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What DoesSARSMean for China?

Neil J. Beck

Thefollowing short essay assesses the economic and political impact of SARS on China.

I ntroduction

Since November 2002, SevereAcute Respiratory Syndrome (SARS) hasinfected over 7,300 people
in 30 countriesand haskilled 514. Beyond the humanttoll, it iswreaking significant economic damage
acrossAsia. TheAsian Devel opment Bank estimatesthat East Asiacould losenearly 28 billion dollarsin
incomeand output if SARSisnot controlled by September. Under such ascenario, aggregate 2003 GDP
growth in China, Hong Kong, South K orea, and Taiwan would be cut from 5.6 percent (pre-SARS) to
4.7 percent, while growth in Southeast Asiawould drop from 4.0 percent to 2.5 percent.

To date, Hong Kong isamong theworst hit. Credit Suisse First Boston forecaststhe economy ison
courseto contract 4.5-6.5 percent thisquarter, threatening to derail plansto lower itscritically high budget
deficit. Taiwan’s economy, battered by aquadrupling in casessince April 20, isreportedly contracting
1 percent during the current quarter. In Singapore and Thailand, 2003 GDP projectionsare being lowered
0.5-1.5 percent.

Nowhereis SARS having moreimpact than on mainland China, wherethe disease started. By May
9, over 4,800 cases and 230 deaths had been reported there. Yet its greatest impact may be on China's
breakneck economic growth and antiquated political system. The epidemic’sslow but seemingly unstop-
pable progression, and Beijing'slong conceal ment of thetruth, are exposing economic and political fault
linesby ssmultaneously weakening the economy, damaging the government’scredibility, and threatening
socid gtability.

Neil Beck is a research assistant for the Strategic Asia Program at The National Bureau of Asian Research. The
author acknowledges the valuable contributions of William Abnett, Richard Ellings, and Joseph Ferguson during the
drafting of this report.

The National Bureau of Asian Research - (206) 632-7370 - Fax (206) 632-7487 - nbr@nbr.org - http://www.nbr.org



2 The National Bureau of Asian Research

Beljing isnow the epicenter of thecrisis, both medically and politically. On March 26, authorities
admitted for thefirst timetherewere SARS cases (10) inthe capital. Even aslateasApril 15, theofficia
number wasapaltry 37. After facing blistering rebukesfrom the World Health Organi zation (WHO), the
broader international community, and itsown medical community, the party leadership finally admitted on
April 20 that it had conceal ed the true extent of the crisis. Both the Minister of Health and the Mayor of
Beljing were dismissed for negligence, and the government updated the number of casesto 339. By May
9, the capital’s total had risen to over 2,177, with 114 deaths, although the number of newly infected
persons has apparently dropped in the last few days.

For a population increasingly removed from the Cultural Revolution and the government’s
micromanagement of itscitizens' personal lives, thelast few weeks have been astartling adjustment in
Beijing. Morethan 18,000 people are now quarantined in the capital. Makeshift roadbl ocks prevent
residentsfrom driving into the countryside, although students and migrant workersarefleeing ontrains
and airplanes. Entertainment venues, including bars and restaurants, have been closed or are being
avoided. Public schools have been closed at least until May 21, and many colleges and universities
have been shut down.

Theimpact isnow spreading to other regions. The city of Nanjing, acritical pressure point for
protecting the Yangtzeriver deltaand Shanghai from economic paralysis, has quarantined 10,000 people,
sealed itself to travel ersfrom SARS-infected areas, and announced jail termsfor residents attempting
to hide symptoms. Shanghai reported its first SARS death this week and has ordered fourteen-day
home quarantines for anyone entering from a SARS-infected area. The WHO is sending expertsto
Hebei province, where the number of infected persons doubled to 98 between April 30 and May 4,
and added travel advisoriesfor Tianjin and Inner Mongoliato the existing list of Beijing, Hong Kong,
Guangdong, and Shanxi.

Economic I mpact

China seconomy isexperiencing asignificant impact from the outbreak, and projectionsare being
revised asthe epidemic continues. After rapid 9.9 percent growth in thefirst quarter, China’'seconomy will
purportedly shrink 2 percent this quarter. Many economists now predict China sannual growth will fall
below 7 percent, thelowest level since 1990. The severity of the current downturnisyet unclear and will
largely depend on the progression and length of the outbreak, itsimpact on long-term investment factors,
and foreign perceptions of socia and government stability.

