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Adam Posen: Good morning everyone and welcome back to the Peterson Institute for 

International Economics and welcome to all our friends watching on the 
internet live or eventually on recording. I’m Adam Posen, President of the 
Peterson Institute and I am delighted today to be able to welcome back my 
friend and colleague, Changyong Rhee, Director of the Asian Pacific Department 
of the IMF. 

 
 Just to note, we have a regular series or I shouldn’t say regular because it’s 

opportunistic, but we have a frequent recurring interaction with the heads of 
department at the IMF and with the Public Affairs Department at the IMF who 
bring us their best people and allow us to have a genuine discussion. 

 
 Obviously, when the director of the Asian Pacific Department presents the 

semiannual outlook, he automatically has a crowd but what I’m grateful to 
Changyong and to his colleagues in IMF Public Affairs is that people come here. 
And they focus on a theme and take serious substantive questions, and then 
that’s why I think it’s a win-win for all of us. 

 
 Today, Changyong is, Dr. Rhee. He is going to discuss particularly spillovers from 

China, which I think, of course, is of critical importance to all of us and is in the 
end, something exactly where I personally think the IMF should be working. 

 
 Dr. Rhee assumed his current position as Director of the Asian Pacific 

Department in February 2014. Time flies. We had the privilege to work with him 
previously as chief economist at the Asian Development Bank. We had a 
distinguished career and we co-published a couple of things. Prior to that, many 
of us knew Changyong as secretary-general of the G20 summit’s Presidential 
Committee in South the Republic of Korea. He has been a professor of 
economics at Seoul National University and assistant professor at University of 
Rochester, various positions in the Korean government, Bank of Korea, has a 
perfectly respectable PhD and more than respectable publication record before 
entering public service. And I am just delighted that he has come back to 
Peterson Institute to talk about this important issue. Changyong, thank you very 
much. 

 
Changyong Rhee: Good morning. Thanks for the things brother. It is my pleasure to be back at 

Peterson Institute to discuss spillovers from China. And today, my presentation 
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is based on our recent published department [inaudible 00:02:40] publication 
we call Regional Economic Outlook. And we have Chapter two and three, has 
discussed about spillovers from China. So, I will focus more on the specific topics 
but the Regional Economic Outlook book itself has many other important topics 
such as economic outlook, our forecast for the region, as well as our discussion 
about rising inequality in the region. 
 
But today, we will focus on the China spillovers and I asked some of the authors 
who wrote chapters as well as the background papers and they came together 
with me, together with our communication staffs so that when we have some 
difficult and technical questions, I hope that my colleagues can help in doing the 
Q&A session.  So, let’s move on. So, let me just summarize our key findings. 
 
We analyzed the China spillover through three different channels, one is trade, 
the other is financial channel, the third one is spillovers and its influence on 
commodity prices. If I just sum up our main findings, in trade channels, we find 
that the impact on rebalancing of China can have adverse but very 
heterogeneous impact in the short term depending on the import intensity of 
the commodities traded, but overall in general, its impact in the medium term is 
positive.  
 
The financial spillovers as you can imagine together with China’s financial 
market development, the financial channel impact has been rising, especially 
after the global financial crisis through the exchange rate and the FX market and 
one interesting thing is that its financial spillovers are much stronger for the 
countries which has more stronger linkages, trade linkages with China. 
 
For the commodity markets, I know that there has been many talk how much 
China is responsible for the recent slowdown of the commodity prices and we 
find that the impact is also heterogeneous across the commodities 
 
For example, we can say that China has been the major force of the commodity 
price decline in various metals but less so in oil and then probably not for the 
food items, so we’re going to show our result on that one. 
 
So, let’s start with the trade spillovers. In your case, left, the left chart, this blue 
bar shows that the different import intensity of the different categories, so the 
aggregate demand in China, for example consumption, government 
expenditures, investment export, how much import intensity, how much they 
need import from abroad. This blue bar shows that and you can see that the 
investment and export has higher import intensity than the consumption in 
government in China’s final demand. So, you can immediately say that due to 
domestic rebalancing or external rebalancing if they move from export oriented 
economy or investment-led growths economy to a more consumption-led or 
government expenditure’s side, then you can see that the import will decline. 
And that is base of the intuition which country can lose and which country can 
gain, because if you are exporting goods to China, investment or the investment 
goods more, then probably you can be negatively affected compared to country 
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which can achieve export to more commodity, I mean consumption goods for 
example. 
 
In order to capture this idea in one series in your right panel, we constructed a 
series called import adjusted demand IAD. The red dot shows the series. That is 
basically the geometric compounded average of these expenditures item in GDP 
by using the import intensity as a weight. It’s a geometric average of each 
component using this import intensity and you can see that this IAD series is 
much more procyclical than the GDP itself. And you can see that the large gap in 
2008 in the peak of the global financial crisis but also you can see that recently, 
the gap between the red and the blue, the GDP growth has been widened. 
 
Basically in 2008 and recently because China’s economy moving away from 
investment which has a large import intensity, we can see that the import 
demand from China has declined proportionally more than the GDP growth rate 
implies. So, this maybe one of the reason why we see that the trade demand 
declined rapidly recently and maybe one of the reasons for the global trade 
slowdown so basically investment driven. 

 
 Then, this chart shows that each countries different sensitivities to China’s final 

demand. For example, especially we focus on the consumption and export, 
consumption and investment. As you can see, countries on the right side such as 
Korea, Malaysia and Taiwan province of China, we can see that their export 
items is more heavily concentrated in investment group rather than 
consumption group. Even though in absolute amount, they have a larger 
amount, but relatively speaking, Korea and Malaysia, their export is more on the 
investment intermediate goods.  

