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About the Book

DEALING WITH CHINA takes the reader behind closed doors to witness the creation and evolution and future of China’s state-controlled capitalism.

Hank Paulson has dealt with China unlike any other foreigner. As head of Goldman Sachs, Paulson had a pivotal role in opening up China to private enterprise. Then, as Treasury secretary, he created the Strategic Economic Dialogue with what is now the world’s second-largest economy. While negotiating with China on needed economic reforms, he safeguarded the teetering U.S. financial system. Over his career, Paulson has worked with scores of top Chinese leaders, including Xi Jinping, China’s most powerful man in decades.

In DEALING WITH CHINA, Paulson draws on his unprecedented access to modern China’s political and business elite, including its three most recent heads of state, to answer several key questions:

How did China become an economic superpower so quickly?

How does business really get done there?

What are the best ways for Western business and political leaders to work with, compete with, and benefit from China?

How can the West negotiate with and influence China given its authoritarian rule, its massive environmental concerns, and its huge population’s unrelenting demands for economic growth and security?

Written in an anecdote-rich, page-turning style, DEALING WITH CHINA is certain to become the classic and definitive examination of unlocking, building, and engaging an economic superpower.
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Preface

China’s rise to economic superpower surely ranks among the most extraordinary stories in history. In barely three decades, this once backward, insular country has moved hundreds of millions of people out of poverty while turning itself into the world’s second-biggest economy. I can think of no country that has grown so much so quickly. The U.S.’s rise to industrial supremacy after the Civil War comes to mind, but the Chinese may have already outstripped our great run, and they’re not done yet. In the not-too-distant future, they are likely to surpass us as the world’s biggest economy, knocking us off a perch we’ve occupied for nearly 150 years.

China’s transformation has been as spectacular as it has been swift. Its spanking-new skyscrapers, high-speed rail lines, and space-age airports stand in sharp contrast to our own increasingly creaky infrastructure. One day we read of a Chinese entrepreneur’s grandiose plans to spend $50 billion to carve a passage through Nicaragua twice the size of the Panama Canal; the next we learn that a Chinese developer wants to buy a chunk of Iceland; then it’s a manufacturer turned builder who hopes to erect the world’s tallest building, from prefabricated units, in six months.

Today’s China is a land of superlatives. It is home to the world’s fastest supercomputer, the biggest wind-power base, the longest sea bridge. It produces and uses nearly half of the world’s coal, cement, iron ore, and steel; it consumes 40 percent of the aluminum and copper. By one estimate, China will soon account for nearly half of all the new buildings under construction on earth. Forty years ago most Americans wouldn’t have imagined owing China one red cent. Now it is the U.S.’s biggest creditor, owning just under $1.3 trillion of our government’s debt. It’s enough to make the head spin—or for Americans to wonder how the world got turned upside down so fast.


Lately, however, China has become as much a source of concern as a source of awe. We find ourselves increasingly at cross purposes with an ever more competitive China as it flexes its newfound muscles in world markets and in bitter territorial disputes with its neighbors, while it seeks to challenge the U.S.-led order in Asia and in aspects of the system of global governance that has prevailed since World War II. Its government appears unwilling or unable to prevent the cybertheft of intellectual property from U.S. companies, and it is tightening its grip on Chinese society through an authoritarian, one-party system of government that Americans don’t understand and don’t like.

Suspicion is a two-way street. Support for positive relations with the United States is waning among Chinese, growing numbers of whom believe that the U.S. and other countries want to impede their country’s ascent.

These developments threaten to undermine a relationship that, over more than four decades, has made substantial contributions to economic growth, job creation, and prosperity in both countries, while enhancing international security, not least by helping to fashion a peaceful end to the Cold War. Now, no shortage of Americans wonder: What do the Chinese really want? Why are they spending so much money on their military? Are they friends or enemies, trading partners or commercial and geopolitical adversaries? In short, how do we deal with China?

This book is my attempt to address these concerns, through stories of my personal experience in working with the Chinese to get things done. I’m not a scholar or theorist. I don’t read, write, or speak Chinese. I’m a businessman who brings a firsthand knowledge of China and its corporate and political leaders. I have gleaned this over more than 100 visits to the country and nearly 25 years of dealing with Chinese officials on commercial matters while at Goldman Sachs, on affairs of state and macroeconomic policy while U.S. secretary of the Treasury, and, nowadays, as head of the Paulson Institute, which promotes sustainable economic growth and a cleaner environment through greater cooperation between the U.S. and China. During that time I’ve had the opportunity to work closely with the most senior leaders of the last three administrations in China: Jiang Zemin and Zhu Rongji in the 1990s, Hu Jintao and Wen Jiabao in the early years of this century; and Xi Jinping and Li Keqiang today.

I write as an American who is deeply concerned about our country’s standing in the world, the health of our economy and our environment, and the long-term prospects of our citizens. I take the view that all of these will benefit from active engagement with China, that clear-eyed, constructive cooperation is the best way to advance our national interest. The Chinese are formidable competitors. But we should not fear competition or shrink from it.

I’ve held this conviction for a long time. Within weeks of being sworn in as Treasury secretary, I traveled to China to lay the groundwork for a new approach to our most important bilateral relationship. Growth and economic reform were China’s dominant concerns, and I believed we could leverage our newly conceived Strategic Economic Dialogue to more effectively manage many other pressing matters as well.

China’s rise has spawned a misconception that haunts the way some in both countries view our relationship: namely that the “China model” represents a better form of capitalism that is triumphing even as the U.S. fades into decline. In fact, China’s leaders know only too well their country’s vulnerabilities. Market reforms first began under Deng Xiaoping in 1978, but expanding their reach and impact is more important than ever to the leadership. For all of its success, China has a long way to go. More than 100 million of its people remain mired in poverty. Its per-capita GDP ranks 80th in the world. That’s just one place ahead of Iraq, and roughly one-eighth our level. The pace of China’s prodigious growth is slowing down, making market reforms at once more urgent and more difficult to achieve. The country’s 7.4 percent increase in GDP in 2014 came in under the official forecast for the first time in 16 years—and many experts expect further declines in the growth rate.

China needs to shift its $10 trillion economy from an overreliance on exports and inefficient government investment in infrastructure, fueled by ominously rising debts at all levels of regional government, toward increased domestic consumption and a greater emphasis on service industries and high-end manufacturing. That’s an enormous task, complicated by the fact that much of the economy remains under the thumb of central planners, even after years of reform. Entrenched interests are resisting further changes. Meantime, years of not-so-benign neglect have left the environment a near disaster that has sparked growing restiveness among China’s citizens.

And while there’s much we must do to fix our own house, the U.S. remains the world’s biggest, most advanced, and most dynamic economy. China’s leaders understand that to further their economic transformation they need the continued goodwill and cooperation of the U.S. and other countries that, in so many ways, continue to dominate the global economic system. They want greater access to our markets, our knowhow, and our most advanced technologies.

