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Certainly Chinese authorities mightsucceed in their effort to safely slow the
 pace of rapidly rising asset prices.Yet assume this scenario:
 The authorities fail andsometime over the next
 several years the assetbubble suddenly bursts.What happens then forthe Chinese economy?
 Who globally would be most affected?
 A S Y M P O S I U M O F V I E W S
 If the ChineseBubble Bursts…
 FALL 2010 THE INTERNATIONAL ECONOMY 9
 The views of 30 experts.
 THE MAGAZINE OF INTERNATIONAL ECONOMIC POLICY
 888 16th Street, N.W.Suite 740
 Washington, D.C. 20006Phone: 202-861-0791Fax: 202-861-0790
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The surrounding
 export hubs at
 first, with global
 growth hit
 significantly.
 MAYA BHANDARIHead of Emerging Markets Analysis, Lombard Street Research
 The latest financial crisis proved the central role ofChina in driving global economic outcomes. Chinais the chief overseas surplus country corresponding
 to the U.S. deficit, and it was excess ex ante Chinesesavings which prompted ex post U.S. dis-saving. Themassive ensuing build-up of debt triggered a GreatRecession almost as bad as the Great Depression. Thiscausal direction, from excess saving to excess spending,is confirmed by low global real interest rates throughmuch of the Goldilocks period. Had over-borrowingbeen the cause rather than effect, then real interest rateswould have been bid up to attract the required capital.
 A prospective hard landing in China might thus beexpected to have serious global implications. The Chi-nese economy did slow sharply over the last eighteenmonths, but only briefly, as large-scale behind-the-scenesstimulus meant that it quickly returned to overheating.Given its 9–10 percent “trend” growth rate, and 30 per-cent import ratio, China is nearly twice as powerful aglobal growth locomotive as the United States, based onits implied import gain. So while the surrounding exporthubs, whose growth prospects are a “second derivative”of what transpires in China, would suffer most directlyfrom Chinese slowing, the knock to global growth wouldbe significant. Voracious Chinese demand has also beena crucial driver of global commodity prices, particularlymetals and oil, so they too may face a hard landing if Chi-nese demand dries up.
 In our estimates, China has shifted from growth farabove 10 percent in the year to the first quarter of thisyear, to very little domestic demand growth now. Over-heating and inflation have not been addressed with yuanappreciation, but rather by a top-down ordering of banksto cease lending. This is symptomatic of a market econ-omy operating under a communist political structure,and has made the business cycle much more violent.What is clear, however, is that China needs to switch toa more balanced growth model—away from exports and
 towards domestic demand—in order for the neededglobal rebalancing to be achieved.
 The biggest
 victims: Foreign
 companies
 invested in China.
 TADASHI NAKAMAEPresident, Nakamae International Economic Research
 China has created a bubble in its productive capacitythat is even more dangerous than its asset price bub-ble. The former is the inevitable result of over-
 investment in capital expenditure and building anexport-led economy. When capital investment is boom-ing, say, when steel factories are being built, this itselfcreates extra demand for steel that cannot be sustained,especially once the factories become operational andbecome units of supply rather than demand.
 China is a typical case of a capital investment-ledboom-and-bust economy. Expansion of investment ismainly supported by exports. Once exports start deteri-orating, economic growth halts. Exports decline, as doescapital investment, leading to a sharp drop in overalldemand. It becomes increasingly clear that the countryhas huge over-supply in capacity. Prices decline and adeflationary recession develops. Immediately afterLehman Brothers collapsed, China’s nominal GDPgrowth rate fell from its peak of 24 percent in the fourthquarter of 2007 to a mere 3.6 percent in the first quarterof 2009. Its GDP deflator fell from 12.3 percent to a neg-ative 3.7 percent in the same period.
 The Chinese government tried to deal with this bystimulating bank lending, mostly for infrastructure pro-jects by regional governments. Banks also lent a consid-erable amount for speculative real estate investments. Theproblem with regional governments using bank lendingrather than tax revenue to finance public works projectsis that these do not create a return on investment. Servic-ing the debt is all but impossible, leaving banks holdingpotentially enormous bad loans on their books. Also,speculative real estate investments are turning sour as theasset price bubble bursts. Unless the central governmentprops up its regional subordinates (which would create ahuge budget deficit), banks will suffer enormously.
 10 THE INTERNATIONAL ECONOMY FALL 2010
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Another way to counter the problem of excess sup-ply capacity is to stimulate consumption by raisingwages. However, wage increases reduce corporate prof-its at a time when prices are falling. This could dampen,rather than stimulate, the economy in the short term. Notwilling to take the short-term pain for the long-term gain,China is likely to fall back on its usual strategy of export-ing its way out of its problem. China’s trade partners willnot be happy, as this will entail a cheap renminbi, whichcould cause some to retaliate with trade protection.
 China will also be looking to scrap some of its excesssupply capacity. China’s social and political situation isalready rather tense. Its central authorities are unlikely toforce domestic companies to make big sacrifices. For-eign companies, on the other hand, are easier targets. Thewave of strikes earlier this year forced steep wage hikes—but only at foreign companies. When foreign companiesare forced to sometimes even double wages in China, thiscould be a sign that authorities are prepared to see themgo to other countries in search for cheaper labor.
 Thus, while China’s asset price bubble is worthmonitoring, its capital investment-led boom and bust isfar more dangerous, and this looks to be already beyondthe control of its central authorities. This will have far- reaching negative effects globally, but the biggest vic-tims will probably be foreign companies already investedin China. If the collapse is sudden, the Chinese govern-ment should guarantee the property and all other assetsof foreign companies leaving China.
 A massive
 deflationary shock
 to the world.
 CHEN ZHAOChief Global Strategist and Managing Editor for Global Investment Strategy, BCA Research Group
 At the onset, I believe the odds of a China asset bub-ble bursting are very low. It is difficult to argue thatChinese asset markets, particularly real estate, are
 indeed already in a “bubble.” Property prices in tier twoand tier three cities are actually quite cheap, but for pur-poses of discussion, there is always the danger that asset
 values could get massively inflated over the next fewyears. If so, a crash would be inevitable.
 In fact, China experienced a devastating real estatemeltdown and “growth recession” in 1993–94, whenthen-Premier Zhu Rongji initiated a credit crackdown torein in spreading inflation and real estate speculation.Property prices in major cities dropped by over 40 per-cent and private sector GDP growth dropped to 3 per-cent from double-digit levels. Non-performing loanssoared to 30 percent of total banking sector assets. It tookmore than seven years for the government to clean upthe financial mess and recapitalize the banking system.
 If another episode of a bursting asset bubble wereto happen in China, the damage to the banking sectorcould be rather severe. History has repeatedly shownthat credit inflation begets asset bubbles and, almost bydefinition, a bursting asset bubble always leads to abanking crisis and severe credit contraction. In China’scase, bank credit is the lifeline for large state-ownedcompanies, and a credit crunch could choke off growthof these enterprises quickly.
