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To my mum and dad, for choosing Chinese





INTRODUCTION: FEAR AND GREED



IN 1985, HU YAOBANG, the general secretary of the Chinese Communist Party and the second-most important man in China, after Deng Xiaoping, visited Australia. In an action that was somewhat unusual for a world leader, Hu didn’t head straight for Canberra, the capital, or any of the major cities. He started his visit by flying into Paraburdoo.


Paraburdoo, or “Para” to the locals, is a small mining town just inside the southern edge of the Pilbara, a sprawling band of red earth that starts at the Indian Ocean and stretches deep into the Australian interior. The town is named for the indigenous word for the white cockatoos that throng the town — or at least the cockatoos would be white were it not for the red dust that coats everything, birds included.


When the rains come at the beginning of each year, they turn Paraburdoo into a riot of color, with Ashburton and Sturt peas sprouting purple and pink along the side of the roads. But for most of the year, Para is a Mars-like red desert punctuated by scrub. It’s also one of the hottest places in Australia, and home to swarms of flies — a major concern for the advance team of Chinese officials who visited three weeks ahead of their boss.


What drew Hu to this remote, inaccessible corner of Australia was, in fact, the red dirt. Paraburdoo, and the Pilbara more generally, is one of the richest sources of iron ore anywhere in the world. Soon after consolidating power, in 1978, Deng Xiaoping launched a major program to modernize the Chinese economy after decades of stagnation under Mao Zedong. To do so required resources. Hu had flown into Paraburdoo to visit Mount Channar twenty kilometers down the road, an ore-rich hill that would become the first overseas-resources investment by the Chinese state. Standing atop the future mine site, Hu, speaking halting English, called the hill “a treasure house.”


I visited Paraburdoo with my father in 2011. He’d built the mine at Paraburdoo in 1971 to supply a Japanese economy that was in the throes of its postwar economic miracle, but my father hadn’t been back in forty years. Superficially the town was much the same. The mine manager’s house and its manicured lawn, incongruous amid the red dirt, was still called the Mouse House, named for Mighty Mouse, the nickname Dad picked up for his diminutive stature and his drive to get the first shipment of ore delivered on time. Nearby the golf course was still nine holes of dirt with not a blade of grass to be seen. Even the putting greens were red, made from oiled sand that required careful sweeping before each putt.


What had changed, however, was the workforce. Forty years earlier, to work in Paraburdoo was to live there, which meant putting up with the heat, the distance, and the gender imbalance. But in 2011, that had changed. Instead of being permanent residents, about 20% of the predominantly male workforce were FIFOs, or “fly-in, fly-outs.” The company flew the workers in for two weeks of work, then flew them back out to civilization for a couple of weeks off. That change was necessary to find and keep workers.


During Dad’s time at Paraburdoo, it was the third mine in the Pilbara. Almost twenty years later, Channar was only the fifth. But by 2011, there were more than thirty mines in the Pilbara, most of which had been built since 2000. To staff that many sites — in addition to the proliferation of mines elsewhere in the country — companies had to find ways to make mining more appealing. That meant employing FIFOs and paying them among the best wages in Australia. Truck drivers and drill operators in the Pilbara region could earn as much as AUD $200,000 a year. Sydney and Melbourne were all but drained of tradespeople as skilled labor headed to the mines. In sum, these workers were servicing a boom without historical parallel — China’s boom.


A couple of decades ago, China was just the world’s factory, with little relevance to the rest of the globe beyond its ability to churn out cheap sneakers. Then, large-scale urbanization generated unprecedented demand for resources, breathing life into the Pilbara and creating a bonanza for commodity-exporting nations everywhere. Today, the Chinese economy is graduating to the next stage. A vibrant middle class is emerging, which promises to drive global growth for decades to come as potentially hundreds of millions of consumers develop tastes comparable to their counterparts in rich nations.


Meanwhile, thirty years after the Australian government took a leap of faith by allowing the Chinese Communist Party (CCP) to make one of its first overseas investments, today there is so much Chinese investment flowing abroad that capitals from Canberra to Washington, D.C., to Berlin fret over the security implications. Yet city mayors and state governors in those same countries aggressively court Chinese companies in the hope that their investment will help reinvigorate local communities. And in developing countries, Chinese loans have made possible the construction of infrastructure vital to economic development, such as much-needed ports and roads — as well as less-needed sports stadiums and government offices — that wouldn’t get built without China’s money.


For decades, the world has depended on the United States and Europe as twin engines of growth, a highly precarious state of affairs if both engines sputter at the same time, as was the case during the global financial crisis. With China forecast to overtake the United States as the world’s biggest economy around 2030, China is finally emerging as a third engine. Yet, as the world salivates at the prospect of China’s economic ascendancy, it’s China’s economic weakness that should have us all worried.


I had my first Chinese-language lesson in 1988, when I was nine years old, a few months after China finally signed the deal to develop the Channar mine. It was Dad’s idea, but it was my long-suffering mother who was responsible for getting me to go to those lessons after school every Friday afternoon. I repeatedly explained to her, in no uncertain terms, that she was wasting her time and money. Nevertheless, not only did she prevail but somehow I stuck with Chinese through primary school, and then through high school.