 
 On the other hand, you can look at New Zealand, for example, their export to 

China is more on consumption goods rather than investment goods. So, without 
having a detailed technical analysis, you can intuitively explain who is going to 
be a winner and who is going to be a loser if we have a rebalancing from 
investment to consumption from China. You can see that countries on the right 
side, through export more investment goods can suffer and on the other hand, 
countries on the left side who export more consumption goods can benefit it. 

 
 Then, if you compare the same pattern across the region, you can see that Asia 

has definitely more exposure to China’s import, as Asia compared with other 
region. So, China or the Asia is the region which can be more affected by China’s 
rebalancing compared with other region. But more, you can see that the Asia’s 
exposure to China’s investment is much higher than the other regions. So, yes, 
Asia is more exposed to the consumption as well as investment. Relatively 
speaking, Asia’s export to China is more concentrated in investment goods. 

 
 Okay. So with this kind of basic data, we calculate, we actually estimate the 

impact of trade spillovers from `` China’s rebalancing since 2011, and that 
this chart, I will just skip the many details, but the chart shows our main result. 
So, how we calculate the impact of rebalancing on GDP growth rate, in order to 
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do that, we need some kind of benchmark, hypothetical scenario which has 
some non-rebalancing scenarios, right? So, basically, we are comparing the two 
periods, period between 2001 and 2007 and the second period, period between 
2011 and 2015, we exclude period 2008 and 2009 because of the global 
financial crisis. 

 
 So, between these two periods, China’s growth rate has declined by 3 

percentage point. But, consumption growth rate changed only by 0.1 percent, 
so basically you can see that between these two period, consumption remains 
almost the same. But, investment declined by minus 5.5 percent. So, GDP 
growth rate in between two periods in average grow by 3 percent but 
investment declined by minus 5.5 percent, consumption remains almost the 
same. So, we are thinking about hypothetical scenario, what if consumption and 
investment or other expenditure grow with the same rate of GDP which is 3 
percent. 

 
So, let’s call that as baseline, non-rebalancing scenario. Then, compare with this 
non-rebalancing scenario, actual investment declined by 2.5 percent, right? 
Minus 5.5 percent, minus 3 percent. So, basically minus 2.5 percent is 
investment declined compared with its baseline. On the other hand, 
consumption increase 3.1 percent because consumption actually didn’t change 
very much, but in the baseline scenario, consumption has to grow by 2 percent 
so difference is by 3.1 percent. So, with these scenarios, we are actually 
analyzing what is the impact of this rebalancing scenario compared with the 
benchmark. If the investment declined by minus 2.5 percent, on the other hand, 
consumption increased by 3 percent. That is captured in this diagram. 
 
So, it shows that it has an impact, this rebalancing scenario has an impact on the 
world GDP growth rate by 0.06 percent and then Asia, the decline is minus 0.12 
percent. How can I quantify this intuitively? Let’s say, we have many regressions 
and it shows that if China’s growth rate declined by 1 percent, what would be 
the average impact on Asia as a whole, we have a rough estimate of 0.3 percent 
so, that is kind of when I used the rule of thumb and see whatever the impact in 
Asia. I usually believe that 1 percent slowdown with China has the average 
impact in Asia by 0.3 percent. Between these two periods, growth rate has 
declined 3 percent which means that it can have an impact on Asia as a whole 
by 1 percent. So, we are expecting 1 percent growth rate could have been lower 
because of China’s slow down. 
 
Among this 1 percent, with 0.12 percent is due to the rebalancing that is the 
shift of the expenditure item. So, basically we believe this study shows that 
about 12 percent of the growth slowdown which we assume 1 percent overall in 
Asia. The 12 percent of that is attributable to the composition change of China’s 
expenditure which is rebalancing. So, that is our major conclusion. And then, if 
you look at the right side, we actually analyze this impact through this analysis 
on the various Asian countries. As you can see it confirms our intuition its 
impact on New Zealand which mostly sell the consumption good is positive. On 
the other hand it’s impact on the Taiwan province of China, Korea, Malaysia, 



5 

Singapore is negative because they are expecting more investment. So by 
meeting from investment to consumptions, there are winners and losers. That is 
our main conclusion. 

  
 We apply the same kind of methodology to check how much decline of China’s 

import in this period. It can be attributable to the rebalancing. So, we did very 
similar analysis. So, we basically, between 2006 and 2011 first period and 2012 
and 2015 second period, China’s import declined by minus 6.8 percent, that is in 
the first column at the top. China’s import declined by minus 6.8 percent and 
then we decompose this decline of China’s important various factors. IAD is 
Import Adjust Demand, domestic demand and next we also check the impact 
from the external demand and we also check how much contribution the 
China’s import slowdown can be explained by onshoring. Onshoring means that 
now instead of importing goods, China’s domestic companies are producing 
themselves and they’re now also [inaudible 00:15:33] 

 
So, the first column break down the -- what each factors can explain the 
slowdown of the China’s import between this two period, minus 6.8 percent. 
And that is numbers. And, for example, you can see the external demand 
changes which is slowdown of the global economy can explain minus 1.5 
percent of slowdown in this two period. 
 
