
Magic numbers 
Two numbers now dominate the discussion about China’s economy; both are 
uttered more as magical incantations than as scientific descriptions of reality. 
The object of this article is to break the spell cast by these two numbers and to 
get the reader thinking about reality again. 
The first number is 8, which is a lucky number in Chinese and has crystallized 
into the informal GDP growth target for 2009, despite the absence of any 
explicit document or pronouncement to that effect. Whether by secret 
Politburo diktat or by the mysterious bureaucratic osmosis that often seems to 
operate across the myriad membranes of the Chinese government, everyone 
seems to have got the message, and recent visitors unanimously remark that the 
first two words uttered by officials in any meeting these days seem to be “eight 
percent.”  
A close relative of this devotion to the cult of eight percent is the superstition 
that if – by some unaccountable failure of government policy or statistical 
ingenuity – China fails to record eight points of growth this year, social chaos 
will result. Although rooted in the anxiety of a regime whose legitimacy rests in 
part on delivering the economic goods, this view is less popular among Chinese 
than among foreigners who fail to appreciate the resilience of government, the 
conservatism of society, and the capacity of individual Chinese to chi ku or “eat 
bitterness” – i.e. put up with a bad lot.  
The second number is 5, which is the bottom to which foreign bank and 
brokerage growth forecasts are furiously racing. With all due respect to our 
distinguished colleagues, we have a hunch that many of the recent downgrades 
owe more to a desire to head off client skepticism than to a careful study of 
Chinese economic data or policy. After the battering global markets took last 
year, and the failure of most China economists (ourselves included) to foretell 
the severity of the Chinese slowdown last fall, one is safest with a prediction so 
low that the chance of further credibility-eroding downgrades is minimized.  
It is likely that when the 2008 GDP statistics are released later this week, the 
fourth-quarter figure will be bad (numbers in the 6s are whispered); and the 
same will probably be the case for Q1 2009. Poring over the details will be 
largely pointless, since at major turning points Chinese GDP numbers have a 
large political component. The important thing is to grasp the essential trends. 
These are: 
• The period from last October to the coming March represent the trough of 

the domestic cycle, not an indication of a deteriorating trend; 
• Domestic fiscal and monetary resources are adequate to stabilize growth at a 

level which generates fair if unspectacular growth in employment, wages 
and productivity-enhancing investment; and 

• Even if that growth turns out in reality to be around 5-6% – regardless of 
what rosier numbers the government chooses to publish – social stability is 
not seriously imperiled. 

Where the slowdown came from 
In the last China Economic Quarterly we presented a detailed view of the etiology 
of China’s economic predicament and its likely evolution. Since some readers 
may have missed that piece in the pre-Christmas rush we will send it out again 
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as a follow-up to this note and so need not rehearse more than a summary of the 
argument here. That summary goes as follows. China’s economic slowdown last 
year owed something to the decline in exports and money flows caused by the 
United States financial crisis, but more to the collapse of the domestic property 
market which resulted directly from a government effort to pop a bubble in 
house prices. The property market collapse led to a collapse in heavy industry, 
which contrary to the mythology of “export driven China” principally feeds 
domestic construction demand. It mainly was the disappearance of construction 
activity and associated heavy industrial activity that led to the visible growth shock 
in the fourth quarter of 2008. Government statements about the gigantic impact 
of the global financial crisis on China contain some truth but also serve to divert 
attention from the domestic policy blunders (overly draconian monetary policy in 
late 2007, and a failure to ease in summer 2008) that contributed to the shock.  
The likely course of events in 2009 is that the government will, by a combination 
of fiscal and monetary stimulus, get construction activity and heavy industrial 
production going again. Heavy doses of economic propaganda (including 
recitation of the eight percent mantra) will sustain consumer confidence, even 
though urban wages will increase by a lot less than the 13% average annual real 
growth recorded in 2000-07. Export growth will continue to flag because of weak 
global demand while imports will pick up thanks to the rebound in investment 
(three-quarters of China’s imports are raw materials and capital goods). But the 
fundamentals of China’s saving/investment balance are unlikely to change a lot, 
so the trade surplus will shrink only modestly and net trade’s drag on growth will 
not be severe. The sum of all these factors will produce growth substantially 
lower than the average rate of the turbocharged 2003-07 era (around 12.5% by 
our estimate which is gradually being validated by revisions to official data) but 
rather higher than the recessionary 1998-2000 period (about 5.5% by our 
estimate). Most likely, the astrologers at the National Bureau of Statistics will 
represent this growth with a zodiacal sign beginning with the numeral 8.  

