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Introduction: From ‘““The Old
Normal” to “The New Normal”’

“The New Normal” became a catchphrase in 2014. This term was first put
forward by President Xi Jingping in May 2015 during his inspection trip
to central China’s Henan Province. He said, “since China is still at a
critical period of strategic opportunities, we need to have more faith in
ourselves. We should adapt ourselves to the New Normal and stay sober
in terms of strategies based on the characteristics of our current
development stage.” The ensuing in-depth report from People’s Daily,
CCTV News and other official media along with the heated discussion in
the financial market helped clarify the meaning of this term. Xi later in the
APEC Summit in November 2014 described the basic features of the New
Normal as “a shift from high to medium-to-high speed growth, economic
optimization and structural upgrades, and a shift from investment to
innovation as the driving force for growth.” He also elaborated on the
“overlapping of three periods,” namely “the transition period of growth
rate, the throes period for structural adjustment, and the digestion period
for early-stage stimulus policies.”

Earlier in 2009, Pacific Investment Management Company (PIMCO)
used “The New Normal” to describe the recovering period of the world
economy following the financial crisis, which was characterized by slow
economic growth and low interest rate in most countries.
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viii  Reforging The Central Bank

It should be noted that “The New Normal” at home and abroad are
different.

First, they differ in essence. The New Normal in China in nature is a
“transition period” where economic growth, structure and drivers undergo
permanent changes and we will not go back to the Old Normal. In
contrast, the global New Normal is more of a “recovering period” which
is the slow growth period between two periods of regular growth. The
New Normal will be followed by the Old Normal.

Second, they differ in time frames. The New Normal in the West began
in the wake of the financial crisis whereas China’s New Normal surfaced
around 2013; the American New Normal will probably come to an end in
2015, the year when China is in the height of the New Normal and will
stay so for years or even decades.

The opening part of the book — from “The Old Normal” to “The New
Normal” — includes two chapters. The first chapter is about China’s “Old
Normal” and operational logics of the Central Bank; the second one is
about China’s “New Normal” and the Central Bank’s problems and
challenges.
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Chapter One

“The Old Normal”
and China’s Central Bank

SECTION ONE: CHINA’S ECONOMIC
FEATURES IN “THE OLD NORMAL”

In 2014, the financial market followed China’s “New Normal” closely
while the “Old Normal” attracted little attention. For one thing, many
considered themselves “veterans” who had lived and therefore understood
the “Old Normal,” and no further study was needed. For another, the “Old
Normal” was “in the past tense” with little value for research. However,
I hold that the research on the “Old Normal” is significant. Only by
figuring out the economic pattern and the Central Bank’s operational
logics will we be able to understand the Chinese economy and the Central
Bank in the “New Normal.” Or rather, only by learning the defects of the
“Old Normal” will we be able to identify the reform direction in the “New
Normal.”

For example, the Old Normal was plagued by “soft intervention”
which was a great barrier to the liberalization of China’s interest rate. The
government will undoubtedly take measures to remove this obstacle in the
New Normal. In early 2014 way before the market followed New Normal,
I argued that “the hardening of soft intervention,” most probably through
centralized management of local governments’ debts and government
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performance evaluation, was a major issue in interest liberalization (in his
article “De Facto Default Cannot Save China’s Debt Market” published on
March 7th). In the second half of 2014, the central and subnational gov-
ernments rolled out relevant policies, the milestone of which was
“Opinions of the State Council on Strengthening the Administration of
Local Government Debt.” This document, released in October 2014,
offered a comprehensive solution to local governments’ debt problems.
Hence, my prediction became a reality.

Here is another example. Balance of payments, one of the Central
Bank’s four monetary policy “targets,” is closely related to the unilateral
appreciation of renminbi (RMB) in the Old Normal. We can therefore
predict the Central Bank’s choices against the Impossible Trinity in the
Old Normal and further predict the policy shift of the Bank in the New
Normal.

As far as I am concerned, the features of the “Old Normal” includes,
first, economic growth driven by infrastructure construction and real
estate investment; second, high synchronization of five cycles and strong
trends; third, GDP-dominated macro control, other goals centering around
GDP growth; fourth, unilateral rising of real estate prices; fifth, unilateral
appreciation of RMB.