The second column is comparing, to decompose the same thing under the 
hypothetical in a scenario which means that what if all the China’s internal 
demand, the consumption, government, expenditures, investment grow at the 
same rate of the growth rate, GDP growth rate. And that shows the composition 
based on the alternative scenario. The difference is we call this impact of 
rebalancing and then we find that this rebalancing impact can explain half or 
almost half of the China’s import slowdown in this period. So, our major 
conclusion, China’s rebalancing can explain about 12 percent of the growth 
slowdown on GDP but can explain the half of the import slowdown in this 
period. That is basically our calculation.  
 
But, one interesting thing which is a little bit counterintuitive is that its impact 
on onshoring. We expect that China increase their value added and that there is 
more import good by themselves, their import demand can go down but it 
shows the positive collection. That is because, we are talking about second 
derivative of the growth rate, because the proxy that we are using, this 
onshoring is the ratio of the processing import to the total exports. So, among 
the total Chinese export good, how much they actually has to import in order to 
make a good that they export. That is what this series shows. So, you can see, in 
the long term series, you can see that the proportion of the processing import 
to the total export has been declining. Definitely, it shows that the Chinese 
companies are now producing more of the intermediate goods. So, onshoring is 
happening but you can see that the phase of the onshoring in this series is 
slowing down. So, our conclusion is that onshoring definitely has a negative 
impact on China’s import, but the phase of onshoring is slowing down that’s 
why we showed the previous chart the, collection which compared the 
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difference between the two growth rate is positive. So, that shows why we have 
a positive shift. 

 
 And then, so far, we focus on the short-term impact of China’s rebalancing, but 

how we can analyze midterm scenarios? This one will need less of other 
auxiliaries assumptions. So, I don’t want to go get the details, but our WEO, this 
is year’s World Economic Outlook has two scenario about the China’s economic 
growth in the next five years. One, we call this a baseline scenario with 
successful rebalancing. The other one is the red cases, the growth projection 
without having the rebalancing. Just keep on goods investment.  

 
As you can see by comparing the red line and the green line, you can see that 
the rebalancing will cause the growth rate under the rebalancing scenario is 
slower in the short term but it stabilizes soon because of the, thanks to the 
successful rebalancing. But if you keep on relying on the investment-led 
growths, then maybe, for several reasons, they may have some difficulties in the 
future and then the growth rate will be much lower compared with the 
successful rebalancing case. So, it really shows the trade of that China has 
recently had and this is a big issue recently, right? Whether China can continue 
to rely on the growth, old growth models, maybe we can help them to achieve 
the higher growth in the short term, but medium term risk increasing. That is 
what this red line shows. On the other hand, if you, due to rebalancing, maybe 
the short term growth rate maybe slower but actually they can stabilize the 
economy in a relatively higher level. 

 
 Under these two scenario, we calculate whatever the impact on each countries 

growths on the import. As you can see, the red bar means the short term 
impact, and the green bar means the medium term impact, so mostly because 
China’s growth rate under the rebalancing scenario higher than the non-
rebalancing scenario. Medium term impact is all positive especially for Asia but 
in the short term their impact can be negative and then Asia has a largest short 
term negative impact as well as a larger positive short term impact.  

 
 And also, China’s rebalancing does not have to be all groomed. There are a 

number of opportunities because of China’s technology improvement from the 
labor intensity goods to more high valued sectors. China still remains the 
world’s dominant exporters of labor intensity goods but its labor intensity 
production is start to plateau, the left chart shows as they reorient to with other 
sectors. As a result, some low income countries have already seen 
opportunities. For example Vietnam, Bangladesh and Cambodia and these 
countries are benefiting from the China’s active in some labor intensity sectors 
such as apparel, footwear, furniture and toys and so on. So, because of 
technology, there is winners and losers. 

 
 Another interesting analysis that our chapters has done is impact on the, what is 

impact of China’s moving over to the value chain to the advanced economy. So, 
we used a 5-digit product label micro data to see what is China’s impact into 



7 

more high-value added sectors to the several advanced economies such as 
Korea, Japan, US, Taiwan province of China and Germany. 

 
 And then, basically we find that for the sectors, where China’s export more and 

more. So, growth rate of China’s export to that sector is going high. Actually, 
these five advanced economies export has more negative impact. For example, 
the left hand bar shows that these five countries export to China and we find 
that in those sectors where China exports goes more to the world, their export 
has declined more. And then, the right hand bar shows that these five countries 
export to the third world countries, and we also find that these five countries 
export is negatively affected by in a sector where China has rapid growth in 
selling their product to the world. So, some say China’s competitiveness in 
various sectors are increasing, and we quantified how much growth of their 
export can be higher if China was not advancing and then we find that this red 
bar shows that possible impact of China’s technological advancement has 
impact on the advanced economies export. Okay. So, China is catching up. 

 
 Because time limit, let’s move on very quickly to the financial, the spillovers. 

Basically, we calculate the stock market data, how the Asia’s stock prices move 
sensitively with respect to the stock prices in China, United States, Japan and 
Euro area and this chart really summarized everything. The green bar shows the 
sensitivity data before the global financial crisis period. The blue bar shows the 
sensitivity after the global financial crisis. You can see that the sensitivity of 
Asia’s stock price to China’s stock prices and United States stock prices actually 
increase after the global financial crisis. On the other hand, the sensitivity to 
Japan and the Euro area has declined. But, still Japan is, absolute level of 
sensitivity in Japan even there is decline is higher than China. So, we can see 
intuitively that China’s financial spillover is growing, but still not with the level of 
Japan yet. 

