Countervailing Forces: Values in China
As we noted in “You’re Missing the Point”, part of the revaluation of the CNY is coming from the inside, which means wages and prices for certain goods and services are being revalued, in current CNY, against prices of similar goods and services, in other major world currencies.  We have talked to foreign owners of productive capacity, in China, who have experienced 50 percent wage increases, every time that they have added an additional factory over the past several years.  Although the official inflation numbers are around 8 percent per year, we have experienced inflation of about 20 percent, in our neighborhood of Guangzhou, which has both foreigners and local Chinese.
The deficit, in China, of information about the rest of the world has worked for the rest of the world.  Unawareness of world prices has kept prices of Chinese goods at a low level for the rest of the world.  Indeed, the policy of pegging the CNY to where it is has fueled the export markets, in China, which would dry up, if the CNY were allowed to freely float and reach an equilibrium price near its true purchasing power parity rate vis-à-vis other major currencies.  Most Chinese are wise to the fact that there is some sort of gap.  I see it every time I enter a shop.  Just the other day, Ayu and I went to a shop that sells antique teapots, among other antiques, in jade and ceramic.  We went in separately and didn’t acknowledge one another.  I even pretended that I could only speak English.  While a girl assisted me in looking at teapots and giving me prices, Ayu and the owner sat and talked.  He told her, in front of me, assuming that I understood nothing, that he does not like foreigners and charges them twice as much as he would charge her.  Indeed, as we priced some of the same pots, in the end, he actually quoted prices to her that were only about 15 percent below those quoted to me, so he did not even tell her the truth, assuming that she did not understand English.  
In most cases, the people, here, think that all foreigners are rich, but, then, they are missing the point.  They see foreign kindergarten teachers earning ¥15,000 per month, while they might be earning ¥800 per month as an apartment security guard or even ¥1,500 per month working at a foreign business, like Starbuck’s.  In terms of the USD, for example, the kindergarten teacher is being paid about $2,000 per month, which is probably around the going rate, in the U. S.  The teacher is drawn to the job, on the other hand, because the local purchasing power of her wages is much higher than the U. S.  Others, like those who work in a clothing or electronics factory that exports all of its volume, are becoming aware of the gap between the production cost and ultimate sales prices in foreign markets.  In turn, they are demanding a piece of the action, and prices are creeping up.  Shipping costs, too, are rising, as they are determined in the world market, not in local currency buying power.  Indeed, the locals have been relatively unaffected by the shock in world energy prices since prices are subsidized.  Gasoline is still relatively cheap: I have a private car take me to the university where I teach finance and economics, part time.  His round trip mileage is about 80 miles; my cost is around $15.  My gas hot water heater and stove cost me about $5 per month, although my home electricity costs seem to be more in line with world prices, about $100 per month.  In fact, because of the high cost of electricity, most people conserve on electricity.  Here, in Guangzhou, even though it is around 100o F, right now, I can see that my neighbors have their windows open, rather than turning on the air conditioning.

Indeed, there is an underlying desperation to get ahead, financially: to get rich, quick.  Although the current generation has no actual memory of the harsh reality of life, a half a century ago, their parents and grandparents do.  For the past two decades, in a China that has allowed entrepreneurship, many people have started their own businesses and have gotten rich, and others envy that.  Of course envy breeds greed, and greed is not good.  As we used to say on Wall Street (but, apparently, not any more), “bulls make money; bears make money, and pigs either end up broke or in jail.”  Those factors lead many people to desire to start their own businesses, but they have no clue what starting and running a business really involve.  They blindly believe that opening the doors to a business will result in instant wealth.  They do not realize that they need a cushion of startup costs, and the fail to properly develop a longer term strategy to be in business.  They also think that they can charge any price that they like.  Many have no idea that some basic marketing is involved to get people to the doors of their business.  Even the students that are in my economics and finance course at the university should know better than that.  In finance, they learn that startup costs involve more than money to purchase equipment and that the focus of a business investment should be on present value of all future cash flows, not profit.  In basic economics, they learn that there is a sales price that maximizes current profits: prices, either higher or lower will diminish profits.  As a result, in the microcosm, which is my neighborhood of Guangzhou, I see small businesses of all types begin and end, sometimes, in a matter of days.  I see high-rise apartment and office buildings sitting partially finished for years, maybe, never to reach completion.  In both cases, people have not thought out startup costs: they do not understand the basic tenets of finance.  They have not considered the importance of marketing to get money to start their ventures, properly, or to get people in their door. Then, when people do come in, items are often priced above the market, so they get no business. 