The three-gear theory of GDP 
We present this view in a deliberately schematized form with limited recourse to 
numbers and specific forecasts, in part because we don’t really believe in 
forecasts, but more importantly because we believe that, at present, there is a 
superfluity of bogus precision (what, exactly, would be the difference between 
6.6% and 7.1% GDP growth, other than the psychological impact of 6 versus 7?) 
and a dearth of appreciation of the essential trends. The key point is that China’s 
economy usually operates at one of three speeds: slow, fast and insanely fast. 
Government statisticians conventionally represent these three gears by GDP 
growth rates of below 7½, 7½- 10, and above 10 respectively. But the specific 
numbers are elaborate mascara applied to lend a meretricious precision to 
economic data that is mainly a collation of educated guesswork. China has just 
finished five years of growth in the insanely fast third gear and now faces a few 
years toward the lower end of second gear. We believe that the slow first gear can 
be avoided because of three major factors:  
• The immense fiscal and monetary resources at the government’s disposal: 

fiscal revenues in excess of 20% of GDP and government debt of less than 
20% of GDP, implying significant ability to run budget deficits without 
jeopardizing fiscal health. 

• The extreme flexibility of the labor market, which means that the wage and 
profit shares of growth can adjust rapidly and enterprises in stress will not be 
compelled to hang on to excess workers a minute longer than necessary. 

• The fact that the main required rebalancing is the erosion of a large (11% of 
GDP) current account surplus rather than the financing of a current account 
deficit. This is crucial because instead of being forced to reduce investment 
due to a shortage of borrowed foreign capital, China can increase investment 
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to support growth, and this increased investment – assuming the saving rate 
stays constant and the investment mainly satisfies domestic rather than 
external demand – will reduce the current account surplus. .  

Two additional comments are in order. First, the consequences of a period of 
third-gear, insanely fast growth are the creation of excess capacity (expressed 
ultimately in a large trade surplus), significant speculative inflows, and the build-
up of hidden leverage.* When growth downshifts into second gear, excess 
capacity must be absorbed and hidden leverage must be liquidated, because the 
speculative flows that enabled people to service their debts dry up. We therefore 
believe that while growth will stabilize near the bottom of second gear (after a 
couple of horrible quarters ending in March 2009), acceleration above that level is 
extremely improbable for several years, since elimination of excess capacity and 
hidden leverage always take a long time. For the next few years there will be little 
constraint on China’s ability to build new roads and houses; but it will not need 
many new steel mills or power plants.  
The second point, however, is that we are genuinely in unknown territory. 
Virtually the entire history of China’s reform-era growth (1982-2008) coincided 
with a period in which global trade grew faster than global GDP and global 
capital flows exploded. China was a prime beneficiary of this process and we 
cannot know for certain a) how much of its extraordinary growth during that 
period was ultimately a function of benign external conditions which are now 
disappearing or b) whether we are now entering an extended period of a decade 
or more in which global trade and capital conditions will differ fundamentally 
from those of the past quarter century. 

