made to date regarding the direction
and nature of China’s economy.



Figure 1. Registered Urban Unemployment
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Source: National Bureau of Statistics of China, Annual Data, http://www.stats.gov.cn/english/statisticaldata/annualdata/.

China-Specific Problems

The Communist Party loves stability.! Not coinci-
dentally, China’s domestic economic data—GDP,
unemployment, and prices—are remarkably stable
for a middle-income country. (See Figure 1.)

GDP wins the most attention. From the fourth
quarter of 2013 to the third quarter of 2018, China’s
quarter-on-quarter growth remained between 1.4
and 1.9 percent. And those two limits were reached
only once each in the first and second quarters of
2016, when China was forced to acknowledge a
downturn but immediately reported a subsequent
upturn. For the other 18 quarters and counting,
on-quarter growth was always between 1.5 and
1.8 percent. Germany, a much richer economy
that should be more stable, has seen growth vary
over this period from -0.1 to 1.1 percent, a larger
range in magnitude and far larger in proportion.2

In terms of annualized GDP growth, experienced
observers looked at ongoing currency weakness in
early 2016 and saw more economic trouble ahead.
By late 2017, all was said to be well. In late 2018,
the economy was said to be weakening again.3
Throughout this period, annual GDP growth
stayed between 6.7 percent and 6.9 percent. How
can this be? The National Bureau of Statistics
(NBS) explains:
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In the first half year of 2018, faced with
extremely complex environment both at
home and abroad, under the guidance of Xi
Jinping Thought on Socialism with Chinese
Characteristics for a New Era, all regions and
departments fully implemented the spirit of
the 19th National Congress of the Communist
Party of China (CPC), the second and the third
plenary sessions of the 19th CPC Central
Committee, adhered to the general working
principle of making progress while maintaining
stability, firmly put into practice the new
development philosophy, actively took the
requirement of high-quality development as the
benchmark, worked to overcome obstacles
and made solid progress in their work. As a
result, the national economy sustained the
momentum of steady and sound development
with restructuring deepened, drivers of
growth replaced and the quality and efficiency
improved steadily, signifying a good start for
national economy to move toward high-
quality development. 4

If this sounds like the NBS is a propaganda arm of
the Communist Party, there is good reason.

High inflation and consistent deflation indicate
different simmering problems. As with GDP, official
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price indexes have been demonstrated to be smoothed,
which obscures those problems.s This can bring
on the great joy of Chinese government statistics:
deciding which falsified series is better. In 2017,
the implicit GDP deflator—the difference between
nominal and announced real growth—was more
than twice as large as the change in the consumer
price index (CPI). In 2016, the GDP deflator was
smaller than CPI inflation. It is tempting to see
greater variation in the GDP deflator as reflecting
a more volatile economy than the smoothed CPIL.
But the deflator is equally likely to be a product of
manipulation.

Unemployment is not smoothed; it is rigged
outright. China has seen enormous demographic
change, still ongoing, as the country first absorbed
millions of new workers into the labor force
annually and now is seeing them start to retire.
The “Total Number of Employed Persons” from
2002 through 2016 rose every year, even during
the global financial crisis when China supposedly
had a jobs crisis.® That year did prompt a revision
to the series that saw both total employment and
the average annual increment fall—Beijing’s
way of admitting its numbers were fake. In both
the original and revised series, though, annual
employment always climbs, and the useless official
unemployment series never tops 4.3 percent.

Alternative unemployment measurements are
published only sporadically. The same is true for
other prominent indicators.” GDP is supposed to
represent all transactions, but fixed asset investment
has been larger than GDP at times in some provinces.
At the national level, fixed asset investment plus
retail sales plus net exports have been larger than
GDP at times. The official explanation: We publish
them every month, but fixed asset investment and
retail sales are not the right indicators.? The right
indicators, from fixed capital formation to fertility
levels, frequently do not get published.® Enormous
mistakes are made for years at the provincial, city,
and county levels, with problems only acknowledged
after they are supposedly solved.’®

Because national surveys of labor, investment,
and the like are expensive, the party usually does
not need to discourage competing economic
figures. But it occasionally does so, and effectively.
In May 2006, Ernst and Young released a figure
for the total volume of nonperforming loans that
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was almost certainly too low, but far higher than
admitted officially. The firm was immediately
assaulted by the central government, and it retracted
the figure. In November 2018, economic analysts
were told to be disciplined and take state interests
into account." China has consistently made clear,
in multiple ways, that its figures are manipulated.