It is that same get-rich-quick desperation and greed, combined with easy on-line or cell phone brokerage, which led to the recent bubble in the local stock markets.  It was the same pyramid scheme that I saw in the U.S. markets, in the late 1990’s.  I believe that another element that contributed to that bubble is the bubble that is finally bursting in the real estate market.  Even in the fours years that I have lived, in China, people have doubled their money, in a very short time, by buying an apartment.  Greedy friends seeing other friends make such hefty returns, in real estate, jumped on the bandwagon, if they had the wherewithal to do so, but eventually, those that did not, jumped into the stock market, which had a buy-in.  

As far as I can reason, there has been a total disconnect in the housing market.  Someone recently offered ¥1.2 million for the apartment that I rent.  I pay ¥3,000 per month to rent the place.  Debt service on ¥1.2 million would be around ¥8,000 per month at 7% interest.  Thus, the buyer of this apartment at that price would lose ¥60,000 per year before any tax effects, which, in any case, could not close that gap.  A foreign buyer might hope to profit on a gain from currency over the longer term, if prices held, but, if currency prices do revalue to where we expect them to finally settle, he would have to also make his mortgage payments at a much greater foreign currency cost because of the gap.  We have been advising friends for years not to enter the real estate market, but sometimes greed also rules foreigners thinking.  In the mean time, the government has also been trying to stem the speculation.  They have raised down-payment requirements from zero, several years ago, to as much as fifty percent, today.  They have raised mortgage interest rates over the last several years by several percentage points.  They have also installed new capital gains tax penalties for turning over real estate before a three-year holding period. 
We had been advising friends and clients to avoid the Chinese stock market for the past year or more.  At this point the market is down about two-thirds from its heady bubble peak, and we still believe it has more to go, despite other advisors’ recommendations to the contrary.  Collectively, losses in the stock market are in excess of ¥10 billion.  Moreover, markets of all assets are connected, eventually.  Hard asset markets, like real estate, and soft asset markets, like securities, usually experience flows between one another, depending on the economic reality of the time.  The normal pattern of flow is from soft assets to hard assets when the economic outlook is deteriorating: hard assets are supposed to represent a safe haven.  Then, the money flows the other way when the economy turns around.

We have seen that pattern distorted, in the last decade in the U.S., with the final result the mortgage market crisis that has spread to other financial markets, on a worldwide basis.  In the U.S., in the late 1990’s, the apparent greedy wealth generated by the bubble stock market led people to use that extra phantom wealth to bid up real estate values: I sold my 18th century estate/country inn, in 2000, when the real estate market was heating up.  The stock market bubble burst,, in year 2001, generating 80 percent losses, in the more speculative NASDAQ market.  That led people to borrow against their real estate to prop up their life styles or to sell into a real estate market that had an early start from the phantom stock market wealth.
In China, it appears that a similar pattern is emerging.  The gains in real estate led people to speculate on stocks.  That led to a bubble in the stock market.  The problem is that there was already a bubble in the real estate market, the phantom wealth allowing some to speculate in stocks and others, from envy, to follow those stock speculators.  However, now that people have lost two-thirds of their money in the stock market, there is no safe haven, in real estate, because there is another bubble in that market.  Indeed, we have finally been vindicated in our advice about real estate: real estate prices have come down between ten and fifty percent, in the last several months, depending on the particular metropolitan market, and it will probably continue to decline to more reasonable levels, as time goes on. Again, it is the connection between hard and soft markets that is at work.  People have lost billions in the stock market, but they cannot go out and embark on the kind of borrowing frenzy that is possible, in the U.S., because it is not available to them.  The result is that people are being forced to liquidate their bubble real estate holdings.  However, that is happening at a time when people have lost wealth in the stock markets, while the ability to speculate in real estate has been damped by down-payment, interest rate, and tax changes over the past several years.  As a result, the air is finally beginning to come out of the real estate bubble.  Given that the value of residential properties, total, was on the order of ¥2 trillion, an average loss of even 10%, nationwide, will result in a loss in wealth of the order of several hundred billion, outstripping stock market losses by an order of magnitude, at least
On top of the losses from these bursting bubbles, which will cost the Chinese population, perhaps on the order of several hundred billion Yuan, the snow storms, last winter cost ¥50 billion, the earthquake, last spring, is stacking up costs of several hundred billion, and the mandatory closure of many factories, in the vicinity of Beijing, during the Olympic games to limit air pollution, cost several billion more.  All told, these losses in accumulated wealth are stacking up to around a half a trillion or more Yuan: that’s no small piece of change.