 
Then, this can be conformed through very micro studies. This study shows there 
is event study using the FX data. We identify some 14 episode that during which 
China’s onshore renminbi-dollar exchange rate move by more than 0.5 percent 
in a given day and excluding the cases where this movement was led by the 
global movement and then we find that during this episode, what will be the co-
movement in many other Asian economies. You can see after the global 
financial crisis, this impact is increasing as the left bar shows and then you can 
see that the sensitivity, the FX co-movement is much manifest for the countries 
which has a larger trade linkages with China.  
 
Same pattern is observed if you use the stock prices. So, we also do the event 
study of the stock price movement when case when China’s stock market 
moved on a daily basis by more than 5 percent excluding the cases that 
movement was led by the global financial movement. Then, we find that during 
those events, the co-movement was increased quite a lot after the global 
financial crisis and even after 2015 and then the impact is much more visible 
with the country which has a large trade link and this is quite easily 
understandable, right? Because China market, its financial market is still closed, 
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it is still developing so maybe the major, the channel why the financial channels 
is increasing maybe through the trade linkages. So, we confirm that, I don’t 
know, common sense. 
 
And then lastly, about the commodity market spillovers, and we are interested 
in how much the recent commodity price decline can be attributable to the 
China slowdown. And in order to analyze this one, we have to first estimate 
what is unexpected demand fall recently in China’s consumption of various 
commodities such as iron ore, coal, crude oil and pork, all these things. So, why 
we focus on the unexpected demand decline because we believe that maybe 
the price has already reflect the change  the demand changes in advent. So, we 
believe that this is unexpected demand which can cause unexpected price 
slowdown. 
 
So, using various statistical method, we calculate the unexpected consumptions 
of various materials and various commodities in China after 2011. Why we 
choose 2011, we see that the 2011 commodity prices in general has declined so 
we see how much is due to the unexpected demand and this yellow bar shows 
our estimate of the unexpected fall in demand from China and for various 
commodities.  
 
You can see that there has been a large unexpected foreign demand for iron 
ore, copper, nickel. These are the commodities which are mostly used in 
manufacturing sector, construction sector which was hit mostly and those 
commodities decline has to be complete but if you look at the crude oil, 
unexpected demand is actually very small and if you look at the food items such 
as wheat, rice, and maize, actually unexpected demand is positive. So, 
intuitively, you may say that the commodity decline, price decline in basic 
matters, maybe China is responsible for the major slowdown of their prices but 
on the other, probably less so in oil and then probably not, absolutely it’s not for 
the food items. 
 
So, we try to link this finding and try to quantify how much the slowdown of 
these commodity prices can be attributable to China. So, we run the regression, 
skew the variable factor analysis and how much the slowdown world 
commodity prices up to 2017 and 2015. For the oil commodities and the non-
fuel commodity prices and basically the main result is that before 2013, the 
decline of the non-fuel commodities and oil commodity prices, the decline was 
mostly due to the demand from the rest of the world.  
 
So, advance economies unexpected slowdown account more for the commodity 
prices slowdown up to 2013. But after 2013, the China slowdown which is 
captured by the red bar has played a more important role but it plays more 
important role for the non-fuel commodities. So, basically, it contributed about 
half of the general decline for the non-fuel commodities and one third of the 
decline of the all commodity prices including food and oil. So, that was our 
major finding. 
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So, if I summarize our key findings, there are lesser technical analysis which I 
skip and then you can find in appendix and there are many authors here of the 
background papers. You can ask for the data and technicalities, but the major 
intuitive findings that trade spillovers, yes it’s significant, but in the short term is 
heterogeneous and can be negative but heterogeneous depending on the 
import intensity, China’s import intensities over the export of the several 
countries. 
 
In the medium term, with lots of uncertainties, the China rebalancing in general 
can have a positive impact. Financial spillovers is growing especially after the 
global financial crisis but actually the major channel of the financial spillovers is 
still, seems like through the commodity channels. And then, spillovers to 
commodity markets, it clearly depends on which commodity we are talking 
about. Commodities which was used heavily on construction and the 
manufacturing sector, yes, their price decline is we can say largely attributable 
to the China’s slowdown but not less so in oil, definitely not for the food items. 
That is the main conclusion of our report. Thanks for listening. 

 
Adam Posen: Thank you very much Changyong, it’s an incredibly rich and thoughtful set of 

analysis that your department has put together and, thank you Chris. That just 
takes us through a lot of myth busting but also raises a new set of concerns.  

 
 So, if I could post a couple of questions before opening it up to our audience. In 

the second category, the financial spillovers, you have a chart showing that the 
response formation, currencies and stock markets goes up roughly in the middle 
of last year and that, of course, is also when China moves to essentially 
stabilizing its exchange rate.  

 
 So, to me, and it’s sort of abrupt. The structural logic behind that result to me is 

a little confusing. I realize this is empirical not theoretical, so it is what it is, but 
can you say a bit more why  you think that result make sense and what do you 
think is going on there with capital flows in the region? 

 
Changyong Rhee: This is an event study, so. 
 
Adam Posen: Right. 
 
Changyong Rhee:  This event study so I think that there is causality that is very hard to identify and 

then the finding that the financial linkages has been increased mostly in-country 
after the 2015. 

 
Adam Posen: Right. 
 