In hindsight, the 1990s were still the early days of China’s boom. As late as 2003, Japan was still the main destination of Australian ironore exports, whereas today more than 80% go to China. Nonetheless, when I was at high school, there was something seemingly inevitable about China’s ascent — and something unambiguously good about it, too. I still recall preparing for my high school graduation exams, in 1996, and memorizing sentences that I could draw upon during the final tests: “Learning Chinese will help me find a job”; “China’s fast economic development is good for Australia.”


After high school, I went to Beijing to study Chinese for a year. Then I went back for another year of study a few years later. When I returned a third time, I stayed. In total, I’ve spent thirteen years — a good chunk of my adult life — living in China, first as a student and then, for a decade, as a financial journalist. China has changed in ways that my seventeen-year-old self, upon first arriving in China, could never have imagined, but for me one thing has remained constant. I’ve always found there to be something irresistible about China — the pace of change, the dynamism of the people, their belief in the country’s destiny. By merely being present in China, I felt as though I was not only part of history but part of a very specific phase of history: China’s race to catch up with the rich world.


During my time there, I saw the economy transform. At least at first, the transformation was unequivocally for the better. But gradually, I watched as an economy that was the envy of the world became increasingly dysfunctional. The problems were seemingly obvious, born from an economic model that had run its course, yet reforms weren’t forthcoming. Today, that growth model threatens the very health of both the Chinese and global economies. “In the postwar period, every previous global recession started with a downturn in the United States, but the next one is likely to begin with a shock in China,” Ruchir Sharma, the chief global strategist at Morgan Stanley Investment Management and author of The Rise and Fall of Nations, wrote in 2016. “China’s miracle growth period is over, and it now faces the curse of debt.”


A common misconception about the Chinese economy is that it’s driven by exports. That was once the case, but it hasn’t been that way for more than a decade. When the global financial crisis hit, the ever-increasing volume of exports that had been made possible by household borrowing in the United States and Europe was brought to a shuddering halt, throwing tens of millions of Chinese out of work. To take up the slack, Beijing — much like other major economies around the world — launched a massive economic stimulus, but, unlike in other countries that funded their stimulus primarily with government spending, in China the heavy lifting was done by its banks. As the global economy stalled, China barely registered the crisis, as the financial system lent vast amounts of money toward the construction of new housing, infrastructure, and factories.


Yet the stimulus never really stopped. Instead, debt has become the motor at the core of Chinese growth. In absolute terms, China’s debt looks manageable. It’s difficult to measure precisely, but at the end of 2016, the total stock of nonfinancial debt in China, relative to the size of the economy, was about 260%, roughly the same as that of the United States (although some estimates put it significantly higher). However, the concern is not the total amount of debt but the speed at which it has accumulated. In 2008, China’s debt-to-GDP was only 160%. Experience shows that when a country accumulates too much debt relative to the size of its economy too quickly, a crisis typically follows. In fact, China’s debt accumulation could be among the fastest in modern history. According to the People’s Bank of China, since 2008, the Chinese economy has added about $12 trillion worth of debt, roughly the size of the entire U.S. banking system in that year. China’s banking system has quadrupled in size over the last nine years. Alarms are starting to go off in financial centers around the world.


“This is extraordinary leverage for an advanced, let alone, an emerging economy,” Mark Carney, governor of the Bank of England, said late in 2016. He listed the increasing reliance of China’s growth “on rapid credit expansion” as the number-one risk to global financial stability.


Driving around China, you can tell that something is not quite right. Many cities are ringed with empty apartment towers. Extravagant new government buildings have more rooms than officials to put in them. Chinese factories produce about half of the world’s steel and far more than the country could ever hope to use. Land has been reclaimed from the sea to create factories that have never been built. The country is dotted with factories that were constructed but never used to their full potential. The risk is that the debt that has been wasted on such projects will never be repaid.


Maybe there will come a point during the twenty-first century — which is routinely described as “China’s century” — when China will become the world’s biggest economy and will achieve the degree of regional, if not global, dominance that is widely assumed to be just around the corner. But before that can happen, China will face a reckoning.


There’s no saying with any certainty what that reckoning will look like. It could be a financial crisis, or it could be a lingering economic funk like that experienced by Japan during its Lost Decade. Or maybe growth will fall to 2% or so, respectable for a developed economy but the equivalent of treading water for a developing country like China, which is desperate to catch up. Conceivably the authorities could successfully reform the economy, but at this point reform would be both painful and difficult to pull off, and would result in much slower growth for a time, if not indefinitely. But regardless of what form the reckoning takes, one thing is for certain: the miracle is over. The way Beijing manages what’s to come will determine whether it just delays China’s ascent or permanently derails it.


