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What China's new governor should do

Five tips for Zhou's successor Yi Gang
David Marsh® Adam Cotter? John Adams®

Yi Gang, the new governor of the People's Bank of China, must discharge some
important unfinished business in his country — and meet additional global challenges
only now emerging.

Yi, 60, takes over from Zhou Xiaochuan, retiring aged 70 after 15 years in the job,
at a time when Beijing is placing greater emphasis on controlling risk in a Chinese
financial system that even leading officials admit contains dangers of implosion.

At the same time, in view of a leadership vacuum in world politics and economics
stemming from US unilateralism, opportunities for China from its own brand of
targeted monetary internationalism are greater than ever. As a former head of the State
Administration of Foreign Exchange, which manages China's $3.1tn stock of foreign
currency reserves, Yi has a natural leaning towards international affairs.

Domestic preoccupations will however loom large. Concentration of political,
economic and financial power is now firmly with the Communist party, with President

Xi Jinping at its head. The government's control of currency and monetary policy is

likely to strengthen further under the stewardship of Vice-Premier Liu He, now given
wider powers as the country's supreme economic technocrat.

Although far from enjoying the independence of his western counterparts, Zhou,
softly spoken and persuasive on the world stage, had been at the forefront of an

unparalleled period of Chinese expansion and liberalisation.

! David Marsh is Chairman of OMFIF
2 Adam Cotter is Head of Asia at OMFIF
3 John Adams is Chief Executive of China Financial Services and a Member of the OMFIF Advisory Board
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The task now for US-educated Yi — a deputy governor since 2008 — is to continue

this progress while assuring investors and policy-makers that China is a safe place to
deposit assets and build businesses. He will also form part of the effort to show the US,
Europe and the rest of Asia that Beijing can be entrusted with a rising share of world
economic decision-making, in the absence of coherence in the US.

Here are five recommendations for Yi:

1. Intensify attempts to rein in mounting debt through strengthening watchdog
activities — where the PBoC has recently been given enhanced regulatory powers — and
promote financial sector reform. Zhou and other officials have often highlighted asset
bubbles, dangers from shadow banking activities and high debt among corporates and
households. Yi must show he can preside over effective remedial action.

2. Make a special effort over curbing hazards in public private partnerships — a
fast-growing area of the Chinese economy that has expanded partly because local
authorities have been trying to offload debt towards private investors. PPPs are a hidden
danger for Chinese borrowers, lenders and regulators that will grow over time.
Although this form of buttressing growth through new vehicles for debt and equity
financing has its uses, Yi should show he is aware that it could become addictive and
even lethal. Many PPP legal contracts are poorly understood and unenforceable.

3. Enhance efforts at currency internationalisation, continuing the renminbi's
advance after becoming part of the International Monetary Fund's special drawing right
in October 2016. Providing a framework for capital market inflows and outflows,
within the constraints of China's continuing capital controls, could provide a bubble-
mitigating safety valve for pent-up domestic investment demand. This would also
create a way for international investors, including central banks and sovereign funds,
to diversify assets.

4. Build on existing campaigns to reinforce international monetary co-operation.
The sometimes-mooted idea of building a currency swap network with the US Federal
Reserve seems unlikely to materialise. However, partly because of worries about US

unilateralism, Japan and China appear to be trying to improve co-operation as well as
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bilateral portfolio investment. In line with an increase in regional trade and Asian

financial collaboration, Yi could step up similar efforts elsewhere in Asia, including
through the Belt and Road initiative. Some observers say this vaunted plan to
expand infrastructure investment throughout Eurasia could itself become an
untameable source of risk.

5. Strengthen initiatives on improving transparency and reliability of Chinese
economic statistics. Under Zhou's tenure, China has made considerable strides, for
example in improving Beijing's co-operation with the IMF, the Bank for International
Settlements and other bodies. More could be done to heighten the credibility of
mainstream economic data. Yi could support efforts to improve understanding of how
central banks are holding a greater number of reserve currencies — including the
renminbi — as well as gold, in line with the PBoC's own considerable reserve

diversification over the past decade.
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Specie-Based and Credit-Based Systems

Specie-Based System
Assets Liabilities
Gold/Silver Banknotes/Deposits
Credit-Based System
: Liabili
Loans to Private and Public Sectors Banknotes/Deposits

Prepared by Prof. Steve H. Hanke, The Johns Hopkins University
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A Cautionary Tale of Public-Private Partnerships:

John Law and the Mississippi Company
Steve H. Hanke!

With today’s high stock market multiples and the current crypto currency craze, a
great deal of ink is being spilled about bubbles or potential bubbles. Just a few years
ago, in the wake of the Lehman Brothers bankruptcy, the wags were all in a flutter about
the alleged post-housing bubble, the ills of austerity and the need for interventionist
economic policies. Yet another bubble story.

In an attempt to make their reportage more interesting, financial journalists and
op-ed writers often tend to put a speculative episode or event in the fundamentally
inexplicable bubble pigeon hole. Indeed, bubble explanations are often clutched as a
first, not a last, resort. As Peter Garber, the leading expert on bubbles, laments in his
classic Famous First Bubbles: The Fundamental of Early Manias(The MIT Press,
2000):

“Bubble” characterizations should be a last resort because they are non-
explanations of events, merely a name that we attach to a financial phenomenon that
we have not invested sufficiently in understanding. Invoking crowd psychology — which
is always ill defined and unmeasured — turns our explanation to tautology in a self-
deluding attempt to say something more than a confession of confusion.

