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   Main economic indicators     
     
Values 2005 2006 2007 2008e 2009f

GDP, Rmb trn  18.4   21.2   25.0   28.9   32.4 
GDP, US$ trn  2.2   2.7   3.2   4.1   4.7 
GDP per capita, US$  1,700   2,000   2,500   3,100   3,500 

Fixed asset investment, Rmb trn  8.9   11.0   13.7   17.2   19.7 
Industrial value added, Rmb trn  6.6   8.0   9.5   10.8   11.9 
Retail sales, Rmb trn  6.7   7.6   8.9   10.9   12.7 

Deposits of financial institutions, Rmb trn  28.7   33.5   38.9   46.7   53.7 
Loans of financial institutions, Rmb trn  19.5   22.5   26.2   30.2   34.8 

Government revenue, Rmb trn  3.2   3.9   5.1   6.2   7.3 
Government expenditure, Rmb trn  3.4   4.0   5.0   6.2   7.7 

Exports, US$ bn  762   969   1,218   1,462   1,579 
Imports, US$ bn  660   792   956   1,204   1,325 
Trade balance, US$ bn  102   178   262   257   254 
Net foreign direct investment, US$ bn  68   60   121   100   100 
Foreign exchange reserves, US$ bn  819   1,066   1,528   2,000   2,354 

     
Growth rates (%) 2005 2006 2007 2008e 2009f

GDP (nominal)  15.0   15.3   17.7   16.0   12.0 
GDP (real)  10.4   11.6   11.9   9.5   8.0 

Fixed asset investment (real)  23.7   21.0   19.4   17.0   12.0 
Industrial value added (real)  16.4   16.6   18.5   14.0   10.0 
Retail sales (real)  11.1   12.6   12.5   14.0   14.0 

Deposits of financial institutions  19.4   16.8   16.1   20.0   15.0 
Loans of financial institutions  13.2   15.7   16.1   15.5   15.0 
M2  17.6   16.9   16.7   16.0   16.0 

Government revenue  19.9   22.4   32.4   20.0   16.0 
Government expenditure  19.1   18.5   22.6   25.0   25.0 

Exports  28.4   27.2   25.7   20.0   8.0 
Imports  17.6   20.0   20.8   26.0   10.0 

     
Price indices (%) 2005 2006 2007 2008e 2009f

Implicit GDP deflator  4.2   3.3   5.2   5.9   3.7 
Consumer price index (avg of monthly rates)  1.8   1.5   4.8   6.0   3.0 
Producer price index (avg of monthly rates)  4.9   3.0   3.1   7.5   3.0 
Urban house prices (year end)  7.5   6.2   7.6  0.0  (3.0)

1-yr deposit interest rate (Dec 31)  2.25   2.52   4.14   2.52   1.98 
1-yr loan interest rate (Dec 31)  5.58   6.12   7.47   5.58   5.04 
Exchange rate, Rmb/US$, year-end  8.1   7.8   7.4   6.8   6.8 

     
Key ratios (% of GDP) 2005 2006 2007 2008e 2009f

Budget balance  (1.3)  (1.2)  0.7   0.0   (1.9)
Government debt  17.9   17.3   17.0   16.0   17.0 
Current account  7.2   9.4   11.0   9.0   8.0 

 
Growth rates nominal unless otherwise indicated     
f = forecast, e = estimate 
Source: NBS, CEIC, IMF, Dragonomics estimates
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Economic survey 

China’s economic slowdown is worsening. Real GDP growth fell to 9% in 
Q3 from 10.1% in Q2. For the full year, growth will likely come in at 9.5%, 
a sharp decline from last year’s 11.9%. But despite some alarmist predic-
tions of growth slowing to 5% next year, the Chinese economy is headed 
for a soft landing. Expect the economy to expand at 8% in 2009 as the 
government’s fiscal stimulus package boosts domestic demand.

That does not mean China’s first cyclical slowdown for a decade is not 
painful. Fixed asset investment continues to decline and many small and 
inefficient industrial enterprises will close as production consolidates. 
The property price index fell significantly from 5.3% in August to 1.6% 
in October and there is more bad news to come for the property sector. 
Industrial profits, government revenues and imports all slowed signifi-
cantly in October, and electricity production fell for the first time since 
2002 as heavy industry slowed dramatically. 

Made in China
Decelerating investment and exports made roughly equal contributions 
to the overall slowdown. NBS spokesman Li Xiaochao said net exports 
contributed 1.2 points of GDP growth in the first three quarters, down 
from 2.4 points in 2007. Since overall growth has dropped two percentage 
points (from 11.9% last year to 9.9% in Q1-3 2008) and consumption has 
visibly strengthened, the drop in the investment contribution to growth 
must be at least as great as the slowdown in net exports. The key conclu-
sion is that this is largely a home-grown deceleration.

As explained below, the economy is undergoing a cyclical slowdown fol-
lowing naturally as a consequence of the recent investment boom. But it 
was precipitated and aggravated by the policy decision in late 2007 to crack 
down on property speculation. In the first half of 2008 property transac-
tion volumes shriveled. As a result, in Q2-3 construction volume collapsed, 
bringing to a halt the whole complex of heavy industries that supply the con-
struction industry, and also causing a precipitous drop in electricity produc-
tion, since more than half of power demand comes from heavy industry. 