Another monumental event has occurred, this year, in China: a revamped labor law.  Labor law has been developing since 1978.  A system of law was enacted for state-run enterprise, in 1986, and for general labor, in 1994.  The new law, while eliciting complaints from business, is really directed at fairness for the common laborer.  We have also heard (our ear to the ground) that the motivation for the new law, beyond the basic fairness that it brings with it, is to transform China from its image of cheap goods from sweat-shop-wages companies to a producer of quality goods with a shift from clothing and shoes to higher tech.  The gist of the law is to require formal contracts that specify hours and wages, including overtime rates for overtime work, and to make formal arrangements for social welfare costs (you can download the new labor law, in English or in Chinese, on the In Country Analysis page of our website for all the details), which can include food and housing, in addition to retirement plan funding.  The result has been to raise prices for labor by about one-quarter or more above the rate that existed last year, in one fell swoop.  Although the one-quarter figure is an average that we have heard, in reports about the affect of the law, some business owners that we have talked to have reported increases of as much as forty to one hundred percent, requiring them to increase their product prices by as much as twenty percent.  Thus, for a business whose labor cost is 25 percent of revenues, the increased labor cost would require a price increase of about 10 percent.  For a company whose cost is 50 percent of revenues, the required price increase, to be even, would be 20 percent.  From what we have gathered, in our research into the matter, so far, the result will be a general increase in prices of between 10 and 20 percent.  Some people have even been forced to close their businesses.   Others are moving their operations to the northern part of the country from the south.  Coupled with the revaluation in the Yuan that has already occurred, Chinese goods have increased in price, relative to the West by about 50 percent or more, most of it, this year.
Evidence of this attempt to shift to higher tech can, for example, be seen in Lenovo’s purchase of IBM’s micro computer business, recently.  However, as an expert in takeovers, I can tell you that such a move would be considered ill-advised, in the West since, as far as Western business is concerned, microcomputers have become a fungible product since the 1980’s and the novelty of the product has passed, long ago.  Companies, like Dell Computer and Gateway, are no longer the darlings of Wall Street that they were in the 1990’s.  Indeed, the purchase of Compaq by Hewlett Packard, in 2001, led to the downfall of Carly Fiorino, the CEO of HP who pushed the deal through.  The push for higher tech can also be seen in the current government’s new emphasis of science. At a meeting of China’s scientific community, last year at the Chinese Academy of Science, President Hu Jin Tao threw down the gauntlet for scientists to challenge other countries in high tech.  Again, China is playing catch up.  In the early days of the communist regime, in China, scholarship was deemphasized, and academicians were persecuted and “reeducated” in labor camps.  Before that time teachers were revered, but the Cultural Revolution sought to make all people equal by knocking those, who were held in high regard, off of their pedestals.  The net result is that, several decades later, there is a dearth of scientists, in the country.  Another consequence of that prior leveling of the academic community is that the pre-college educational system is also in a shambles: it emphasizes memorization and rote learning rather than creative thinking.
Then, there is a worldwide recession, currently, in the cards.  China has relied on exports for about one-third of its GDP.  The mispriced Yuan and underpaid labor have been the twin engines, driving that growth.  It has also relied on strong economies in the rest of the world to purchase that production.  Since coming to China, 4 years ago, the Yuan has gained about 20 percent against the dollar and a little over 10 percent against the Euro.  Subsidized energy prices have also helped Chinese business.  While my sisters, in Pennsylvania, have seen gas prices double since I left for China, only ¥1 added to my taxi fares (average of about 5 percent on a ride), about 10 percent has been added to my rate for private transportation, and similar amounts for electricity and gas, at home.  The subsidies help with energy expenses of businesses but also on local transportation costs.  In the mean time, rising energy costs, in the rest of the world, have caused increased production and transportation expenses, the latter having a real bearing on the price of importing goods from China, and have helped to push the world into an economic slowdown, at least, and real recession, in many countries.  Both results make Chinese imports still less attractive.