Theinitia impact of the epidemic hasfalen primarily on China sservicessector, whichisparticularly
vulnerableto consumer confidence and spending. Theretail, tourism, hospitality, and entertainment indus-
trieshave been stricken (average hotel occupancy rates are now reported to be 33 percent) as postponed
foreign tourism and businesstravel iscompounded by the shortened May Day holiday week, aban on
domestic tourism, and therecent closure of many of Beijing'sentertainment venues. Chinahas been some-
what shielded by thefact that its services sector only comprisesathird of the economy, far lower thanin
Hong Kong.
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M anufacturing, which accountsfor half of al economic output, initially experienced indirect effects
only. Thefundamental sdriving China’ s manufacturing power, particularly itslow-cost, skilled |abor pooal,
have not changed because of SARS, and foreign businesses have not pulled out of ongoing operationsor
reported significant disruptions (although Motorolarecently closed its Beijing office temporarily). In
addition, China s excess capacity and labor buoy prospectsfor the manufacturing sector. If disruptions
occur inoneregion, other entitiesarereportedly prepared to enter the market relatively quickly.

Still, the sector faces considerabl erisks, and thereis mounting evidence the economic impact isnow
reaching manufacturers. For thefirst timein over adecade, Chinamay run atradedeficit in 2003. Several
factoriesarereporting significant dropsin orders, which instead are being routed to Southeast Asia, Tur-
key, and Mexico, according to Credit Suisse First Boston. Buyersin the United States, Australia, Japan,
and Hong Kong are purportedly turning away from Chinese goods. For example, agricultural exportersin
Hunan province reported an 87 percent drop in ordersfor meat productsfrom Hong Kong and Australia
during April (year-on-year). Russia has closed some border crossingswith Chinaand urged itsairlinesto
halt all flightsto the mainland, Hong Kong, and Taiwan, which could further dow trade.

SARS-related precautions are exacting a premium on the transport of goods across China. Accord-
ing to TheWall Sreet Journal, trucking costs are climbing on main arteries such asthe Shanghai-Beijing
route (onefreighter citesa66 percent increasefor hiring atruck), partly dueto medical checkpointson the
highways and special quarantines for trucks with Beijing license plates. Shipping by rail is often cost
prohibitiveand thetimelinessof air trangport isnot guaranteed, since SARS-related air shipmentscurrently
havetop priority.

Potentially moredamaginginthelong run, perceptionsof Chinaasasafe, predictable, and high-yield
market for investment arenow under review. China’smismanagement of the epidemic, and the perceived
political and economicinstability theleadership hascaused, isat | east temporarily dampening China sat-
tractivenessto someforeignfirmsandinvestors. Thevalueof new contractsfor foreigninvestment could drop
50-80 percent in 2003, according to arecent estimate. Actual FDI in Chinagrew by 56 percent year-to-
year inthefirst quarter, but thefrenzied pace of deal making hasslowed dramatically inrecent weeks.

» TheCanton Trade Fair was cut short on April 19 with $3.31 billionin signed contracts,
lessthan 20 percent of last year’stotal.

» Signed contractsat the 2003 Guangzhou Trade Fair fell to $730 million, just 4 percent of
the 2002 total.

* AcerInc. (Taiwan) said it will postpone plansto make notebook computersat Chinese
factories.

» Electronicsgiant MatsushitaElectric Industrial Co. (Japan) isreviewing itsintentionto
increaseitsparts supply from China

Barring acrisis-fueled economic collapse, however, foreign firmsand investorslargely remain
optimistic about China slong-term attractiveness. General Motors continuesto invest in new Chinese
plants while shedding capacity elsewhere, and several key international playersin China's hotel



4 The National Bureau of Asian Research

industry have vowed to continue their expansion plans, arguing that the sharp current declineismerely
ashort-term phenomenon.

Regardlessof that optimism, therisksare high enough that the government isnow moving to blunt the
economic damage. According to press reports, the Cabinet approved an emergency packageon May 8
that offerstax breaksto SARS-affected industriesincluding the travel, tourism, retail, and hospitality
sectors. The party reportedly banned firmsin affected areas from “firing employees at will” and said
workerswhoseincomefell below the poverty level would be eligible for government assistance. These
policiesare not without long-term costs, however. Whiletheincreased public borrowing and spending
needed to support the stimulus package could diminish the short-term impact from SARS, the measures
could also slow China’'seffortsto restructure its state sector and clean up the debt-ridden state banks. In
referenceto long-term impacts, a Chinese government researcher, writing in the China Daily, warned of
lower productivity and consumer spending combining to erode profitsand forcesignificant layoffs, agloomy
scenario that could damage social and political stability.

