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Abstract: China’s leap from poverty due to the marvel-
ously successful market reforms introduced in 1978 has
obscured serious weaknesses in its economy—especially
compared to the American economy. These weaknesses
have been exacerbated by renewed Chinese state interven-
tion that began around 2003. Many seem convinced that
China is at the cusp of surpassing the U.S. economically.
But Americans should not lose track of their huge advan-
tages over the Chinese—in income, in natural resources,
and in surprising areas such as labor. Heritage Foundation
China and economic expert Derek Scissors explains why it
is vital that the U.S. remember its strengths and recognize
profound Chinese weaknesses.

There is increasingly loud talk of China surpassing
America in raw economic size within the next decade,
or, adjusting for purchasing power, as soon as this
year. Some of these claims are plainly inaccurate, most
are misleading, and all are potentially harmful.

The claims contribute to false impressions about
the future of the Asia—Pacific region, even the world as
a whole. Perceptions of China’s economic strength and
importance underpin its global presence, from its own
borders to sub-Saharan Africa and Latin America. A
deeper look, though, shows that the People’s Republic
of China (PRC) is still far smaller and poorer than the
U.S. on the most important economic dimensions, so
its true global weight is correspondingly limited.

While this paper focuses on economics, all U.S. pol-
icy should be founded on good information about Chi-
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* China has very considerable economic
weaknesses, including some that are not
well known: low income levels, resource
depletion, and high unemployment.

» Complications in measuring the sizes of the
American and Chinese economies have led
to mistaken predictions that China is about
to pass the U.S. If China quickly returns to the
path of market reform, it will claim the lead
in economic size about 2025.

« If the PRC does not return to the market, it
may never pass the U.S. America has major
advantages over China in terms of natural,
financial, and human resources.

Economic performance does not follow
trends, it follows policy. The U.S. must resist
the urge to imitate bad Chinese policies, and
instead encourage China to improve its poli-
cies, which will benefit both countries, and
the rest of the world.
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na’s relative position right now and what the future
will hold. The U.S. has a huge economic advantage
that should last for several generations, at least. The
best strategy to compete with the PRC thus begins
with getting the American house in order—and in
doing so, the U.S. should absolutely not imitate the
PRC. A battle with Beijing over which government
can intervene in its economy more is doomed to
failure and comes with ugly drawbacks that have
been lost in China hype.

America can and should win the economic com-
petition. However, it should not hope for China’s
failure. An economically weakening or stagnant
China hurts the rest of the world. In contrast, a
China on a more sustainable course benefits every-
one, including the U.S.

America vs. China: Today

One of the most surprising developments result-
ing from the financial crisis is the belief among ordi-
nary Americans that China has become the world’s
leading economy. This view appeared in the rough-
est times of 2009 and has persisted even though the
impact of the crisis has begun to ebb. U.S. media
have frequently conveyed the same belief.! But it is
patently absurd.

The principal reason for Americans’ dismay is
jobs: Official U.S. unemployment breached 9 per-
cent during the past two years. It is even higher
when counting those who have stopped looking
for jobs, yet would work if they could. In contrast,
Beijing issues an urban unemployment figure below
4.5 percent, but this includes only those officially
recognized and no one, including officials at the

One of the most surprising developments
resulting from the financial crisis is the belief
among ordinary Americans that China has
become the world'’s leading economy.

Ministry of Human Resources and Social Security,
believes it is accurate.?

The state-controlled Chinese Academy of Social
Sciences placed urban unemployment at 9.4 per-
cent before the full impact of the financial crisis
was felt. The PRC5s rural unemployment has long
exceeded 20 percent.” True Chinese unemployment
is certainly higher than true American unemploy-
ment, and, depending on how unemployment is
measured, could be much higher.

The contest in income, meanwhile, is utterly
unequal. American gross domestic product (GDP)
in 2009 was nearly $15 trillion, while China’s was
$5 trillion, despite a population more than four
times as large. The average American had $48,000
in 2009 income, the average Chinese had less than
$4,000. Both of these gaps narrowed in 2010, as
they have almost every year in the past 30, but they
remained huge.