Bad Alternatives

The flaws in official statistics could fill books, but
without alternatives, they will continue to be
largely ignored. Making matters worse, several
obvious alternatives are not useful. An easy
barometer to dismiss is the stock market. Stock
prices should move in the long run with profitability,
but Chinese corporate books are notoriously
unreliable.> This undermines the use of both
return on assets as a financial indicator and the profit
reports behind stock movements. The stock market
is also comparatively small. The benchmark Shanghai
SSE has a capitalization of less than $4.5 trillion.
Its closest counterpart in the US, the S&P 500, is
more than five times larger.!3 It is not surprising,
then, that stocks do not match government reports
on the broader economy. For example, Shanghai’s
high-water mark over the past decade was late
spring 2015, when the economy was not only
slowing but heading toward its worst stretch since
the 2008-09 global crisis.

Turning to labor productivity or the return to
capital, instead, is highly promising on the surface.
But they ultimately depend on the flawed national
accounts series and thus may only serve to mask
Beijing’s manipulations. As noted, this is largely
unavoidable since large-scale independent surveys
are extremely costly. Adjusting official GDP for
purchasing power parity (PPP) actually makes
matters worse. The basic thrust of PPP is that a
dollar equivalent—the US is the base country—
buys different amounts in different countries,
which should be reflected in measuring prosperity.“
By itself, this seems reasonable.

However, even those claiming PPP is adequately
measured do not issue annual growth estimates,
limiting the utility of PPP regardless of accuracy.
The main reason is the price comparisons required
are not made nearly frequently enough. They
are also badly simplified in a country as vast as



Figure 2. Activity vs. Income
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China—where one price level is calculated for
Tianjin, Tibet, and everywhere in between—and
then compared to one price level for the entire
United States. For Mexico, tightly linked to the
US and far more easily studied than China, the
empirical challenges still make it unclear that
PPP holds.'s

There are also conceptual problems with applying
PPP to China, specifically. The thrust of PPP is
to adjust buying power—consumption. Chinese
consumption has the lowest share of GDP among
all large economies, comparable only to commodities
exporters and city-states. The converse is naturally
true for investment.' It does not seem intuitive
to apply PPP to investment, and the problem goes
further. PPP is based on the law of one price: The
same good, service, or asset should have the same
exchange rate-adjusted price regardless of location
when traded in open markets. But China’s capital
market is explicitly closed, as well as warped by
state ownership.'” PPP should not be applied to
Chinese investment and, hence, not to GDP.

PPP is the core of many “China is winning!”
arguments, but it is a bit esoteric. Much more
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common is the use of GDP per capita. This has
the same problem of starting with official GDP,
plus (sometimes willful) misinterpretation of
what GDP per capita represents. GDP per capita
is not an income measure; no one owns their GDP
per capita or can save or spend it. The claim that a
country is high income or low income based on GDP
per capita is common, but misleading. It is annual
activity per person, more a transaction measure
than a direct representation of prosperity.

Activity and income can be closely connected.
American GDP per capita in 2017 was over $59,000,
while personal income per capita was over $51,000.%
For China, however, 2017 GDP per capita was
$8,800 (using official GDP and population), and
disposable income per capita, introduced by the
central government in 2013, was just $4,100.1 The
annual changes match up better but not well, with
income growing consistently faster and the growth
gap fluctuating. Beijing does not actually publish
a GDP per capita series, making it awkward to
emphasize the value of both GDP per capita and
official statistics when the latter is much less
impressive. (See Figure 2.)
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Figure 3. Credit to the Nonfinancial Sector

400

300

250

Percentage of GDP

China
150 e

100

2003 2005 2007 2009

350
Japan

/__y
200

201 2013 2015 2017

Note: Figures are for March of each year.

Source: BIS, “Credit to the Non-Financial Sector,” September 23, 2018, https://www.bis.org/statistics/totcredit.htm ?m=6%7C380%7C669.