The following paragraphs will discuss: first, growth pattern and real
estate prices; second, macro control and the synchronization of the five
cycles. The features of the Old Normal mentioned above will also be
covered.

Growth Pattern and Real Estate Prices

Michael E. Porter in The Competitive Advantage of Nations classifies the
development of nations’ competitiveness into four stages: factor-driven
stage, investment-driven stage, innovation-driven stage and wealth-driven
stage. The investment-driven stage and the innovation-driven stage are
wide apart. In contrast, the spacing between the factor-driven stage and
the investment-driven stage and that between the innovation-driven stage
and the wealth-driven stage are relatively small; most countries could go
through the transition naturally. In light of this, the author holds that eco-
nomic growth patterns can be simply put into two categories: one is
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investment-driven pattern, the other is innovation-driven pattern. Shifting
from the investment-driven pattern to the innovation-driven pattern marks
a country’s success in overcoming the middle-income trap and becoming
a developed economy.

In the Old Normal, China’s economy was largely driven by infrastruc-
ture construction and real estate investment featured by government-
dominated growth. It should be noted that “largely” does not imply that
infrastructure construction and real estate investment accounted for over
50% of China’s GDP; it only means that their share of China’s GDP was
higher than that in developed countries and that the two of them combined
could literally shape China’s economic cycle. For example, in the wake of
the financial crisis in 2008, the government initiated the “Four Trillion”
stimulus package, the bulk of which went into infrastructure investment.
Soon, the real estate sector began to recover, breathing life into the heavy
industry. Another example was the end of 2012 when the economy began
to pick up. Likewise, infrastructure construction and real estate investment
were the first to recover, and drove other sectors.

Now we will discuss the features of infrastructure construction invest-
ment and the real estate industry.

Infrastructure construction investment drove the economy in the fol-
lowing ways. First, investment itself could directly generate GDP; second,
infrastructure construction investment produced huge demand for manu-
factured goods and the expanding reproduction of the manufacturing sec-
tor produced GDP; third, such investment created favorable environment
and conditions for economic development which accommodated the
development of all sectors, a phenomenon known as the multiplier effect;
fourth, infrastructure construction investment was government-dominated
and counter-cyclical whereas other sectors such as the consumption were
market-driven and pro-cyclical. This follows that when the economy went
down, infrastructure construction investment became an important hedge
against economy slowdown and a major force to turn the economy around.

The primary defect of infrastructure construction investment was that
since the government was the absolute leader of investment, the scale and
efficiency of investment were not determined by the market; the strong
political influence gave rise to pronounced repercussions and
uncertainties.
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Figure 1.1 “Counter-cyclical” infrastructure construction offers great support to the economy.
(Citation: WIND)

Infrastructure construction investment has significant repercussions.
The repercussion of governmental stimulus was the leading driving force
of China’s economic cycle. For instance, if all of a sudden the government
released a large stimulus package, the demand for manufactured goods
would skyrocket. Relatively liberalized markets such as concrete and steel
would see expanding capacities in no time. However, when the investment
wave subsided, the newly built capacities were just up and running.
Declining demand for manufactured goods coupled with oversupply led
to excessive overcapacity. Moreover, the corporate exit mechanism was
underdeveloped in China. SOEs’ domination of capacities is largely
unmarketized, because of the need to avoid large unemployment and pro-
vide a weiwen environment (stability maintenance); businesses are hard to
go bankrupt, which aggravated the problem. As a result, China’s PPI has
remained negative since 2011.

The uncertainty of infrastructure construction investment is three-fold.

First, the appropriateness of scale was uncertain. The government had
trouble deciding the scale of a stimulus plan. If too small, the stimulus
would not turn the economy around; if too large, the economy might suf-
fer short-term overheating and long-term stagnation.

Second, the appropriateness of investment areas was uncertain. The
investment project intended to boost growth might be put in the wrong
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Figure 1.2 Repercussion of infrastructure construction investment — persistent negative
PPL.

place. Investment aimed at sustaining growth was usually an emergency
treatment without thorough planning. All this haste might result in low
efficiency or failure.