 The big difference between today’s situation and theearly 1990s, however, is that the Chinese authorities haveaccumulated vast reserves. China also runs a huge currentaccount surplus. In the early 1990s, China’s reserves haddwindled to almost nothing and the current account wasin massive deficit. As a result, real estate meltdown led toa collapse in the Chinese currency in 1992–93.
 In other words, Beijing today has a lot of resourcesat its disposal to stimulate the economy or to recapitalizethe banking system, whenever necessary. Therefore, theimpact of a bursting bubble on growth could be verysharp and even severe, but it would be short-livedbecause of support from public sector spending.
 A bursting China bubble would also be felt acutely incommodity prices. The commodity story has been builtaround the China story. Naturally, a bursting China bub-ble would deal a devastating blow to the commoditiesmarkets as well as commodity producers such as LatinAmerica, Australia, and Canada, among others.
 Asia as a whole, and Japan in particular, would alsobe acutely affected by a “growth recession” in China.The economic integration between China and the rest ofAsia is well-documented, but it is important to note thatthere has been virtually no domestic spending in Japan inrecent years and the country’s economic growth has beenleveraged almost entirely on exports to China. A burstingChina bubble could seriously impair Japan’s economicand asset market performance.
 Finally, a bursting China bubble would be a mas-sive deflationary shock to the world economy. WithChina in growth recession, global saving excesses couldsurge and world aggregate demand would be vastly defi-cient. Bond yields could move to new lows and stocks
 FALL 2010 THE INTERNATIONAL ECONOMY 11
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 would drop, probably precipitously—in short, investorswould face very bleak and frightening prospects.
 China’s local
 “loan platforms”
 put the world
 at risk.
 ANONYMOUSA senior Japanese official
 What is a financial bubble? In terms of social psy-chology, it is explained as a sort of euphoria.However, in order to formulate effective policy,
 we must clearly define “bubbles” based on economics. Any investment decision is motivated by the
 expected rate of return. Sometimes, the expected rate ofreturn deviates from realized rate of return after the fact.When it deviates upward significantly, the financial sec-tor becomes unstable and will eventually damage thereal economy. This is a financial bubble.
 What causes this upward deviation? The obviousanswer is misallocation of financial risk. For Japan, loosemonetary policy was the cause, aided by G-5 policy align-ment in the 1980s. This convinced market participantsthat interest rates would remain low for the foreseeablefuture. Thus, the expected rate of return deviated upward.For the United States, the “Greenspan put” inflated theexpected rate of return. Although the U.S. Fed’s awkwardstance toward the financial bubble has some theoreticaljustifications, its undesirable side effect is undeniable.
 What about China? First, because of the rigid ren-minbi exchange rate, China’s monetary policy loseseffectiveness. Unless the United States tightens mone-tary policy, China cannot do so. What Beijing can do isincrease reserve requirements on the banking sector, orstrengthen credit rationing through “window” controlby the People’s Bank of China. Second, the renminbiexchange rate system is unlikely to become freely con-vertible due to China’s continuing high dependency onits export sector. Third, Premier Wen Jiabao has repeat-edly declared that “China’s appropriately loose mone-tary policy will remain intact for the foreseeable future.”This policy statement is, of course, “inappropriate.”
 In reality, China’s residential property bubbles areobvious. But the real danger lies elsewhere. So-called
 “loan platforms” established by local governments pose amuch more serious risk. In the 1990s, China centralized itstax system and rendered local governments dependent onBeijing’s coffers. In order to make up the budget short-fall, local governments established these funding vehiclesthrough which they can obtain commercial loans. In 2008,when Beijing mobilized a massive ¥4 trillion pump prim-ing, it ordered local governments to bear one-third the costthemselves. This triggered a stampede. As of the end ofJune this year, there are 8,221 platforms and their out-standing loan balance is ¥7.7 trillion, of which 20 percentto 25 percent are deemed “problematic” by the ChinaBanking Regulatory Commission.
 Beijing’s concern is growing. We have witnessed hugeIPOs by several commercial banks. In addition, major com-mercial banks are now planning to increase their capitalby ¥200 billion. Central Huijin, China’s sovereign wealthfund, will contribute 90 percent of this capital, and plans toraise necessary funds through bond issuance. (Who is sup-posed to buy these bonds? The banks!)
 What happens then to the Chinese economy if thebubble bursts? Authorities in Beijing say the problem isstill within manageable range. This is exactly what BenBernanke repeated until mid-2007. The amount of poten-tial non-performing loans is almost comparable to theamount in Japan’s case. Any modern financial safety netis not yet established. Can we still be optimistic?
 Globally, who would be affected most? Thisdepends on the size of each country’s cumulative for-eign direct investment into China. Taiwan and HongKong, and also the United States, European Union,Japan, and Korea, will be affected significantly.
 Too grave a scenario? Don’t shoot the messenger.
 Most affected:
 the Chinese
 themselves.
 MARSHALL I. GOLDMANSenior Scholar, Davis Center for Russian and Eurasian Studies, Harvard University
 Were the Chinese asset bubble to burst, likely itwould be the Chinese themselves who wouldbe the most affected. Both domestic and for-
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eign investment in China would suffer and result in asharp drop in production and employment. That in turnmight have domestic political consequences, possiblyresulting in a governmental upheaval. Over the years,China has experienced several economic upheavals,which has made investors in China fearful of suddeneconomic change. As a result, it is likely that any sign ofanother sudden economic crisis would cause fear anduncertainty which would result in the very economicpanic that China as well as the rest of the world wouldprefer to avoid.
 Though unlikely,
 a slump in
 investment would
 create trouble for
 the rest of Asia.
 RONALD MCKINNONProfessor Emeritus of International Economics, Stanford University
 t is too difficult for me to accept the assumption thatChina’s “bubble” will burst of its own accord.
 Currently, the stock market has come down safelyfrom its maximum of more than two years ago. Theauthorities are taking steps to smooth the rise in housingprices—even as massive new investments in urbanapartments are completed to accommodate migrationfrom the countryside. Most importantly, to buy a houseor condominium in China, the buyer typically puts down40 to 50 percent of the sale price. Thus, even if there isa substantial dip in real estate prices, owners are notgoing to walk away from their properties American-style. (The most important omission in the new U.S.financial reform bill was the failure to include manda-tory down payments for home mortgages and automo-bile loans.) Chinese banks are now relatively safe,although some loans financing the 2008–09 surge ininfrastructure investment, which got China and the restof Asia out of the global downturn, may be question-able. But now the economy is humming along with 10percent-plus real growth.
 So what could go wrong here? The threat thatChina will be forced into a large appreciation of the ren-minbi still hangs over the economy. In our globalizedfinancial system, firms making large-scale investments
 are very sensitive to that country’s exchange rate—andChina’s domestic investment is a huge 40–45 percentof GNP. So a slump in investment could cause a majorslump in the economy, with the trade surplus (the dif-ference between saving and investment) actuallyincreasing! When Japan was forced into massive appre-ciations of the yen from the late 1970s to the mid-1990s,investment slumped, the economy and import growthturned downwards, and wage growth eventually becamenegative.