We believe that all of these forces will have a dramatic effect on the economy, as a whole, in China, including the markets for exports from China.  The mispriced Yuan has had a double edged affect on the average person, in China.  It has increased the country’s wealth by fostering a large jobs market by building up a market for export goods.  On the other hand, the mispricing, along with heavy import duties, has made imported products particularly expensive for the man on the street.  I can buy lunch at a local restaurant for a week for the same price that I pay for a small bottle of Listerine.  As the Yuan strengthens, it diminishes the attractiveness of exports, while making imported products more reasonably priced vis-à-vis locally produced products.  That means that more and more people will be able to switch to imported goods as the price of the Yuan moves to where it should be on purchasing power parity.  In turn, that will have an affect, not only on the export component of China’s GDP, but also on the GDP for internal consumption.
There is one final ingredient to this complicated equation of interconnected countervailing forces.  Since the Yuan is controlled by the government, the central bank of China is the sole purchaser of foreign currency.  In exporting goods from China, the balancing side of the transaction is that foreign currency flows into the local banking system.  Export goods are cheap to the rest of the world because of the undervalued Yuan but foreign currency is bought by the Chinese at an excessively high price.  In the last available balance sheet that is published on the central bank’s website, foreign assets accounted for about half of the total assets of the central bank.  Indeed, as the Yuan revalues, all of that foreign currency in the banking system, as well as all of the foreign debt that China has bought to help its trading partners offset their current account deficits with balancing counter flows of investment funding, becomes less and less valuable, in terms of local currency.  Even now, the central bank is beginning to feel the pinch of not well thought out foreign and domestic investment policies and the devaluation of its hoard of foreign currency, which it accumulated on an extremely undervalued currency, all of which are losing value as the country now tries to take itself from low-tech, too cheap labor goods at low prices, based on an underpriced Yuan, to higher-tech, more fairly priced labor goods, while trying to also adjust its currency to a reasonable purchasing power parity value.  In that regard, the banking system, and its ability to achieve that latter goal, seems to be caught in the crossfire of all of these countervailing forces.  From our point of view, it appears that the same lack of thinking through the longer term planning that is part of basic finance has resulted in a macrocosm that mimics the microcosm that we discussed, earlier in this analysis.
Although it may still take several years, our belief about the roll of China, in the whole world economy, is that it will be transformed into an economy, in which foreign businesses will invest to build plants to produce products for both China and for the rest of the world.  That will happen as not only the Yuan revalues, but also as restrictions on foreign ownership of local businesses improves. There are still restrictions on foreign ownership of stock in Chinese companies and on foreign direct investment, although the latter has been changing.  I have met people who have been in China doing business for the past decade.  Before the changes in ownership rules, some married Chinese so that their spouses could be the owner-in-name of the business, or they made side agreements with local residents to be the titular heads of their companies.  Even now, when I can open a foreign-owned Chinese business, there are more restrictions and requirements for me to do so than would be for Ayu.  Although it is not the future that China imagines for itself, Chinese laborers, of which there are so many, will have jobs and will be happy.   The other side of that same coin is that exporters from other countries will be happy to supply their products to the huge Chinese market, and the Chinese buyers will be grateful to be able to buy them at reasonable prices.   The other shoe that must someday drop is regulation, and its consequent cost in production, to address the pollution problem. 
At Red Hill, Leona Craig, and In Country China, we have been shifting our emphasis and nudging our businesses to align with the coming reality for some time.  We believe that there are still opportunities for exporting average goods from China, and we will assist you in doing that through our Red Hill China Trading division.  At In Country China and Red Hill Capital, we are laying the groundwork for moving investment capital into China from foreign investors, while continuing to offer insightful business assistance to those looking at the Chinese markets for whatever purpose.  In our Leona Craig on-line business, which is still in the process of setting up all of the infrastructure for on-line purchase, we are focusing on the art of China.  