Resource-intensive heavy industry was thus hit worst, and this had a cata-
clysmic impact on commodity demand and prices. The nominal value of 
industrial inventories has surged, led by steel and fuel processing. Some 
of this growth reflects the mid-year spike in commodity prices, but there 
are growing signs that inventory volumes are mounting. Processed steel 
alone accounted for 20% of industrial inventory growth in the first eight 
months of 2008. Although the data do not show conclusively that finished 
goods inventories are rising to dangerous levels, which would suggest a 
slowdown in aggregate demand, we expect inventories of downstream 
products to grow in the coming months.

It is dangerous to extrapolate the damage in heavy industry to the econ-
omy as a whole: less resource-intensive sectors such as light industry and 

Structure of GDP, 2007
  Real 
 % share growth
 of GDP %

Production  
Agriculture  11   3.7 
Industry  49   13.4 
Services  40   12.6 

Expenditure  
Capital formation  42   10.6 
Consumption  49   9.9 
Net exports  9   32.8 
Source: NBS, Dragonomics estimates
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services are faring better. The disconnect between GDP and commodity 
demand will be a theme for the next few years. Chinese growth between 
2002 and 2007 was characterized by “double acceleration”: accelerating 
GDP growth and increasing resource intensity per dollar of GDP. As a 
result, China’s total resource demand grew dramatically and pushed up 
commodity prices. But since 2008, China’s economy has entered a phase of 
“double deceleration”: decelerating GDP growth and efficiency improve-
ments, which will drive down the resource intensity of growth. However, 
with the country’s industrialization and urbanization process far from 
complete, the medium-term view for commodity prices remains bullish. 

Efficiency improvements that will hurt commodity demand in the short 
run will also consolidate Chinese industry in the medium term. Factories 
are closing in the Pearl River Delta region and enterprise bankruptcies are 
increasing. But many industrial sectors are cluttered with too many high-
cost, low-efficiency producers and could benefit from consolidation. 

A not-so-hard landing
Fears that GDP growth will decelerate to 5% are misplaced. Recent his-
tory shows that it is extremely difficult for the Chinese economic growth 
to dip below 6%. The Chinese economy tends to run in alternating five-
year cycles: growth averages over 11% during boom periods and around 
8% during slowdowns. Official figures, which are smoothed for political 
reasons, tend to understate the booms and disguise the severity of the 
slowdowns. But even by the most conservative restatement of official 
growth figures, a hard landing is unable to push the five-year average 
growth rate much below 6.5% (for details, see Section 2, page 19). 

China has had two hard landings in the past 30 years: around the Tianan-
men Square protests (1987-91) and the Asian financial crisis (1996-2000). 
Both of these recessions resulted from a triple whammy of cyclical, struc-
tural and exogenous shocks. The structural problem around 1989 was 
two-track pricing, when most goods had both a plan price and a market 
price. During the Asian financial crisis, China was dealing with a massive 
and inefficient state-owned industrial system kept on life support by a pre-
carious banking system with a non-performing loan ratio above 40%. 

By comparison, the current slowdown looks manageable. While there 
is clearly a cyclical slowdown, and the credit crisis is certainly a mighty 
exogenous shock, there are no significant structural problems to exac-
erbate the present downturn. Instead of the systematic rigidities that 
aggravated past slowdowns, one now finds a consistent pattern of high 
productivity growth; flexibility in labor markets, the corporate sector and 
government policy; and enormous cash reserves that can be deployed to 
mitigate the effects of a downturn.

China’s financial sector is overwhelmingly focused on the domestic 
economy and therefore remains insulated from the global financial crisis. 
Believe it or not, Chinese banks are in far better shape than their interna-
tional counterparts. After Agricultural Bank of China is restructured, sys-

China’s resilient economy will 
weather this slowdown

Much-needed industrial 
consolidation is on the way
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tem-wide non-performing loans (NPLs) will be a mere 2% of assets. Even 
if defaults in the property sector and vulnerable export industries raise 
the NPL rate to 10-12% in the next few years, it can easily be absorbed by 
bank profits, which have been quite large since 2005. 

Government to the rescue
Export growth is slowing, not collapsing. In renminbi terms, export 
growth steadily slowed from around 25% in Q3 2006 to 9.1% in October. 
Exports should be hit again in the next several months as Europe, which 
has been the main source of demand growth, goes into recession. But 
demand from the United States is now stabilizing and negative export 
growth does not look likely. High costs have made some traditional labor-
intensive exports uncompetitive (especially those produced in Guang-
dong), but heavy industrial exports are strengthening. And as the low-
cost producer of most of the goods it exports, China is in a good position 
to pick up market share during a downturn. This means the slowdown in 
exports and export-related investment will not be catastrophic. 

The combination of heavy-industrial and export slowdown, combined 
with a worrying drop in retail activity (evident not in the official retail 
sales data but in anecdotal reports from retailers) caused the government 
in late October to shift its policy focus away from controlling inflation 
to stimulating growth. A set of measures to boost the property market 
was announced on November 1, and two weeks later a giant Rmb4 trn 
(US$586 bn) stimulus package was unveiled for 2009-10. The headline 
figure was deceptive: the package included numerous items already bud-
geted for, and various estimates put the total amount of new spending at 

The government has switched 
its emphasis from controlling 
inflation to stimulating growth

Details of the government’s fiscal stimulus package 
(includes both previously-budgeted and new spending).