It is true that many consumer goods are cheaper
in China, some much cheaper. Economists try to
formalize different prices in different countries by
checking the purchasing power of the same amount
of money. The idea is that the same amount of
money should buy the same good or service every-
where. When it does not, because one country has
far lower prices than another, for instance, it can

1. Kathy Chu, “Most Americans Think China Is No. 1 Economy; It Isn't,” USA Today, February 15, 2011, at
http://www.usatoday.com/money/economy/2011-02-14-chinapoll14_ST_N.htm (April 12, 2011), and Derek Scissors,
“FYI American Media: China is 30 Years Behind,” The Foundry, November 19, 2009, at http://blog.heritage.org/2009/11/19/

fyi-america-media-china-is-30-years-behind/.

2. Wang Dewen, “Can Social Security Boost Domestic Consumption in the People’s Republic of China?” Asian
Development Bank Institute Working Paper No. 215, May 2010, at http://www.adbi.org/working-paper/2010/05/17/
3822.social.security.domestic.consumption.prc/labormarket.trend.and.unemployment.shock/ (April 8, 2011), and Lan Tian,
“Expert Backs New Method of Measuring Unemployment,” China Daily, February 5, 2010, at http://www.chinadaily.com.cn/

usa/2010-02/05/content_11015685.htm (April 8, 2011).

3. LiYanping, “China Faces Worst Unemployment in Decades as Slowdown Deepens,” Bloomberg, January 19, 2009,
at http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aEfualBs_OUM (April 8, 2011), and “China Facing Huge
Unemployment Pressures,” ChannelNewsAsia.com, September 10, 2010, at http://www.channelnewsasia.com/stories/afp_

asiapacific_business/view/1080416/1/.html (April 8, 2011).
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be useful to compare incomes using
differences in prices. The difference in
prices is called purchasing power par-
ity (PPP). PPP recognizes that earning
$50,000 a year in London is very dif-
ferent from earning $50,000 a year in
Luanda, Angola. But PPP is often not
very accurate.

PPP is one of the reasons for the
claims that China is about to pass the
U.S. Adjusting for purchasing power,
the CIA estimates China’s GDP to be
near $10 trillion in 2010.* PPP esti-
mates are imprecise and some figures
for China are still higher. Because
China is growing quickly, the $5 tril-
lion gap PPP shows between the U.S.
and China could, if American growth
stagnates, disappear in as little as five
years.

While PPP is a step in the right
direction in principle, there are multi-
ple pitfalls. For economies as large and
diverse as those of America and China,
differences in purchasing power with-
in each country are huge. It is almost
meaningless to find an average price
for all of the U.S. or all of China. Per-
haps even more important in compar-
ing two economies, PPP changes over
time. Because prices change at differ-
ent rates in different places, purchas-

China and the |
United States: ——
China 2009 by the Numbers U.S.

ECONOMIC LEADERSHIP

$4.99 trillion GDP $14.86 trillion
$9.09 trillion GDFP, adjusted for purchasing power $14.12 trillion
48 PC sales (number per 1,000 people) 243
QUALITY OF LIFE
$3,738 Average income (GDP per capita) $48,153
$6,809 Average income, adjusted for PPP $45,755
27.1% Unemployment* 14.0%
36% Freedom from corruption 75%
8.06 Carbon emissions (in billions of tons) 531
3.65 Electricity use (in billions of kilowatt-hours) 3.95
43 Oil imports (in millions of barrels per day) 9.6
9.6% Share of world goods exports 8.5%
7.9% Share of world goods imports 12.7%
$2.69 trillion Holdings of foreign securities $5.98 trillion

*Those who want jobs as a percentage of the labor force.
Sources: See footnote 5.
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4. Central Intelligence Agency, The World Factbook, “Country Comparison: GDP (Purchasing Power Parity),” at
https://www.cia.gov/library/publications/the-world-factbook/rankorder/2001 rank.html (April 12, 2011).