Of course, no crisis has been prophesied as repeatedly and for as long as the one that has so far failed to materialize in China. In 2001, columnist Gordon Chang published The Coming Collapse of China, a book which argued that China’s economy was threatened by a fragile financial system and that the Communist Party would be out of power within a decade. In 2010, Jim Chanos, the U.S. hedge-fund manager best known for having predicted Enron’s collapse, described China’s economy as being “on a treadmill to hell,” and said that its property market looked like “Dubai times 1,000,” a reference to the emirate’s crisis the previous year. At the beginning of 2014, investor George Soros said in an essay that the Chinese growth model had “run out of steam.” He predicted that “the Chinese conundrum . . . will come to a head in the next few years.”


“A hard landing is practically unavoidable,” Soros said two years later. “I’m not expecting it, I’m observing it.”


Yet the Chinese economy has not only remained upright but maintained unrelentingly high rates of growth. For most of the past four decades, it has averaged 10% growth annually, never falling below 6%. The golden days seem to be over, with growth having slowed since 2012, but even in 2016, the economy grew at an incredibly robust 6.7%.


For many, this staunch failure to fail is proof of China’s exception-alism, the result of economic management having been placed in the hands of a technocratic elite that, undistracted by ideology, has been able to make tough decisions in the pursuit of one overriding goal: growth. In the United States, the belief in Chinese exceptionalism typically manifests itself as an expression of America’s insecurities. “What if we could just be China for a day?” Thomas Friedman, the New York Times columnist, said in 2010 on Meet the Press. “We could actually, you know, authorize the right solutions.”


In the U.S. media, China routinely is portrayed as being everything that the United States wants to be but worries that it isn’t — or that it won’t be in the near future; namely, financially sound, technologically dominant, and well governed. At the more benign end of the spectrum is China’s portrayal in the 2015 film The Martian, where, without China’s help, NASA wouldn’t be able to rescue Matt Damon from Mars. At the more insecure end is a 2010 U.S. political advertisement that purported to show a classroom scene from Beijing in 2030, in which a Chinese professor explains that the decline of U.S. global preeminence was due to American waste and debt. “So now they work for us,” the professor says to laughs from around the lecture hall. According to annual polls taken by Gallup, a majority of Americans, since 2011, have assumed that China was already the world’s leading economy, in spite of the Chinese economy’s being only 70% of the size of the U.S. economy.


In short, the broad acceptance of Chinese exceptionalism as fact is the source of much of China’s power. Former Australian prime minister Tony Abbott succinctly summed it up when, in 2014, German chancellor Angela Merkel asked what drove Australia’s policy regarding China. Abbott replied, “Fear and greed.”


Australia has benefited economically from China’s rise more than almost any other country. The mining boom ended not long after I visited Paraburdoo, but now Australians speak of a farm boom to replace it, as China’s middle class buys more and more beef, seafood, wine, honey, and dairy products. Meanwhile, Chinese arrive in ever greater numbers at Australian airports, helping to make education and tourism the country’s third- and fifth-biggest export industries, respectively.


But the greed of which Prime Minister Abbott spoke is not about what access to the world’s second-largest economy can deliver today. It’s about the potential of that economy’s becoming number one in a bit more than a decade. Assuming that the United States manages to grow by 2% annually, that will require the Chinese economy to double in size between 2016 and 2026. The sheer scale of its growth presents opportunities that eclipse those of mature markets. But the fear is that, in return for the privilege of enjoying the fruits of China’s ascent, there will be a steep price to pay.


China has long used foreign nations’ access to its economy as a political tool. When the Oslo-based Norwegian Nobel Committee awarded Chinese political dissident Liu Xiaobo with the 2010 Peace Prize, China punished Norway by heavily curtailing imports of Norwegian salmon. When, in 2016, in spite of Beijing’s objections, Seoul agreed to allow the United States to station THAAD — a highly advanced radar system — in South Korea, China responded by curtailing tour groups from traveling to Korea and suspending business at more than half of Korean conglomerate Lotte Group’s ninety-nine China stores. And when, late in 2016, the Mongolian government allowed the Dalai Lama to visit, China expressed its displeasure by imposing new fees on Mongolian exports to China.


The fear that Australian prime minister Abbott spoke of is that, in the face of China’s efforts to push its territorial claims and to remold the international order to its liking, acquiescence, compromise, and supplication will be the price of admission to the world’s single most important source of growth. But both fear and greed are based on a single underlying assumption: that China’s uninterrupted ascent — as an economy and as a global power — is inevitable.


Belief in that inevitability, or exceptionalism, is built upon quite an impressive track record. China’s technocrats have managed to maintain fast growth for almost four decades, despite the odds. Time and again, China’s economic transformation has required vision, skill, and political fortitude. Early reformers did away with communes and the planned economy, which were the basic tenets of communism. A later generation closed down tens of thousands of state firms and tore down trade barriers in order to join the World Trade Organization.


However, the last generation of great reformers retired in the early 2000s. In contrast, the great success of more contemporary leaders — that is, shepherding China through the global financial crisis — was the result of a deliberate decision to eschew reform in the interests of maintaining stability. Since then, the need to overhaul the way in which the economy works has only become more acute as debt and waste have grown to epic proportions. The perennial question is, what will China’s leaders do about it? President Xi Jinping is unquestionably aware of the challenges he faces.