The U.S.-China relationship will become better balanced and more secure and productive for both sides if each country makes some adjustments. We Americans worry about China’s increasingly militaristic tone; they view our “pivot to Asia” as a potential effort to contain their country’s rise. We want the Chinese to open their markets to our companies, and we want them to abide by the existing rules as they integrate further into the international system. China prefers to modify these rules and be treated with greater respect and deference in the global arena.

There are some who believe that an immutable law of history holds that conflict is inevitable when a rising power begins to bump up against an established one. But no law is immutable. Choices matter. Lessons can be learned. And statesmen and stateswomen can, and do, make a difference.

I do not believe that anything is “inevitable” about the U.S.-China relationship, but there are real risks that could lead to intensified competition, or even conflict. The key to avoiding a hostile relationship is to get tangible things done that benefit both of us. For all the potential flash-points between our countries, we share far more interests—spurring global growth, combating climate change, maintaining peace and stability. Yet this fact won’t matter a whit unless we are able to turn common concerns into complementary policies and actions. We need to broaden and deepen our economic ties, especially. And it is my hope that Dealing with China will shed some light on how to do just that.

One thing I will not do is to try to predict the future. I won’t hesitate, however, to make recommendations about a range of topics including economic reform, financial markets, urbanization, the environment, and ways to strengthen U.S.-China relations. Prescriptions, after all, are easier to make than predictions. My prescriptions are rooted in the personal experiences I share in these pages. I hope they will help those working with China, whether in business, government, or philanthropy, to get concrete and productive results. That can’t help but bring our two countries closer together.

We face daunting challenges in today’s increasingly complex and interconnected world. Almost all of them, from cybersecurity to opening up big markets for American exports, will be easier to meet if the United States and China can work together or in complementary ways. Our task will be much more difficult, if not impossible, to solve if the world’s two most important economic powers work against each other.




PART ONE

Banking on Reform


CHAPTER ONE

At the Purple Light Pavilion

The streets were quiet, the concrete vastness of Tiananmen Square mostly empty, as our car sped through central Beijing toward Zhongnanhai, the secluded compound of the Chinese leadership. It was the 25th of February 1997, a crisp, late winter day, near dusk. The globes of the square’s streetlamps had just come on. In my frequent trips to China, I had become used to the din and press of great throngs everywhere, not least on the roads with their ever-increasing ranks of cars, trucks, and buses. But today’s was an eerie quiet such as I had never encountered before. Deng Xiaoping, the paramount leader of China, had died the previous week, and the nation was in mourning. I was on my way, with colleagues from Goldman Sachs, to a private meeting with one of Deng’s protégés.

Deng had been the chief architect of the extraordinary changes sweeping China. With savvy, willpower, and relentless pragmatism, he had shucked ideological chains to devise a unique brand of “socialism with Chinese characteristics,” introduced market principles, and encouraged individual enterprise throughout the economy, starting with agriculture and extending into industrial and financial areas. The results of his “Reform and Opening Up” initiatives, begun in 1978, had been nothing short of spectacular. After the political and economic chaos of Mao’s last years, China’s gross domestic product had soared by near double-digit average annual increases for two decades, lifting hundreds of millions of people out of poverty. Once scarce food staples were plentiful. Previously unavailable, or unaffordable, consumer goods could be bought at rapidly proliferating retail outlets, and China was quickly becoming a global manufacturing and export powerhouse.

Deng’s death, though, raised questions of how far, and how fast, the country would pursue his vision. That morning Jiang Zemin, general secretary of the Communist Party and the nation’s most senior leader, had sought to reassure the country and the world that he would stay the course. In a teary eulogy delivered before 10,000 handpicked Party and military leaders in the Great Hall of the People—and an estimated 400 million on live television—Jiang had condemned the “grave mistake” of the Cultural Revolution and pledged to continue Deng’s policies of economic reform and international engagement. But, as I knew, certain hard-liners in the Communist Party and in the apparatus of the state were pressing to slow down or even halt reform. They feared that China would abandon Marxism or that the disruptions caused by the changes might destabilize the nation.

It was an altogether crucial juncture for the country. In July, a little more than four months away, Hong Kong was to be returned to China after more than 150 years under British rule. From this distance in time, it can be easy, especially for Americans, to forget just how momentous—and nerve-wracking—an occasion this was for all sides. Deng had devised a formula of “one country, two systems” to guarantee that Hong Kong could continue its capitalist ways, with some political autonomy, for at least 50 years after its return to China. But many in Hong Kong remained skeptical: a good number had fled China after the Communists came to power, and painful memories had been reawakened by Beijing’s harsh crackdown on protesters, mostly students, in Tiananmen Square in June 1989, nearly eight years before. Some 700,000 Hong Kong citizens, more than one in ten, had obtained foreign passports as a precaution, and a number of companies had changed their corporate domiciles.

I had flown up from Hong Kong that morning, eager and a little on edge. I was scheduled to meet with Vice Premier Zhu Rongji, the country’s economic czar. I knew that any matters involving reform or Hong Kong held the highest of priorities for China’s senior leaders and had to be dealt with just right. There was simply no margin for error. At the time, I was president and chief operating officer of Goldman Sachs, the investment bank, and, as it happened, I would be discussing with Zhu a matter that touched closely on both issues—restructuring China’s telecommunications system through an offering of shares in a newly formed Hong Kong–listed company. As part of its rapid modernization, China had been investing heavily in the area, keenly aware of how crucial state-of-the-art telecommunications were to a modern economy.

Western bankers were Promethean figures in this process: we jetted in and competed to show the Chinese how to kindle the fire of capital markets. Goldman had been discussing aspects of a listing for months with representatives of China International Capital Corporation (CICC), an investment bank that was a joint venture between one of the country’s four biggest commercial banks and Morgan Stanley. It was one of the many oddities of doing business in China that we found ourselves working closely with the most senior Chinese banker at the partner of our most intense U.S. rival. It was even odder that Morgan Stanley did not know what we were doing—and we had no interest in letting them find out.

Our team that day included John Thornton, a superb dealmaker who had helped establish our investment banking presence in Europe and had just been named chairman of Asia; Mike Evans, the head of our equity capital markets, who had worked on transforming state-owned industries into private companies across Europe; Hsueh-ming Wang, a seasoned relationship banker from the Hong Kong office; and Cherry Li, a native Chinese, who was our first representative in Beijing, where we had opened an office in 1994. John and Hsueh-ming had been working assiduously for months to cultivate the senior Chinese executives of CICC.