5. Sources for Table 1: China Monthly Statistics, Vol. 12 (2010), Beijing National Bureau of Statistics; Press release, “National
Income and Product Accounts, Gross Domestic Product: Fourth Quarter and Annual 2010 (Third Estimate) Corporate
Profits: Fourth Quarter and Annual 2010,” Bureau of Economic Analysis, March 25, 2011, at http://www.bea.gov/
newsreleases/national/gdp/gdpnewsrelease.htm (April 12, 2011); World Bank, “Gross Domestic Product 2009, PPP” World
Development Indicators database, December 15, 2010, p. 1, at http://siteresources.worldbank.org/DATASTATISTICS/
Resources/GDP_PPPpdf (April 12, 2011); U.S. Census Bureau, “Monthly Population Estimates for the United States:

April 1, 2000 to December 1, 2010,” at http://www.census.gov/popest/national/NA-EST2009-01.html (April 12, 2011);
Information Office of the State Council of the People’s Republic of China, “Chinas Human Resources,” September

10, 2010, at http://www.china.org.cn/government/whitepaper/node_7100569.htm (April 12, 2011); International Data
Corporation, “Worldwide Quarterly PC Tracker,” February 2011, at http://www.idc.com/getdoc.jsp?containerId=IDC_P20
(April 12, 2011); U.S. Department of Labor, Bureau of Labor Statistics, “Data Retrieval: Labor Force Statistics (CPS), Table
A-1. ‘Employment status of the civilian population by sex and age,” February 5, 2010, at http://www.bls.gov/webapps/
legacy/cpsatabl.htm (April 12, 2011); The 2011 Index of Economic Freedom, The Heritage Foundation and The Wall Street
Journal, pp. 140, 422, at http://www.heritage.org/index; PBL Netherlands Environmental Assessment Agency, “No Growth in
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ing power comparisons made at one point can be
quite misleading just a few years later, and even
more misleading when projected forward in time.

The PRC offers a dramatic example. Chinese
inflation has generally been growing faster than
American inflation since about 1999. Due to the
cumulative effect, the World Bank retroactively cut
the size of its 2005 PPP estimate of China’s GDP by
more than 40 percent.® In an instant, the Chinese
economy became 40 percent smaller. If this had not
happened, Chinese GDP would be comparable to
American GDP right now. Moreover, since 2005,
Chinese inflation has again been faster than Ameri-
can inflation. The World Bank has not yet adjusted
for this faster inflation. Nearly all economic projec-
tions that show China surpassing the U.S. in the
next few years are based on a PPP measurement that
is out of date. These projections overstate Chinese
GDP considerably and should not be trusted.”

If China’s economy is well behind that of the U.S.
now, how long will that last? While official Chinese
data are certainly flawed, it is also certain that Chi-
nese growth has outpaced American growth by a
huge margin over the past 30 years.® Between 1981
and 2010, U.S. GDP increased a fairly impressive
4.7 times.” Chinese figures are less precise but it
looks as if Chinas GDP increased approximately 30

times over the same time period. Such an outstand-
ing performance appears to all but guarantee that
China will surpass the U.S. in the next 30 years, and
probably far sooner. In fact, the PRC’s outstanding
performance has led to some exceptionally inaccu-
rate projections of its trajectory for the next three
decades and beyond.

Whither Chinese Growth?

Economic results are not determined by history.
If they were, Chinese reform would have failed and
the pre-1978 suffering would have continued. If
they were, the U.S. would remain the world’s largest
economy simply because it has been so for more
than a century. If 30 years of rapid growth guar-
anteed 30 more, Japan would now be the world’s
largest economy. Instead, 40 years of Japan soaring
up the global ladder have been followed by 20 years
of stagnation.

Results are instead determined by a nation’s
resources and policies. Resources include but are not
confined to natural resources; there are also critical
human and financial resources. Beijing in particu-
lar has relentlessly pushed investment forward for
a decade. In 2001, fixed investment was the equiv-
alent of 38 percent of GDP. In 2010, because its
growth easily outpaced GDP every year since 2001,

Total Global CO, Emissions in 2009,” January 7, 2010, at http://www.pbl.nl/en/publications/2010/No-growth-in-total-global-
CO2-emissions-in-2009 (April 12, 2011); U.S. Energy Information Administration, Monthly Energy Review, March 2011,
Table 7.2a: “Electricity Net Generation: Total (All Sectors),” p. 95, at http://www.eia.doe.gov/emeu/mer/pdf/pages/sec7_5.pdf
(April 12, 2011); U.S. Energy Information Administration, “China,” Country Analysis Briefs, November 2010, at
http://www.eia.doe.gov/cabs/China/Oil.html (April 12, 2011); World Trade Organization, “World Trade Developments

in 2009,” International Trade Statistics 2010, at http://www.wto.org/english/res_e/statis_e/its2010_e/its10_world_trade_
dev_e.htm (April 12, 2011); U.S. Department of the Treasury and the Federal Reserve Bank of New York, “Report on U.S.
Portfolio Holdings of Foreign Securities,” December 31, 2009, at http://www.treasury.gov/resource-center/data-chart-center/
tic/Documents/shc2009r.pdf (April 12, 2011); and China’s State Administration of Foreign Exchange (SAFE), “The SAFE
Releases China’s International Investment Position for the Year 2009,” May 4, 2010, at http://www.safe.gov.cn/model_safe_
en/news_en/new_detail_en.jsp?ID=30100000000000000,240&type=&id=2 (April 12, 2011).