Changyong Rhee: Is actually the, with the stock market turmoil after the China’s public crash and 

this has a negative impact on the many Asian stock prices. But that happened to 
coincide with a slightly two months led with the exchange rate volatility because 
they also announced almost the same time like August, they are moving to new 
exchange rate regime. And that caused another round of the exchange rate 
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market spillovers. So, this event study I think also is over there, we did the FX 
market separately to the equity market. 

 
Adam Posen: Right. 
 
Changyong Rhee: So, we calculate the impact. So, which one caused which it will be difficult. But 

in terms of sequencing, I believe that the stock market impact has been and 
China’s stock prices is really increasing a couple of years before last year. 

 
Adam Posen: Right. 
 
Changyong Rhee: And then there is a co-movement of the stock price increase over the many 

Asian countries. So, if you talk about what is the main reason, probably many 
Asian authorities will say this is due to the capital inflow from advanced 
economies due to the QE and others. But, I think it’s very hard to identify. So, it 
is fair to say that our analysis shows the core movement rather than the 
causality. 

 
Adam Posen: Thank you. On the trade side, again this may be my misunderstanding but you 

had something that you pointed to us sort of a proxy for onshoring. And that 
seemed to be saying that there has been ongoing onshoring in China at the 
same time you have another line which is more for those who are not, trade 
experts, more in line with expectations that footwear, furniture, all these low-
end things are expanding in China’s neighbors. How do you reconcile those two? 

 
Changyong Rhee: As always, we have these difficulties, but in onshoring, we have several proxies 

for the onshoring so this is a very specific result. We used the intermediate but 
intense proportion as a proxy to show this pattern, but I showed you another 
chart, right? Basically is China’s, I mean the other countries export to China and 
third world is lowered in the sectors where China’s export grows to those 
countries expanding, right? You may think that is capturing some of the 
technological advance or onshoring. In that studies, I didn’t mention it, but we 
have some conflict measure. If you use that proxy, the area where China’s 
export is growing rapidly, we find that this impact is less significant as we go and 
move back like before 2010 and on. Its impact is much more manifest recently. 
So, this shows some different result. See the proxy that is intermediate good 
proportion, the impact is larger in the middle of the 2000 rather than recently.  

 
 But if you use this where the export is really growing fast, we see the different 

result. Technically speaking, there are two proxies which are quite different- the 
first proxy, the onshoring things focused on the net value added not a gross 
item. Whereas the second analysis is the focused which area of the China’s 
export is growing fast, we focus more on the growth number. So, depending on 
which measure you are using, statistically there seems to be quite sensitive but 
overall, I can assure you that we see less of evidence that China is now moving 
up the ladder. 
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Adam Posen: Yeah, but again intuitively, the idea usually is if you move up the ladder, you 
offshore more. 

 
Changyong Rhee: That I cannot say because if the Chinese company become more competitive.  
 
Adam Posen: Right. 
 
Changyong Rhee: Example now they’re producing many mobile phones all these things, they’re 

using more of their own products. So then if they are moving up to the ladder, 
but their onshoring is also increasing more. So, that really depends on which 
product you are talking about. 

 
Adam Posen: Okay. The final thing is again going back to the commodities section, you do a 

great job of showing of how it’s not just one set of commodities, energy does 
one thing, building materials, metals do another, food does another, as 
rebalancing continues, I mean should we be feeling very hopeful for the food 
exporters? Is that part of your message? Agriculture is in for a boom? 

 
Changyong Rhee: I think probably I have to ask one, the real author, Tom Thomas is here, please 

correct me if I’m wrong, but I think this is more the narrow focus for the future 
but this is what has happened so far. But I think this is actually true, right, 
because if you believe that middle income class of China is increasing.  

 
Adam Posen: Right. 
 
Changyong Rhee: And their consumption, not only the amount, but quality will improve. I can 

have a very many good examples like New Zealand, the milk and the high quality 
milk is now exported much and they’re now competing with the Europeans to 
this market. For Korea, I see that many companies are withdrawing from the 
investment from China because very labor intensive companies is losing lesser 
money their wages is over and all these things, they are going back but on the 
other hand, the other set of the companies are going to China. You know which 
sector? Is about more cosmetics, it’s about more high quality bread, in the 
bakery and there are many companies would do this whole movie theatre. 

 
Adam Posen: Right. 
 
Changyong Rhee: Or the consumption will be high end, they’re actually going to China. So, we 

really see a different pattern. So I see that probably the word used is not based 
on that study which we are looking for the bad word but my guess is that if you 
look at the new investment opportunities, so far, world used China as global 
factory. Now, the world can see the chance that when their income goes up and 
middle class goes up, they can be consumption center in the future. 

 
Adam Posen: Very good. Thank you very much. Let me open up for questions, right there, 

Powell, please. 
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Jerome Powell:  Governor Powell from Peterson Institute, thanks. I think you rightly emphasized 
the shift from investment to consumption, there’s another shift which I think is 
equally important in explaining trade patterns which is the shift from 
manufacturing to services, so my question to you is have you looked at that? 
Does that explain the decline in trade to what extent? And the broader question 
would be, what can China do to create more opportunities for the rest of the 
world? In some ways, there is a slowdown but still is going very rapidly so huge 
opportunity are there particular sectors where there might be some benefits 
from further opening up the economy? So, if you can speak for those two, the 
consumer market but also the services market in China. 