Third, the effectiveness of local governments’ implementation was uncer-
tain. Local governments’ actions were not under the full control of the
central government. One scenario was when “the policy is confined to the
State Council,” or the central government exerted limited influence on
local governments. Another scenario was that local governments only pre-
tended to follow central policies by forging information and actually did
otherwise. Given the multiple uncertainties around infrastructure invest-
ment, the effects of the government’s massive infrastructure investment
were highly uncertain and the aftermath of the “Four Trillion” and thus the
economic slowdown after 2012 took the government by surprise.

I believe that it is reasonable and necessary for a developing country
to boost economy through investment in infrastructure construction, espe-
cially when the economy glides down. However, the intensity, direction
and method of investment should be taken into thorough consideration. In
terms of intensity, overstimulation should be avoided; in terms of direc-
tion, investment industries and areas should be chosen with discretion; in
terms of method, effective supervision mechanism should be put in place



6 Reforging the Central Bank

to make sure the money is well spent. Infrastructure investment used to
play a critical role in China, but it will eventually fade out or survive in a
new form, such as the “Chinese version of Marshall Plan,” a catchphrase
at the end of 2014.

Real estate was the second most important driving force in the Old
Normal Chinese economy. It bore similarities as well as differences with
infrastructure investment. Real estate investment created huge demand for
manufactured goods as did infrastructure investment, making it a down-
stream industry of heavy industry. It differs from infrastructure investment
in that: first, real estate was not completely government-led, or rather, the
government preferred indirect measures such as land supply and policy
adjustment over direct investment and price intervention; second, having
no multiplier effect, real estate investment was more of a financial asset;
third, real estate cycle, smoother and longer, was closely related to prices
and trading volume. The fact that current month chain price index and
trading volume were primary indicators of real estate investment testified
that this industry was much more liberalized.

In retrospect, despite cyclical fluctuations in prices, the duration and
range of increase were more significant than those of decrease. Therefore,
the price change could be considered as unilateral increase. The rise began
in 1998 when housing system reform kicked in and accelerated in 2004
with the introduction of the bid invitation, auction and listing system with
only two brief drops in 2008 and 2012. According to statistics from State
Statistics Bureau, the national average price was 2,050 yuan per square
meter in 1999, 2,700 in 2004 and 5,800 in 2012; it rose by 110% from
2004 to 2012, with an annual growth rate of 10%. In Beijing, the average
price was 5,600 yuan per square meter in 1999, 5,050 in 2004 and 17,000
in 2012; it rose by over 240% from 2004 to 2012, with an annual average
growth rate of over 16%. For reference, the CPI base was 432 in 1999, 456
in 2004 and 580 in 2012; it rose by only 27% from 2004 to 2012, with an
average increase rate of a mere 3%.

The rise of CPI was far slower than that of real estate prices

A lot has been said about the rising house prices, mainly about the
supply and demand.

On the supply side, commercial residential houses were mainly sup-
plied by real estate companies while affordable houses and self-built
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Figure 1.3 From 2004 on, house prices rose way faster than CPI. (Citation: WIND).

houses took only a small share. Since the certification of real estate com-
panies was under strict regulation, the market was in some way a monop-
oly market. When the cost rose, real estate companies would undoubtedly
pass on the burden to consumers, pushing up the house prices. The cost of
real estate companies includes land cost, labor cost and building material
cost, the third being related to the capacity and cycle of manufactured
goods. I will now elaborate on the land cost and labor cost. First, consider-
ing land cost, the Land Administration Law provides that the nation in line
with the law could requisition or expropriate land and offer compensation
while any organization or individual must apply to the government for
construction land, which makes the government the sole supplier of land
and the monopoly of land rights. In result, the pricing of land was to a
great degree up to the government. As land-selling revenue was a major
part of local governments’ fiscal revenue, those governments were more
than willing to see the price rise. Second, labor cost began to surge around
2006 as China passed the Lewis Turning Point where labor supply came
into shortage. Real estate companies passed on the rising labor cost to
consumers, pushing up house prices.