6. The World Bank, “Special Focus—New PPPs and China’s Economy,” January 2008, at http://web.worldbank.org/WBSITE/
EXTERNAL/NEWS/0,,contentMDK:21639761~pagePK:64257043~piPK:437376~theSitePK:4607,00.html (April 8, 2011).

7. Even putting aside PPP, there is another factor: exchange rates. China does not permit the yuan to move significantly
against the dollar in any way. If the yuan could move, the dollar value of the Chinese economy would change. For
example, if the yuan was 20 percent undervalued against the dollar last year with the fixed exchange rate, changing to a
market-driven exchange rate would have raised China’s 2010 GDP by 20 percent in dollar terms.

8. Derek Scissors, “China Grows 10 Percent Again: Is this Believable?” Heritage Foundation WebMemo No. 3098, January 20,
2011, at http://www.heritage.org/Research/Reports/2011/01/China-Grows-10-Percent-Again-Is-This-Believable.

9. U.S. Department of Commerce, Bureau of Economic Analysis, “Gross Domestic Product, 1 Decimal,” March 25, 2011, at

http://research.stlouisfed.org/fred2/data/GDPtxt (April 8, 2011).
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fixed investment was the equivalent of 70 percent
of GDP!? Tt is not possible to exceed 100 percent of
GDP The policy of boosting growth simply through
the pure quantity of money spent cannot extend
through the current decade as it did through the last
decade—China must change course or face sharply
smaller GDP gains.

In terms of natural resources, the PRC%s environ-
mental difficulties are widely known, as is its stark
dependence on commodities imports.!! China is
the world’s second-largest oil importer, the biggest
coal importer, the biggest soybean importer, and
accounts for two-thirds of global iron ore trade by
itself. The same kind of results hold for many met-
als, and corn could be next.

Nearly all economic projections that show
China surpassing the U.S. in the next few years
overstate Chinese GDP considerably and should
not be trusted.

Food grain dependence stems from land deple-
tion. More than one-fourth of China’s land can be
classified as desert, and nearly half suffers from sand
erosion. Related, and perhaps even worse, China is
exceptionally poorly endowed with water, needed
for farming and industrial activity.!* Greater agricul-
tural productivity drove Chinese growth and helped
balance income in the 1980s, but natural resources
have long since become a major obstacle to growth
rather than a spur.

The Communist Party has deftly used a genera-
tion’s worth of fast expansion in the workforce to
help create rapid GDP growth. The period of demo-
graphic expansion will end over the coming decade,
though, and be followed by an exceptionally sharp

period of contraction, due in part to China’s one-
child policy. Beginning in about the middle of the
decade, the ensuing two generations will be as
much as one-fifth smaller than the one before.

By 2035, close to 20 percent of the population
will be age 65 or older. The analogous figure for
Japan in 2008 was just over 20 percent age 65 or
older. Starting in approximately 2015 and over the

Surprise! Japan's Growth Ended

GDP inTrillions of Yen, in Current Prices

Japan's economy
600 grew 444% from
1971 to 1990 ...

..but only grew
3% from 1991
to 2010.
|

500 |

400
300

200

‘OO ““|
0

1971 1980 1990

2000 2010

Source: OECD, StatExtracts, Gross domestic product, at
http://stats.oecd.org/index.aspx’datasetcode=SNA_TABLE |
(March 21,201 1).
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10. China Monthly Statistics, Vol. 12 (2001)-Vol 1. (2011), National Bureau of Statistics, Beijing.