Political Impact

Beijing’smismanagement of the outbreak hasplainly exposed just how far political reform haslagged
behind economic devel opment. Thecrisisisundermining traditional supporters, aggravating old demo-
graphic strains, and embol dening detractorsto more assertively protest government policy. Because of
China sgrowing interdependence with theworld, the current magl stromismorelikely than previouscrises
tolead to political reforms, but the extent of those reformswill depend on the duration of the epidemic, the
severity of the economicimpact, and proclivities of the Communist Party that so far appear unatered by
public outrage.

Even the government’s most consi stent supporters are dismayed by Beijing’s apparent dishonesty.
Many intherising middle class, which now comprises 15 percent of the popul ation and generally supports
the government, now fedl betrayed after trusting Beijing'sinitial assurances. Some a so condemn thegov-
ernment for acting only because of international pressure and not out of concern for public health.

Other voicestraditionally counted on for support, or at least silence, have becomevocal criticsof the
government. Dr. Jiang Yanyong, aretired surgeon at aprominent military hospital, wrote an open letter on
April 4 accusing the government of concealing the true number of cases and the actual danger posed to
society. That letter encouraged other colleagues, astwo staff membersat another military hospital subse-
quently alleged their facility was hiding SARS patientsfrom the WHO to protect the flow of touristsand
investment to Beijing.

College students, who have al so benefited from China’ s breakneck growth, are now beginning to
guestion party leaders and are acting more assertively than their predecessors did over the last decade.
Fearful for their health and angry at the government’s mismanaged response, they have called for the
cancellation of classes, demanded school administrators do moreto protect them, and voiced frustration
with the government-ordered quarantine.
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Themass population, increasingly burdened by ongoing economic reforms, appears emboldened to
protest government decisionsand lack of communication.

e Inmid-April, northern Beijing residents bl ocked the gates of Heping Hospital after hearing
thefacility would be used for SARS patients. The hospital isnow closed for renovation,
but peoplein surrounding villages <till believethe building hasbeen quarantined with SARS
patientsinside.

e OnApril 28, thousandsof residents of Chagugang (arural agricultural town northwest of
Tianjin) ransacked alocal school they suspected had been designated to become award
for urban SARS patients. Amid signs of rural/urban tension, residentswere furiouswith
thelack of government consultation.

* OnMay 4, villagersin Xiande (in Zhgjiang province) brokeinto agovernment building
where suspected SARS patients were being quarantined. They destroyed windows and
furnitureandinjured threeofficials.

e On May 9, 60 people protested in Beijing against plans to set up afever station at a
neighborhood hospital, thefirst known SARS demonstration in the capital.

* Inrural areasof themassive municipality of Chongging, villagersfearful of SARS have
repeatedly ransacked quarantine sites.

Still, Chinahasfaced other crisesin confidence, such asthe Tiananmen Square crackdown, that have
not led to significant political reform. Unlikethose challenges, the current outbreak ismore potent because
it endangersthe foundation of the Communist Party’slegitimacy—meeting the public’s expectations of
safety andrising living standards.

Sincebeginning itseconomic reforms, Chinahasincreasingly benefited from global interdependence
and the modern world'sfreeflow of goods, capital, and people. However, with those benefits comethe
respons bilities of accountability and transparency to foreign investorsand businessentities. China sreac-
tion to the outbreak has exposed the dearth of both characteristicsinitspolitical system, and theresulting
drop inforeign confidence (the extent of which issomewhat clouded by Warren Buffett’srecent large
purchase of PetroChinastock) is having an immediate impact on China's economy. Still secretive and
unchecked, China sexcessively rigid political system could eventually threaten theforeign capital flows
and tradethat are critical to continued economic growth and internal stability.