“If we don’t structurally transform the economy and instead just stimulate it to generate short-term growth, then we’re taxing our future,” Xi said in a speech published at the beginning of 2016. He said that China had until the end of 2020 to make the transformation. “If we continue to hesitate and wait, we will not only lose this precious window of opportunity, but we will deplete the resources we’ve built up since the start of the reform era.”


Xi has tried to pare back the excesses of the system in efforts that have met stiff resistance from entrenched bureaucrats and have thus far seen only small pockets of success. But he seems uninterested in overhauling the mechanisms that continue to drive the unabated accumulation of debt and waste. Rather, Xi’s vision of transformation is one where China grows past its current problems by grafting new nodes of growth onto the existing system. Xi’s compromise has been to call for “medium-fast” growth of about 6.5% annually, rather than insisting on the “fast” growth that was previously the norm. The problem is that, even with Xi’s experiment to build new industries that can drive future growth, for the economy to continue growing at the pace that China’s leadership deems necessary, more and more debt is still needed. Lou Jiwei, China’s former finance minister and one of the government’s most pro-reform figures, captured the essence of this catch-22 while talking to university students in 2015. “The first problem is to stop the accumulation of leverage,” Lou said. “But we also can’t allow the economy to lose speed.”


The Chinese economy is exceptional, albeit not in the way that we have collectively come to assume it is. Rather than being immune to crises, recessions, and funks, it’s unique in that Beijing is willing and able to intervene on a scale that allows it to postpone a reckoning indefinitely, albeit at the cost of storing up greater pain for the future. Chanos and Soros weren’t wrong, it’s just that China’s authorities have an unparalleled capacity to kick the can down the road. But with every kick, the can gets bigger and doesn’t go as far. At some point, it will go no farther.


There are many things that this book doesn’t attempt to do. This is not a book about elite politics. Anyone looking for insights into the thinking of senior Chinese leaders or the political machinations of factions and cliques will be sorely disappointed. After years spent reporting on China’s economy, I’ve learned that important change emanates from the bottom up, not the top down.


This is not a book about microeconomic reform, be it piecemeal efforts to clean up bad loans, to close factories, or to make borrowers more accountable. For years now, reforms have typically attempted to superficially clean up excess rather than dig deep and fix the underlying structural problems, and even then, regardless of their good intentions, those efforts are routinely circumvented.


This book is not about the bright spots in the Chinese economy, like entrepreneurs building world-beating tech giants, or Beijing’s efforts to develop new markets through its Belt and Road Initiative, which, loosely, is a plan to reinvigorate the economies of the old Silk Road. Although both are fascinating in their own right, neither is likely to have a material impact on the trajectory of China’s economy.


And, last, this book doesn’t seek or attempt to precisely forecast when things are likely to unravel or what that unraveling might look like (nonetheless, it certainly seems as though the reckoning is fast approaching). Rather, it is about the mechanics of how the Chinese economy works, and why it’s ill positioned to save itself. To go about that, I focus on debt: why state firms and local governments have borrowed so much, how the financial system has accommodated them, why the technocratic managers have allowed things to get out of hand, and why the solutions China is pursuing are no solution at all.


One of the most overemployed metaphors used to describe attempts to come to grips with China — though not without good reason — is the old tale of a blind man feeling an elephant. If he grasps the trunk, he may think the beast is a snake; if he takes hold of a leg, then he might believe it’s a tree. It’s incredibly difficult to get an overall sense of the state of China. There are many reasons for that. It’s a geographically large and diverse country with more than a billion people, who speak a language that is extremely difficult for outsiders to learn. That fact is compounded by an opaque political system steeped in a culture of secrecy; a fast-changing economy that operates in ways radically different from our own; unreliable official data and statistics; and a unique and complex set of incentives that influence the economic decisions of individuals, companies, and the myriad branches of the state.


I still feel like the proverbial blind man, and I’m well aware of the imperfection of this book. But when the subprime mortgage crisis hit the United States, people scrambled to make sense of how and why things had gone so wrong when they had seemed so good. As China’s economic woes deepen, people will be looking for similar answers, but they will be harder to find. After ten years during which I tried to make sense of the absurdities of an economy that seemed to keep succeeding in spite of itself, this is my attempt to explain why it’s now unraveling — and why this fact bodes so poorly for the rest of the world.
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THE BLACK BOX


HUANG KUN’S FACE no longer has the chubbiness evident in older photos of him. He lost forty pounds during the two years he spent confined to a small cell with, at times, as many as thirty-four other men. Huang keeps the psychological trauma of his detention mostly hidden behind a gap-toothed smile and an easygoing demeanor, but when he talks about the time he spent in a Chinese jail, his shoulders slope and his gaze becomes distant. “The detention center is about putting you in inhuman conditions to force you to [sign a confession],” said Huang, a Canadian citizen, whom I met a year after his release. “They have no regard for the law there. The legal system is a joke.”