Spending areas
1. Affordable housing 
2. Rural basic infrastructure 
3. Rail/road/aviation infrastructure
4. Health/education/welfare 
5. Environmental infrastructure 
6. High technology industries 
7. Earthquake relief 
8. Increased rural incomes 
9. VAT rebates for spending on capital goods 
10. Increased bank credit

Breakdown of Rmb100 bn to be spent in Q4 2008
34% on rural infrastructure/services
25% on rail/road/airport construction
13% on health/education/social services
12% on energy-saving and environmental projects
10% on public housing
6% on R&D

Breakdown of Rmb4 trn spending in 2009-10 announc-
ed by National Development Reform Commission
Rmb1.8 trn on infrastructure (mainly transport and 
power grid)
Rmb1 trn on post-earthquake reconstruction 
Rmb372 bn on rural development
Rmb348 bn on environmental projects
Rmb280 bn on public housing
Rmb160 bn on promoting high-tech enterprises (mainly 
investing in R&D) 
Rmb40 bn on social services (mainly health and education)

Export VAT rebate raised for more than 3,770 goods 
(mainly labor-intensive manufactures and electrical 
machinery)

Supporting policies for VAT rebates on capital goods
VAT paid on capital equipment purchases can be deduct-
ed from VAT on sales of finished goods
VAT exemption on imported machinery/equipment cancelled
Effective VAT rates for small firms cut from 4-6% to 3%
VAT rates for mineral products raised from 14% to 17%

Show us the money
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a more modest Rmb600 bn-1,000 bn. But the enormous headline figure 
should help to restore household and business confidence by showing the 
government’s determination to do what it takes to keep the growth loco-
motive on track. The package focuses entirely on expanding domestic 
demand, with an emphasis on boosting construction via investment in 
affordable housing and infrastructure. 

On balance, however, the package does not suggest the government is 
abandoning medium-term goals in its scramble to support short-term 
growth. “Harmonious society” objectives such as rural uplift and health 
and social security spending, which will enhance domestic consumption 
in the medium term, are also highlighted; and so are investments in envi-
ronmental technology and tax breaks for technological upgrading, which 
should improve economic efficiency. 

China’s Rmb4 trn stimulus 
package should help restore 
business and household 
confidence

Agriculture and industry
Key indicators
 2004 2005 2006 2007

Total sown area, m ha  122   122   122   122 
Grain production, m tons  469   484   497   502 
Oil production, m tons  175   181   184   187 
Oil imports, m tons   123   127   145   163 
Steel production, m tons  284   356   425   493 
Vehicle sales, m units  5.1   5.8   7.2   8.8 
Passenger car sales, m units  2.3   2.8   3.8   4.7 
Coastal port throughput, m tons  2,461   2,928   3,420   3,850 
Electricity production, bn kWh  2,130   2,415   2,756   3,209 
Electricity capacity, gW  429   517   624   713 
Fixed telephone lines, m  312   350   367   365 
Mobile telephone lines, m  335   393   461   547 
Teledensity, lines per 100 people*  51   57   63   69 
Internet users, m  83   92   108   148 
Source: NBS, Mofcom, MII, CNNIC, Ministry of Communication,    *Fixed and mobile
China Electricity Council, Dragonomics estimates

Balance of payments
US$ bn

 2008 H1 2007 H1
Current account 191.7   162.9 
  Merchandise trade 132.5   135.7 
  Services  (3.3)  (3.1)
  Income 38.3   12.9 
  Transfers 24.2   17.4 

Capital and financial account 71.9   90.2 
  Outbound direct investment  (33.3)  (7.4)
  Inbound direct investment 74.1   58.3 
  Portfolio and other investment: assets 68.3   2.1 
  Portfolio and other investment: liabilities 97.8   35.7 
  Capital items 1.7   1.5 

Errors and omissions 17.1   13.1 

Net increase in reserves 280.8   266.1 

Current account, % of GDP  10.2   11.4 
Estimated short-term capital flows, % of GDP   5.7   5.6 
Source: SAFE, Dragonomics estimates
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Land reform

A controlled land ‘revolution’

by Will Freeman

When the Communist Party announced in mid-October that it was 
reforming rural property rights, it was greeted as a radical move that 
would finally set Chinese farmers free from the shackles of the state. But 
the communiqué was actually far less revolutionary than the headlines 
suggested – largely ratifying existing practices and assuring farmers that 
their land rights will be solidified. 

The legal regime for rural land has developed over three decades. After 
decollectivization in the early 1980s, farmers received 15-year individual 
cultivation rights for a set amount of agricultural land; these were subse-
quently extended to 30 years in the 1990s. Since then various laws have 
gradually turned these informal use-rights into much more formal and 
secure property rights. The 1998 revision to the Land Management Law 
established 30-year, automatically renewable terms as the national stan-
dard for agricultural leaseholds. The 2002 Rural Land Contracting Law 
further specified these rights must a) apply to a single specific plot of land 
and b) be embodied in written contracts between the individual farmer 
and the village. These provisions aimed to restrict the common practice 
of land readjustments – village chiefs arbitrarily reallocating land – and 
thereby encourage farmers to make long-term investments. The 2007 
Property Law then specified that the ultimate owner of rural land is “the 
people” as a whole, not the local government. Despite implementation 
problems, these laws together grant individual farmers an indivisible, 
perpetual property right to their land – including the ability to lease out 
or transfer their use-rights.