We drove in two cars past the Forbidden City, the immense former imperial palace, and then past the Xinhua Gate, the ornate, imposing southern entrance to Zhongnanhai. We turned north onto Fuyou Street, which traced the red walls, topped with traditional cylindrical tiling, of the leadership compound, before being admitted through the northwest entrance. Guards had already been informed of the license plate numbers of our cars, and after a quick head count, they waved us into the grounds with smart salutes.

For the center of power in China, where members of the leadership have worked, and sometimes lived, since the revolution, the compound itself was unprepossessing and understated. It resembled nothing so much as the campus of a small college during winter break, with traditional Chinese structures scattered among small-scale beige and gray buildings, perhaps three or four stories high, that were bland and uninspired from the outside, what an architectural historian might call Soviet-style. Originally an imperial park and garden, Zhongnanhai had housed several palaces alongside its lakes. Following the fall of the Qing dynasty, it served as the headquarters for the government of the Republic of China until 1928, then became a public park until the Communists came to power in 1949.

Zhu Rongji had chosen to see us at the Purple Light Pavilion, set near the edge of a lake. It was a striking, pagodalike structure, with vermilion walls and green roof tiles; it dated to the Ming dynasty and had long been used by the leadership to meet foreign guests in a more private manner. Chinese aides informed us that Zhu Rongji had not yet arrived and we had a few minutes to wait, so we hopped out of the cars into the brisk late afternoon air.

We strolled across a grass verge dotted with sycamores and conifers, mostly pines and cedars. I heard the rasp of a magpie but saw nothing when I peered into the branches of the trees. Across a small lake I could see the outlines of the palace tops behind the immense walls of the Forbidden City, ghostly in the fading light. A military guard unit quickstepped past, their arms swinging in that stiff, elbows-locked way favored by the People’s Liberation Army.

I did a last-minute run-through in my mind of the points that I wanted to make. My approach by necessity would have to be a bit circuitous. I wanted to be careful not to presume that any specific deal might be done, or to drag Zhu Rongji too deeply into the details, or worse, to give the impression that I might somehow be asking him to make a decision in favor of us, right then and there. But I wanted to make it clear that we understood how important reforming the economy was to China’s future and how crucial modernizing and overhauling state-owned enterprises (SOEs) like China’s telecom business were to that process. And I wanted to make clear that Goldman Sachs was the best bank in the world to get done all these things that we were not going to specifically speak about.

I asked Mike Evans if I was forgetting anything.

“You’re set,” he said. “Just remember how much reform matters to Zhu.”

I had met Zhu Rongji a few years before, when China was planning to raise money in the international bond markets and we had advised the country on how to work with the credit agencies. He was a formidable figure. Tall and erect, he had been plucked by Deng from his post as mayor of Shanghai and installed as vice premier in 1991. Though officially the country’s economic portfolio fell under Premier Li Peng, Zhu ran the economy day to day and was expected to succeed Li when the new leaders of the government were selected over the coming year.

Zhu had done a first-rate job. When the economy overheated in 1993, he had taken direct charge of the central bank and put in place a series of tough austerity measures and smart administrative fixes, battling inflation, which would rise to more than 20 percent before he guided China to a soft landing. Privatization efforts, which had begun in a modest way in 1992 and 1993, had been shelved temporarily, but now as the economy recovered, these had come to the forefront again in discussions with individual ministries and the State Council, China’s equivalent of the U.S. Cabinet.

Selling shares in the telecommunications system to the public was meant to be a showcase and the cornerstone of the next ambitious phase of reform, the restructuring of the giant state-owned enterprises that dominated Chinese commercial life. In anticipation of membership in the World Trade Organization, Zhu Rongji had in mind a thorough revamping that would modernize these lumbering money-losing behemoths and make Chinese businesses more efficient and more competitive. He would accomplish this in part by bringing in foreign know-how and investors that he believed would push for global standards of management, controls, operations, and governance.

If Deng was the architect of reform, and Jiang Zemin the general contractor carrying out his vision, then, to borrow a term often used to describe me, Zhu Rongji was the hammer. He had no shortage of big ideas himself, but above all he got things done. He was frank, practical, and to the point. I never doubted for a second what he wanted, nor did his subordinates. Known as the Boss, he was tough, demanding, fond of imposing unrealistically tight deadlines: in short, a man after my own heart.

To get a meeting in China with an important government figure requires a sponsor. Our meeting with Zhu had been suggested and arranged by Wang Qishan, the head of China Construction Bank (CCB), the bank partnering with Morgan Stanley in CICC. Wang was a warm, dynamic leader who exuded charisma and intellectual curiosity and had an uncanny ability to connect with people, Chinese or Western. I could see he was gifted and going places. Today, after several years as a vice premier overseeing finance and trade, Wang Qishan serves on the Party’s seven-member Politburo Standing Committee, China’s most powerful body, and heads its Central Commission for Discipline Inspection, tasked with rooting out corruption.

The previous summer Wang Qishan had stopped by my office at Goldman Sachs in New York to gauge our interest in helping to take China Telecom public. China Construction Bank was unhappy with Morgan Stanley and looking for an alternative. My colleagues and I were eager to work on a groundbreaking transaction of such importance to the future of China, but we were also wary. Taking China Telecom public would involve an immense amount of work, because, to begin with, there was no such thing as a company as we understood it in conventional terms. There were customers, there were phones, there were exchanges, there was a small but rapidly growing mobile telephony business, but it was all scattered throughout the country in the village, township, city, county, and provincial outposts and headquarters of the Ministry of Posts and Telecommunications.

The MPT was a creaky bureaucratic holdover of the Maoist era that had under its purview more than a million employees and thousands of local bureaus. It had little in the way of modern management systems or controls, much less a sound capital structure. Building and upgrading the communications infrastructure had been a focal point of one national five-year plan after another. China had spent $35 billion since 1992 and was adding more than 16 million lines a year. But phone access was still minimal, and coverage was spotty. In a country of 1.2 billion, there were just 55 million landline subscribers, concentrated in coastal cities and special economic zones.

Several Chinese aides escorted us inside the pavilion, up a set of steps flanked by traditional stone lions, and around an imposing, intricately carved wooden door screen. We entered a bright, airy wood-framed room that soared to coffered ceilings perhaps 20 feet high; these were painted in pastels—salmon pink, green, and blue—and trimmed in gold. Zhu Rongji greeted us warmly, shaking our hands and inviting us to take our seats.

I sat to Zhu’s right. Cherry Li, acting as my interpreter, was behind me and to my side, while Zhu’s interpreter was behind him. Wang Qishan sat to Zhu’s left, flanked by additional executives from China Construction Bank. Chinese meetings have a definite choreography and ceremony to them, and it is within this context that you look for the signals being sent and the messages being given. In general, everyone sits in chairs set out in a horseshoe or U-shaped arrangement, with the most senior Chinese official at the closed end of the U and the most important visitor to his right; other Chinese officials and members of the visiting delegation are arrayed in descending rank on the flanks of the horseshoe, facing one another. In the old days the chair backs were quaintly covered with antimacassars; you see fewer of these Victorian artifacts today.