 
Changyong Rhee: The first question, I think we actually discussed internally whether we can do 

the similar analysis shift from manufacturing to service sector, but the data 
constraint. We do not have a very good service, import and export, value added, 
all these things. I think our authors are looking at it, but we didn’t have good 
research so far to discuss, but it’s ongoing research, but mostly constraint is 
good data set which covers service, especially for China. And that the statistics 
in terms of collecting data for the service sector has a larger room to 
improvement and we need more data to do the meaningful analysis and for the 
new areas, I think this is what we had actually first discussed a couple of 
minutes ago. I believe there is a large room for the market opening for the 
service sector especially health and the business services such as law and 
accounting, all these business services. It has been close, and they probably 
have to, so, it’s a common problem of many Asian economies, because many 
Asian economies, the institution have been developed based on the 
manufacturing sector development. 

 
And when they focus on the intensive manufacturing sector, cutting something 
from the advanced economies to those non-much need for the high value 
added BGE services. As now, they’re moving up the value chain, so if they, the 
bottleneck of increasing productivity is more like a consulting companies, the 
accountings. All these things and now we are seen by themselves that the need 
to open up these things and then  the service areas and at the same time, China 
soon have similar problem with Asian is when there is slow process and health 
and other things. And people’s demand for the high quality consumption 
product and this is our area, and then also the lesser utilities which is now 
owned by the state owned enterprises, the productivity is so low, they may 
need competition. But this all required big structuring reforms but there’s a 
large potential for the gain, productivity gain by themselves by opening the 
market, but opening the service market is not easy. I can attest you because of 
my experience in my own country, so it will take time, there is a political 
process, but there is large potential gains. 

 
Adam Posen: That’s great. And of course our colleague Brad Jensen and Nick Lardy had been 

emphasizing this speaking of Nick, you can go next. 
 
Nick Lardy:  Nick Lardy, Peterson, Changyong, in your discussion of the commodities as I saw 

it you were looking at kind of the projected increase in demand from China 
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based on some kind of linear extrapolation versus the actual and then you were 
analyzing what share of the decline in demand was due to China. But I didn’t 
hear you mentioned the word supply and in iron ore for example Rio Tinto, BHP, 
Billiton Valley have all been investing massively in new capacity over the last five 
years with the explicit goal of driving down the price.  

 
 So that higher cost Chinese domestic iron ore production would go down and 

the exporters to China would get a larger share of the overall iron ore market in 
China. So, my impression has been that this huge increase in supply was a 
significant factor in the decline in iron ore price, but I didn’t understand how 
your analysis was taking supply into account. 

 
Changyong Rhee: Okay, I probably have to ask my colleague. 
 
Adam Posen: That’s fine, we can move the microphone to your colleague. 
 
Changyong Rhee: Yeah. 
 
Adam Posen: So, which colleague would like to do this? 
 
Changyong Rhee: I think Thomas, because he is the main author of the chapters probably better 

to ask him. 
 
Adam Posen: Thank you for joining us Thomas. 
 
Thomas: Thank you. So, I think in terms of the qualitative story, I would agree right in the 

sense we have, we relayed surprises or various surprises to price movements 
and the exact decomposition is enormously difficult. So, in the quantitative 
analysis when you look at the prices what’s quantified is the demand angle and 
so there is the residual and so indeed you find a large residual in the sense that 
demand in China. Other specific demands, focus demand and the rest of the 
world proxied through industrial production or GDP explain only about a third to 
half the commodity price movement.  

 
 So  the rest probably can attribute to a large part to supply and qualitatively 

thinking the chapter itself, we say, we looked at demand in China, we look at 
supply, and what you see is demand movements and then movements on the 
trade side are to some extent delinked. And they are particularly strongly 
delinked in some of the metals notably iron ore and I think what we can see is 
what the chapter emphasizes also is that on the commodity market side while 
there was clearly a slowdown in Chinese commodity demand, it was not 
necessarily a big slowdown on the net import side.  

 
 In terms of quantities, and the reason being that actually production in China to 

some extent has slowed or even declined, growth has slowed or even declined, 
so, iron ore as we mentioned, domestic production has declined, so much of the 
damage to commodity exporters has happened to terms of trade through the 
price rather than necessarily through quantities. 



14 

 
Adam Posen: Great. If there is another question, it doesn’t have to be a Peterson person. In 

fact, it usually isn’t. Please. No, no up here in front, please and then we’ll go 
back there. 

 
James Rowland: Thank you for your presentation, very interesting, James Rowland, Ford Motor 

Company. You said you have a constraint on understanding the data around 
services and if we’re relying on services to drive the growth, are we relying on a 
bit of an unknown. I know that Nick and his team here have talked about the 
growth in services. Do we really understand and have faith that services is going 
to do what we think it’s going to do or is there a greater risk that we don’t 
understand? 

 
Changyong Rhee: I have to be fair to the Chinese. I their service, the GDP data and the service 

sector data in terms of the GDP development stages in per capita GDP, and I 
think this is very well in line with the international standard, but as G2 there are 
lesser people, more have to understand in Chinese economy better. So you are 
now comparing the statistics of the country which has income of 50,000 dollars 
versus country with 8,000 dollars but G2 so I wouldn’t say that the quality of the 
data is bad. I say it has room to improvement and they are discussing this is how 
to do that. But, for our analysis to do it, for example, we needed more like a 
value add data component and even if all we see data, calculating the value 
added portion of the service trade is not an easy thing to do.  