Stability remains the priority
Beijing views land reform as a trade-off between economic development 
and social stability: privatizing land creates huge assets and increases 
agricultural productivity and rural incomes, but it also risks separating 
farmers from their ultimate source of financial security – their land. Even 
as policy continues to move in favor of privatization, the government 
still seems to vacillate between these two objectives. Although the Octo-
ber communiqué reaffirmed farmers’ right to transfer their individual 
land-use rights, the State Council’s top rural policy adviser warned just 
days before the plenum that allowing rural land to be leased to private 
agribusinesses would result in hordes of landless farmers. Not long after, 
Beijing called off an experimental program in Chongqing allowing farm-
ers freely to transfer their individual land use-rights. Instead, central 
authorities told farmers they could only transfer land to other members 
of their rural cooperatives.

Land-reform measures 
announced in October largely 
ratify existing practices

Privatizing land risks separating 
farmers from their land 
– leading to social unrest

Will Freeman is a research analyst for Dragonomics Research in Beijing.
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The importance of rural cooperatives was underlined by October’s 
communiqué, which stated that cooperatives are legally responsible for 
transferring the land-use rights of rural land officially designated for 
commercial use. This replaces the old system whereby so-called “rural 
construction land” was usually grabbed by local officials, frequently for 
personal gain and without compensating local farmers. The idea is that 
farmers receive a fair value for their land – though farmers’ ignorance of 
the true commercial value of their land often limits the effectiveness of 
this policy in practice. 

Although talk of a revolution in land ownership is overblown, there 
is no doubt that the broad trajectory of land reform supports more 
flexible rural land-use rights. A remaining puzzle, then, is why Beijing 
is so resolutely opposed to granting individual farmers the right to 
mortgage their land. One explanation is that the government fears a 
return to the dark old days of pre-Communist China when, according 
to Party propaganda, peasants were rent slaves bound to unscrupulous 
and rapacious lenders. But today’s prohibition on mortgaging farmland 
amounts to an alternative form of economic servitude. If farmers cannot 
improve their circumstances through better access to capital and credit, 
the principal beneficiaries of enhanced rural property rights may instead 
be the very agribusinesses viewed by the government as a threat to farm-
ers’ security.

The overall trajectory of land 
reform points to more flexible 
usage rights
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Energy

The price is right

by Ahmad Abdallah & Arthur Kroeber

With the price of crude oil now down around US$50 a barrel, the discus-
sion of Chinese energy pricing policy has reversed course. Six months 
ago, with the crude price at US$150 and seemingly headed higher, the 
question was how long China could sustain subsidies to keep retail fuel 
prices low. Today the question is when China will impose a fuel tax and 
start to liberalize its rigid pricing system for gasoline and diesel.

Recent conversations with oil companies and energy experts in Beijing 
suggest that major changes in oil pricing are on the way. The “business 
as usual” scenario, under which energy intensity grew much faster than 
GDP, is no longer feasible, and policy makers recognize that reducing 
energy intensity is urgent if China wants to sustain high rates of eco-
nomic growth.

At the end of November, numerous reports appeared in the Chinese press 
suggesting the imposition of a 30% tax on oil products was imminent. 
The price regulator, the National Development and Reform Commission 
(NDRC), did not confirm the rumor but did state it had held extensive 
consultations with ministries and local governments on the issue. Fuel 
distributors started stockpiling in anticipation of the move, driving up 
wholesale prices by 5%. This fuel tax has been discussed for years but 
never implemented, so many observers were skeptical of these latest 
rumors. But a confluence of bottom-up and top-down pressure for price 
reform suggests that Beijing is at long last ready to make a serious move 
on fuel taxation and pricing.

Rising imports, messed-up refiners
The market factors creating pressure for price reform are quite clear. The 
first is China’s growing dependence on imported crude oil, which means 
a lessening ability to insulate domestic consumers from movements in the 
world crude price. Until recently, China’s domestic crude oil production 
was large and concentrated enough that shielding consumers from global 
prices was fairly simple. This is no longer the case. In the past five years, 
China’s crude oil demand rose from 4.8m barrels per day (bpd) to over 7m 
bpd, and 84% of the incremental increase came from imports. Imports still 
make up less than half of the country’s total crude demand; but that share 
is inexorably rising. More important, domestic production is increasingly 
supported by a variety of small, marginal and higher-cost fields. As recently 
as 2002, nearly half of China’s crude oil needs were supplied by the five big-
gest domestic fields, some of which are more than 40 years old. By 2007, 
these big fields produced less than a third of China’s crude needs.

Discussions of Chinese energy 
pricing policy have reversed 
course since oil’s price collapse

Ahmad Abdallah is the Abu Dhabi-based global energy analyst for GaveKal 
Research. Arthur Kroeber is editor of the China Economic Quarterly. 
Research assistance by Dawn Lee.
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A second factor is the increasingly messy economics of China’s oil refin-
ing business. Through 2004, when oil prices were still fairly low, China’s 
net crude oil supplies reliably ran about 500,000 bpd ahead of the appar-
ent demand for refined oil products – gasoline, diesel, fuel oil, jet kerosene 
and so on. But since 2005, with crude prices rising, crude supply has fallen 
behind apparent product demand to the tune of about 200,000 bpd.

What is going on? The basic reason is that when crude prices rise, China’s 
pricing system creates incentives for stockpiling. NDRC sets retail gaso-
line and diesel prices (although prices of jet fuel and fuel oil are set by 
the market). It also sets the refinery-gate prices for these products – ie 
the price charged by refineries to distributors. But the wholesale price 
charged by distributors to gas stations fluctuates freely. Thus when crude 
prices rise, distributors have an incentive to buy up stock from the refin-
eries as quickly as possible, because the government-set refinery price 
lags the market crude price. Distributors then hold on to these stockpiles 
until gas stations run down their supplies and need to buy more, at which 
point the wholesale price will rise. The hoarders can then sell their fuel 
inventories at a big profit. 