Meetings are anything but free-form. The host and his guest take turns speaking, followed by their interpreters, who usually sit behind the leaders. The rest of the attendees do not speak unless spoken to—which often means not at all. There is no interchange or dialogue in the conventional sense. There can be a stilted, scripted feel to the proceedings. On the Chinese side, a bevy of officials and aides, young and old, junior and senior in rank, assiduously take notes. Note taking is de rigueur, a ubiquitous element of Chinese official life—even today when so many more sophisticated recording methods are available. Indeed, when I met with the now-disgraced Chongqing Party secretary Bo Xilai in Chongqing in December 2011, I was amused to see a handful of note takers diligently copying down everything we said, even though I had noticed the lights of recording devices blinking away under our tented name cards on the broad conference table.

Note taking allows Party and government officials to get quick reads on what went on at meetings they didn’t attend. Senior officials can disseminate information internally as well as keep a close eye on what’s being said by others in the hierarchy so that messages don’t deviate from expectations. I can recall only a few times I went to a meeting in China where I was not reminded, one way or another, by a senior official of something that had come up in an earlier meeting with one of his colleagues. It does tend to keep you on your toes. Private meetings with senior government officials without recording devices or note takers are rare and highly sought after.

Zhu apologized for his tardiness; he had just come from another meeting. Then he invited me to speak first, and I began by expressing my condolences and those of my colleagues at Goldman on the passing of Deng Xiaoping. And while commending Zhu’s success in reducing inflation and guiding the economy to a soft landing, I expressed confidence that under his leadership, “the pace of reform [would] speed up a notch.”

The competition to work with the government would be intense, so I reviewed Goldman’s extensive experience in advising governments. And I reminded Zhu of our senior executives whom he knew personally—men like Brian Griffiths, Baron Griffiths of Fforestfach, who had run the Thatcher government’s privatization efforts, and Peter Sutherland, the former head of the General Agreement on Tariffs and Trade and subsequently the first director-general of the World Trade Organization. Zhu was spearheading China’s effort to join the WTO, which would not only bring economic benefits but serve as a welcome outside source of pressure to promote his program of domestic reform.

I spoke for several minutes, stopping after every couple of sentences for Zhu’s translator to pick up the thread and repeat it in Chinese. I watched as Zhu nodded both at my words as I said them and at the translation. He spoke English fairly well and understood it even better, and later, as I got to know him, he would frequently slip in a sentence or two of English.

Following a suggestion from Wang Qishan, I focused on our work with Deutsche Telekom. I explained how Goldman had led the German company to its successful IPO the previous November. That had come after nearly eight years of our advising the Germans on how to revamp a bloated government department, akin to China’s Ministry of Posts and Telecommunications, with posts and telecom business mixed together, which was plagued by low-quality service, low work efficiency, and weak finances. The IPO had raised $13 billion, financing the development of telecom industry infrastructure, particularly in the former East Germany, the once Communist state. The deal had strengthened Deutsche Telekom domestically, made it competitive in the vast international market, and allowed it to take care of pension and medical insurance costs for retired and redundant workers.

The last point was a big concern for Zhu Rongji: reforming China’s state-owned enterprises would mean breaking the so-called iron rice bowl, the cradle-to-grave care and support guaranteed by the government through the big companies people worked for. The risk was that these changes would result in soaring unemployment that might lead to social unrest, and Chinese leaders feared instability more than anything. The Party had made a simple bargain with the people: economic growth in return for political stability. That in turn meant Party control. Prosperity was the source of Party legitimacy.

National pride was also at stake. “It was not just Deutsche Telekom listing, but also Germany itself listing on the market, and the image of Germany improved as well,” I said. “Nineteen ninety-seven is a crucial year, and in keeping with the Handover, telecom reform should start in Hong Kong and become a catalyst for pushing the development of the entire Chinese telecom industry.”

I am sure that little I said came as a surprise to Zhu Rongji. He would have been well briefed by Wang Qishan, with whom I had been discussing these issues at length, and I stuck largely to the points Wang Qishan had advised me to make. But it was important that I make a strong case directly to Zhu Rongji to demonstrate Goldman’s bona fides and my personal commitment to the success of China’s efforts. Moreover, Wang Qishan wanted to work with Goldman, and I had to deliver for him, as well as for Goldman.

When I was done, Zhu nodded and began to speak, addressing two key points on the collective leadership’s mind: the importance of reform and Hong Kong. But first, he spoke with some feeling about the passing of his mentor, declaring that “the Chinese people … will unswervingly carry out Reform and Opening Up. They will turn grief into strength and achieve Comrade Deng Xiaoping’s wishes.”

I was glad he addressed the subject of Deng, because I had gone against my advisers’ counsel in mentioning him (they had believed it would be inappropriate for a foreigner to speak of the passing of the paramount leader). But I simply couldn’t imagine meeting Zhu and not expressing my condolences under the circumstances. While I always listened carefully to my China team, and usually took their advice, there were times, like this, when I went with my gut instinct. I had learned that the Chinese valued authenticity and had come to expect me to speak my mind.

“China’s favorable economic situation,” Zhu said, assured that “there will not be any problems with the return of Hong Kong. I think the majority of people have confidence in the continued prosperity of Hong Kong.” He reiterated that after the Handover, Hong Kong would be administered under the “one country, two systems” model and that the “Chinese central government will not interfere with Hong Kong Special Administrative Region political or economic issues.” China’s leaders took every opportunity they got to make this point. They wanted to reassure the residents of Hong Kong, Macau, and just as important, Taiwan, for which this model was also intended.

As Zhu spoke in Chinese, he mostly engaged me directly, once in a while looking off to where my colleagues sat. No one else from the Chinese side spoke. I happened to look down to where Zhu rested his black shoes in the thick rug, and I noticed the edge of his long johns peeking out under his trouser cuff. He was, as I’ve said, a very practical man, and the old offices in Beijing in those days could get awfully cold and drafty.

Then he spoke the first of the words we wanted to hear: “Of course, we will consider your opinions, and we hope to cooperate with you. If you are interested in cooperating with the Chinese government in the area of telecommunications, I think you can communicate further with the Ministry of Posts and Telecommunications.”

That was it, but it was everything. The meeting had been set up without any representatives from the Ministry of Posts and Telecommunications present. We were scheduled the next day to see Minister Wu Jichuan, a powerful longtime telecommunications official. We had been working for some time with representatives of CICC, the investment bank, and the ministry, but we were concerned (and I think CICC was, too) that MPT might have other ideas about whom to use in the transaction. Zhu’s words, of course, would get back to MPT and Minister Wu posthaste.