We have always been involved in the art markets, and, although China’s art market is very old, the rest of the world has not really been introduced to its art.  Many people might think of expensive Ming vases or airy watercolor paintings of mountains or rivers, both of which might not fit in very well with western furnishings or decorative art.  To us, at Red Hill, art covers a much broader spectrum, in general.  There is art in clothing, art in leather goods, and art in cars (of course the British and the Italians will always have a monopoly on that).  Therefore, at Leona Craig, we will offer some of the artful clothing and leather goods that we have come across, in China.  We have already found some beautiful Qi Pao dresses and Tang shirts that won’t make a Westerner feel like she or he is trying to look Chinese, but only cool, elegant, and ahead of the in crowd, in fashion.  We have also discovered some other artfully-done clothing, as well as attractive leather accessories with an artistic accent.  Meanwhile, we have been searching the whole country for artists who make beautiful teapots (as well as other art), today, and we will even be offering some antique teapots from famous artists from the past out of our personal collection, in addition to those artful teapots from contemporary artists.  We will be offering impressive bronze sculptures that will not be out of place with western decoration.  The Chinese are famous for their ability to copy, and we will be offering incredible reproductions of famous oil paintings that can fit the ordinary budget.  In paintings, we will offer lithographs and originals of traditional Chinese art, as well as modern paintings and sculpture by current Chinese artists.  We have also found some beautiful needle point pictures that we will offer, some relatively inexpensive, others with more intricate details and themes and higher prices.  We have also found some producers of beautiful decorative glass objects, including figurines and vases that will fancy up any home decorative scheme.  China has always also been famous for its jade.  Final entries into our on-line, art-oriented business will, therefore, be offering of objects carved in Jade, small and large of various hews and colors.
The art markets, in China, are still relatively inefficient: from reproductions of famous art to real local art, past and contemporary, formal and folk art.  That inefficiency, coupled with the still undervalued Yuan, will allow both us and you, through us, to take advantage of one of the still undervalued markets, in China: the art of China from Leona Craig.  So, be sure to not only return to our In Country Analysis page for insightful information and analysis of business, in China, but also look for the opening of our on-line catalogue of the art of China: Leona Craig.  In the mean time, Red Hill Trading can assist you with your common or extra ordinary exports from China

· As if to confirm our outlook on the Chinese economy, on September 15, 2008, the Central Bank of China, for the first time in 5 years, lowered interest rates by 27 basis points and also lowered, by 1 percentage point, the reserve ratio for medium to small-sized banks.

· Continuing the trend, on September 16, 2008, the Shanghai Stock market index broke below 2000, which we have been calling for, for months (See our article about the Chinese Stock Market, also, on the In Country Analysis page of our website).
· Even the uncertainty of the investment climate in Macau is uncertain.  After hotels and casinos began a new building phase over the last few years, the government did an about face and decided to limit new construction and casino licensing and also limited visas for people from the mainland, who account for about 60 % of casinos business.  We recently went to Macau and went into the new, highly touted, Wynn hotel and casino.  It was a Saturday, and the casino was more like a morgue.  
· The latest reports on the housing market, in China, now show that in some parts of Shenzhen, prices are down almost 50% by the end of September, and the price in Guangzhou was down another few percent, last month.  China, again, made rate cuts in interest and reserve requirements, last week.
· In this week’s news, in the first week of November 2008, A major export clothing manufacturer who had way too much inventory build up from lack of export business had a yard sale in Guangzhou, selling at deep discounts to the locals.  Also, reports from the world-renowned Canton (old dialect name for Guangdong) Trade Fair are that attendance and orders were down better than 30 percent from the last trade show, in the spring.  It was also recently reported that, to date this year, over 67,000 small businesses, in Guangdong Province, the location of the famous Pearl River Delta, one of the major engines of industrial growth, in China, have closed down, due to higher costs and lower foreign demand.  More importantly (to us, at least), for the first time since the announcement about tainted milk, I was able to get milk at my local grocery market that was dated past August.  Although it was reported that all of the tainted milk was destroyed months ago, there was another report about more being destroyed a week ago, and I still see milk dated August or July in most of my local convenience and grocery stores.
·  At the end of 2008, developers with inventories of 89,000 new apartment units in Guangzhou decided to offer them at a discount to try to get them sold. 
· Recent reports say that 670,000 businesses, in China, closed last year resulting in 6.7 million lost jobs.  Even though the official unemployment rate is 4.2 %, a recent report by a Chinese university put urban unemployment at over 9%.  The Chinese economy grew only 6.8 % in the last quarter of 2008.  Meanwhile prices of the Euro and the British Pound have dropped by more than 30%, in the last 4our months, which puts even more pressure on exports.     1/26/09

· You can read more of our thoughts about the art market in our newest analysis of markets and the economy, in China, in The Chinese Art  Markets, also on the In Country Analysis Page of our website: https://www.redhill-china.com/In_Country_Analysis.htm 
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