Huang says that the lights in his cell were never turned off, and at night the prisoners were forced to take turns keeping watch over their cellmates to make sure no one killed himself. Daily exercise was an hour spent in an even smaller yard, which was hemmed in by concrete walls. For meals he was fed watery soup made from old vegetables, and stale mantou, a Chinese bread roll. The prisoners slept on a wooden pallet the length of the room, which was pushed up against one wall during the day so that the inmates could work, usually making Christmas lights. On one occasion, a fellow inmate refused to work. Huang says the guards tortured him, fixing “a long heavy metal bar . . . between his two legs, and [forcing him] to walk back and forth in the corridor outside of the cells.”


Huang was there on charges of criminal defamation. In September 2011, he and Jon Carnes — his boss and the owner of a small hedge fund — published a report about a silver-mining company from Luoyang, a gritty industrial city in Henan Province that was listed on the New York and Toronto Stock Exchanges. In the report, they said that, based on an investigation they had conducted, they didn’t believe that the company was producing anywhere near as much silver as it was telling its North American shareholders. The company subsequently sued them in New York for defamation. The judge threw out the charges on the grounds that the men had simply expressed an opinion and defamed no one. But in China, where defamation can be a criminal as well as a civil offense, the men didn’t get off so lightly.


Carnes was on holiday in Canada when he got word that he was under investigation. He quickly abandoned the life he’d built in China and never returned. However, Huang couldn’t leave, because he didn’t have his passport. He’d been planning a trip to India and so had submitted his passport to the Indian embassy in order to get a visa. By the time he got it back, he was on a watch list. Huang was detained at the Beijing airport in December 2011 as he finally tried to leave the country. He was strip-searched and kept awake for three days, after which he was placed under house arrest for six months before being moved into the detention center. After fifteen months in detention, he was found guilty in a trial that was closed to the public and that lasted only one day. He lost again on appeal a few months later. By then, he had only one month left on his two-year sentence. Once it was complete, the police drove him to the airport and told him to buy a ticket. In July 2014, Huang landed at the Vancouver airport, finally home.


When I met Carnes and Huang, they were working from a room on the ground floor of Carnes’s two-story home in the Vancouver suburbs. It was more man cave than office. There was a flat-screen TV and fauxleather sofa, plus two coffee machines, a collection of whiskey bottles (in varying states of demise), and a blue recycling bin filled with empty Red Bull boxes. The only hint that the men worked in finance were the five computer monitors along one wall flashing stock prices. There was nothing to suggest that between 2009 and 2011 the men were in the vanguard of a small number of investors–turned–fraud busters who unraveled criminal activity at dozens of Chinese companies that had sold shares in North America.


By their standards, their report on the silver miner — Silvercorp Metals — was one of the mildest the men had ever published. After a three-month investigation of Silvercorp, they felt confident saying they believed something didn’t add up, but were wary of accusing anyone of fraud. But on those occasions when they were on surer ground, they never pulled their punches. Before Huang’s arrest, the men had accused a total of eight Chinese companies listed on the New York Stock Exchange and NASDAQ of illegal behavior. All eight were eventually delisted from the exchanges they traded on, and the senior managements of four were charged by the U.S. Securities and Exchange Commission. These included the chairman of a coal company who secretly sold the company’s mine and pocketed the proceeds without the U.S. investors’ knowing; the chairman and the CEO — a married couple — of a wastewater processor who lied about how much the company was earning, then took money from shareholders to buy a house and used the company credit card to go shopping at Chanel and Valentino in Beverly Hills; and the chairman of an oil-field-services company whom the SEC accused of having “misappropriated” at least $40 million of the company’s cash.


Carnes, who still speaks with the soft southern twang of his native South Carolina, was in his late thirties when he moved to China in 2006, just as small Chinese companies were listing on U.S. stock exchanges in ever-increasing numbers. Carnes was looking for a few gems he could invest in. Huang, a naturalized Canadian who was born in China, was one of his first employees. They got in early, making good money those first few years as the lure of China’s booming economy sent stock prices soaring. But the men could see something that investors back in the United States couldn’t.


“Companies would say they were making $10 million and we would work out, no, it was only $1 million,” Carnes said. By fraudulently inflating their earnings, these companies could sell shares for much more than they were actually worth, allowing the Chinese owners to fleece American investors, who blindly overpaid. Hardly anyone was doing the sort of vetting that Carnes and Huang were doing — which sometimes was as simple as visiting the factories to make sure companies were actually producing what they claimed — so the lies went undetected. “We were watching the market explode, but we wouldn’t buy anything, because we didn’t trust the numbers,” Carnes told me.


And so, after share prices doubled in 2009, Carnes and Huang decided to short Chinese companies instead. Short selling is a way to make money if share prices fall. Generally speaking, short sellers, or “shorts” — and particularly activist shorts like Carnes and Huang who publicize the reasons why they believe share prices should fall — are reviled by companies and investors and anyone else with an interest in keeping share prices buoyant. However, Carnes and Huang faced more serious risks than opprobrium and scorn. The first time they posted online the results of their research that reflected negatively on a company, the aggrieved firm’s vice president tracked Huang down in Chengdu, where he was based. “He said . . . ‘To the benefit of both of us, you should take down the post immediately, so that you don’t risk losing an arm or a leg,’ ” Huang recounted. “He didn’t seem like a gangster. He had glasses on, and he spoke really mildly.”