When Zhu had finished, I jumped in. Keenly aware that the competition for the deal would be intense, I cited Goldman’s prowess in doing deals of this sort around the world and noted that we had done more privatizations of state-owned enterprises than the next three investment banks combined. “This will be a complicated program,” I said. “But we will spare no effort to provide our skills and specialized knowledge.”

Zhu nodded and wrapped up our meeting, saying: “I welcome you to further cooperate with China Construction Bank. By cooperating with your company, CCB will benefit in its commercialization process and speed up its modernization process.”

With that he thanked us, and except for some parting pleasantries, the meeting was over.

The Chinese leaders are charming hosts and interlocutors, skilled at making you feel good, leading you to think you’ve heard what you wanted to hear. It’s easy to become giddy and overly optimistic. I had listened very carefully to Zhu Rongji and felt great about the meeting. But once we were outside, I turned to my colleagues for a quick reality check.

“How did we do?” I asked my team.

“I can’t imagine that could have gone any better,” John replied. Mike and Hsueh-ming agreed.

So, in short, we had just concluded a meeting about doing an initial public offering in which we hadn’t said a word about a specific deal, much less its timing, size, or pricing; the powerful senior minister of the business we would work with had not been present; and the company itself did not exist in any real sense: we would have to create it. It was not the kind of deal we could have done, or would have thought about doing, almost anywhere else in the world.

But this was China in 1997, and we felt pretty good about where we stood.

Messages in China are sent in ways that aren’t always direct; you have to read the signs. Perhaps the most important aspect of the meeting was not so much what Zhu Rongji had said. It was that we had had the meeting at all. There were plenty of other ways he might have communicated with us. On a day when much of the government’s business had been shut down, he made a point of seeing us—about a controversial deal that would be the linchpin and showpiece of his future reform program. The man running China’s economy, who would be crucial in all future decisions, had appraised us in person, and we appeared to have passed muster.

He had encouraged us to work with China Construction Bank and the ministry that oversaw telecommunications, and he had lent to us, publicly, his weight and prestige. This was a powerful signal to give to us and to send out to the Chinese state and Party bureaucracies. The meeting would not seal the deal for us. I knew that. Zhu’s blessing was a comfort but no guarantee. We would still have to continue to compete, to go through the formalities and navigate layers of decision making below Zhu. We had a leg up, but we could easily lose our advantage if we weren’t relentless. I’d been down that road many times. It was the nature of dealing with China: nothing was done until it was done. We’d seen any number of seemingly surefire business opportunities simply fail to materialize. But this deal seemed certain to get done, and every bank would be fighting for it, pulling strings, working the system. Months of hard work and careful maneuvering lay ahead before we could be given the formal mandate for what seemed sure to be the biggest IPO by far of any Chinese state-owned enterprise.

We drove past Tiananmen Square on the way back to my hotel. I caught a glimpse of the giant two-story portrait of Mao on the wall of the Forbidden City and wondered, for a moment, what he would have thought of capitalist bankers selling shares in one of his country’s state-owned companies to foreigners. In front of the National Museum of China, which faced the Great Hall of the People across Tiananmen Square, I could see the huge digital clock counting down the number of days until Hong Kong was returned to China: 124.

The sight gave me a start. We weren’t on the same timetable as the Handover, but I couldn’t help thinking: we had just a few months to complete a deal that in a well-oiled Western economy would take at least a year.

I turned to Mike Evans beside me in the back seat of the car: “How exactly are we going to get this done?”



CHAPTER TWO

Chinese Bodies, Foreign Technology

The key to breaking into new markets is to brand yourself by building strong relationships with the most important clients. Goldman Sachs’ initial route into China went through Hong Kong, and one of the most important businessmen I met early on was C. H. Tung, who would eventually become the first chief executive of the Hong Kong Special Administrative Region, the successor to the British colonial administration. He would serve from the Handover in 1997 until 2005.

C.H. ran Orient Overseas Container Line, founded by his father, C. Y. Tung, a visionary shipping magnate who built one of the world’s biggest fleets and famously bought the ocean liner RMS Queen Elizabeth to convert into a floating university (it caught fire during refurbishing and capsized in Hong Kong Harbor). Orient Overseas had run into trouble in the mid-1980s during a global shipping slump, and had been helped in part by mainland Chinese sources.

Orient Overseas did not have much business for us, but C.H. was a font of wisdom, an astute observer of China, and a big fan of America. C.H.’s closeness to China’s leaders had convinced him not only of the seriousness of their long-term vision but also of the nation’s likely success. He was a strong supporter of Deng Xiaoping’s economic policies and advised me that Goldman Sachs should focus on China if we truly intended to be a force in the region.

On one of my early trips to Hong Kong, Henry Cornell, a young real estate banker who would eventually run our private equity business in the region, described a prime piece of real estate that C.H. was looking to develop in Beijing. Plans for Oriental Plaza called for an enormous multipurpose development, the largest in Asia, with offices, residences, shopping venues, hotels, and restaurants. It couldn’t have been better located: the corner of Chang’an Avenue and Wangfujing Street, a stone’s throw from Tiananmen Square, and arguably the best real estate in China. As a way to get to know the market, I asked C.H. if Goldman could invest alongside him, and he agreed.

In 1992 I joined C.H. and some other investors when they flew up to see Chinese leader Jiang Zemin about the project. I had worked in the White House in my twenties and had met with President Nixon on numerous occasions, but I still found myself awed to be meeting with the general secretary of China’s Communist Party. Jiang Zemin was a force of nature, with a big, outgoing personality. He had been picked by Deng to run the country in 1989 after the Tiananmen crackdown because of his adroit handling of student protests in Shanghai, where he had been Party secretary. Jiang could be easy for foreigners to underestimate because he had a disarming manner, with his thick black-rimmed glasses and unimposing appearance.

We met with Jiang at the Great Hall of the People, the cavernous Soviet-style building that stretches a fifth of a mile along the western edge of Tiananmen Square in the heart of Beijing. Perhaps because I was the only Westerner among the group of eight or ten, I played an outsize role in the discussion. Jiang began speaking in English to me, rattling off the names of U.S. companies like General Electric, Boeing, and IBM, and stressing how important it was that China adopt U.S. accounting methods. He was right, of course: Chinese companies’ books were generally a mess, and until the country embraced transparency and adopted stricter accounting standards, it would be impossible to sell the shares of its big companies overseas. He looked me right in the eye and said, “Assets equal liabilities plus equity,” and I almost burst out laughing. As I have said since, I’m not sure that our country’s leaders could have summed up a balance sheet as succinctly as this born-and-bred Communist.