Not as Bad Alternatives

It is also awkward to impeach official statistics and
then cite official levels of disposable income. Income
data, like other Chinese data, are sometimes
arithmetically inconsistent.?° Individuals have an
incentive to underreport income, mirroring the
incentive for government bodies to overreport
GDP. Nonetheless, income is the right thing to
measure, while GDP per capita is an accounting
result. To its credit, Beijing introduced an integrated
income measure in 2013, though it was painfully
low. Better a dubious official indicator of something
that matters than one of something that does not.
The accumulation of income over time is wealth.
There is no official wealth measure, yet poor data
quality applies here too. The most consistent attempt
to measure aggregate wealth (not distribution or
sustainability) comes from Credit Suisse, covering
174 countries back to 2000. But its 2017 report
pegged the PRC’s mid-2017 wealth at $29 trillion,
while its 2018 report revised mid-2017 wealth to
over $49 trillion, making official figures look reliable.*
Wealth measurements are not yet useful.
Similarly, it is unwise to take a snapshot of the
quantity of money as signaling the state of the
economy. For the PRC, this has a countervailing
benefit: Incentives to falsify money data are lower.
The money supply trend, while not definitive, is

AMERICAN ENTERPRISE INSTITUTE

disturbing. In September 2008, the official ratio
of M2 to GDP was 2.2:1; in September 2018 it was
2.8:1.22 If that change seems minor, the American
ratio is about 0.7:1. Rather than normalizing, the
PRC is headed in the wrong direction. America
and Japan are certainly not liquidity-starved, and
Chinese M2 is bigger than both combined.

Money stock might have been too small when
China grew rapidly with little inflation. More likely
it is too large now, when China has slowed. This
does not mean monetary policy has been harmful
to this point, but it is no longer effective. Monetary
policy will for the indefinite future be more of an
exercise to manage risk than to promote growth, as
reflected in several years of ostensible deleveraging.
Usually useless monetary policy is a staple of
Japan’s long-term stagnation,?? and it likewise
represents a ceiling on Chinese performance.

Debt is more definitive, in principle. Debt reports
can be falsified or suppressed. (See nonperforming
loans.) But even Beijing’s tentative embrace of
global finance requires some information sharing,
so statistics are not as easily manipulated as purely
domestic figures. There is no ideal way to evaluate
debt. A series that offers international comparison
and historical trend is Bank of International
Settlements’ Credit to the Non-Financial Sector.24
From March 2004 to March 2009, China’s credit
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to the nonfinancial sector fell as a percentage of
(official) GDP. From March 2009 to March 2018,
it rose by two-thirds, reaccelerating in 2012
when all other major economies controlled their
borrowing.

This is not to say the PRC faces a financial crisis.
Despite the debt surge, it is still less burdensome
than Japan’s 15 years ago. And Beijing has more

control of its financial system than Tokyo does, to
prevent panics. Debt shows China doing much more

poorly than its official statistics argue, but it does
not show an acute threat.
Traditional external indicators are no longer

vital as the economy has developed and expanded.

In the 1980s, the PRC was short of hard currency

for imports. Now it has the world’s largest foreign

reserves. In the 1990s, export markets were indis-
pensable for employment. Now the labor force is
set to shrink indefinitely.?s

The world’s largest exporter is unlikely to see

more rapid gains, nor are they necessary for success.

China just needs to avoid substantial export
contraction. The 2008 crisis was an obvious
threat to exports, and Beijing adopted intense
stimulus despite claiming solid GDP growth. More

frequent will be periods like 2015-16, when official
exports fell mildly and some observers believed
the PRC faced a crisis of sorts.?¢ As for imports,
commodities constitute approximately two-thirds of
volume. They are connected to domestic production

but also global prices. Import shifts can thus be
difficult to assess.
Another external indicator is willingness to

hold renminbi (RMB) assets, a more comprehensive

version of willingness to hold stocks. If an economy
is outperforming, money should flow into the
country on a net basis. Sustained large-scale
outflows are incompatible with anything like
world economic leadership.

The PRC’s balance of payments sees yet more
unreliable statistics, featuring false corporate
invoicing.?” The best indicator is the broadest:
total foreign currency in the financial system.
This fell no less than $800 billion combined in
2015-16. Comprehensive statistics then became
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sporadic, but net outflow looks to have dropped
to $180 billion in 2017%% and further through October
2018. The behavior of RMB holders says China’s
official economic performance is closer to accurate
today than it was two to three years ago.