Still, Huang says the company had a thuggish reputation. He and Carnes took down the post.


From then on, the men published their reports online under the nom de plume of Alfred Little, an elaborate alter ego that Carnes had designed. That ruse kept their identities hidden until the Luoyang police started their investigation. However, although the subterfuge initially kept Carnes and Huang safe, it did little for the contractors they hired to help with their research. On one occasion, a company caught a man hired by Carnes while he was installing a time-lapse camera outside the factory gates, which Carnes hoped would prove that the firm wasn’t shipping as much product as it was telling shareholders. The company’s chairman threatened to break the man’s legs. Another contractor was taken from his home by men from the company he was investigating and held in a hotel for three hours before he managed to escape. On another occasion, a lawyer who was returning home after doing some research at a local-government office was run off the road by men with guns who dragged him into their SUV, pistol-whipped him, and told him to stop the investigation. None of the contractors pressed charges.


Because of all this nastiness, Carnes and Huang made it a policy not to investigate state-owned companies, because there was no telling what the fallout might be if the government got involved to protect its interests. Still, they occasionally came across companies that were, by all appearances, privately owned yet had the sort of backing typically associated with state firms. The lawyer who was pistol-whipped later reported to Huang that the men who assaulted him said they worked for the Ministry of State Security, China’s secret police. Another of the companies the men looked into had a police station built right on its factory premises and had been known to give would-be investors a police escort through town.


It’s this blurring of state and private interests that finally drove Huang to sue in the Canadian courts for false imprisonment. As far as Huang is concerned, he should never have served a day in detention; he’s seeking justice in Canada, where Silvercorp is listed and where he thinks he’ll get a fair hearing. What makes his case so unusual is that he’s not suing the Chinese state or the city of Luoyang or its police force. Huang is suing Silvercorp, a publicly traded, non-state-owned firm. He alleges that his incarceration was the result not of “independent state action, but rather by Silvercorp exerting its influence over the local” police. Put another way, he is claiming that Chinese authorities acted not in the interest of justice or the law but explicitly to help a private company discredit him and to visit retribution upon him.


The Chinese government no longer controls the economy as it once did. Before Deng Xiaoping set about reforming the economy, in the 1980s, the price of most things was set by the government, whereas today, only energy prices and a few freight rates are state controlled. Whereas once everyone was employed by the government, these days state firms account for less than 15% of the urban workforce. State monopolies have gone from being the norm to affecting only a handful of strategically important industries, like banking, energy, and telecommunications. But though it’s clear that many of the traditional mechanisms of state control have seemingly been dismantled, articulating just what’s replaced them is far more difficult.


Superficially, China looks as though it’s embraced free-market capitalism. Companies make their own business decisions, there is private ownership, and everyone from the tech entrepreneur speaking at Davos to the guy selling food skewers on the street corner is out to make a profit. The country has all the infrastructure you’d expect of a free-market economy: stock markets, mortgage loans, venture-capital funds, auction houses. The cities are filled with skyscrapers, the roads are clogged with prestige cars, and the streets proliferate with Starbucks coffee shops.


But China also bears many of the characteristics of state capitalism. Beijing retains control over state firms that still dominate industries ranging from machine tools to steel. Moreover, Beijing tries to pick winners, throwing subsidies at industries, like robotics and semiconductors, in which it wants China to be a global leader. And it nurtures state-owned champions at home with monopolies and other perks before sending them abroad to buy resources and strategically useful infrastructure.


Still, an economy in which private companies can summon government thugs to do their bidding might best be described as crony capitalism. Certainly corruption appears to still be rampant, despite President Xi Jinping’s multiyear anticorruption campaign, and officials and private business continue to have complex — and mutually beneficial — relationships. Yet crony capitalism, state capitalism, and free-market capitalism all fail — both individually and in the aggregate — to sufficiently describe the nature of the Chinese economy. Markets thrive, but the presence of the government is ubiquitous. The interplay between the two is uniquely Chinese.


The Chinese Communist Party’s own description of the dynamic goes like this. In 2013, it declared that henceforth the market would play a “decisive” role in the economy (previously it had been limited to only a “basic” role) but that the state would continue to play a “dominant” role. There’s no indication that the market has in fact taken a more significant role since that change was announced, but that’s not the point. What’s significant is that the CCP thought it could promote the role of markets without demoting the role of the state. That seems like a profound contradiction. Surely you can’t elevate markets from basic to decisive without relegating the state from dominant to, say, just influential or merely consultative. But that assumes that markets and state control are at opposite ends of a sliding scale, such that a step away from one is a step toward the other.


That’s not how the Communist Party sees it. China’s authorities are willing to dismantle the shackles of explicit state control and to replace them with markets, but they fully retain the right to intervene whenever they don’t like what markets are doing. They are willing to trust the economy to the magic of the open market — but only up to the point where they’re happy with the outcome. Crucially, the state doesn’t need monopolies or price controls or direct ownership in companies — the traditional trappings of state control — to get what it wants. Instead it intervenes in ways that are informal, ad hoc, and in many cases invisible to outsiders.