11. Derek Scissors, “Industry v. Environment: China May Choke on Its Own Growth,” Heritage Foundation WebMemo No.
2039, August 29, 2008, at http://www.heritage.org/research/reports/2008/08/industry-v-environment-china-may-choke-on-
its-own-growth, and Vincent Fernando, “Six Commodities that Have been Hijacked by Chinese Demand,” National Post,
October 29, 2010, Exhibit 13, at http://www.vancouversun.com/story_print.html?id=3746035&sponsor (April 8, 2011).

12. “China May Need 300 Years to Beat Desertification,” Physorg.com, January 5, 2011, at http://www.physorg.com/news/
2011-01-china-years-desertification.html (April 8, 2011), and “Water-Saving Drive Makes its Way to Farms,” Xinhua News
Agency, December 3, 2008, at http://www.china.org.cn/environment/health_green_living/2008-12/03/content_16892186.htm

(April 8, 2011).
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course of two decades, the pure quantity of labor
will shift from contributing nearly 2 percentage
points to GDP growth to subtracting around 1 per-
centage point.!’

Limits on investment, depleted physical resourc-
es, and a coming plunge in the amount of avail-
able labor leave more efficiency in use of labor and
capital as the drivers of future growth. Government
bureaucrats may guess correctly, but inevitably
make serious mistakes. Only competitive markets
promote enduring efficiency gains. In the early
1990s, Japan faced a similar situation—resource
weakness, declining return to capital, and a shrink-
ing labor force. Tokyo repeatedly chose fiscal stimu-
lus over reform. The outcome has been unpleasant.

After more than two decades of steady market
reform, China intensified its state-directed stimu-
lus in 2002 and again in 2008. The workforce has
not yet begun to shrink and a mixed economy can
sustain low-return investment for much longer than
a market economy. Within a decade, however, the
Communist Party must grit its teeth and return to a
market path or suffer Japan’s fate. If political will is
lacking, China’s growth story will vanish as Japan’s
did, and the many projections of Chinese predomi-
nance will prove as illusory as they were for Japan
20 years ago.

The obvious questions are if and when the PRC
will restart reform. Here, China-watching is still
guesswork. It is certain that the longer Beijing waits,
the more painful a return to the market will be. The
economy is now distorted by investment similar to
how the U.S. economy is distorted by deficit spend-
ing. As with American budget warnings since 2007,
China’ State Council first cited investment depen-
dence as a problem in 2004, and it has become far
worse since. !

Sharp policy changes are more feasible in the
PRC than in most countries due to centralized deci-

sion making. Still, an abrupt end to state subsidi-
zation of investment would cause several years of
slow growth or even contraction, whether or not
the party acknowledged it. A gradual change of
direction is much more likely, but would extend the
period of economic inefficiency and environmental
destruction. Such an extension could cost China
dearly as the labor situation deteriorates by the end
of this decade.

So, Whose Century Is It?

Comparing the U.S. and China, the next World
Bank inflation adjustment will drop China further
behind (and bring the PPP comparison closer to the
simple GDP comparison). America’s growth rate is
obviously another major variable. Nonetheless, its
raw population means that the PRC will likely pass
the U.S. at some point after a resumption of market
reform.

For example, if the 2012 Communist Party Con-
gress were to nullify actions by the 2002 Party Con-
gress and restore Deng Xiaoping’s economic model,
this would enable roughly two more decades of
rapid growth, perhaps in the 7 percent to 8 percent
range, then gently decreasing to the 5 percent to 6
percent range over time. China would then surpass
the U.S. in PPP-adjusted size before 2025 and pass
the U.S. in simple GDP three or four years after that.
Delaying reform or other missteps will postpone
the dates. Finally, the somewhat bizarre example
of Japan appears to indicate that China could also
decline to reform, suffer long-term stagnation, and
never pass the U.S. at all.

Raw size of the economy, though, is far from the
whole story. At the time of GDP convergence, the
average American’s income will still be more than
four times greater than that of the average Chinese.
Despite polls describing China as the economic
leader, no one in the U.S. would trade the number-
one ranking in GDP for a 75 percent cut in salary.

13. Nicholas Eberstadt, “China’s Family Planning Goes Awry,” Far Eastern Economic Review, December 2009, at
http://www.aei.org/docLib/Eberstadt%20December.pdf (April 8, 2011), and Alan Wheatley, “Age Wave to Come Crashing
Soon Over China’s Economy,” April 27, 2009, at http://www.reuters.com/article/2009/04/27 fus-china-economy-ageing-analysis-

idUSTRE53Q18H20090427 (April 8, 2011).