Because the big refiners cannot increase their prices when crude prices 
rise, there is a lack of incentive for them to supply the market when prices 
rise (and they may also under-invest in refining capacity). As a result, 
small independent refiners, which account for 15-20% of China’s refin-
ing capacity, play a crucial role in providing swing supply. Concentrated 
in Guangdong, Shandong and Shanxi, these small refiners sell from the 
refinery gate, but at unregulated wholesale prices. In other words, even 
though they lack the economies of scale of the big refiners and in some 
cases have a higher feedstock cost because they run off imported fuel oil 
rather than crude, these independent refiners can in most cases make a 
good profit because they meet marginal demand at market prices. But 
these refiners had to shut down in the first half of 2008, because the 
(unregulated) price of fuel oil reached US$40 a barrel above the already 
high price of crude oil, and this made it impossible for them to operate at 
positive cash flow. This helped contribute to the severe fuel shortages in 
the first half of the year. 

Take it from the top
The pressures created by increased import dependence and distorted 
refinery incentives can only be solved by liberalized pricing. Greater pass-
through of international prices will encourage consumers to be more 
efficient. And a pricing system which reduces arbitrage opportunities 
will shift profits from the arbitrageurs back to the refiners, who will then 
find it worthwhile to supply the market when prices are high, rather than 
creating shortages. 

“Liberalized pricing” will take some time to implement, and in a Chinese 
context it will never be synonymous with “free market pricing.” The 
government will always want to retain some control over pricing, not 
to ensure cheap fuel for industry (as is often imagined) but in order to 

Small independent refiners play 
a key role in providing swing 
supply

Liberalized pricing is the only 
solution to the twin headaches 
of rising imports and distorted 
refinery incentives
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smooth out the volatility of price movements. The fuel tax is an indis-
pensable first step, because in addition to promoting resource efficiency 
it puts a buffer between international crude prices and the domestic retail 
pump. The more fuel is taxed, the less the retail price will jump around 
with the crude price, because the crude price represents a lower propor-
tion of the retail price. 

The central government has considered a fuel tax for years, but has never 
been able to implement it for political reasons. NDRC wanted to neutral-
ize the net effect of a fuel tax on consumers by simultaneously canceling 
highway tolls and road maintenance fees. But because the fuel tax would 
be collected by the central government, and local governments collect 
highway fees, localities opposed the trade-off. Rumors now suggest that 
NDRC has modified its insistence that road fees be canceled. This implies 
that, to minimize consumer impact, the imposition of a fuel tax will be 
offset to some extent by a reduction in the base retail price of gasoline and 
diesel. If the crude price continues to fall there is scope for such a reduc-
tion. Once the fuel tax is in place the government can proceed with the 
trickier task of price liberalization.

Local press reports suggest that the price reform proposal now under 
consideration falls well short of full liberalization, but will go far to 
eliminate the worst distortions of the present system. At present, NDRC 
uses two formulas to set refinery-gate and retail prices. The first applies 
when the crude oil price is below US$50 a barrel, and essentially passes 
through the full effect of crude-oil price changes. But when crude goes 
above US$50, NDRC shifts to a discretionary pricing formula that 
squeezes refiner margins. Under the new plan, domestic refined oil prices 
will move in step with international refined prices when crude is below 
US$80. From US$80-$130 a barrel, refiners will be guaranteed a modest 
profit rate but distributor margins will be cut, allowing retail prices to rise 
less than would be required under full price pass-through. When crude 
breaks above US$130 a barrel, retail prices will continue to move up, but 
with a lag and subject to caps.

The details and timing of fuel-price reform remain unclear, but the 
political will to go ahead with reform is not in doubt, and it comes from 
the very top. Beijing sources suggest that the surprise hike in refined oil 
prices in June was ordered by Hu Jintao himself, overriding the advice of 
his economic team that such a move would stoke inflation. That move 
played a decisive role in puncturing the global oil-price bubble, as it sent 
a strong signal that China would not subsidize gas prices forever, so mar-
kets could not rely on Chinese demand expanding without limit. Until 
then, there was doubt about Beijing’s willingness to use price mechanisms 
to achieve its long-term energy efficiency goals. The imposition of a fuel 
tax will be another strong signal that Beijing is seriously committed to 
getting energy prices right.

A fuel tax would likely be offset 
by a cut in gasoline and diesel 
prices

Political will for fuel-price 
reform is strong
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Metals Man

Steeling for a fight

by Michael Komesaroff

Moaning about the price of iron ore is an annual ritual for China’s steel 
producers. But with steel demand collapsing, mills announcing produc-
tion cuts of 20-40% and spot iron ore prices sinking below contracted 
prices for the first time in eight years, Beijing is optimistic that it finally 
has the bargaining power to force the global mining giants to slash the 
price of contracted iron ore. If only it were that simple.

Since 2000, global steel production has grown by 497m tons per year, 
of which a whopping 72% came from new Chinese capacity. Last year, 
China’s 489m tons of steel production represented 36% of world produc-
tion, making China by far the world’s biggest steel producer.