 If China were forced into the Japanese syndromewith its “lost decades,” the world economy (particularlythe Asian part of it) would lose its most important engineof economic growth.
 India would be
 the winner.
 ERNEST H. PREEG Senior Advisor for International Trade and Finance,Manufacturers Alliance/MAPI
 China itself would be most adversely affected, whilethe impact on others would depend largely on Chi-nese export performance during the recovery. The
 bubble centers on highly inflated commercial and resi-dential property prices, deeply linked to the excessivelylarge, export-oriented industrial sector. If these propertyvalues begin to crash, China would confront the needfor long-discussed structural change away from export- driven industrial growth and toward domestic con-sumption in service industries. So far this hasn’thappened, as industrial growth outpaces GDP growth.Moreover, this change would become more difficultafter a bursting bubble, as higher-paid industrial jobsare lost and political as well as economic uncertaintyinhibit personal consumption.
 This is where the export strategy comes into play.The safety valve for a sagging industrial sector would bestimulation of job-creating exports, perhaps includingcurrency depreciation, despite falling imports and a risingtrade surplus. Others, especially the United States and theEuropean Union, would resist this mercantilist response,and the adverse impact on their economies would depend
 I
 FALL 2010 THE INTERNATIONAL ECONOMY 13
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 largely on how successful they were in containing theirtrade deficits with China. Since only 6 percent of U.S.global exports of manufactures go to China, imports (thatis, Chinese exports) dominate the extremely unbalancedbilateral trade account, and would be the focus of the U.S.response. East Asian trading partners would suffer morebecause of their much greater export dependency onChina. Oil exporters would be hit from lower oil prices,although this would be a plus for the United States andother oil importers.
 The biggest net gainer would be India, with rela-tively small exports of manufactures and business ser-vices to China at risk. India would emerge touted as thenew number-one high-growth emerging market, withbalanced and therefore sustainable 8–10 percent growth,which would attract increased foreign investment, in partat Chinese expense, to reinforce its new status.
 The eurozone’s
 weak sisters could
 be killed.
 BERNARD CONNOLLYManaging Director, Connolly Global Macro Advisers
 Acollapse of the China capital expenditure and prop-erty bubbles might not have the same counterpartyrisk impact in western financial systems that the
 incipient collapse of the U.S. Ponzi game had in 2007–09,or the near-collapse of the eurozone Ponzi game threat-ened to have earlier this year. But it would have substan-tial financial effects within China, and global effects onthe real economy.
 In China, the financial arrangements among munic-ipalities, local banks, collective investment vehicles, andinfrastructure projects uncannily resemble those at thestate level in the United States in the late 1830s—andthat episode ended in widespread defaults on state bondsand a large number of bank failures. Something verysimilar would be likely in China absent a bailout from thecenter. If there were a bailout, financed monetarily, therenminbi could weaken sharply. That would be consis-tent with real-side needs: a collapse in capital expendi-ture would leave a hole in the economy that could notpossibly be filled in the short term by rising consump-
 tion, so China would seek a huge rise in net exports. Therenminbi would need to depreciate hard, and China’strade surplus would explode upwards. All China’s trad-ing partners would be hit, triggering a round of compet-itive currency depreciations. And, rather like how theUnited States handled the impact of the Asian crisis of1997–98, worsened net trade for China’s partners wouldforce them to try to support domestic demand throughlooser monetary policy—in present conditions, throughcentral bank programs of asset purchase.
 In short, the bursting of a China bubble would forcethe creation of even bigger bubbles, notably in bond mar-kets, in other countries. One specific problem, though,would be the eurozone, where central bank asset pur-chases have particularly significant political overtones. Ifthat meant the euro was left holding the baby of adjust-ment to a burst Chinese bubble, the eurozone peripher-als could be killed.
 The global effects
 would be limited.
 CHARLES WOLF, JR.Distinguished Corporate Chair in International Economics,Professor, Pardee Rand Graduate School, and SeniorFellow, Hoover Institution
 The assumed scenario is unlikely, but not sounlikely as to be uninteresting. I’d guess its prob-ability of occurrence is perhaps one in ten—not
 three in ten, but also not one in a thousand!What would happen for the Chinese economy? Sev-
 eral likely consequences would follow. The shock toChina’s already-fragile banking system would sharplysqueeze future lending, especially by provincial banks,but China would not suffer anything like the drasticeffects of the subprime and alt-A crisis in the UnitedStates due to China’s fortunate want of securitization,derivatives, CDOs, CDSs, and the like. China’s equitiesmarkets would suffer a severe setback, perhaps as muchas 40 percent to 50 percent in Shanghai and Shenzhen.The effects of the squeeze in lending and the market set-backs would probably shave 2 percent from China’sannual GDP growth for several years. Meanwhile, we
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would see increased efforts by corporate, household, andother holders of ¥25 trillion-plus in savings deposits tocircumvent controls and convert some deposits to for-eign assets.
 Globally, who would be affected most? Globaleffects likely would be limited because, unlike the largeand widespread repercussions from the subprime cata-clysm emanating from United States in 2008 and 2009,global holdings of the bubble-bursted Chinese assetshave been minimal. In contrast to the perverse signalsconveyed by the “full faith and credit” of U.S. backingof Fannie/Freddie securitization, nothing of this sort hasobscured the underlying asset risks in China, nor led tolarge-scale foreign acquisition of property and other vul-nerable assets there. Fortunately for China, it hasn’t beensubject to the baneful effects of a voluble and potentU.S. Congress pushing against and suppressing marketsignals about asset risks. However, a likely consequenceof the assumed bursted asset bubble in China would bean added boost to the already substantial surge inChina’s recent activities in global mergers and acquisi-tions markets.
 Hardest hit:
 Beijing’s party
 leadership.
 GARY HUFBAUERReginald Jones Senior Fellow, Peterson Institute forInternational Economics
 Collapsing Chinese asset values would devastateChina and many millions beyond the Middle King-dom. Hardest hit would be party leaders in Bei-
 jing. It’s questionable whether the technocrats couldsurvive a 50 percent drop in property values. BeyondChina’s own borders, manufacturing supply chainsacross Southeast Asia and commodity producers fromAustralia to Brazil would all take a drubbing. A newaphorism is born: China sneezes, its partners catch pneu-monia. While misery would reach far and wide, somewould benefit. Perhaps the biggest beneficiary wouldbe India—lower oil and raw material prices, openingsfor its manufactured exports, and a burnished reputa-tion for growth and stability.
 Japan and Taiwan
 would suffer
 the most.
 MILTON EZRATIPartner, Senior Economist, and Market Strategist, Lord, Abbett & Co.