The myth of the minimum growth requirement 
Therefore we need to take account of the possibility that China’s growth will slow 
down into low gear for a few years. The question then is, how destructive to the 
social fabric would three or four years of severely sub-trend (say 5%) growth be? 
The answer, is not terribly. 
Quite a mythology has built up around the notion that China needs some 
minimum level of GDP growth to maintain the employment growth necessary to 
secure social stability. This is just another form of superstitious numerology. The 
idea that China, uniquely, requires a minimum level of economic growth for 
stability whereas other developing economies (India, Brazil) do not, assumes that 
China’s government has no source of legitimacy other than economic growth. 
There is no evidence for this crude proposition. China’s government is a far more 
complex, responsive and resilient organism than that as we have argued in 
considerable detail elsewhere (see “The durable Communist Party,” China 
Economic Quarterly, Q1 2007).  
Second, the supposed minimum requirement is an echo-chamber number which 
is constantly repeated, whose value changes over time, and whose original source 
is impossible to determine. When your correspondent returned to China after an 
absence in 2002 – a time, let us remember, of widespread layoffs in the state 
sector, persistently sluggish growth and mild deflation – the minimum growth 
requirement was said to be 7%. In the first half of 2008, when after five years of 
supersonic growth it was clear China was heading for a downturn, virtually every 
source in Beijing claimed that growth below 9% would be highly dangerous. After 
it became obvious that 9% could not be supported, 8% became the new number 
and it stuck. But it has no more analytical significance than 7, or 9. 
* This is true not just in China but everywhere: witness the “shadow banking system” in the 
United States. In China the most important forms of hidden leverage are inadequately 
provisioned NPLs in the banking system (many of which represent borrowing by local 
governments to fund operating expenditures), and informal on-lending by state enterprises to 
firms that have difficulty getting bank loans directly. See “Economic meltdown: Time for a 
new story,” China Economic Quarterly Dec 2009, pp. 26-27. 
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Our admittedly non-exhaustive researches turned up only one significant 
government study which attempted to justify a minimum growth requirement. 
The Tenth Five-year Plan (2001) estimated that the number of new jobs required 
during the plan period (2001-05) would be 40m, or 8m per year. It calculated that 
the existing employment elasticity was 700-800,000 new jobs for each point of 
GDP growth. The plan predicted that GDP growth of 7% would be adequate to 
meet the employment requirement – even though the historic elasticity would 
yield only 5-5.6m jobs – because an increased reliance on services rather than 
industry would increase the number of jobs created by each point of growth. It is 
not the purpose of today’s article to debate the accuracy of this analysis – we have 
an exhaustive study of the labor market coming up next month. The point is 
simply to suggest that the original 7% minimum number was justified by a fairly 
cursory and simplistic labor market model (and no claim was made about what 
consequences would ensue from a failure to meet the employment target). The 
present 8% number is justified by nothing at all.  
Finally, and most important, China has in the recent past weathered a growth and 
employment shock that in many respects was more serious than the one it faces 
now, and society endured. From 1995 through 2005 the state enterprise sector 
shed 50m jobs. For three solid years (1998-2000), at the height of this massive 
industrial restructuring, the true growth rate stagnated around 5.5%, well below 
all minimum-growth thresholds (the government kept reporting growth of over 
7%, to keep spirits up). The workers who were laid off had grown up with a clear 
social contract: the state would provide them jobs for life, health care, education 
and pensions. That social contract was summarily torn up and many workers were 
pensioned off on US$30-40 a month. Many had no skills and were effectively 
unemployable in a market economy. Because they were all members of 
regimented state-owned work units, they were quite easy to organize for protests 
and riots, and indeed in the hard-hit industrial northeast there were plenty of 
protests, some of them violent. Yet society, the government and the country 
survived quite well, and social order was not seriously impaired.  
Today, the workers who are most vulnerable are migrants working in export 
factories and construction sites. They have long been accustomed to finding work 
where they can get it, and many of them have been laid off before. Getting laid 
off once more violates no social contract, and these workers are very difficult to 
organize on more than a very local scale. They will get work where they can find 
it, and accept the wages that are on offer. The threat to social order posed by 
unemployment in this type of work force is low, especially since many such 
workers have the basic security of a family farm to return to. And the minimum-
growth myth falls apart because it takes no account of the extreme flexibility of 
the labor market which permits quite rapid shifts in both the composition of jobs 
and the wage level. The next few years are likely to be tough for these workers 
and the Chinese economy, but a successful muddle-through is likely. And no 
magic numbers will be required. 
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