It was during a casual conversation with a senior official responsible for regulating China’s financial system that I first started to understand how Chinese authorities see their relationship with the market. We were sitting opposite each other in his office, separated by a coffee table piled high with recent issues of The Economist and the Financial Times. It was 2013, and there was mounting disbelief outside China that bad loans in the country’s banks could account for only about 1% of their total assets, as was claimed by the official data. Given the pace of lending and the scale of dubious construction projects around the country, that number seemed preposterously low. Are we really expected to believe the numbers? I asked.


“If China were to declare that nonperforming loans were in fact much higher than thought, does anyone really benefit?” he said, without directly addressing the question. His answer caught me off guard. I’d been raised in an economic tradition in which transparency was inherently a good thing. My interlocutor was laboring under no such preconceptions. Such a revision would be extremely costly, he said. To meet international standards, the banks would have to sell shares at fire-sale prices in order to quickly raise more capital. Meanwhile, banks would have to foreclose on loans, seizing land, factories, and whatever assets they could in order to claw back what they were owed. Companies that might otherwise return to financial health if they could only hold on until better times would be forced into bankruptcy.


He called the approach “trading space for time,” which was the World War II strategy used by the Chinese Nationalists after they lost Shanghai to the Japanese. Faced with better-equipped and better-trained invaders, the Nationalists withdrew to China’s far west, ceding much of the country to Japan. The hope was that the pursuit would exhaust the enemy as they traveled farther from their base and overextended their supply lines, ultimately buying the Nationalist army time to regroup and counterattack.


There was a certain appeal to his reasoning. Why should China endure unnecessary pain if the authorities could just waive the rules for a while? (Of course, the strategy works only if authorities use the time they buy to clean up the mess. Five years after that conversation, the scale of the problems has only worsened.) But waiving the rules meant that banks could avoid raising the capital they needed to cover their bad loans; it meant the market didn’t have accurate information with which to value Chinese bank shares; and it meant that the public had a falsely positive view of the health of the economy. The state — or at least a group of officials — took the opinion that the national interest warranted deceiving the market.


THE RESTLESS HAND


Misleading and inaccurate data is a widespread problem in China. In 2010, then–party secretary of Liaoning Province Li Keqiang (he would be promoted to premier two years later) allegedly told the U.S. ambassador that China’s GDP data was basically manufactured, confirming widely held suspicions. Internationally there is so little faith in China’s GDP figures that they’ve become a punch line. “I am always amazed at the alacrity with which they report their [GDP] numbers. Kind of like Radar on [the old hit sitcom] M*A*S*H, they seem to know their numbers before the quarter is over,” Richard Fisher, president of the Federal Reserve Bank of Dallas, said to general laughter from the Fed board in 2009 after he returned from a trip to Beijing.


Nearly all of China’s statistics suffer from a credibility deficit. The urban unemployment rate has hovered around 4.1% for more than a decade, abdicating any claim to realistically reflect actual joblessness. The official inflation rate remains reassuringly low even as residents of Beijing and Shanghai complain to anyone willing to listen about the rising cost of living. Premier Li, in conversation with the U.S. ambassador, said that all of China’s official statistics are “for reference only.” And it’s not just statistics that fall victim. The media is kept on a tight leash, constrained by daily lists circulated by the Party that dictate what issues can be reported on, and another list of words not to be used during coverage of certain stories.


Meanwhile, any source of information that contradicts the official version of things — or somehow embarrasses the powers that be — quickly feels the chill wind of state control, as China’s private investigations industry found in 2012. Partly as a result of Huang and Carnes’s sleuthing, it became clear that the problem of fraudulent U.S.-listed Chinese companies was more than just a case of a few bad apples (the SEC would eventually deregister more than sixty Chinese companies for various violations). Rather than step in to weed out the shysters or to cooperate with the SEC to see that justice was done, Beijing just cut off access to various company documents that had previously been freely available and that the shorts had drawn heavily upon in their investigations. There was no formal directive, just oral instructions to government officials. Then, in April 2012, Beijing cracked down on the investigators whom shorts had been using to do their on-the-ground research into suspect companies. Overnight about one thousand people were detained. An American I knew who worked for an investigations company packed a bag and gave his apartment key to a friend so that if he had to hightail it to the airport, never to return, then at least someone would be able to pack up his belongings.


The upshot is that all this government meddling makes China’s economy incredibly opaque, not only to foreigners but to the Chinese as well. But this control of information — be it the massaging of data, faking it outright, turning a blind eye to its misreporting, rationing its publication, or cutting off its availability — is not the root cause of China’s opacity. It is merely a symptom. What makes China so opaque — and, indeed, what gives the government such control over information in the first place — is that its rules are fluid.


