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Q&A-U.S.-China trade conflict will escalate, but both will prefer to collaborate: 

Zhu Ning, Tsinghua University 

 U.S. Treasury Secretary Steven Mnuchin welcomed a weaker dollar on Wednesday, 
sending the greenback reeling and underlining concerns that U.S. President Donald Trump is 
stepping up his attack on China and other big trading partners as part of his America First 
agenda. 

"There is going to be an escalation of conflict between China and the U.S. in trade. But there 
is too much at stake that both sides will eventually prefer to collaborate instead of retaliation," 
said Professor Zhu Ning, economics professor and associate dean at the Tsinghua University, 
in an exclusive interview with the Reuters Global Markets Forum on the sidelines of the World 
Economic Forum in Davos on Thursday, January 25. 

 

Following are edited excerpts from the conversation: 
 

Q: With Mnuchin’s comment on a weak dollar and U.S. Commerce Secretary Wilbur Ross’ U.S. no longer being a patsy 
comment, do you think a U.S.-China 'trade war' has reached a new crescendo? 

A: I think there is going to be an escalation of conflict between China and the US in trade. But I think there is too much at stake that 
both sides will eventually prefer to collaborate instead of retaliation. 

 

Q: What should be China’s strategy to cope with Trump’s planned tax cuts? Do you see the move making it harder for 
China to lure foreign investments? 

A: China should, and has already started a new round of fiscal and taxation reform. The division of fiscal revenues and fiscal 
responsibilities between the central and local government, the rebalancing of different sources of fiscal revenues would allow China 
to have a more efficient fiscal system and afford China more flexibility to have its own tax cuts in certain areas, particularly those 
related to foreign investment. At the same time, it seems inevitable that China would have to engage in further reforms in business 
environment and capital flow control to reaffirm and rekindle foreign companies' confidence and investment. 

 

Q: Do you expect the PBOC to nudge up money market rates to support a deleveraging drive? 

A: I expect the PBOC to guide money market rate in 2018 upward to reflect 1) the Fed rate hike 2) to facilitate deleveraging and 3) 
to ward off potential inflation. The market interest rate has already been inching up to reflect the market's expectation of the potential 
implications from the regulators' determination to rein in leverage and potential liquidity crunch later in the year. 

 

Q: How would the PBOC counter this impending liquidity crunch? 

A: The PBOC has been using more non-traditional and tactical tools such SLF (short-term lending facility) and MLF (medium-term 
lending facility) to mitigate liquidity crunch in the short term. More recently, the central bank has been using targeted reduction of 
reserve requirement ratio (RRR) to release liquidity into the market to counter liquidity crunch and potential resulting instability. 

 

Q: Is "too-fast" deleveraging a bigger risk to the economy, and therefore better to stay a slow and steady path? 

A: Yes, the deleveraging process can be a really tricky and subtle process. On one hand, a 'too-fast' deleveraging may cause 
market panic and uncoordinated market exit en masse may in itself cause sudden market drops and liquidity crunch. On the other 
hand, if the deleveraging process progresses too slowly, the market participants may question the resolute and determinations of the 
policy maker and not willing to deleverage and choose to hold up instead. I believe that the central bank is definitely heading into the 
right decision but has to be artful and gradual with the deleveraging process. 

 

Q: Any room for the PBOC to raise benchmark interest rates in response to rising inflation and the Fed rate hikes? 

A: Yes, I believe so. The China economy has been growing very robustly in 2017 and the global economic growth prospect is very 
sanguine for 2018. Furthermore, both the 19th Party Congress and the Central Economic Working Meeting highlights that the priority 
of economic policies going forward will be more focused on the quality, instead of the speed so China will have more flexibility with 
its interest rate and growth, which will facilitate the deleveraging process and the switch of china's economic growth model. 
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Q: So reforms over growth should be the mantra now? 

A: That is the mantra for now. However, the real test comes when the economic growth speed really cools down later in 2018 and 
policymakers will have to think harder about whether they are willing to accept and live with the slower growth pace, or they would 
feel obliged to go back to the old path of using stimulus, real estate, and infrastructure investment to boost short term growth, which 
in my view may run the risk of inducing further speculation and leverage, and eventually jeopardize systematic financial stability. 

 

Q: Do you have a forecast on China's GDP for 2018, keeping these in mind? 

A: I expect the Chinese economy to grow between 6.0 percent and 6.5 percent for 2018, depending crucially on two pieces of 
uncertainties. First, the pace of the global economic recovery and how China's globalisation efforts will pan out in 2018. Secondly, it 
will depend on the pace of China's deleveraging process. The deleveraging process will not only cause an increase in corporate cost 
of funding, but also tightening regulation on bank's off-balance sheet activities, which have been a major funding source to financing 
vehicles and local government borrowing. 

 

Q: What is your view on the resilience of the Chinese economy to cope with higher borrowing costs, particularly on the 
back of the recent jump in corporate borrowing costs? 

A: It is difficult to give a one size fits all answer to this question. There is a divide between the new economy and the old economy, 
the state-owned economy vs. the private economy. There are definitely very promising and vibrant entrepreneurial activities which 
have attracted generous funding from private equity and venture capital investors. It is the companies in transition that may find this 
wave of increase in cost of financing particularly difficult. I think the economy in general is broad and resilient to handle the rising 
borrowing costs, particularly given that many troubled companies are already having trouble accessing bank loans and credit market 
even before the deleveraging process begins. 

 

Q: What is your view on the yuan? Will authorities move to limit further currency appreciation after it gained 6.8 percent 
vs. the dollar last year? 

A: This is a hard question. The appreciation of yuan in 2017 came as a result of both China's increasing control over capital flows 
and the gradual weakening of the U.S. dollar. In some sense, China's above-expected growth speed in 2017 benefited from the 
softening of the yuan in the previous year and policymakers would really have to watch the trade data to see how much dent the 
yuan appreciation will put on China's trade surplus. Therefore, I think Chinese policymakers will probably engage in some kind of 
intervention if there is further softening in the U.S. dollar, and if China's trade figures came below expectation. 
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