 Iconfess I am skeptical of the assumption implicit inthis question. Though possible, a bursting bubble isby no means probable, because, among other things,
 China has such powerful underlying growth potentialand because the authorities in Beijing are more thanlikely, as they proved in 2008–09, to take swift, effec-tive remedial action. Still, the probabilities are greatenough to make the exercise more than purely academicand surely useful.
 A Chinese asset price collapse, though undoubtedlyan ugly prospect, would likely have less devastatingglobal implications than the recently burst real-estatebubble has had. For one, China operates on a far smallerfinancial scale than the West. But more, Chinese finan-cial institutions are closely aligned with government, alink which, for all its other drawbacks, should help theauthorities manage a crisis more directly and quicklythan the West could its recent crisis. The strong gov-ernment link—ownership, in fact—should help espe-cially in controlling a short-term panic of the sort that socompounded the effects of the subprime crisis.
 Still, a burst bubble would slow the Chinese growthengine significantly, and accordingly slow the pace ofglobal growth. Given relative trade patterns, the economicshortfall would hit China’s near neighbors in Asia firstand hardest. Japan in particular would suffer as it dependsheavily on exports to China. Taiwan’s economy is, if any-thing, even more closely tied to mainland growth. Therest of the Pacific Rim would suffer only slightly less. Asthe economic pain emanated out from Asia, its intensitywould dissipate, not because of distance, obviously, butbecause the United States and Europe depend less forsales to China than do its near neighbors and because thefinancial connections are far less complete. Since Bei-jing in such a situation would surely strive to sustaingrowth by artificially depressing the yuan’s value, theburst bubble would add considerable strain to alreadytense Sino-American relations.
 FALL 2010 THE INTERNATIONAL ECONOMY 15
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 The Chinese
 banks and
 other institutions.
 MICHAEL J. BOSKINTully M. Friedman Professor of Economics and HooverInstitution Senior Fellow, Stanford University, and former Chair, President’s Council of Economic Advisors
 While a softer landing is possible, if Chinese assetprices suddenly collapse, the most harm wouldbefall the owners of the assets, who are primar-
 ily, but not exclusively, Chinese. Lenders, most espe-cially Chinese banks and other institutions, would bestuck with sharply devalued assets. Policymakers, fromthe People’s Bank of China to local authorities, would befaced with the usual dilemma of finding the best routeout of a financial crisis. To the extent the financial tur-moil spilled over to the real economy of output, income,and employment, Chinese workers would suffer. China’smajor trading partners would be negatively affected aswell. China is now such a big player in global trade andfinance that we all have a stake in a successful outcome.
 Asia’s developing
 economies.
 CATHERINE L. MANNBarbara ’54 and Richard M. Rosenberg Professor of Global Finance, Brandeis International Business School,Brandeis University
 Although the political heat from Washington will beintense, developing countries of Asia will be theworst hurt by a China asset crisis. When faced with
 a collapse of true and aspirational wealth, China will
 resort to export-led growth to stave off economic andpolitical catastrophe. With the renminbi depreciating,other Asian economies will be pushed off their rung of thedevelopment ladder, only recently relinquished by China.
 In stage one of the crisis, the upwardly mobile mid-dle class sees their wealth vanish—portfolios, but mostimportant, housing wealth. Even though the share of thepopulation that owns real estate is small, the aspirationalclass is large, and their economic future goes poof. Thenascent move toward domestic-demand driven economicgrowth in China halts.
 An asset crash reveals shady debt on the balancesheets of banks. But unlike in the United States, privateaccess to and valuation of bank credit has not been animportant foundation for growth in China. Moreover, withsome $2 trillion worth of liquid international assets at thecentral bank, some bad condo loans are not a big deal.
 The political fallout from the wealth shock means aflight to exports to bolster jobs and economic activity, andto prop up export-related commercial properties, ware-houses, and private housing. At this point, the asset crisisspills over to the rest of the world. The renminbi will returnto full state control and be pushed to depreciate.
 The U.S.–China bilateral trade deficit will rise asfoot-loose exporters that had started to move to cheaperAsian locations flock back to China. China will buy dol-lar-denominated securities to keep export jobs flowingand asset prices from free fall. While this is not a sce-nario that is good for the United States, the damage to thedevelopment prospects of other developing countries inAsia will be far worse.
 The immediate
 impact: the
 jump in U.S.
 Treasury yields.
 PAUL J. ALAPATManaging Director, Amba Research
 The consequences of a bubble bursting in a state cap-italist economy may be very different from the con-sequences in a free market system. In all likelihood,
 state-directed spending would be ramped up to fill thehole in demand, and accumulated government reserveschannelled to rapidly re-capitalize and bail out the banks.
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 Moreover, with China extensively and intimatelyenmeshed in the global supply chain, multinational com-panies and global banks would ensure that critical fund-ing was quickly restored.
 However, assuming for a moment that the weak-ened banking system following the bubble burst leadsto a cutback in domestic credit, with consequent con-traction in economic activity, collapse in aggregatedemand, and a jump in unemployment in China, some ofthe potential global impact could be as follows.
 The immediate impact of a collapse in economicactivity in China is likely to be a jump in U.S. Treasuryyields both due to repatriation of Chinese holdings and arise in risk premia. Global supply chains, particularlythose for electronics and a variety of consumer goods,will get disrupted and will pressure prices of manufac-turing goods higher. Globally, the disinflationary impactfrom having China’s vast resources being deployed intomanufacturing will be suspended, adversely affectingconsumers around the world. Terms of trade would shiftin favor of tradables away from non-tradables. Geo-graphically, the disruption of production in China is likelyto impact the countries in East Asia and the commodity-exporting countries in the Middle East, South America,and Australia the most. The rise in unemployment inChina could threaten social and political stability, andescalate border tensions with neighboring countries.
 In all probability, however, the government, and for-eign savings, will not let the bursting of an asset bubblein China damage economic activity materially; whetherthat would be the right response is another matter.
 The losers:
 global exporters
 of non-essential
 items.
 HONGYI LAI Associate Professor and Ph.D. Program Director, School of Contemporary Chinese Studies, University of Nottingham
 Hypothetically, if the real estate bubble in Chinagrows out of control and bursts, it will hit hardreal estate developers, housing owners, housing
 speculators, the banks and financial sectors, as well as
 the construction and building materials sectors in China.Housing owners and developers will find their assetsdepreciating rapidly. Banks and financial institutionsthat lend heavily to home buyers and real estate devel-opers will struggle with mounting bad loans. A host ofsectors closely associated with the real estate market,including construction, building materials, interior dec-oration, and even steel and power generation, will behit hard. The slump will severely hurt urban consump-tion. It could also drain government revenue, especiallylocal government revenue.