 
 So, what I say is that to duplicate our analysis for the service and manufacturing, 

we needed more information, but basic services data, I think it’s available and 
we see that we actually focus in China’s growth rate. For example, we revised 
our Chinese growth rate from 6.3 to 6.5 in April and we may actually revisit it 
given this new activities. We have the overall picture of the service sector 
activities. So that we see that its actually growing well over 10 percent growth 
rate, how accurate it is? Probably there is under reporting all these things, but 
the bias maybe underreporting rather than over reporting in this areas right? 
So, we are doing our best what we have. But, definitely as G2, they need to 
improve the quality of the data for the global growth because the impact of the 
spillover is so large. 

 
Adam Posen: Thank you. Another question there, please, better. 
 
Jim Kuroda:  Jim Kuroda from Japanese embassy. Thank you for the presentation. There is a 

big discussion on overcapacity or oversupply of some Chinese products. So, I’m 
just curious how you considered this issue or didn’t into your analysis, especially 
in the trade, you show the two cases are rebalance scenario and the no 
rebalance scenario. So, did you think about this issue in your analysis? 

 
Changyong Rhee: In this analysis, we didn’t focus specifically on the sectors, which has 

overcapacity. Indirectly, we implied when we show you the medium term 
impact. So, there we show you the baseline scenario, the restructuring and the 
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alternative scenario without the structuring but you see that under the 
alternative scenario, growth rate will go down sharply after two years.  

 
 Basically that assumed that if they do not address this restructuring, corporate 

restructuring issue in this overcapacity sector and they keep on using the credit  
radicals on these sectors, then we see that medium risk is increasing, growth 
can actually quite decline significantly. So we indirectly imply the necessity and 
urgency of the restructuring but in other studies, we didn’t actually incorporate 
our analysis. But definitely as you mentioned, but I think the spillovers was the 
topic of the last year, the topic for this year’s Chinese economy is satisfaction. 

 
Adam Posen: Thank you. That’s actually our colleague from the Japanese embassy raises very 

important point not just specifically the current discussions on this table, what 
you got into Changyong, the restructuring strategy in China. I realized you’re 
here to present this material, but you’ve obviously been thinking about all these 
issues for quite some time every day.  

 
 Okay, can you just say a bit more, you and I have talked about this in the past 

that Japan and Korea had their own respective paths when they accumulated 
bad debt. I mean they accumulated very heavy over investment and heavy 
industry and how to make a change and both of them did it but over longer 
spans of time. How do you see that as precedent or model or warning for the 
Chinese at this point? 

 
Changyong Rhee: Let me probably started even more, it’s a bit premature, my private, as you 

mentioned my views, three points. The first point is that international evidence, 
the past experience with the global economy of this rapid credit extension in 
overcapacity has not work for China. In some sense, we have a many analysis 
that if a country experiences rapid accumulation of the credit leverages, there 
are many cases that it usually end up with some kind of major slowdown or 
growth or financial crisis.  

 
 So the first lesson, and Chinese were certainly very well is that the rapid 

extension credit, all this, increased the risk and the past experience is not very 
favorable to them. So they have to address it urgently. Second but there is many 
Chinese idiosyncratic, unique aspects, and all the data that we just discussed is 
mostly about capitalist economy probably market-led growth, all these things. 
But China is still the international capital markets relatively close and the large 
corporate debt problem is, I would say mostly the state-owned enterprises and 
most banks are still under control or owned by the government.  

 
 So for example if I say the one extreme example in several countries when the 

leverage problem is severe and one company fall down because of counter 
party risk. But in China still given that this is a state-owned enterprises and then 
if you have bank in the asset side, you can actually have maybe more degree of 
controllability in the assets side and the liability side. 

 
Adam Posen: Right. 
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Changyong Rhee:  So, in some sense, you can hopefully gradually manage the counter party risk, 

which means that the process will be more like a slow growth rather than a big 
crisis. But having said that, what does it mean? It means that if they do this 
model through these things and then control the slowdown process, that means 
they will lose a lot of opportunity for the new growth. 

 
Adam Posen: Right. 
 
Changyong Rhee: Because we have to expand more money in the old industry. So, the second 

view, different from the international experience if you look at the China’s 
specific factors, it is some joke like you know that we say that all the state-
owned enterprises, low productivity tend in trouble, but you know that 
McDonald is state-owned enterprise in China? McDonald is a state owned 
enterprise in China and many hotels you go in Beijing is state enterprises. Their 
hardwares are owned. So, they have assets, they have some profits.  

 
 So, one state owned enterprise is a very low profit, they can move to make 

them survive. But what it mean? It means that you are losing the opportunity 
calls and you lose the growth rate being down, inefficiency will increase, that 
will make China’s economy slow down, gradually low and low.  

 
 So, I think it’s a big choice. I think even, okay, the first point is that, they can 

have the international experience show that they can have a crisis. Yes, there 
are many Chinese immediate factors that can control but we control in this way, 
the growth rate will plummet gradually and then this will cause more problem in 
the future. So, the third best option is that we actually advising them, one is you 
may not need to do the massive scare of the restructuring as they did in the 
older 2000. 

 
Adam Posen: Right. 
 
Changyong Rhee:  At that time, China after the age of financial crisis, corporate problems and the 

NPL problem and bank problem at the time is much higher and at that time IMF 
estimate that there probably the potential loss NPL is 100 percent of GDP.  

 
Adam Posen: Right. 
 
Changyong Rhee: Now, our estimate of GFSR estimate shows that around 7 percent of GDP is -- 
 
Adam Posen: Seven. 
 
Changyong Rhee: Seven percent of GDP is possible loss which is manageable. 
 
Adam Posen: Right. 
 