14. “China Tackles Underlying Economic Problems,” China Daily, August 3, 2004, at http://www.chinadaily.com.cn/english/

doc/2004-08/03/content_357329.htm (April 8, 2011).
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If it quickly returns to the reform path,
the PRC will be bigger than the U.S.
in less than a generation, but America
will remain much richer, indefinitely.

What about other measurements? Exports Imports
Economic leadership cannot be sep- $200
arated from technology There are UsS.
many technology indicators, and they $2000
change over time. At the moment, China
personal computers to some extent 31500
represent both productivity of citi-
zens through technology and the set- $1,000 us. China
ting for fresh innovation. The results
mimic GDP: Annual Chinese sales $500
will shortly pass American sales, but
on a per capita basis, the U.S. is far %0
ahead. This suggests that the PRC as 1998 2000 2005 2010 1998 2000 2005 2010

a nation will be increasingly capa-

China Has Caught Up on Trade

In Billions of Dollars

ble while individual Americans will
remain more productive.

Sources: China Monthly Statistics, Vol. | (1999)-Vol. | (201 1), Beijing, National Bureau of
Statistics; and U.S. Census Bureau,“U.S. Trade in Goods—Balance of Payments (BOP) Basis
vs. Census Basis,” at http://www.census.gov/foreign-trade/statistics/historical/goods.pdf
(March 21,201 1).

Productivity is reflected by
employment, where the numbers

Chart 2 * B 2547 & heritage.org

may surprise those who see the PRC

as the global leader. It is generally accepted that Chi-
nese policy is driven first by the need to create jobs,
but the magnitude of that challenge is not widely
understood. When unemployment is measured by
those who want jobs and do not have them, China’s
unemployment is double that of the U.S. even in a
very weak American year. This is a staggering bur-
den for China.

The PRC5s claim to leadership is stronger in
other areas. China’s mountain of foreign exchange
reserves is frequently cited as proof of its power.
The official tally was $2.85 trillion at the end of
2010 and is still soaring.!’> Two important facts
about reserves are usually missed, though. The first

is that, for technical reasons, they cannot be spent
toward pressing needs inside China and must be
held overseas.'® Even that suggests great Chinese
financial clout around the world. The second fact
is that American investment around the world is far
larger. At the end of 2009, the latest figure avail-
able, U.S. portfolio investment overseas was almost
$6 trillion. U.S. direct investment overseas exceed-
ed $3.5 trillion.!” Even when including Chinese
investment beyond official reserves, total American
investment is roughly three times larger than total
Chinese investment.'®

China is the world’s largest exporter and likely to
become the world’s top trader in 2012. Its impact

15. China Monthly Statistics.

16. Andrew Batson, “Beijing Reveals Small Parts of Big Stimulus,” The Wall Street Journal, November 15, 2008, at

http://online.wsj.com/article/SB122670803014529937.html (April 8, 2011).

17. U.S. Department of Commerce, Bureau of Economic Analysis, “U.S. Direct Investment Abroad: Balance of Payments
and Direct Investment Position Data,” March 16, 2011, at http://www.bea.gov/international/dilusdbal. htm (April 12, 2011),
and “Report on U.S. Portfolio Holdings of Foreign Securities,” Federal Reserve Bank of New York, December 31, 2009,
at http://www.treasury.gov/resource-center/data-chart-center/tic/Documents/shc2009r.pdf (April 8, 2011).

18. 2009 Statistical Bulletin of China’s Outward Foreign Direct Investment, Ministry of Commerce, Beijing, at
http://chinainvests.files.wordpress.com/2010/12/2009-mofcom-investment-report1.pdf (April 12, 2011).

[\
w A
“Heritage “Foundation,

LEADERSH/IP FOR AMERICA

page 7


http://online.wsj.com/article/SB122670803014529937.html
http://www.bea.gov/international/di1usdbal.htm
http://www.treasury.gov/resource-center/data-chart-center/tic/Documents/shc2009r.pdf
http://chinainvests.files.wordpress.com/2010/12/2009-mofcom-investment-report1.pdf

No. 2547

Badkerounder

April 14, 2011

on global demand for many goods will rival and
often exceed that of the U.S. There is the standard
drawback associated with trade, of course: China is
more dependent than America on foreign markets
and supplies. Raw exports are roughly three times
more important in Chinese GDP than in American
GDP. The PRC5s energy dependence is comparable
to Americas but China is far more reliant on for-
eign grain and metals than is the U.S. China’s bid
for leadership in trade is evident, but comes with a
price that is also increasingly evident.