 Globally, as Chinese urban consumers tighten theirbelts, Chinese imports will shrink, especially commodi-ties mostly related to construction such as iron and steel,timber, and certain energy inputs. Imports of non-essen-tial consumer items such as personal luxury goods andhigh-end home appliances will decline. In addition,China’s purchase of overseas financial products andinvestments abroad may also decline. Countries whichproduce these goods and which have benefitted from theChinese financial purchases or investments will suffer.
 Let us hope this will not happen. On the positiveside, the Chinese government has introduced a series ofmeasures in the recent years. It has indeed caused pausesin the upward soaring of real estate prices. However,many observers in China complain that these measureshave not stemmed the upward spiral of real estate prices.This will not be an easy battle. The government needs toincrease supplies of affordable housing within a shortperiod, tighten purchases of extra homes by rich homeowners, and declare war on special interests and partiesthat benefit from an overheated real estate market.
 U.S.-China
 relations would
 be in crisis.
 BOWMAN CUTTER Senior Fellow and Director, Economic Policy Initiative at the Roosevelt Institute, and former Managing Director,Warburg Pincus
 The most important consequence of a major “ChinaBust” would be an almost inevitable political andeconomic crisis in the China-U.S. relationship.
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 I should be clear that I am specifying a major eco-nomic and financial crisis in China, in relative termsapproximately the same size as that just experienced bythe United States. Such a crisis is extremely unlikely.
 The economic consequences of a bust are straight-forward. But the inevitable policy moves China will feelit will have to take, and the consequences of those, couldeasily create enormous political problems.
 The crisis itself will cause the renminbi to fall invalue. As it hits, China will move both with substantialstimulus and with a TARP-like bailout policy. But itsreal policy focus will be on an export-led recovery. Why?Because it is by far the best policy lever China has.
 This policy emphasis will involve substantial newexport subsidies, and a strong policy focus on a weakerrenminbi. This, in turn, will export more of the crisis tothe rest of Asia and will prolong the weak recovery theUnited States and Europe are already seeing.
 As these developments become apparent, anyAdministration would have to act with a much harderline toward China. At the same time, the overall politicalmood in the United States vis-à-vis China will becomeeven uglier. These U.S. political responses could easilyinteract with Chinese politics to produce a long-term rup-ture in the China-U.S. relationship.
 This is a low probability/high consequence sce-nario—exactly the kind of policy management problemgovernments are least likely to be able to prepare for.And both the U.S. and Chinese governments haveenough high probability/high consequence problems tofill up their time. But my experience is that it is almostalways the combined and interacting political-economicenvironment that is mutually misunderstood as tensionsbetween nations increase.
 Hong Kong
 and Taiwan,
 with Korea not
 far behind.
 RICHARD JERRAMHead of Asian Economics, Macquarie Capital Securities
 Who globally would be most affected if the Chi-nese bubble burst? You see different assertionsabout bubbles in China—for example, in real
 estate, or investment—but for simplicity I will assumewe are talking about the growth “bubble” bursting.
 Economic geography has taught us the importance ofpropinquity. The intensity of trade and investment rela-tions tends to decrease with distance, so unsurprisinglyHong Kong and Taiwan are the most vulnerable—closeneighbors with very open economies, and a high propor-tion of exports to China. Korea is not far behind. Japanwould also hurt, though it is a much less open economythan Korea or Taiwan, because the domestic economy isstagnant, making it reliant on exports for any growthdynamic. Presumably, commodity-exporting countrieswould suffer from a terms-of-trade shock and exchangerate depreciation if Chinese demand slowed sharply.
 Stepping back twenty years, we could have askedthe same question about the Japanese bubble. With hind-sight, the answer is that the global effects are relativelyhard to find. The world economy prospered even as Japansank into deflation. The global financial system barelynoticed as Japanese equity and real estate prices lost up tothree-quarters of their value and the banking systemflirted with insolvency. Admittedly, the Japanese bubbledeflated relatively slowly—stock market aside—andChina should be more meaningful as its economy is muchmore open than Japan’s, but any disruption in China islikely to be relatively short-lived. You would not expecta developing economy like China to have a perfectlysmooth growth path, but nor would you expect any crashor recession to result in prolonged damage.
 Bursting of
 the bubble is
 a big “if.”
 SASHA GONGCandidate for the 46th District of the Virginia House ofDelegates, 2009, and author, Born American: A ChineseWoman’s Dream of Liberty (Nimble Books, 2009)
 China’s asset bubble has been the talk of manytowns for a long time. Every once in a while, pun-dits predict the bursting of the bubble, and the
 crumbling of the economy that will follow.Start with a little history. The Chinese government
 did not understand the value of land as a commodity until
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 too late. After the communist takeover in 1949, all privateland was either confiscated or collectivized by the gov-ernment. A whole generation of government policymakershad little concept of the value of land. Therefore, in theearly 1990s, when a real estate market began to develop,the power to sell and lease land was left to local govern-ments. Land sales became the main source of local gov-ernment revenue and the major mechanism contributing toGDP growth. In some coastal provinces, income from sell-ing land accounts for most of the government’s revenues.Continuing to expand the bubble is strongly in the interestof local authorities, although that interest is not necessar-ily aligned with the interests of the central government.
 If the central government greatly tightens its con-trols, the asset bubble may burst. This has been on itsagenda for a few years, but until now, legislation andregulations initiated in Beijing to that end have been metwith massive resistance from the localities. In somecoastal cities, 60 percent to 90 percent of land usegranted by the local governments is considered illegalaccording to the current law.
 If the bubble bursts, China’s image as a vibrantengine of world economic growth may change. In 2009,land sales accounted for ¥1.6-1.9 trillion, or more thanhalf of the revenue of local governments. A severe reduc-tion in land sales could greatly hamper China’s impres-sive two-digit annual GDP growth.
 But that is a big “if.” After all, the central govern-ment is not all-powerful, as it was in the era of theplanned economy. Local governments, meanwhile, haveso far managed to avoid most shake-ups initiated fromthe center in the past decade.
 Emerging markets
 would bear
 serious watching.
 GARY KLEIMANSenior Partner, Kleiman International Consultants
 The “Shanghai Surprise” market drop in early 2007signaled credit and economic excesses that set thestage for global crisis. But a future financial and
 real asset market correction may be even more seismic,given China’s central role not only in trade but as a
 direct and portfolio investment provider, particularlyin fast-growing developing regions.
 The state has encouraged this outward push toaccess natural resources and higher returns through gov-ernment-controlled banks and enterprises. Businesseswould be forced to curtail plans and turn homewardunder a quasi-crash scenario. Expansion in worldwidemining projects that came to $15 billion in 2009, often inpoor countries in Africa and elsewhere, could be halted.
 As shaky Greece courts Chinese infusions to sus-tain its international rescue program and thwart insol-vency, more advanced emerging European markets mayagain be bypassed. Such is the case with Hungary, whichgarnered sudden interest with the sovereign debt threatand where a telecoms deal was recently signed.
 In Argentina, Brazil, and Venezuela, sizable tradefinance facilities could disappear. These facilities accom-pany vital commodity exports—with the Chinese main-land the prime destination—and promote external useof the renminbi as part of a gradual liberalization pro-gram.