Changyong Rhee: So, at this moment if they act only I think they can manage this process, they 

probably do not need to have a massive corporate restructuring and NPL 
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resolution under the [inaudible 00:57:39] time because the banking sector is 
much better. 

 
Adam Posen: Right. 
 
Changyong Rhee: And then they have, for example, state owned enterprise sector, we estimate 

about five to six million workers has to be located at the time. It’s about 20 
million without social security and then at that time, the workers are mostly 
government employees, but full time government employees but now, there 
are many workers in the service sectors are part time and under the different 
contract so, led to be easier to the restructuring through the social safety nets. 
So, situation is not as dire as 2000. But that has another risk right? Because of 
that they may not have urgency and they may not want to do it at once and 
then very rapidly. So, I think China is at this moment is very delicate situations.  

 
 Definitely they want to manage the growth slowdown but they have to address 

this corporate restructuring, maybe not in one sense that they have to make a 
progress but where you have to people wait, you can determine the future. So, 
the scenarios can be quite different depending what they pursue. The fund view 
is very, very clear.  

 
 The fund view is that, our focus was 6.5 percent around that, our focus is 6.3 is 

high enough to accommodate all the new labors. And you don’t need to really 
have all new course 7 percent growth rate, why don’t you focus more on the 
restructuring, give a good example that will benefit both you and all global 
economy with these things. But if they somehow want to have a very high 
growth rate through the credit extension yes, one or two years will look better. 

 
Adam Posen: Right. 
 
Changyong Rhee: But eventually is not, may not be a crisis, but eventually the growth rate will be 

much lower and the inefficiency will grow and the cost of cleanup these things 
will be much higher.  

 
Adam Posen: Let me abuse my privilege, let me follow up, but that was terrific by the way. 

Thank you. We just got back from group trip to Beijing and it’s very enlightening 
to hear you summarize it that way. You rightly and apparently at my request 
focused on the steam of China and China spillovers, but you did have those 
charts, the bar charts of which countries are more affected, New Zealand comes 
out on top with their sheep, fine, Taiwan, Singapore, a few others looked to be 
potentially quite significantly hit, Taiwan obviously hardest.  

 
 In terms of your role in the Asian Pacific Department of advising these countries, 

is there a common theme for how they should cope with the slowdown in China 
or the rebalancing of China? Is it as David Lipton said here two nights ago just 
own house order and that’s it, how do you think about that for the, let’s call 
them the hardest hit countries by this rebalancing? 
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Changyong Rhee: You know, our study shows what would be the spillover effects based on the 
past pattern. 

 
Adam Posen: Right. 
 
Changyong Rhee: Okay, so what is happening now in some countries confirmed our operation, but 

some country not. So let me explain the current situation. Current situation is 
like if you look at the industrialized East Asian countries like Korea, partly Japan 
and in terms of the spillovers and Hong Kong and Taiwan province of China, as 
you say they are much affected, most the slowdown of the global economy as 
well as China’s rebalancing and also competitiveness.  

 
 Actually, when I talked with those authorities, they are more concerned on this 

value chain impact and competitiveness. Korea is competing on various sectors 
with China and they are really back really rapidly catching up and Taiwan same 
thing. And then also Hong Kong you see that the exchange rate, its 
competitiveness is also affected. So, they are really concerned on these China 
spillovers and actually confirms our prediction. ASEAN economies is sort of a 
mixed feeling.  

 
 ASEAN economies growth rate remains almost same, not very declined very 

much unlike the East Asian countries. So, in that sense, they are not feeling a 
much impact from China and I can see definitely you see the heterogeneous 
impact like the Cambodia, Laos where they have to sell more agricultural 
product to China. They say that business is as great as before. But they do not 
see many much impact. Malaysia, Thailand and Indonesia see some slowdown 
but that slowdown is mostly due to commodity price changes. So, if you say that 
China’s impact is through the commodity changes the China spillover, but if you 
believe as also another shows that is mostly through the commodity channels is 
not. 

 
Adam Posen: Right. 
 
Changyong Rhee: So, and then another thing which is not covered by our analysis are tourists, for 

all those countries, they see the large tourists and also they see larger foreign 
direct investment from China. So impact seems to be already mixed. Australia 
and New Zealand impact is mostly, New Zealand was really as different case, 
interesting case but exactly the opposite impact. 

 
Adam Posen: Right. 
 
Changyong Rhee: Australia commodity. 
 
Adam Posen: Right. 
 
Changyong Rhee: New Zealand, yes commodity but milk and all the things. 
 
Adam Posen: Right. 
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Changyong Rhee: So, you see difference in impact but their concern is more of the capital inflow 

from China to the real estate market. That is not captured here but is a very big 
impact. India and South Asia is relative immune. 

 
Adam Posen: Right. 
 
Changyong Rhee: And then in India is gaining a lot from this actually commodity price decline and 

oil price decline. 
 
Adam Posen: Right. 
 
Changyong Rhee: So, the, if you believe this impact is through China, they gain the positive impact 

from China so I’d rather say this is quite heterogeneous.  
 
Adam Posen: That’s very helpful. Is there a final question for our speaker today. Right, your 

message usually when people start invoking heterogeneity, it’s usually an 
excuse to avoid saying anything. You and your colleagues had done the exact 
opposite. You’ve shown us what counts and have a logical way of sorting 
through the heterogeneity and you’ve been a great guide to this. Thank you 
very much for joining us today. 

 
Changyong Rhee: Okay. Thank you.  
 
 

 