Because it does not have abundant high-quality iron ore reserves, much 
of China’s new steelmaking capacity is fed by imported iron ore, mainly 
from Australia and Brazil but supplemented with smaller quantities from 
India and other countries. Last year, China imported 383m tons of ore, 
more than a five-fold increase on the 70m tons the country imported in 
2000. During this period, China’s share of world iron ore consumption 
increased from a little over 10% to more than 50%. Three major com-
panies – Vale of Brazil and the Australian producers, BHP Billiton and 
Rio Tinto – control about three-quarters of the 760m tons per annum of 
seaborne iron ore trade.

The money’s in the mining
As iron ore producers struggled to keep up with this massive increase 
in demand, the price of iron ore more than quadrupled since 2000. By 
comparison, steel prices rose by a bit less than double. The more rapid 
increase in the iron ore price meant that iron ore producers, not steel 
makers, grabbed most of the profits from the huge rise in global steel 
demand. 

But the collapse in Chinese steel demand this year suggests that the steel 
bull market has run its course. Steel production growth fell for four 
successive months between July and October – the longest decline in at 
least seven years. Along with falling production, a mountain of iron ore 
stock has built up at Chinese ports. Normally stock levels average the 
equivalent of 43 days of imports, but since the middle of the year slower 
demand has seen the accumulation of 60 days of stock.

Falling demand is the result of two independent factors. First, with 15% of 
Chinese production exported to foreign markets, Chinese steel producers 
have been severely hurt by the global downturn. In October exports 
plummeted 36%. Not only has foreign demand all but dried up, but a 

Beijing believes it finally has 
the bargaining power to force 
down iron ore prices

The fall in Chinese steel 
demand suggests that the 
metal’s bull run is finally over

Michael Komesaroff is principal of Urandaline Investments (www.urandaline.
com.au), a consultancy specializing in China’s capital intensive industries.
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breakdown in the global financial system means that banks are unable to 
confirm letters of credit between potential trading partners. 

More important, however, is the collapse in domestic demand. The 
construction industry accounts for more than half of China’s steel 
demand, so there is a strong correlation between steel consumption and 
building construction. Over the past year, Beijing’s tighter monetary poli-
cy and deliberate plan to cool down the property sector made it tough for 
developers to obtain fresh bank funds, with the result that new projects 
dried up and steel consumption plummeted. 

Annual mating ritual
Most of the world’s iron ore is traded under price contracts agreed annu-
ally on April 1. The price negotiation, an acrimonious process typically 
beginning in November, is known as the “annual mating ritual.” Once 
the contracted price has been hammered out, it is used as a benchmark 
against which all suppliers sell their ore to other Asian mills. Nippon Steel 
was traditionally the first to settle, forcing Chinese mills to follow the 
Japanese lead. But China took over the price-setting role last year when 
Baosteel, appointed by Beijing to lead negotiations for the Chinese mills, 
was the first to agree a contract price with Vale.

Until as recently as 2000, all but a small proportion of China’s iron ore 
imports were supplied under contracts where the price was negotiated 
in the annual mating ritual. But as China’s steel production exploded, 
the traditional suppliers were unable to keep up with the burgeoning 
demand. This opened the way for new entrants, primarily from India, 
to supply the deficit on a spot basis with prices negotiated prior to each 
shipment. Until 2006, the spot market traded at an average premium of 
200% to contract ore; but during the first half of this year the premium 
rose to an average of 240%. 

The strong and rising spot market premiums have had two major 
consequences. First, they were a meaningful and transparent indicator 
that encouraged suppliers in Australia and Brazil to seek massive annual 
price increases. The existence of the spot premium supported increased 
contract prices in each of the past six years, including a record 71.5% hike 
in 2005 followed by 65% this year. 

A second consequence of the strong and rising market premiums was 
that the mining companies began to shift more of their sales away from 
contracts toward the spot market. BHP Billiton was the first to embrace 
this policy, honoring existing contractual arrangements while insisting 
that deliveries against new sales be priced against the spot market. But 
Rio Tinto infuriated its Chinese customers by exploiting a legal loophole 
to load ships with 90% of its contractual obligation, then selling the 
remaining 10% for much higher prices on the spot market.

Post-nuptial squabbles
BHP Billiton was the first of the major suppliers to agitate for a change 
to the annual mating ritual. In 2005 the company pressed for benchmark 

Rising prices led ore producers 
to abandon contracts for the 
spot market
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prices to include a freight component “equalizing” the delivered cost of 
iron ore from all sources, taking into account the extra US$15-20 per ton 
paid by Chinese steel mills for ore shipped from Brazil rather than Aus-
tralia. After the transport premium rose to US$60 per ton this year, Rio 
Tinto finally fell in behind BHP Billiton in pursuing compensation for 
their more advantageous supply locations. The combined support of Rio 
Tinto and BHP Billiton left the Chinese with no option but grudgingly to 
accept the concept of freight equalization.

The Chinese mills were annoyed at having to compensate the Australian 
miners for the freight advantage – but they were positively outraged when 
Vale, having agreed contract terms for the following year, threatened to 
withhold supply unless the mills agreed to an additional 12.5% increase. 
With markets in decline and spot prices falling below contract prices, Chi-
nese negotiators successfully forced Vale into a humiliating back-down.

BHP Billion has also proposed replacing the annual mating ritual with a 
more transparent and less acrimonious process based on a market-driven 
price index. This proposal received support from some Chinese mills, but 
the China Iron and Steel Association argues that using an index to set 
prices is unfair. Neither Vale nor Rio has come out in favor of the idea.