The trip took place right after the 1992 Olympics in Barcelona, where Michael Jordan and the U.S. men’s basketball “Dream Team” had put on such a show. The world had also been treated to the spectacle of the Chinese women swimmers unexpectedly winning four gold medals. Jiang asked me if I had been following the Olympics.

“Yes, of course,” I said.

“What did you think of our swimmers?” he asked. He watched me closely. The Chinese team had come from nowhere to win at record-setting paces, and there were widespread rumors of illegal doping.

“Very interesting,” I said, searching for a neutral tone. Jiang nodded, then said with a smile, “Chinese bodies, foreign technology.”

I’ve often thought since of that phrase: Chinese bodies, foreign technology. I learned later that it echoed the words of Zhang Zhidong, a 19th-century Qing Dynasty official who championed opening his country to the outside world, advocating, “Chinese learning as a base, Western learning for practical applications.” This approach explained much about China’s rise over the past few decades: it is the essence of Reform and Opening Up. The Chinese took their enormous store of human power, their brawn and their brains, and coupled it with knowledge and innovation and best practices that they’ve begged, borrowed, bought, and, frankly, stolen from the West. The combination has allowed the Chinese to turn themselves into an extraordinary colossus that boasts the fastest-growing military among major powers and a rapidly expanding GDP that is expected to pass that of the U.S. in the not-too-distant future.

 

The idea of China challenging the U.S. for economic superiority any time soon would have been unimaginable back when I met Jiang. China was only just waking up from the political and economic nightmares of its recent past.

When Mao Zedong proclaimed the founding of the People’s Republic of China in Tiananmen Square in October 1949, he was charting a new course for a country hobbled by more than a century of colonial oppression and internal rebellion that had culminated in two decades of widespread, constant conflict—against warlords and the Japanese and between the Communists and the Nationalist armies of Chiang Kai-shek in a long-running civil war. In short order, Mao imposed Soviet-style command and control economic planning on the country, collectivizing agriculture and shifting resources to a massive industrialization program that focused on heavy machinery manufacturing, with scant attention to consumer goods and services. The economy grew as it recovered from wartime disruptions, and China made strides in meeting the basic needs of its people. But the imposition of misguided policies and disastrous planning in the midst of a political reign of terror wreaked havoc. Mao’s attempt to accelerate industrialization by mobilizing ordinary citizens in the Great Leap Forward (1958–1961) led to widespread famine thought to have killed 30 million or more.

Maneuvering to hold on to power, Mao subsequently initiated the Cultural Revolution, purging the senior ranks of the Communist Party and unleashing the Red Guards to persecute millions throughout the country in the name of class struggle. Universities were shut and educated youth sent to the countryside to do manual labor. Many of today’s rising generation of leaders lost years toiling in rural areas before the country’s nightmare ended with Mao’s death in 1976.

By then the country was in shambles, isolated internationally and adrift economically. Mao’s radical egalitarianism had triumphed in a perversely dystopian way: the masses—farmers or factory workers—were all more or less poor. More than half of China’s nearly 1 billion people lived in dire poverty, on less than $1 per day, and the country suffered from chronic shortages. Staples like grain and cloth were still rationed into the 1980s and beyond. By contrast, during the years of Mao’s reign, the U.S. enjoyed a postwar surge in prosperity: from 1949 to 1976, GDP grew almost sevenfold, to $1.8 trillion, while per capita income nearly quintupled.

In 1978 Deng Xiaoping, who had survived repeated political banishment to emerge as the paramount leader, set the country on a course of profound change. He began by rejecting Mao’s corrosive politics and focusing the Party on economic development, encouraging the adoption of market principles to shape “socialism with Chinese characteristics.” A pragmatist at heart, he famously said, “It doesn’t matter whether a cat is black or white, as long as it catches mice.”

The first significant reforms occurred in agriculture. Farmers, forced into collectives, had been required to concentrate on growing grains to meet constantly raised targets and to sell their produce for low prices, effectively subsidizing urban industry. Productivity stagnated and China routinely had to import food. Spurred by Deng, the leadership decided to give the collectives more leeway. Many imitated experiments under way in places like Anhui and Sichuan Provinces that allowed farmers to cultivate small, private plots. Before long, collectives across the country had adopted the so-called household responsibility system in which farms were divided into smaller family-run plots. The households contracted to meet certain quotas and were free to sell any surplus on the open market. With these new incentives, productivity soared. The grain yield rose by 34 percent between 1978 and 1984. By then collectives had all but disappeared. Farmers had expanded into more lucrative cash crops and livestock, giving the Chinese people richer and more varied diets and putting money in the farmers’ pockets to spend.

The increased productivity meant fewer workers were needed in the countryside. Many of the excess laborers were absorbed by newly created or energized rural factories; these township and village enterprises were frequently owned by local governments but were not included in the overall national economic plan. They were free to act more like private sector companies, churning out goods in high demand in the market or competing with big centrally controlled state-owned monoliths. Rural Chinese began to look farther afield for work. Millions headed for the coastal cities, drawn to the factories mushrooming there, beginning a wave of urbanization unprecedented in human history: over the next three decades some 300 million people would move from farms to urban areas, massively boosting the nation’s productivity but contributing to bouts of unrest and ever-worsening environmental degradation.

Reform came to the urban industrial sector as well. Beijing undertook industry-wide restructuring efforts, hiving off new companies from enormous government ministries. It began to shift its emphasis from heavy industry to consumer goods and took steps to give state-owned enterprises greater autonomy, decentralizing decision making and introducing a dual-track pricing system. Managers were required to meet modified plan quotas but were permitted, beyond that, to produce and sell goods on the open market at flexible prices. This lucrative gray market was meant to help push state-owned enterprises to focus more on profit than on fulfilling plan quotas, and executives were given more latitude to operate and to experiment with incentives.

Keeping his pledge to rejoin the international economy, Deng gave the go-ahead to politicians in Fujian and Guangdong, in southeastern China, to create special economic zones, or SEZs, to take advantage of links with overseas Chinese communities. Shenzhen was next to Hong Kong, Zhuhai bordered the then-Portuguese colony of Macau, and Xiamen and Shantou lay across the strait from Taiwan. Chinese and foreign companies operating in the special economic zones enjoyed lower tax rates, did not have to pay import duties on components and supplies for processing, faced fewer import and export restrictions, and had easier access to investment from foreign sources. Powerful symbols of China’s commitment to Reform and Opening Up, the SEZs served as laboratories that, among other things, embraced incentive pay for workers and competitive bidding for construction contracts. In 1984 Deng Xiaoping visited Shenzhen to mark a new round of reforms that accepted the inevitability that some individuals would become wealthier than others. “To get rich is no sin,” Deng explained to Mike Wallace of the TV show 60 Minutes in 1986. “We permit some people and some regions to become prosperous first, for the purpose of achieving common prosperity faster.”