The bedrock of the free market is a level playing field where the rules apply relatively fairly and equally to everyone, including the government. In other words, markets need the rule of law to be in effect if they’re to function properly. But as a one-party state, China has none of the constraints on state power that we take for granted. There are no elections to remove unpopular governments. There’s no division of power among the executive, legislative, and judicial branches of government. The Party is in charge of all three, as well as every provincial, city, township, and county government. Moreover, the courts are political, subject to the influence of both the Party and the government, thereby freeing the state from being bound by its own rules. The government can bend the rules, ignore them, or manipulate them as it sees fit. It can deploy the police for explicitly political purposes. Rules are simply a tool of governance, not to be adhered to but rather to be applied — or ignored — in the service of any given agenda.


In a 2008 interview with CNN, Premier Wen Jiabao explained the interplay of markets and government power like this: “We have one important piece of experience of the past 30 years, that is to ensure that both the visible hand and invisible hand are given full play in regulating the market forces,” he said.


That sounds reasonable. After all there’s no such thing as a perfectly free market. Even in liberal democracies, the government’s visible hand is everywhere, imposing rules to regulate safety and health standards, and environmental emissions, and workers’ pay, and financial-sector risks. It creates a framework within which the market operates.


But in China the visible hand doesn’t simply build a framework. In the interests of achieving the outcomes it wants, it meddles constantly. The presence of the visible hand is so pervasive that the Chinese instead refer to it as xian bu zhu de shou: the restless hand.


Its interventions sometimes take the form of a whispered directive, as in 2010 when privately owned cooking-oil producers complied with a direct order from Beijing not to carry out planned price increases. Sometimes it intervenes by changing the rules by which markets operate, such as in its inclination to impose moratoriums on new IPOs whenever it fears that an increase in the number of stocks will depress share prices. Sometimes it tries to mold the attitudes of market participants by controlling the supply of information, as when a private-sector provider of independent data on China’s housing prices — data that showed prices rising faster than what official numbers suggested — suddenly ceased publishing in the name of “social stability.” And sometimes it operates within a black box, such as in the way it manages the value of the currency despite having set up a mechanism that, to all outward appearances, allows the value of the yuan to be set by market forces.


In effect, the government creates market infrastructure but then fiddles with the rules or applies them inconsistently, ignoring them when necessary and drafting them in ways that allow them to be flexibly interpreted. That has allowed the state to blur the line between public and private. Private companies require the beneficence of the state in order to function, whether it be to secure permits or licenses, to avoid anticorruption scrutiny — warranted or otherwise — to obtain subsidies and tax waivers, or to be treated fairly by the courts. Consequently, authorities are able to co-opt private companies, much to the consternation of governments in liberal democracies that, on principle, welcome private investment regardless of where it comes from.


Internationally, investment by private companies typically undergoes far less scrutiny than investment by state firms does, but China’s private companies pose a problem, because they increasingly seem to be acting explicitly in the interest of the Chinese state when they go abroad, by acquiring high-tech firms in sectors that are central to Beijing’s industrial policy. That’s not simply coincidence. China’s authorities have an incredible amount of discretion to impose their will on markets and firms alike, giving them power to manage the economy beyond anything bureaucrats in liberal democracies could ever dream of. However, this power isn’t concentrated in the hands of a small group of officials in Beijing. Such discretionary power is shared, to some extent, by every level of government. And it’s subject to rampant abuse.


Early in 2015, Wu Hai, the fortysomething CEO of a chain of midtier hotels, wrote an open letter to Premier Li Keqiang. Not knowing how to get the letter to the premier, he posted it online. It went viral. “Government officials are natural born sons, state firms are the children of concubines, and private companies are the offspring of whores,” he wrote with great candor. “Although we all share the same father . . . us sons of whores have no choice but to offer our right cheek once our left has been slapped.”


The letter was the result of years of frustration over the near-constant abuse his business had suffered at the hands of the bureaucracy. Wu, who at the time of writing the letter had sixty-five hotels and was building another fifty across thirty cities, said that the complexity of China’s bureaucracy meant that he had to deal with more than a thousand different officials, ranging from tax collectors to fire-safety inspectors. He complained about all of the inconsistent rules, arbitrary fines, and officials who always had their hand out.


It’s probably not much of an exaggeration to say that every private businessperson in China has similar stories. One businessman I know who runs a consultancy in Chongqing complains that the local tax man invites himself over for tea once every quarter. The businessman dutifully slips the tax man an envelope full of cash as the official prepares to leave, the cost of insuring against having a dozen more tax officials camp out in his office for a couple of weeks while doing an audit. At the extreme end of the spectrum, I met another man who told me that his finance company had been expropriated by a local government. He and his partners were called in to city hall, told to put their phones in a box, ushered into a room that was allegedly wired to prevent electronic eavesdropping, and instructed to sell their company at a fraction of its market value to three companies whose names were written on a piece of paper they were handed.


“All the entrepreneurs [whom I heard from afterward] supported me 100% . . . Some said that they cried [when they read the letter],” Wu said a few weeks after posting his letter. The letter eventually got the premier’s attention and was republished in the state media. The letter jibed with one of Premier Li’s pet peeves. Following is an extract from a speech he gave in 2013:
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