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CHINA
 Will China make the jump or fall into the chasm?

 Snapshot
For centuries, China has been a leading
civilization, advanced in the fields of arts and
science. However, in the 19th and 20th

centuries, the country suffered civil unrest,
famines, military defeats, and foreign
occupation. After World War II, Mao Zedong
imposed a communist regime, with broad
control over the life of citizens. Later on, Deng
Xiaoping, introduced market reforms aimed at
driving economic growth.

Since 1978, China’s GDP has grown at an
average rate of 9.5%, dramatically improving
living standards. However, the rapid economic
development has been mostly concentrated
within urban areas along the east coast,
widening the gap in economic development and
wealth distribution between the coastline and
the rest of China. To balance the growing
economic disparities amongst regions and
between urban and rural communities, China’s
leaders introduced regional policies to
redistribute wealth.

As a result of the reforms that were
undertaken, China has climbed in global
rankings to become the world’s second largest
economy after the U.S., and has had a huge
impact on global growth, resource allocation,
trade and investment. In 2001 China joined the
World Trade Organization (WT0). However, in
2008, the economic downturn slowed China’s
double-digit growth to 7% per annum.

The current President, Xi Jinping, is dubbed
the new Deng Xiaoping due to his ambitious
pledge to reform China from an efficiency-
driven economy towards an innovation-driven
economy. China has reached middle-income
status. The previous investments in capital,
education and mindset that led to such growth
will not be enough to maintain the current level
of grow, especially since its cost advantage has
been eroded.

Many countries have failed to cross the
middle-income chasm to high-income status.
The question that lies ahead is whether or not
China’s strong central government and long
term planning can legislate and entrench deep
reforms to transition the country’s physical and
human capital towards an innovation-driven

economy and stay competitive in the global
context.

Chinese belief system &
institutional framework
Belief system
Traditional Chinese values were shaped
through a philosophical framework of
Confucianism, Taoism and Buddhism.

From 1949 to 1969 the communist government,
viewing religion as emblematic of feudalism
and foreign colonialism, tried during the
Cultural Revolution to purge the country of its
traditional religions.

Over time, China gradually became more
tolerant towards religions. Under Deng
Xiaoping, the 1978 Constitution allowed for
religious freedom. The government began a
large-scale program to rebuild Buddhist and
Taoist temples. In the recent years, the
Chinese government has been especially open
to traditional religions emphasizing the role of
religion in building on the Confucian principle
of a ‘harmonious society’.

Institutional framework
The president, currently Xi Jinping, leads the
state while the premier, Li Keqiang, leads the
government. China’s most senior decision-
making body is the Politburo Standing
Committee, which is composed of seven
members, including the president and the
premier. They exercise power over the
Politburo, formed of 25 members. The Central
Committee (371 members) leads the
Communist Party members (who number
more than 80 million nationwide).

China’s key challenges
GDP growth slowdown
China’s economy is facing lower growth than
historical performance. In 2015, real GDP
growth is expected to be 7.1%, declining to
6.0% by 2019, according to the Economist’s
forecast. Growth is slowing largely due to: i)
imbalance between investment and
consumption driven growth, ii) overcapacity
leading to a demand-supply mismatch, and iii)
slowing export growth. There is widespread
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acceptance of 7% growth as the ‘New Normal’
by policy makers, down from 8-10% pre-2013.
There remains some political concern that
growth slowdown (under 8%) could create
regional and social instability.

High debt and low inflation
China’s GDP growth has been driven by debt-
funded investment, some of which has been
put to inefficient use in SOEs. Since 2007, USD
20.8 trillion of new debt has been added, nearly
half related to real estate. By the middle of
2014, China’s debt reached unprecedented
levels, a ratio of 282% of total debt to GDP and
125% of corporate debt to GDP. Whilst the
banks report 1% non-performing assets (NPA),
the financial markets estimate it to be closer to
10%. The shadow banking sector remains one
of the major concerns surrounding the Chinese
economy as it accounts for 30% of the USD 6.5
trillion of outstanding loans.

Overcapacity in the manufacturing sector
resulted in total capacity utilization well below
international standards, impacting margins as
well as contributing to heavy losses in certain
sectors, particularly in large SOEs. Over the
last two and a half years, the producer price
index (PPI) declined. The consumer price index
(CPI) increased from 0.8% to 1.4%. High debt
levels and low inflation currently restrict
China’s flexibility to ensure a smooth transition
to a consumption-driven economy.