Competing and Winning

Chinas economy has obviously been catching
up with Americas and is likely to grab the lead
in important economic and trade measures soon,
even while continuing to lag well behind in others.
America has never faced this kind of economic test.
For more than 60 years the U.S. was simply unchal-
lenged; for 160 years before that, the U.S. was rising
up the global economic ladder.

Nonetheless, America retains multiple, critical
advantages over China. As noted, economic results
stem from policy choices and possession of various
kinds of resources. In natural resources, the U.S.
has a clear edge. Depending on the measurement
used, the U.S. may have twice as much water as
the PRC. The U.S. has more arable land than China,
with less than one-fourth the population to sup-

port.'? The U.S. has larger coal reserves, while rely-
ing on coal less.?® Pollution of nearly all kinds is
far less of a problem in the U.S, indicating that the
value of physical resources will remain higher well
into the future.?!

The desire among some American politicians to
imitate Chinese subsidies must be blocked.

The resource comparison has immediate impli-
cations for the other half of economic success—
policy. Around the world and throughout history,
greater individual property rights have been shown
to enhance both the short-term and long-term value
of resources. This was seen in spectacular fashion in
1980s China, when a modicum of property rights
for farmers caused an explosion in agricultural pro-
ductivity and rural income.?” Unfortunately, the
past few years have seen the PRC re-embrace “state”
ownership, which diffuses responsibility and under-
mines sustainability. Subsidies make matters worse,
encouraging unsustainable development patterns.?’

For labor, a simple indication of American
advantage is the ratio of GDP to worker—the U.S.
has a larger economy despite a smaller labor force.
The American lead is on the order of 11:1; the aver-
age American worker is 11 times more productive.
Manufacturing, where China is thought to be the

19. Central Intelligence Agency, The World Factbook, “China,” at https://www.cia.gov/library/publications/the-world-factbook/geos/
ch.html (April 12, 2011), and “The United States,” at https://www.cia.gov/library/publications/the-world-factbook/geos/us.html

(April 12, 2011).

20. Energy Information Administration, “China,” Country Analysis Brief, November 2010, at http://www.eia.doe.gov/cabs/china/

pdf.pdf (April 12, 2011).

21. See, for example, NASA, “Air Pollution in the US and China,” November 2, 2010, at http://disc.sci.gsfc.nasa.gov/oceancolor/
additional/science-focus/locus/index.shtml/air_pollution.shtml (April 12, 2011), and Emma Graham-Harrison, “China’s Water
Pollution Level Higher than Estimated in 2007,” The Washington Post, February 10, 2010, at http://www.washingtonpost.com/
wp-dyn/content/article/2010/02/09/AR2010020903572.html (April 8, 2011).

22. See, for example, Jean C. Oi and Andrew George Walder, Property Rights and Economic Reform in China (Palo Alto, Cal.:
Stanford University Press, 1999), and Yasheng Huang, Capitalism with Chinese Characteristics (Cambridge: Cambridge

University Press, 2008).

23. Perhaps the starkest example is now coal, for which artificially low prices have led to a tripling of China’s coal

consumption in just one decade. China Monthly Statistics.

24. Mary Amiti and Kevin Stiroh, “Is the United States Losing its Productivity Advantage?” Federal Reserve Bank of New York
Current Issues in Economics and Finance, Vol. 13, No. 8 (September 2007), at http://www.newyorkfed.org/research/current_
issues/cil3-8/ci13-8.html (April 8, 2011), and Peter Marsh, “China Noses Ahead as Top Goods Producer,” Financial Times,
March 13, 2011, at http://www.ft.com/cms/s/0/002fd8f0-4d96-11e0-85¢4-00144feab49a.html#taxzz1JKOfNrkb (April 12, 2011).
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new global leader, requires more than eight Chinese
workers to equal the production of one American
worker.>* While productivity has been rising in the
PRC, the demographic shift means its labor force
will shrink. Over the next generation, China will
transform from a society younger than America’s to
a society that is older than America’s, with propor-
tionately fewer workers.