The party, led by President Hu Jintao and Premier Wen Jiabao, isnow moving quickly to counteract
thelossin confidence. Beforethe SARS outbreak, Mr. Hu portrayed himself asapopulist leader, visiting
workersand promising to narrow the growing gap between the urban rich and rural poor. Now heand the
Communist Party have been forced to embrace several powerful concepts:

» Politica accountability. Minister Zhang and Mayor Meng werethehighest-profileofficids
fired for negligence—instead of corruption—since Communist Party General Secretary
Zhao Ziyang was removed during the Tiananmen protests. Another 120 officials have
been fired, demoted, or reprimanded in the last month.
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» Transparency. From Premier Wen to new Beljing Mayor Wang, the messageis consistent:
the public must betold thetruth regarding mattersdirectly affecting their lives. Inwhat
might beasign of changing times, the asphyxiation deathsof 70 People’'sLiberationArmy
(PLA) submarinerswerereported inthe PRC official presson May 3, ahighly unusual act
of openness.

» Thegovernment must provide amore adequate social infrastructure. The outbreak has
exposed amgjor flaw in China smodel for growth, namely that publicinfrastructure could
beignored infavor of maximizing national income. Greater investment hasbeen promised
in public health care ($420 million aloneto set up anationwide health network) but will
increase fiscal pressure on the new PRC |eadership that already inherited sizable and
rapidly accumulating public debt.

Still, severa important forcesin Chinese politicsthat contributed to the crisis appear unaltered and
could weaken any push toward greater accountability and transparency. First, factional politicsremaina
decisiveforcein political legitimacy and authority. Theincompletetransfer of power from former president
Jang Zeminto President Hu Jintao hasleft their rival supportersjockeying for influence, and President Hu
and Premier Wen are now using the crisisto consolidatetheir power base. Although theApril 20 dismissals
of one Jiang confidant (Minister Zhang) and oneHu ally (Mayor Meng) were apparent tradeoffsamong
thefactions, Mr. Jiang’sreputation has suffered in recent days. During anApril 26 speech, heclaimed the
government had scored important victories against the outbreak. Those comments, which directly con-
flicted with Mr. HU'sand Mr. Wen'snightly statements of the grave struggle ahead, were met by significant
public criticism. If President Hu and Premier Wen emerge from the crisiswith greater power, they may
havemoreleversat their disposal to discouragereform efforts.

Second, local governments and turf-conscious bureaucracies have been remarkably successful in
resisting and ignoring previousreformsand directivesfrom the central government. Their continued suc-
cesswill depend in part onthelevel of pressure exerted from top leadership, and neither President Hu nor
Premier Wen have given many signsthat heisacommitted reformer.

Third, becausethe party still controlsthe state mediaand oversees online content, it can exert signifi-
cant control over what the domestic audience hearsand how it interpretsthat information. So far, the party
doesnot appear willing to let go of theinformation spigot yet. Several newspapers continueto bury new
numbersof SARS caseson their inside pages. The People's Daily ran the dismissal announcements below
thefront-pagefold and offered no explanations, |eaving theimpression the party wasprinting thenews*“in
aplacewhere people couldignoreit.” The advocacy group Reporters Without Borders stated last week
that two senior editorswere fired and the foreign desk staff docked three-months pay for publishing a
government report on measurestakento fight SARS.
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Conclusion

A number of observersand pundits are considering whether SARS might be China's Chernobyl, a
landmark catalyst for political and economic reform. There are clear parallels. The Soviet government
attempted to hidethe disaster until international pressureforced Moscow to disclosethetruth, and smilar
to President Hu, Mikhail Gorbachev encountered the crisiswithin hisfirst year in power.

There are a so strong differences between the two cases. Mr. Gorbachev cameinto power waiting
for an opportunity to implement glasnost and perestroika, but Chinahasno leading reformer just entering
thepolitical stage. Whilethe Soviet economy wasin aheadlong decline by the 1980s, Chinaisexperienc-
ing rapid growth with bright prospects, in part due to comparative advantages unlikely to change because
of SARS. Also, while Beijing hasfaced significant international pressure, itissofar not facing thevitriolic
condemnation theworld directed at M oscow after Chernobyl.

Thus, while growing pressure from amore demanding public and an increasingly interdependent
world hasforced Chinato stop conceding itscriss, the extent of any resulting political reformwill depend
onwhether the enhanced incentivesfor accountability and transparency among public officialsoverridethe
traditional incentivesfor party and factiond loyalty. What isclear, asevidenced by Premier Wen’shumble
pledge of candor last week to ASEAN, isthat the calculus of Chinese politics—including factional poli-
tics—isinflux. AsChinacontinuesto integrate with the world economy and accepts other global values,
pressuresfor political reform mount.
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