That message went out to all, unleashing the pent-up energy and ingenuity of the Chinese people, who were eager to improve their lot after years of privation. The economy boomed. GDP jumped by an average of 10 percent annually in the early 1980s, and incomes soared in urban (up 60 percent) and rural (up 150 percent) areas. Washing machines, color TVs, and motorcycles replaced the bicycles, wristwatches, and sewing machines that had been status symbols under Mao. Millions upon of millions of these must-have items were bought.

Entrepreneurs began to make their presence felt. Eager to use their long-suppressed talents, some jumped from stable jobs in government, state companies, or academia to xia hai, or plunge into the sea of business, as a popular phrase from that era put it. Other intrepid souls came from farms to try working for themselves—as street vendors, food stall operators, bicycle repairmen, small-scale manufacturers, insurance salesmen. In the process, they authored improbable success stories to rival any from America’s fabled Gilded Age. Though state-owned companies continued to enjoy enormous government-sanctioned advantages, these pioneers would become the engines of China’s job creation and innovation and the foundation of many of the country’s biggest companies and greatest fortunes.

“People in the U.S. have no way of understanding that before Reform and Opening Up, even if you had the ability, you couldn’t do anything with it,” my friend computing pioneer Liu Chuanzhi once told me. “But reform gave people a choice.”

Liu certainly made the most of his choices. In 1984, at age 40, he and several colleagues decided to leave a computer research institute at the prestigious Chinese Academy of Sciences with the equivalent of a little less than $80,000 in backing from the institute and the use of a former bicycle shed on its grounds. The fledgling entrepreneurs tried selling TVs and digital watches before hitting it big with a circuit card that enabled personal computers to process Chinese characters. Before long, the company was making and selling its own PCs, in addition to distributing those of foreign manufacturers. It soon dominated the country’s computer market, on its way to becoming today’s mammoth Lenovo, and turned chairman Liu into a national icon.

There were many stories like Liu’s in the 1980s. Cao Dewang was born in 1946 in Fujian, the province just north of Guangdong on China’s southeastern coast, across from Taiwan. Cao peddled cut tobacco and became a fruit seller and chef after a stint in the countryside during the Cultural Revolution. By 1983 he was running a municipal glass factory. Four years later he set off on his own, launching Fuyao Glass Corporation. He first made panels for water meters, then, specializing in safety glass, he built a global company that is the second-largest, and most profitable, supplier of windows for auto companies like General Motors, Volkswagen, and Toyota Motor Corporation.

Or consider Zong Qinghou: after a decade on a communal farm during the Cultural Revolution, he was peddling popsicles, soda, and notebooks by tricycle in his native Hangzhou. In 1987, along with two retired teachers, Zong, who didn’t go to high school, secured a $22,000 loan and began selling tonics for children and later adults. The drinks caught on and turned his company, Hangzhou Wahaha Group (wahaha is Mandarin for “laughing children”), into China’s dominant beverage company and Zong into the richest person in the country in 2013.

 

Still, the path of reform was uneven: these early forays into capitalism did not come smoothly or without cost. Political changes lagged economic ones, resources were wasted, pollution worsened, and the unequal distribution of new wealth gave rise to widespread complaints about nepotism and corruption. Reformers had to contend with more conservative elements in the Party that wanted to slow or halt the pace and extent of change. Unintended consequences abounded. The country’s leadership had wanted to prohibit a return to family farming even as it loosened the reins on the collectives, but once unleashed there was no holding back the farmers. Six years later collectives were gone and family farms predominated.

Deng understood that change would be unpredictable and fraught with danger. The country, he said, would have to approach reform like crossing a stream by feeling for stones, one at a time. For much of the 1980s, it was two stones forward, one stone back.

Growth accelerated and stalled in abrupt turns as Deng and fellow Party elders like Chen Yun, who had sponsored Deng’s rehabilitation in the 1970s, wrestled with how much and how quickly to proceed. Early initiatives led to spurts of overheating that were reined in by Chen, a conservative who advocated careful economic planning and slower growth. A member of the all-powerful Standing Committee of the Chinese Communist Party, Chen was known for his “birdcage” theory, which proposed that the free market in China should have just enough freedom to fly like a bird inside the bars of a planned economy.

A particularly difficult time came in 1988, when the economy turned down after a botched effort to lift price controls. Party General Secretary Zhao Ziyang, a committed reformer, had pressed leaders to adopt market pricing for all but a few staple items to avoid the messiness and potential corruption inherent in the two-track system, where goods could be bought by state entities through official channels and sold for more on the open market. Deng allowed controls to be removed on an increasing number of goods, and prices started rising. Rapid credit expansion sparked economic growth, but inflation soared, spooking a public used to the fixed prices and chronic shortages of consumer goods of the central planning era. When Zhao let it be known that the government had decided to completely liberalize prices, people panicked. They hoarded food, yanked deposits from banks, and took to the streets in protest, causing the State Council to reverse course and reinstitute some price controls.

Conservatives wrested control of economic policy from Zhao, and China headed toward a hard landing. Investment dropped, wage increases stopped, bank lending was curtailed, construction projects were canceled. Growth plunged in 1989, even as inflation remained very high. This tailspin, coupled with continued anger over corruption, formed the backdrop to the 1989 student protests that were sparked by the April death of Hu Yaobang, the reformist general secretary who had been ousted in 1987. The military crackdown in Tiananmen Square put further market reform and price liberalization on hold. Foreign governments and corporations cut back on trade and curtailed investment to object to the violent suppression of the protests.

By 1991, when I made my first trip to China, the mighty engine of the Chinese people was about to be jump-started again. In January 1992 Deng Xiaoping, though technically in retirement, traveled through the south calling for the pace of reform to be sped up. In Shenzhen, he said the SEZ experiment had exceeded his expectations, and he proclaimed himself reassured. He rebuked hard-liners who feared these changes would lead to capitalism and said the Party had more to fear from ideologues of the ultra-left than liberalizers on the right. Such was the nature of the politics of the day that it took weeks before Deng’s Southern Tour, reported by newspapers in Hong Kong and Guangdong, made national news. By then Deng had outmaneuvered the hard-liners, and Party General Secretary Jiang Zemin, who had been contending with conservatives in Beijing, grasped Deng’s banner firmly. That fall reformers Zhu Rongji, a vice premier, and Hu Jintao, Party secretary of the Tibet Autonomous Region, joined the Standing Committee. GDP shot ahead by more than 14 percent as credit spigots opened and provinces tried to outdo one another in promoting pell-mell growth. In 1993 the Politburo endorsed the “socialist market economy.”