 In Asia, the neighborhood effect would of course bestrongest, but cross-border monetary as well as industriallinks fostered over the last several years could magnifythe fallout. Authorities have reinforced decade-old cur-rency swap arrangements with over $2 trillion in reserves,and doubled holdings of Korean bonds as a means of G-3 diversification and better returns. Under the QualifiedDomestic Institutional Investor regime, domestic banksand institutional investors within strict limits were to fol-low this regional allocation path, but would likely beblocked under post-bubble emergency conditions.
 Most affected:
 Taiwan and Hong
 Kong…and global
 equity markets.
 GEORGE HOGUETGlobal Investment Strategist, State Street Global Advisors
 Chinese macroeconomic policy in recent years hasbeen skillful. China has handled well domestic chal-lenges and the Asia crisis, the Great Panic, and the
 Great Recession. An asset price bubble and subsequentbust in China is not a foregone conclusion, the more so as
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 Chinese policymakers will likely act preemptively. ButChina’s exchange rate policy clearly has led to distor-tions. Furthermore, retail investors dominate the ChineseA-share market, now one of the world’s largest stock mar-kets. At one point, it sold in excess of 75 times earnings.
 The global impact of an asset price collapse in Chinadepends on many factors, including the initial conditionsleading up to the collapse, the Chinese sectors and regionsthat are most seriously impacted, the magnitude and dura-tion of output declines in China, the domestic and globalpolicy response, and China’s exchange rate regime at thetime. Such a crash could potentially impact the worldeconomy through multiple channels, including globaltrade and commodity prices. Global monetary andexchange rate channels could see the renminbi possiblydepreciating and capital outflows accelerating, along withreduced credit flows to emerging Asia and smaller for-eign direct investment flows to China.
 In terms of the real economy domestically, China’smigrant workers and emerging middle class on the coastwould be negatively impacted. Globally, Taiwan and HongKong likely would be among the most seriously affected,as would Malaysia, the Philippines, and Korea. Brazil andother commodity producers along with China’s neighborssuch as Mongolia and Japan would also feel the impact.
 These are first round effects only; there surely wouldbe more. In terms of global equity markets, the ChineseA-share market is lowly correlated with major globaldeveloped equity markets. A crash in the A-share marketis unlikely to impact immediately global developed mar-kets. But financial contagion risks are ever-present andcontinue to present analytical challenges.
 The most affected:
 internal politics
 in China.
 GREG MASTELManaging Director, Dutko Worldwide
 The Chinese economy is now unquestionably animportant source of strength for the world economy,and the rest of the world has good reason to hope for
 China’s continued success. But there are reasons to worry.As the long-running battle over China’s undervalued cur-
 rency demonstrates, Beijing’s leaders seem committed tofollowing a largely export-led policy for growth ratherthan a more sustainable one led by domestic demand.
 Recent troubles demonstrate starkly that oversightand transparency in the U.S. banking system was lessthan assumed, but what is hiding on Chinese balancesheets could be even more unsettling. There is good rea-son to wonder about macroeconomic data, which islargely controlled by Chinese authorities. Given endemiccorruption, there is even more reason to wonder aboutthe solidity of the balance sheets of Chinese compa-nies—particularly state-owned companies.
 Beyond that, China’s leaders seem to be demon-strating an increasingly confrontational attitude on theworld stage. China’s recent clash with Japan is dis-turbing, but hardly out of character. A serious overreachby Beijing regarding Japan, Taiwan, or any of a list ofother countries could send economic shockwaves (andperhaps worse) around the globe.
 Of course, the immediate victims of China’s bub-ble bursting would be the hundreds of millions of Chi-nese who would plunge further into poverty. Particularlynow, a global recession is also a distinct possibility.
 Perhaps the most disturbing issue is the reaction ofBeijing to a bursting of the bubble. Increased politicalunrest in China is almost certain if the economy went seri-ously sour. Would China’s leaders take drastic measures tomaintain control? Would those same leaders provoke inter-national confrontation in hopes that an external enemycould be blamed for economic troubles and distractdomestic attention? Unfortunately, both seem like all tooreal possibilities.
 The most affected:
 Japan and Korea.
 ROBERT JOHNSONFormer Managing Director, Soros Funds Management, andformer Chief Economist, U.S. Senate Banking Committee
 Abursting bubble would be unwelcome in this worldof deficient aggregate demand and mercantilist com-petition. A downturn in China would add to the
 deflationary stress and loss of confidence that challenges
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 every region of the world economy. It would most pow-erfully impact Asia, notably Japan and Korea. It wouldalso likely lead to a decline in the terms of trade (relativeprice) for commodities, and commodity- producing coun-tries in Latin America, Asia, and the Middle East wouldexperience balance-of-payments difficulties.
 A collapse in asset values, whether real estate or stockprices in China, would primarily have negative wealtheffects at home as China’s capital market is not widelyopen. The decline and ensuing wealth and confidenceimpact in China could be significant. If social unrest wereto result from the disappointment caused by a sharpdecline in wealth, then domestic politics could becomeunsettled and give pause to foreign direct investment there-after. China’s growth is very dependent on investmentspending and exports, and a confidence and political cri-sis could derail the current juggernaut of growth.
 Chinese officials with over $2 trillion in reservescould respond with fiscal programs to compensate for theloss of investment spending and dampened consumer con-fidence, and thus mitigate the severity of the downturn.
 Internationally, the propagation of a bubble burstingin China would be felt in many ways. First, Chinese weak-ness could heighten the risk premium in financial marketsand lead to worldwide equity market pessimism and lossof value. Slower growth within China could inspire theChinese government to resist any exchange rate appreci-ation that the West is calling for currently as domestic trou-bles would lead to more reliance on their export machineto maintain growth. The result would be continuing defla-tionary pressure on manufacturing firms around the world.
 Slower growth within China could also dampen theorder books of capital goods producers in Germany, Japan,and Korea who presently supply many sophisticatedmachines to the rapidly modernizing Asian giant. Exportsof everything from elevators to construction cranes wouldbe curtailed as the cold chill of pessimism replaced thebelief in a boom as far as the mind can imagine.
 The developing
 economies.
 BANNING GARRETTDirector, Asia Program, Atlantic Council of the United States
 Afaltering China would have enormous economicand geopolitical implications as well as unpre-dictable but likely negative effects on China’s own
 future. A serious stumble perceived as a long-term slow-
 ing of the Chinese juggernaut would be a shock to theinternational system. Despite naysayers about China’sfuture, most policymakers in governments, business, andinternational institutions as well as the public at large—in China as well as the rest of the world—are operatingon the assumption that China’s growth in economic,political, and military power will continue indefinitely,leading to the world’s largest economy and comprehen-sive power to rival that of the United States.