Indeed, the banal explanations of Tulipmania have diverted all attention from the
analysis of the market fundamentals that were involved. And again, another edifying
Garber lament on the so-called Mississippi and South Sea Bubbles:

The bubble interpretation has relegated the far more important Mississippi and

South Sea episodes to a description of pathologies of group psychology.

1 This article appeared on Forbes.com on March 6, 2018.
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This brings me to John Law and his Mississippi Company, which was established

s
4

in 1717 and collapsed in 1720 and is a standard reference that accompanies most
discussions of bubbles and Ponzi schemes. In fact, the only obvious connection between
Law’s Mississippi Company and bubbles and Ponzi schemes is that their values have
gone up and then down. This fact should fail to merit mention.

What merits attention is that Law was an economist of note and a precursor to John
Maynard Keynes and Keynesian economics. Indeed, Law’s Essay on a Land
Bank (1704) and Money and Trade (1705) brought high praise from no less than Joseph
Schumpeter, who wrote in A History of Economic Analysis (1954):

John Law (1671-1729) | have always felt in a class by himself. He worked out the
economics of his projects with a brilliance and, yes, profundity, which places him in the
front ranks of monetary theorists of all time.

John Law’s link to today’s economic and financial turmoil and policy debates is a
Law-Keynes linkage. Like Keynes, Law thought the economy could be stimulated by
grand public works and public-private partnerships. Indeed, both economists supported
the idea of an active, interventionist government. That said, Keynes curiously avoided
mentioning Law when noting the antecedents to the ideas contained in The General
Theory of Employment, Interest and Money(1936). Perhaps Keynes didn’t want to be
associated with Law’s Mississippi System — a grand project that ended in failure.

The opportunity for Law to implement his ideas arose after Law learned that the
Duke of Orléans, his good friend, had become the regent of France. In 1710, the
Scotsman emigrated from London to Paris. France was in financial trouble. Among
other things, it was in partial default on its bonds. In consequence, the regent was
susceptible to Law’s proposals.

In June 1716, Law launched his first big project. It was then that the
BanqueGénérale was established. It issued paper money that was not fully backed by

specie (gold or silver). Instead, government bonds were used to back 50% of the paper
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money issued by the BanqueGénérale. This fractional reserve setup was approved by

the Crown, and the Banque’s paper money was granted legal tender status.

This represented a breakthrough for Law because one of his ideas was to replace
specie-based banking systems with credit-based systems. Instead of counterbalancing
banks’ liabilities (paper money and deposits) with gold or silver assets, the liabilities in
a credit-based system would be counterbalanced with loans. The T-accounts below
highlight the differences between these two systems.

Specie-Based and Credit-Based Systems

Specie-Based System

Assets Liabilities
Gold/Silver Banknotes/Deposits
Credit-Based System
Assets Liabilities
Loans to Private and Public Sectors Banknotes/Deposits

Prepared by Prof. Steve H. Hanke, The Johns Hopkins University

Interestingly, the international monetary system today looks a great deal like the
credit-based system envisioned by Law. Indeed, in 1971 — 300 years after John Law’s
birth — the international monetary system abandoned the last vestiges of the gold
standard.

Law’s next venture was the establishment of the Mississippi Company. It was
granted monopoly rights for trade and development in France’s Louisiana and Canadian
territories. And through a series of takeovers and mergers, it became a giant holding
company that controlled a vast empire of French trading companies. In short, France
privatized its treasury under Law’s plan. The Mississippi Company took over most of
the financial functions of the Crown. These included the sole right to coin money, to
collect all direct and indirect taxes, and to manage the Crown’s debt.

When it came to debt management, Law displayed his flair for innovation. The
Mississippi Company was created, in part, to facilitate a debt-for-equity swap in which

the company’s shares were issued in exchange for the Crown’s debt. In consequence,
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the Crown was able to unload its entire stock of high-yielding debt. The British, not to

be outdone by the French, followed Law’s lead and allowed the South Sea Company to
assume the bulk of the British government’s debt.

With the prospect of spectacular returns, Paris became swollen with investors from
all parts of Europe. And as the chart below indicates, the price of the Mississippi
Company’s shares soared. So did Law’s fortunes. Among other things, in December
1719, he was appointed controller-general of finances — a position that made him the
virtual prime minister of France.

Mississippi Company's Share Price
(9 August 1719-25 November 1720)
(livres/share)

Aug Sep Ot MNov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct MNew
1719 1720
Prepared by Prof. Steve H. Hanke, The Johns Hopkins University

Richard Cantillon (1680/90?-1734), a great economic theorist (arguably the father
of modern economics), financier and advocate of specie-backed money, succeeded in
making two fortunes from Law’s Mississippi System. The first was made on the rising
market for Mississippi Company shares. Cantillon’s second fortune was made on
exchange-rate speculation. He spotted a fatal flaw in Law’s strategy: the increase in the
issue of banknotes unbacked by specie that were required to put a floor under the
Mississippi shares at 9,000 livres per share. Accordingly, Cantillon concluded that the
monetization of Mississippi shares would result in a surge in the money supply and a
sharp fall in the value of the livre against the pound sterling. In consequence, he took a
large speculative position against the French currency — an action that made him a
fortune and caused Law to expel Cantillon from France.
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This brings me back to the present and the Law-Keynes linkage. As ever-larger

public works and public-private partnerships are contemplated, it might be worth
reflecting on the fate of John Law’s Mississippi System. Today’s these much-touted

partnership are fraught with danger and must be handled with care.
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