 

For the first two-thirds of my life, China was as far from my mind as it was from my hometown of Barrington, Illinois (population 5,012). My grasp of the country was shallow and ill informed. I’d grown up like most Americans of my generation in the shadow of the Cold War, ducking under my desk with my classmates in preparation for a nuclear first strike. My father even built a concrete-lined bomb shelter in the basement and stocked it with canned goods. (My mother still uses it to store Christmas decorations and other odds and ends.) We worried that the Russians would bomb us, and, if they didn’t, that the Chinese would develop the ability to do so. And unlike our experience with the Russians, we’d actually fought the Chinese. Stories of the Chinese pouring across the Yalu River or brainwashing captured GIs were riveting and deeply disturbing to me as a boy. Similar impressions stayed with many.

I was as astonished as anyone when President Nixon landed in China in February 1972. I was working in the Pentagon then and moved to the White House domestic policy staff two months later, just before Nixon’s trip to Moscow kicked off détente. I grasped the brilliance of his moves, triangulating our strategic interests to throw the Soviet Union off balance even as we prepared for the Vietnam War to end. But I was narrowly focused on my job, shaping ideas for tax reform—like a value-added tax to fund education—that had no chance of getting passed. I wouldn’t have predicted that Nixon’s trip would form the basis of the U.S. relationship with China for the next 40 years or that it would ultimately have such a deep—and enriching—impact on my own life.

My first trip to Hong Kong came just after I had been named one of three co-heads of Goldman’s investment banking division at the end of 1990. I was asked to take on responsibility for Asia because, living in Chicago, I was deemed “closer” than my New York colleagues. That will tell you how important Asia was to the firm’s plans back then. Indeed, until the late ’80s, we had had no business in China and not much more in Hong Kong. Then the firm moved Moses Tsang, a stellar bond salesman, back to his native Hong Kong. Moses had graduated from Bemidji State University in Minnesota, after which he had earned a master’s in social work at the University of Iowa, before joining Goldman, where he sold bonds in New York, Tokyo, and London. In Hong Kong Moses quickly built a business selling U.S. bonds to local institutions and wealthy individuals. By the early 1990s the firm had perhaps a hundred people in Hong Kong, nearly all in bond sales or trading. The banking side had only a handful of folks, and almost no business.

When I saw Hong Kong for myself, I was quickly captivated by its beauty, its sleek modernity and pulsating energy, and the straightforward nature of local businessmen. Not long after, I flew to Beijing for the first time with Henry James, the partner who oversaw Asia from his office in Tokyo. What a contrast to sophisticated Hong Kong! The mainlanders, many of whom still wore Mao jackets buttoned to the neck, seemed like country bumpkins compared with the worldly city dwellers of Hong Kong, who sported bespoke European-cut suits fashioned by their famed tailors. Beijing’s streets were filled with bicycles, and riding in the quickly growing fleet of automobiles was harrowing. I remember landing at the old airport and driving to our hotel on a single-lane road jammed with horses and carts, wobbly bicycles, and speeding cars. The driving was so aggressive—ill-advised passing, horns honking—I was relieved that we didn’t get killed, or kill someone.

In those days, standing at the corner of Chang’an Avenue and the Second Ring Road, which circles central Beijing at a distance of just 3 miles from Tiananmen Square, you could see mule-drawn carts bringing in the winter cabbage. Looking out to the Third Ring Road, under construction another mile and a half distant, there were still swaths of hutongs, the characteristic Beijing neighborhoods centered on narrow lanes and residential houses built around courtyards that had stood for hundreds of years.

All of this was quickly disappearing. On subsequent visits I watched the old neighborhoods being torn down as fast as you could blink, replaced by massive buildings housing government ministries and office, residential, and hotel complexes. The pace of change was stunning. Landmarks seemingly disappeared between trips. As bewildering as it was to a visitor like me, it must have been deeply disconcerting to the Chinese.

Yet the energy and work ethic—and desire—that this change reflected was infectious. China’s potential struck me when I visited the special economic zone in Shenzhen, in southern Guangdong Province, where I saw the amazing entrepreneurial spirit in action in factories and ranks of buildings under construction. The skyline was a forest of cranes; fields of bulldozers waited to break ground for new buildings.

Shenzhen was a gold mine for Hong Kong entrepreneurs, who were pouring in money to start businesses they could run at almost no cost. The Chinese government took care of benefits and what little health care there was for the workers, who toiled round the clock. The Hong Kong manufacturers paid bare minimum wages. They transferred their product at cost into Hong Kong, where they paid no corporate taxes. They marked it up and shipped it to the world’s consumers. How could you have a better deal than that?

The arrangement worked for the Chinese, too. I’m not minimizing the dreadful working conditions in some factories—long hours, few if any bathroom breaks, poorly ventilated factory floors—but millions of jobs were being created, and the economy was booming. For the first time, people had money to spend and plenty of appealing and desirable goods to spend it on. People from all over Guangdong were flocking to the SEZs, and people all over the country were pouring into Guangdong and the other coastal provinces where the experimentation was most advanced.

To be sure, I was uneasy in the aftermath of the Tiananmen Square crackdown. I found it hard to shake the haunting image of that lone, fragile-looking man with the string shopping bag standing in front of the tank, and I was deeply disturbed by the imposition of martial law. The protesters had sought greater freedom, only to be denied, harshly, by their government.

But I believed then, and still do today, that U.S. engagement with China makes sense—indeed, that more engagement, not less, is the better course, politically and economically. I was convinced that China was making hard, market-oriented choices to improve the welfare of its people, and that an increase in their standard of living would bring them closer to the world community and to achieving the freedoms we embrace in America. These ideals and rights may or may not come, but they are more likely to be achieved with prosperity than with grinding poverty.

I’m a sucker for action, and the Chinese were nothing if not active. And frankly, I have to say it was quite a refreshing contrast to the gloomy nay-saying that we had gotten used to back home in the States in the depths of the recession that followed the savings and loan debacle. Maybe it was my naïveté and lack of sophistication, but I saw no reason the Chinese on the mainland should not aspire to, or achieve, the success of their brethren in Hong Kong and Taiwan. They would have to make big changes, but it was clear they were trying. I felt we could help them and help ourselves in the process.

I was not without my doubts, though. I remember one trip to Shanghai, when I had a Sunday afternoon to myself and took a long stroll along the Bund. A prerevolution time capsule, the famous waterfront could have passed for Wall Street or the City of London of a bygone era with its historic buildings running along the western bank of Huangpu River. This thoroughfare had been the home of Western and Chinese banks, trading houses, and markets, and they had all but disappeared in an instant after the revolution. The thought gave me pause. Many at Goldman, including such discerning executives as co-chairman Bob Rubin, asked tough, probing questions about China’s prospects, in no small part because it was never certain that the reforms would last. I had to ask myself: What makes me think it won’t happen again, and how can I be sure Goldman Sachs won’t lose its shirt investing here?
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