Decreasing cost competitiveness
Given limited scope for accelerated
employment growth, Chinese output growth
will require greater productivity. Since 2003,
infrastructure investments have accounted for
two thirds of GDP growth. The productivity
resulting from successive capital investments
in infrastructure has resulted in diminishing
returns. A high proportion of investment is
allocated to state owned enterprises (SOEs)
even though private enterprises’ return on
assets are twice the level of SOEs. There are
huge productivity gaps in key sectors like
technology, pharmaceuticals and telecoms
compared to other developed economies.
China has started to build its innovation
credentials as patent-filing has doubled in the
last two years. The government should
increase its R&D investments to compete with
other Asian countries and improve its
intellectual property (IP) rights protection as it
takes a greater stake in potential IP returns.

Education and innovation
China has increased investment in education to
achieve a 96% literacy rate in short period of
time and was appropriate for an efficient
economy. The education system stressed a top
down approach, based on memorization and
structured execution and put emphasis on
science and technology. The intense years of
study accumulated to the national gaokao
exam, which annually sorts students to
universities based on their results. However,
this type of structured education system under
emphasis critical thinking and problem solving
skills. Therefore, the young generation lacks
an entrepreneurial mindset, which will limit
business growth. As China moves closer to an
innovation driven economy, there will be a
mismatch between the demands of modern
business and the skills of the labor force. It is
against this background that the government
faces the challenge of driving towards an
innovation driven economy.

Demographic change
Under Mao’s regime, families were
encouraged to have many children as it
strengthened China’s growth. A decade later,
government officials became concerned that
the population’s growth rate would place great
strains on society, economy and environment
and calculated that a 700 million population
was statistically optimal. In the 1980s, China
passed the One Child Policy to reverse the
cultural norm, resulting in the present day
growth rate of 0.7 percent. This policy has
caused two challenges. First, China is rapidly
becoming an aging country. From 2014 to 2050,
the average worker to retiree ratio will fall
from 7.2 to 2.2, which will place strains on
welfare and healthcare expenditure. Secondly,
the east coast, which had the most stringent
enforcement of the policy, is experiencing a
labor shortage and will get worse in the future.

Rising inequality
Since the 1978 Constitution was drafted,
China’s income gap between the top and
bottom 20% has increased. In 2002, China’s
GINI index passed 0.40, a warning level set by
the UN. 70% of wealth was held by 0.8% of
Chinese households. This level of income
disparity between urban and rural and across
eastern and western regions has the potential
to spark conflicts. China has managed to avoid
such situations thanks to its growth rate above
the ‘magical’ eight percent and with tight
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security. However, as the growth rate slows,
the government’s legitimacy could erode
paving the way for regional tensions.

Environmental & healthcare issues
The Chinese government had prioritized rapid
growth over environmental protection. As a
consequence, China faces significant
challenges regard to severe pollution. Only 8
out of 74 cities pass basic air quality standards.
More than half of the surface water is
unusable, forcing 500 million rural citizens to
consume contaminated water. Less than half
of China’s total land is affected by soil erosion,
compromising agriculture output for its large
population. In addition, these deteriorating
environmental conditions have led to a
significant increase in healthcare expenses
affecting costs for businesses and government.

Potential solutions
To continue strong GDP growth, China needs
to build the foundations for an innovation-
driven economy. To do so, the government
needs to transition from allocating resources
and to regulating markets. This will enable for
greater opportunities for the market to identify
productive and innovative uses of resources.

Similar to the success in the 1990s in gradually
liberalizing the manufacturing and service
sectors, the government needs to reform gap
‘upstream sectors’: land, capital and energy. In
these sectors, SOEs have contributed the most
to productivity declines and the increase in
debt. Allowing for greater competition would
increase productivity through identification of
better investments and reduction in costs.
Additionally, the government should push SOEs
to focus more on managing capital rather than
building assets. Currently, the return on assets
for SOEs is about half that the private sector.
Since the manufacturing and service sectors
depend on input costs from the upstream
sectors, reducing these input costs will help
them remain to cost competitive.

China needs to allow market forces to better
allocate capital investments. China’s FDI as a
percentage of GDP ranks below the regional
average. China needs to loosen FDI restrictions
in line with its growing global competitive
performance. Additionally, China needs to
strengthen minority rights in order for these
shareholders to have an input in improving
company’s performance. This is important
since the government is piloting a programme

to encourage SOEs to list on the stock
exchange. If minority shareholders are unable
to influence company decisions, then the
programme will be limited only to finding a
new way to finance projects rather than
delivering better productivity.