Don’t bet on it
With Chinese steel demand now in free-fall and the first drop in iron 
ore imports on the cards since 1992, some analysts are tipping a 30-40% 
decline in the benchmark contract price. But such a sharp price drop 
is highly unlikely, with a number of market factors likely to limit the 
expected price cut to 20%.

First, domestic iron ore mines account for about half of China’s iron ore 
consumption. But falling prices mean that around 30% of the sector is 
operating with costs well above the delivered price of imported spot 
ore. According to reports from Tangshan, where most of China’s iron 
ore mines are located, many of these high-cost operations are shutting 
down. In addition, falling prices have hit the capacity of smaller inter-
national miners to provide Chinese mills with iron ore. Companies such 
as Fortescue Metals and Mount Gibson, which had planned to expand 
operations, were hit hard by the global credit squeeze. China’s steel mills 
will need to replace these two sources of lost capacity with other sources 
of imported ore, which should help to firm-up contract prices with the 
mining giants.

Second, recent production cuts by iron ore suppliers in Brazil and 
Australia will tighten supply and reduce pricing pressure. Vale and Rio 
Tinto, along with several small Australian producers, have announced 
cuts equal to 10% of their current production. Although BHP Billiton 
has yet to announce any reductions, the company’s exports reportedly 
dropped to an eight-month low in October.

Third, Beijing’s attempts to boost low-end housing should strengthen 
domestic steel demand. Although it is unclear how much of the two-year 

Buyers finally have the upper 
hand – as Vale discovered

Chinese steel prices are likely 
only to fall 20%

Ore producers are cutting 
output
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Rmb4 trn fiscal stimulus package announced in November constitutes 
new spending, Beijing is committed to spending Rmb900 bn on afford-
able houses in 2009-11, injecting 2.7m new houses into the market annu-
ally over the next three years. Over the next two years, the stimulus pack-
age is estimated to boost steel demand by 150m tons, which can only help 
support iron ore prices. Since it may take a quarter or two for the policy to 
translate into stronger demand for steel, it is likely that the iron ore com-
panies will want to prolong price negotiations for as long as possible.

With supply due to tighten and demand likely to pick up next year, 
Chinese forecasts of a 30-40% cut to the price of contracted iron ore look 
wildly optimistic. Those betting that the traditional April moanfest will 
give way to cheering could be sorely disappointed.

When prices are set again in 
April, expect buyers to remain 
unhappy
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Markets

Scraping the barrel

by Chao Gupiao

So much for China saving the world. A-shares and the Chinese economy 
have had a shocking post-Olympic quarter. Last time Chao wrote on 
the market, the Shanghai Composite Index was already well below the 
government’s supposed floor of 3,000 points, hovering around the 2,500 
mark. But in the last quarter the market slipped below 2,000 points, even 
touching an intra-day low of 1,664 – a massive 73% below its peak in 
October 2007. 

That’s not to say that the past few months have seen a straight-line drop. 
The first significant event of the quarter came in mid-September as the 
market looked set to break through the 1,800 index point level, which 
succeeded 3,000 as the popular psychological marker in the stock mar-
ket’s downward spiral. After unsuccessfully trying to talk up the market 
all year, the China Securities Regulatory Commission (CSRC) dipped 
into its wallet, scrapping stamp duty on stock purchases and announcing 
that the central government would buy fresh stock in three banks. 

Plumbing new depths
The central holding company Huijin Investment, already the leading 
shareholder in the country’s biggest banks, pocketed 2m extra shares of 
Industrial and Commercial Bank of China, Bank of China and China 
Construction Bank. Then the State-owned Assets Supervision and 
Administration Commission added its support by encouraging the 147 
large state-owned enterprises (SOEs) under central government control 
to buy shares of their subsidiaries. The ruse worked beautifully in the 
short term, driving the market up 9.5% on September 19 and a further 
7.7% on September 20, placing the index at 2,236 points. But after a 
short-lived rally, the market dropped to a new low in late October.

Although the government’s purchases were small, they were significant: 
this is the first time Beijing has intervened in the stock market in such a 
direct way. Previously it tried to direct events via intermediaries such as 
brokers or fund managers. But given the dire global climate, the govern-
ment clearly decided to make a big show of support for its financial sys-
tem at a time when faith in banks was failing across the board.

Beijing’s market intervention also lent apparent credence to the persis-
tent rumor that the government is preparing to establish a state-backed 
stabilization fund of up to Rmb800 bn to buy shares and support prices. 
Regular readers know exactly what Chao makes of that arrant nonsense: 
stabilization funds have been tried by many Asian countries and have 
never worked. But the scheme would make even less sense in China, 
where the government is already the biggest investor in the market. Sta-

A strong show of government 
support

Chao Gupiao is the alter-ego of correspondents in Chinese stock markets.
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bilizing the market would mean buying the largest stock, which are all 
centrally run SOEs!

Moreover, as Chao never tires of repeating, it is profoundly misguided 
for the government to target the stock market index, a number of no eco-
nomic significance. Instead the government should focus on improving 
market infrastructure, by cracking down on insider trading and stock 
ramping; allowing more private companies to list so that investors can 
have access to the firms that actually produce most of China’s economic 
growth; and increasing the clout of institutional investors (such as insur-
ance companies and pension funds) with a long-term view and indepen-
dent investment objectives. Until the government moves to improve the 
market’s architecture, a sustainable rally is unlikely. 