 A faltering Chinese economy would ease pressureon resource scarcity as well as commodity prices andpresumably lead to a reduction of global greenhouse gasemissions as global economic activity declined. It wouldalso reduce concern in both the developed and develop-ing world about the rise of China and the decline of theUnited States.
 But a significant slowdown in China, or even neg-ative growth, would likely reverberate throughout theworld economy, including that of the United States.The end of China’s role as an engine of growth wouldbe a blow to global economic growth, affectinginvestors in China, purchasers of Chinese goods, andexporters to China. This would not only hurt growth indeveloped countries increasingly dependent on bothimports from and exports to China for keeping prices ofconsumer goods low and markets expanding for high-tech and industrial goods. Developing countries bene-fiting from both high commodity prices and cheapimported goods could also suffer gravely.
 The impact of a country with nearly a quarter ofthe world’s population beginning to fail would be exac-erbated by the effects on China itself. Although the“grand bargain” between the Chinese Communist Partyand the public has been about more than just politicalquiescence in return for continued economic growth,the perceived end of the Chinese century by the Chi-nese people would likely lead to political instabilityaccompanying economic decline. The emergence of amore democratic and accountable Chinese political sys-tem is a possible outcome of such a crisis. But morelikely, at least in the near and medium term, would bestrengthened authoritarian rule to maintain order—awidely supported goal in China—and perhaps muchmore belligerent nationalism as the Beijing regimesought both explanations for its failures in foreign con-spiracies and renewed political support through moreassertive international behavior.
 China’s economic success presents the world withgreat economic and geopolitical challenges. A Chinese
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 failure could reduce some concerns about Beijing’sgrowing power, but it could also be a major setback forglobal economic growth in an interdependent world,integration of China into the global system, and globalcooperation to address key strategic challenges, includ-ing climate change, energy security, food and waterscarcity, proliferation, terrorism, and other non-tradi-tional security challenges.
 Germany and
 Japan.
 CARL DELFELDDirector, EPFR Global, and Chairman, Center for Economic Diplomacy
 Amoderate slowdown of the Chinese economy tothe 5–6 percent annual growth range might actu-ally hit markets such as Germany and Japan hard-
 est since combined they account for just under 50percent of China’s imports. A very sharp decline inChina’s economic growth rate would likely have a dev-astating impact on many commodity prices and thecompanies and markets dependent on them. The reper-cussions on global markets of a collapse in Chineseeconomic growth would likely be very substantial, butover time uneven. Emerging markets, especially inSoutheast Asia, would be the hardest hit in the nearterm, but Indonesia’s economy, which is two-thirds dri-ven by consumer spending, would be the least affected.
 On the other hand, as the dust settled, perhaps pres-sures would be lessened on companies and countriescompeting with China, leading to a more positive viewof their earnings and profitability.
 A sharp slowdown in Chinese growth could spark aspiral of Chinese nationalism, since the ruling ChineseCommunist Party really only has two levers to maintainits legitimacy: high economic growth and Chinesenationalist sentiment. Just as dangerous to global growthand markets as a collapse in Chinese growth would beincidents that provoked escalating and prolonged periodsof Chinese nationalism. Many believe that China wasthe victor in the recent confrontation with Japan regard-ing the Senkaku island chain. Actually, it was damaging
 to China, since it highlighted how quickly China wouldescalate tensions to appease nationalist sentiment.
 Commodity
 producers and
 low- to mid-end
 manufacturers.
 CHI LOAuthor, China After the Subprime Crisis: Opportunities in the New Economic Landscape(Palgrave Macmillan, November 2010)
 Commodity producers and low- to mid-end manu-facturers who compete with Chinese producerswill suffer the most in case of a Chinese bubble
 bursting. But the impact is still likely to be limited.First, the Chinese bubble is cash-funded through hugesavings, unlike the U.S. bubble which is credit-funded.If a saving-funded bubble bursts, the damage to thefinancial system is limited. This is because there is alack of deleveraging pressure stemming from a saving-driven bubble. So there is much less systemic damage,thanks to the “disconnect” between the asset marketsand bank lending. Second, China’s administrative mea-sures are capable of fending off a collapse in publicconfidence and, hence, an economic implosion. Bei-jing can even boost growth by brute force—throughdirected lending and investment. Third, its closed cap-ital account bars capital flight. Hence, the resultant con-traction in Chinese demand would be small. But dueto its significant demand momentum, any fall inChina’s growth will have a direct negative impact onglobal commodities.
 If the bursting of the Chinese bubble causes a larger-than-expected negative impact on Chinese growth, thatmight risk policy panic in China, prompting it to open thespigots on exports to grow its way out even at theexpense of other trading partners. A more export-focusedChina would mean more cheap goods flooding the worldmarket, posing an extra and significant competitive pres-sure and margin squeeze for other, especially low- andmid-end, manufacturers. However, I still think a Chinesebubble burst is a low-odds outcome. And even if there isa bubble in China, it may last much longer than most ofus expect due to its cash-funded nature.
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 It would set back
 America’s plans
 to rebalance the
 global economy.
 JOHN LEEDirector of Foreign Policy, Centre for Independent Studies, Visiting Fellow, Hudson Institute, and author of Will China Fail? (CIS, 2009)
 In China’s state-led political economy, the ChineseCommunist Party and state-controlled entities are theprimary dispensers of capital, land, and business
 opportunity. The CCP knows it will likely remain inpower so long as it can continue to nurture the state- controlled sector; and by doing so, underwrite prosper-ity for the tens of millions of well-connected insiderswho continue to benefit disproportionately from China’srise. In the event of a Chinese asset bubble bursting(such as in the property market), the paramount objec-tive will be regime preservation. The CCP will actquickly and decisively to restrict and then reverse thedamage—to the short-term benefit of commodity-exporting countries like Australia and Brazil, but atgreater long-term cost to countries like the United Stateslooking to lower its reliance on exports from Asia.
 Indeed, if the onset of the global financial crisis in2008 is any guide, we already know what Beijing will doin the event of a bursting of its bubble.
 First, it will immediately force its state banks tomassively increase lending so that other state-controlledentities can buy any distressed assets and prop up assetprices as long as possible. Ignoring the build-up of hid-den non- performing loans on the banks’ balance sheets,the CCP will order the huge state-controlled sector tocontinue investing and building within China—provid-ing a temporary fillip for commodity exporters.
 Second, China will rely increasingly on offeringeven more advantages to the export manufacturing sec-tor in the form of increased currency manipulation, sub-sidies, tax deductions, and other incentives. It cannot dootherwise, since some 250 million Chinese dependdirectly and indirectly on this sector for a job. Beijingcannot afford to have tens of millions of unemployedworkers in once-thriving coastal provinces venting theiranger against the regime. Paradoxically, China’sincreased reliance on exports means that it will be an
 even more reliable buyer of American debt, since it willnot convert its burgeoning surplus U.S. dollars back intoyuan in order to maintain a weak currency. But moregenerally, the bursting of the Chinese asset bubble wouldseriously set back America’s plans to improve its domes-tic export manufacturing sectors and rebalance the globaleconomy in the process.