Greater productivity makes the average Ameri-
can much more prosperous than the average Chi-
nese. Nor has this prosperity come at the expense of
jobs; more of the labor force is employed in the U.S.
than in the PRC. Good policy thus embraces effec-
tive education and training and a youthful labor
force. There is also a financial component to labor
force changes: Unfunded pension liabilities must
eventually be addressed. As vast as these are in the
United States, they are smaller for the U.S. in rela-
tion to GDP than for China.?>

As for capital, both countries are currently poor
performers. Just a few years ago, the U.S. sustained
2 percent to 3 percent GDP growth without extract-
ing $1.5 trillion to fund federal deficits. Until 2003,
Chinese fixed investment rose roughly as quickly as
GDP; since 2003, it has risen more than twice as
fast. The two countries’ return on combined public
and private investment is falling as more financial
resources run through the state and are applied to
commercially wasteful projects, repeating the mis-
take made and continued in Japan. Also mimick-
ing Japan, American real interest rates were below 2
percent in 2010 while Chinese real rates were nega-
tive. Dangerously low American and Chinese rates
are linked by a set of poor policies in both countries
that extend beyond simple interest rate targets and
have created excess liquidity worldwide.

As the Index of Economic Freedom has dem-
onstrated both across time and across counties,
whichever nation can rein in public finance the
quickest will have an edge in contributing to eco-
nomic growth.?® Whether it is American govern-
ment borrowing or the many Chinese policies that

China’s Investment Outpaces Its GDP

Annual Percentage Change
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Fixed Investment
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Source: China Monthly Statistics,Vol. | (1999)-Vol. | (201 1), Beijing,
National Bureau of Statistics.
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exalt the place of investment within the economy,
overreach will eventually be corrected, voluntarily
or involuntarily.

In the meantime, the desire among some Ameri-
can politicians to imitate Chinese subsidies must be
blocked. Chinese subsidies go almost exclusively to
state entities tightly bound to the party institution-
ally and personally. Subsidies have widened income
disparities after these were dampened in the first
decade of reform (when subsidies were slashed).
While subsidies appear to increase growth, they
are ultimately unsustainable and apparent gains
are illusory. Government is not organized to create
wealth and subsidies encourage development of a
less efficient economy.

What the U.S. Should Do

To compete successfully with China, the U.S.
should:

e Limit federal control of lands to defense needs
and preservation of natural and cultural phe-

25. Richard Jackson and Neil Howe, “The Graying of the Middle Kingdom,” Center for Strategic and International Studies,
April 2004, at http://csis.org/files/medial/csis/pubs/grayingkingdom.pdf (April 8, 2011), and Eberstadt, “China’s Family

Planning Goes Awry.”
26. 2011 Index of Economic Freedom, p. 5.
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nomena. The Department of the Interior should sidies for the purposes of reducing them through

avoid resource management, shown to distort bilateral and multilateral negotiations; and

the economy and reduce prosperity; e As part of these negotiations, should offer
e Immediately and sharply cut the federal to welcome Chinese investment in natural

deficit. Congress must ignore claims that def- resources in exchange for greater American

icit spending somehow creates wealth, as it access to the PRC market.

actually forces the nation’s capital toward low

returns: The U.S. Holds the Cards

The PRCS rise from poverty due to the marvel-
ously successful market reforms introduced in
1978 has obscured serious economic weaknesses
compared to the U.S. These weaknesses have been
exacerbated in important ways by renewed Chinese
state intervention starting around 2003. America
should not lose track of its advantages over China—
in wealth but also in natural resources, and in sur-
prising areas such as employment. Most important,
To encourage mutually beneficial Chinese devel-  the U.S. should not make the error of mimicking

e In particular, reduce subsidies of every kind.
At this point, energy subsidies are especially
damaging; and

e Ensure a well-educated and growing labor
force. The Departments of Education and Jus-
tice should stress immigration transparency and
education diversity, where the U.S. has an edge
over China.

opment, the U.S. should: unwise Chinese policies, and should instead focus
e Focus on subsidies as the biggest Chinese trade O getting the American house in order.
distortion. The Department of the Treasury, the —Derek Scissors, Ph.D., is Research Fellow in Asia

United States Trade Representative, and Depart-  Economic Policy in the Asian Studies Center at The
ment of Commerce should estimate Chinese sub-  Heritage Foundation.
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