China needs to improve its competitiveness
rankings on several performance indicators
that are linked to innovation capabilities.
Overall, China ranks 28th out of 144 countries
on the World Economic Forum (WEF)
Competitiveness Report. However, China ranks
90th on ease of doing business and 83rd on
technology readiness. China needs to continue
to invest in building innovative capabilities and
infrastructure. Currently, it invests 2.1% of
GDP in R&D, which is lower than Japan at
3.3%. Whilst China has doubled its patent-
filings in recent years, they are still less than
half that of the US. Government should
continue to provide incentives for R&D
investment, such as tax benefits. Additionally,
China needs to do more to improve
entrepreneurial ecosystems by further
incentivizing the creation of venture capital
investment funds and innovation hubs. To
create a skilled labour force, the Chinese
government should reform the educational
system to be more focused on problem solving
and critical thinking.

Whilst investing in innovation capabilities,
China needs to foster domestic consumption
for these outputs. McKinsey estimates that
75% of China’s urban middle class will have a
purchasing power between Brazil and Italy. As
it increases its ability to generate products and
services, it needs to stimulate demand.
Monetary and fiscal policies should strive to
remove deflationary pressures as they delay
purchase decisions.

China will need to tackle several demographic
challenges. The country will quickly transition
from having a demographic dividend to having
a contraction in the labour force. The
government should further relax the one child
policy. This will potentially help delay the Lewis
Turning Point around 2020. To reduce the
labour shortage along the coastline, China
should reform the Hukou policy. Hukou
prevents rural populations from living in or
accepting benefits such as voting rights and
healthcare from urban areas. Currently, there
is discussion about reforming the policy as a
growing proportion of migrants in cities are
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treated as second-class citizens. Reforming
the Hukou would have significant costs. The
request for reform has been resisted by local
governments that do not want to pay the costs,
and by urbanites that benefit from access to
benefits. Rural Hukou holders are also
concerned as it might remove their right to
rural land. If the policy were successfully
implemented, 100 million migrants would have
the option to apply for the urban Hukou.
Several major cities have already tested these
reforms with various degrees of success. Other
policies should aim to further boost job
opportunities in central China and distribute
work across a greater geographical area.

The new government (Xi) has announced an
income inequality reform plan, focused on
these topics: doubling personal income by
2020, raising the minimum wage, liberalizing
interest rates, encouraging dividend payments
from SOEs, restricting government officials’
income, and reforming tax, land rights,
residence permit system and social safety net.
The housing issue should be addressed with
more public housing experiments. In order to
prevent a credit bubble, the government can
also try to systematically deleverage the
economy over time, deal with real estate
market imbalances, and push SOEs to achieve
greater efficiency. Alternatives such as revising
property and wealth taxes should also be
considered as a means to reduce inequality.

Finally, China’s environmental challenges need
to be prioritized; otherwise it will face growth
costs with respect to sustainability and health.
At the beginning of 2015, China passed the
New Environmental Law which should
harmonize the current environmental
legislation and give teeth to penalize those who
breach the law. For example, following a
severe smog incident in Beijing, reforms are
taking shape giving regulatory bodies the
ability to increase fines on local governments
and organizations that violate legislations. It is
estimated that cleaning air pollution could cost
China over USD 250 billion in total. However,
according to the scientific paper, Nature, the
law will be significantly challenged due to the
fractured governance structure and the lack of
local implementation. The government needs
to overcome these challenges to have a
meaningful impact upon the situation.

Navigating the future
Think with us. We contemplate two scenarios:

Scenario 1
China succeeds in transitioning towards an
innovation driven economy. The government is
able to liberalize key sectors to stimulate
greater productivity. Through investment in
education and R&D, China builds both a highly
skilled labour force and successful IP.
Businesses will invest further capital to
improve productivity and will enter higher
margin sectors to retain profits. Finally,
domestic consumption stimulates demand and
banks will supply more credit, resulting in a
stable level of employment.

This scenario underpinned by centralized
government and Xi's efforts in anti-corruption
and reforms. The current President, Xi
Jingping, has pushed through an anti-
corruption initiative, which has reduced
barriers to reform, ranging from minister’s
powers to security. This is an important step to
push through vital reforms.

Therefore, China will maintain continued
growth with highly skilled labor, high-end and
innovative industry sectors, increasing
disposable income, better wealth distribution
and sustainable environmental impact.

Scenario 1: Four-quadrant model



Navigating the Future 2015

50

Scenario 2
If China fails to reform and is unable to adapt,
it collapses as lower levels of growth no longer
hold the country and its people tightly together.
Furthermore, little (domestic and foreign)
capital will be invested to boost productivity,
the financial market will shrink given high
debts, and demand will contract due to a low
willingness to consume, resulting in lower
wages and high unemployment. In the end,
China will suffer a hard landing and problems
such as: low cost competitiveness, slow growth
or decline, a real estate market and financial
system that has lost trust, social unrest and
fragmentation within the country and amongst
its people.

Scenario 2: Four quadrants model
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