 North Korea
 would be hit
 the worst.
 YOSHIHIRO SAKAIExecutive Vice President and Chief Financial Officer,Microfinance International, and Adjunct Fellow, Center forStrategic and International Studies
 It would be better for all involved in the global econ-omy for China to fare well. China will enter a deepeconomic slump that will affect the global economy,
 but it is not a bad sign for the Chinese economy nor theglobal economy. A communist regime can introducecombined efforts of both economic and financial pol-icy immediately by aggressive government spending,increased bank lending, and lowered interest rates.Through government regulation, China can pull itselfout of a recession in two years.
 In times of global recession, world commodityprices will be down 20 percent at the very least becauseof the most powerful buyers dropping out. This in turnsignals an easing in competition for capturing resources,allowing countries such as China, which still requires agreat deal of new infrastructure to build access to its hugereserves of iron ore and other resources, to buy what itneeds. We must remember that more than two-thirds ofthe Chinese population still lives in rural and undevel-oped areas with low incomes, which means that gov-ernment spending is still very welcome in many places.
 A slowdown in the Chinese economy is better thanoverheating. Strong Chinese leadership in controllingthe market will be crucial in avoiding a Japanese-styledecade-long deflation following a decade-long reces-sion.
 North Korea will likely be affected worst by aglobal recession because of its economic dependence
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 on China—China accounts for more the half of NorthKorea’s cross-border trade—and because of its inabilityto identify and engage alternative trading partners tomaintain its trading volume. Both Japan and Taiwancould also suffer a large negative impact, but they willfare much better than North Korea.
 Japan, South
 Korea, Singapore,
 and the
 United States.
 ALLEN SINAIChief Global Economist and Strategist, Decision Economics
 China’s economic slowdown appears to be over. TheChinese economy has stabilized and the restrictivepolicies used by the government will eventually
 give way to more supportive growth-oriented policy.China needs a boom-like economy to keep enough Chi-nese employed to avoid social and political unrest as thecountry vaults to the top of the world leadership league.
 In such a situation, bubbles in property prices, thestock market, credit, and bank assets are almostinevitable. A lesson of history is that bubbles eventuallyburst. A bursting of stock and real estate bubbles in Chinawould be disastrous for the Chinese economy, for thebanks, for Chinese individuals, and for the ability to tapinto foreign-financed domestic activities and businessdevelopment. Heady years of growth and asset priceappreciation would end and Chinese policymakers beill-equipped to deal with the fallout.
 The declines in credit, cutbacks in consumption,increases in unemployment, and drying-up of externalfinance that would ensue would take China’s growthdown to the low single digits, leading to social and polit-ical unrest. The direct and indirect demands for theexports of other countries would hugely contract—Japan,South Korea, Singapore, and the United States, for exam-ple. A global recession and stock market collapses couldwell occur. In turn, numerous economies in Asia, cen-tral Europe, some in Latin America such as Brazil, andthe United States would fall into recession.
 A bubble-driven Chinese economy that bursts ulti-mately would prove the undoing of any global expansion.
 China’s Asian
 neighbors would
 be hit hardest.
 NORBERT WALTERManaging Director, Walter and Töchter Consult, and Chief Economist Emeritus, Deutsche Bank
 For a number of years, my best economist friends—with very close ties to China and much knowledgeof the situation there—predicted a collapse in Chi-
 nese asset prices, a brutal bad loans problem for Chinesebanks, and an ensuing recession. They have all beenwrong for over a decade. Of course, this does not ruleout the possibility of such a downturn occurring.
 When most observers talk about asset bubbles, theyfocus on real estate, both commercial and residential.Few talk about bubbles in the stock market. For my part,I feel much less comfortable with the market’s assess-ment for Chinese banks since their capitalization seemsto be considerably out of proportion. It’s not that I con-sider the real estate sector to be balanced. Prices foroffices that are too spacious and too luxurious are heav-ily inflated in the metropolitan coastal cities, and it isdifficult to achieve high occupancy rates in some of thehigh-rent apartment buildings. But the country at large isunder-served with residential and office buildings. Sinceincomes continue to register annual double-digit growth,any oversupply is absorbed by additional demand in thespace of just a few years. If oversupply is a medium- andlong-term problem, it applies to countries such as Spainwith an aging and shrinking population. For the next fiveyears, such a scenario is ruled out for China.
 Assuming the Chinese real estate and stock bubblesburst, this would result in weak investment and a slow-down in consumption. The banks as the main financierswould find themselves in deep trouble, with piles of badloans. Lending would be tightened as a consequence,which would reinforce the above-mentioned trends.Unemployment would rise dramatically. The authoritieswould extend low interest rate policies and would step upgovernment spending programs. The People’s Bank ofChina would use all levers (including capital controls)to limit appreciation of the yuan.
 A Chinese downturn would hit its Asian neighborshardest. Japan would be the number-one casualty due to
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 its extensive deliveries of capital and consumer goodsto China. Another major casualty would be the develop-ing world, especially countries that supply China withnatural resources. The manufacturing sector and suppli-ers of agro-products both would be major casualties.Africa would lose a very important engine of growth.
 Commodity prices
 would take a hit.
 STEVE H. HANKEProfessor of Applied Economics, Johns HopkinsUniversity, Senior Fellow, Cato Institute, and Contributing Editor, TIE
 If there is a Chinese bubble to burst, it is in the prop-erty market. Faced with negative real deposit rates,the Chinese have poured speculative funds into prop-
 erty development and property speculation. In conse-quence, it is estimated that 64 million apartments are
 lying empty in China. Assuming a family size of three,that is enough housing to accommodate 192,000,000Chinese. Talk about excess capacity!
 The bubble appears to be a whopper. But for thosewho fret about the bursting of the housing bubble, it is abit of a tempest in a tea cup. Most of the speculativeactivity is occurring in the first-tier cities: Beijing, Shang-hai, Guangzhou, and Shenzhen. However, these citiesaccounted for only 3 percent of the total floor space com-pleted in 2009.
 When the bubble bursts, it will therefore be “lim-ited” in relative terms. Chinese banks will take a hitbecause they are the main source of financing. To theextent that off-balance-sheet financing has been used,the government has recently ordered banks to transferit back to their balance sheets. Accordingly, a burstingreal estate bubble will blow a hole in banks’ balancesheets.
 The hole would be around 8 percent of total bankassets, or less. The government will certainly support thebanks with bailout funds, if necessary. Banks won’t beallowed to go to the wall, and given the government’sstrong fiscal position, it will be able to take a hit withoutmissing a beat. In terms of policy, however, it will bemore difficult for the government to dial back on export-led growth. After all, to meet growth targets, more, notless, export juice will be desired.
 The external collateral damage will put downwardpressure on commodities, commodities, and com-modities. ◆
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