Demand can be discussed in two categories: investment demand and
consumption demand. First, investment demand derived from expecta-
tions for rising house prices based on experiences and the faith that local
governments would rescue the market given their excess dependence on
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land revenue. The rising house prices propped up expectations for further
increase, creating a positive feedback loop that stimulated demand for
investment. The loose monetary policy from 2009 to 2010 contributed to
corporate and individual wealth. Real estate, whose value is easy to pre-
serve and increase, became the optimal investment choice. Prior to 2013,
investment demand in real estate mainly came from four groups:
Wenzhou professional speculators, coal mine owners from Shanxi, the
second generation of the rich or the politicians and international hot
money. Second, consumption demand was linked to housing system
reform, urbanization, demographics, increasing income, traditions,
underdeveloped affordable housing system and hukou, to name just a
few. After the housing system reform, the long depressed consumption
demand exploded, a precondition for the rising price. Urbanization
began to speed up after 1996, with urbanization rate rising from 29% to
54% from 1995 to 2013; the shift in the demographic profile also gave
rise to house demand. The period between 1980 and 1987 marked the
peak of new births. Given that inelastic demand comes from the 25-to-
30-year-olds, 2004 stood to be the year of accelerating price rise. Since
2004, urban per capita disposable income has maintained a year-on-year
growth rate of over 10%. The rise of income was the prerequisite for the
release of inelastic demand. In Chinese tradition, renting an apartment is
only temporary while buying a house is a must for marriage. Hence the
saying “mothers-in-law are the culprits of high house price.” China is yet
to develop a functional affordable housing system. In consequence, some
inelastic demand that should have been covered by the government was
handled through the market, leaving the real estate market over-liberalized.
Some cities grant hukou only to those with houses, pushing up inelastic
demand.

In a nutshell, supply was monopolized by the government and real
estate companies, while consumption demand and investment demand
continued to rise. The surge in house prices was inevitable. Despite mul-
tiple attempts to discipline the market, the government never tried to
address the supply—demand imbalance. Without addressing the root cause,
more policy changes would only lead to further increase. That is why real
estate prices have, against all these policy changes, risen to a point where
the public could not take it anymore.
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The continuous increase in house prices had two critical effects: first,
it made the real estate industry and relevant manufacturing industries the
pillars of China’s growth; second, it led to continuous rise of interest rate,
excruciating industries that were not relevant to the real estate.

First, during the two gold periods for real estate — from 2006 to 2008
and from 2010 to 2011 — investment in real estate rose by 35% whereas
investment in fixed assets rose only by 25%. Real estate over-expansion
gave temporary vitality to industries with overcapacity and thus contrib-
uted to the economy. However, after 2011, the growth of real estate invest-
ment dropped to 20% and lower and thus the demand for steel diminished
and concrete exacerbated overcapacity. The Chinese economy embarked
on a downward path.

Second, blessed with higher-than-normal profitability, the real estate
could take on higher return rate, making it a magnet of capital. Before
2011, given the unduly loose monetary policy during the “Four Trillion”
period, there was no distinct sign of real estate squeezing capital out of
other industries. 2011 saw a drop of M2 growth and the competition for
capital reserves intensified. The year 2012 witnessed the boom in “non-
standardized assets.” As a bourgeoning power, banks’ wealth management
services provided an alternative to the previously rigid capital low chan-
nels. Such a change was in nature one step forward toward interest liber-
alization. However, due to the various distortions in the market, excess
capital kept flowing into real estate and yields of bonds, in particular, state
bonds, skyrocketed. The aftermath was the biggest bear market of bonds
since 2004. The cost of corporate bill financing and bond financing rose
sharply and loan interest also saw mild increase, further elbowing out
other industries, especially private businesses. This might have led to
Prime Minister Li Kegiang’s multiple calls for lowering cost of private
financing in 2014.

Despite the different features listed above, real estate and infrastruc-
ture construction were closely linked. This is why I put them in the same
section. First, the capital source for infrastructure investment was con-
nected with land revenue. 30% to 50% (subject to variations in statistical
caliber, such as central transfer payment) of local finance came from
government funds (largely land-selling revenue), making real estate-
related revenue a major source of infrastructure investment. Meanwhile, a