Education and health measures cannot serve as
such real-time checks of economic results, but they
are the surest signs of long-term success. The basic
health variable is life expectancy at birth, compiled
by international organizations but reliant on local
surveys. The PRC has developed to the point
that life expectancy can rise only slowly, and it is
inconceivable the Communist Party will report
declines.

Education is more informative. The PRC claims
to be notably richer than Indonesia, for example,
but lags a bit on the basic education indicator of
mean years of schooling.?® This certainly does not
mean Indonesia must be outpacing China in 2018, but
it casts doubt on the extent of China outperforming
Indonesia up to now and perhaps its likelihood of
doing so over the next generation. Low levels of
education point to decades of roughly 3 percent
Chinese GDP growth.3° A long-term test of
official statistics is whether they come with credible
improvements in educational attainment.

Fifteen Bottom Lines

The typical response to the Chinese data mess is:
Create an index. The first problem is the ensuing
results appear easy to interpret but are not: What
does a two-point increase in a 10-component index
actually mean? The second is that indexes do
not magically “average out” flaws in individual
components. Inaccurate indicators can easily reduce
the predictive value of the index sufficiently to
make it inferior to a single statistic.

Instead, here is a brief guide to the importance
and usefulness of different measurements. There
is also a (sometimes very) rough description of
the state of the economy at the start of December
2018, though the state changes more quickly than
the underlying value of the measurement.



Table 1. Fifteen Indicators of China’s Economy

Retail Sales

Indicator Data Quality Economic Importance | Current Evaluation

Unemployment Borderline Useless High Strong baseline with a mild negative trend

Stock Prices Low Low Depressed, for good reasons

CPI/GDP Deflator Low High Deflation becoming a risk

GDP Low Middling Growth below official levels and
weakening

Fixed Investment and Low Middling Investment slow but stabilized, sales

quicker but easing

Return to Labor and Borderline Useless High

Return on capital falling, labor productivity

Capital (Factor rising slowly

Productivity)

Education and Health Low High Stillimproving but too slowly

PPP-Adjusted GDP Borderline Useless Middling Uncertain due to lack of new price
estimates

GDP per Capita Low Low Growth below official levels and
weakening

Personal Income Middling High Either outperforming true GDP or being
measured more comprehensively and
accurately than in the past

National Wealth Low High Large but rising unimpressively the past few
years

Money Supply High Low Slowing due in part to huge base

Aggregate Debt Middling High Extremely large and still rising

Trade Middling Low (Now) Still outperforming but on obviously shaky
ground

Foreign Reserves Middling Middling Roughly stable but with downside risk

Source: Author’s research.

Conclusion

Combining data quality and economic importance
leads to clear guidelines, some of which may be
surprising. Stock prices and GDP per capita are
the worst indicators, the latter because personal
income is available and obviously superior. GDP,
its components, and PPP-adjusted GDP are not
much better. They receive attention because of
breadth but are manipulated by China for the
same reason. Another group of variables plainly
matter but are prohibitively badly measured:
unemployment, aggregate prices, national wealth,
factor productivity, and human capital. More
trustworthy, timely data would be most valuable
for one or more of these.

What is left? Chiefly, personal income and
aggregate debt. The first is how ordinary Chinese
are doing, and the second has become how the
economy as a whole is doing. Both of course can
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be falsified, but the manipulation to this point seems
to be comparatively minor. A step down, money
supply and foreign currency in the financial system
also appear fairly reliable and can be important at
particular times.

There is one last “indicator” to consider.
Arguments over the quality and importance of
these 15 variables pale in comparison to differences
over policy. Debates over the PRC’s current and
future economic performance can include fights
over numbers, but those are typically not the core
issues. 3! Instead, the battles boil down to the level
of comfort with a large state role in the economy.
And such disputes are usually not based on facts
and can be irresolvable.

That may not always be a bad thing. Where
there are not enough data, turn back to theory.
When assessing how China is doing, consider
personal income, debt, GDP (if you must), and
so on, but also consider the short-term and long-



term effects of policy. What is Xi Jinping’s regime indebted, aging, and in need of an impressive

doing to support or undermine current economic economic strategy to respond to those challenges.
performance? Future performance? China is Is there one in evidence?
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