We are the hollow men
The second major event of the quarter was the State Council’s long-
awaited approval of CSRC’s plan to introduce margin financing for buy 
trades and stock lending. Yet again one eye was on the politics, as China 
introduced shorting just as the rest of the world was banning or limiting 
it. But what looked like a public relations triumph now looks hollow: eight 
weeks on, the United States was back trading shorts while China had yet 
to show a product to the market. According to the draft rules, margin 
financing will not be available to institutional clients. All in all, a bit of a 
damp squib.

Finally, the announcement of a Rmb4 trn fiscal stimulus package in early 
November saw the Shanghai index jump 7.3% as desperate investors 
finally witnessed the government riding to their rescue. A week later, the 
index had hauled itself above the 2,000 level for the first time in weeks. 
As far as confidence tricks go, the fiscal stimulus was a good one: the real 
increase in unbudgeted spending is likely just one-quarter, or even less, of 
the headline figure. But that is not the point. Beijing sees its job as shoring 
up public confidence, by meddling in the market if necessary. And no-
one seems to agree more than Chinese investors.

The government still needs 
to stamp down on insider 
trading and allow more private 
companies to list

Beijing continues to see its 
primary goal as shoring up 
public confidence
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Economic meltdown

Time for a new story

by Arthur Kroeber

China’s economy has, apparently, turned on a dime. As recently as March, 
it was still growing at well above 10%, about the same rate it had main-
tained for the previous five years. The major problem for policy makers 
was how to keep inflation in check and restrain a rising tide of capital 
inflows. By July, some slowing was in evidence, but the State Council 
was still confident enough of the economy’s ability to generate at least 
9% growth that it took a pass on a proposed fiscal stimulus program of 
Rmb370 bn (US$54 bn).

But by October, growth in industrial production had collapsed and 
investment bank economists were in competition to see who could lower 
their forecasts fastest and deepest. On November 9 the State Council 
approved a two-year fiscal stimulus package with a headline value of 
Rmb4 trn, or 14% of GDP. Although at least three-quarters of that money 
had already been budgeted, the actual new expenditures will likely 
double the amount of the stimulus package tabled in July. At the end of 
November, the People’s Bank of China (PBC) followed up with a 108 basis 
point interest rate cut – the biggest rate reduction since 1997, when China 
was reacting to the Asian financial crisis.

China shaken by the world
How could the seemingly unstoppable Chinese economy be brought to a 
halt so quickly, and with so little warning? The simplest explanation is that 
China is the rather plump tail of the global economic dog. The United States 
went into recession in December 2007; European growth began to wobble 
in the summer; and the bankruptcy of Lehman Brothers in mid-September 
precipitated a full-fledged global financial panic that halted international 
credit flows. That trajectory accords nicely with China’s shift from gradual 
relaxation in the first two quarters to abrupt pratfall in the third.

The simple explanation describes perhaps half of the story. China does 
not operate in isolation from the global economy, and since its entry into 
the World Trade Organization in 2001 its dependence on global demand 
has risen. Between 2001 and 2007 gross export value rose from 22% of 
GDP to 35%, the current account surplus from 2% of GDP to 11%, and 
the net export contribution to GDP growth from 5% to 20%. Foreign 
direct investment is a small part of total investment (around 3%), but 
plays an important catalytic effect by introducing modern technology 
and management skills. Moreover, access to other forms of global liquidity 
probably helped stimulate Chinese growth in ways that are difficult to 
trace. The freezing up of global credit, and the end of growth in global 
trade, clearly explain part of China’s economic woes. 

In less than nine months China’s 
economic story has been 
rewritten

The perils of global integration

Arthur Kroeber is editor of the China Economic Quarterly.



20 DECEMBER 2008CHINA ECONOMIC QUARTERLY

The big idea  China’s economic prospects

But the simple explanation of China as first beneficiary and then victim of 
global financial excess does not provide a complete picture. China’s eco-
nomic crisis is at least as much home-grown as it is externally imposed. 
This survey will attempt to answer three questions:

1. What are the domestic and internal factors contributing to the Chinese 
economic slowdown?

2. What is the economic prognosis for the next two years?

3. Do we need to re-think the long-term trajectory of Chinese growth? 

I. How we got here
China’s economic slowdown results from a combination of domestic 
and external factors. The external factors were a marked deceleration 
in global trade which cut into China’s trade surplus, and the seizing up 
of international credit. The main domestic factor was a collapse in the 
domestic property market, which is the ultimate source of demand for 
China’s heavy industries.

Contrary to a widespread view that China’s exports held up well until the 
middle of this year and then suddenly collapsed, export growth peaked at 
the end of 2006 and then declined steadily through 2007 as demand from 
the United States softened. This decline accelerated sharply in early 2008, 
as the United States slid into full-blown recession, leading to a significant 
decline in the trade surplus in the first half of the year. These trends were 
masked by the custom of reporting trade flows in US dollars – but it is 
the local-currency value of trade that matters for Chinese GDP calcula-
tions. The renminbi appreciated against the US dollar throughout 2007 
and this appreciation accelerated in the first quarter of 2008, meaning that 
significant declines in export volumes and renminbi values failed to show 
up when converted into dollars. At the same time, spiraling prices for com-
modities (notably crude oil and metal ores) sent China’s import bill soar-
ing: three-quarters of China’s imports are raw materials and capital goods.

As a result, China’s trade surplus, when calculated in local currency, fell by 
about 10% in the first six months of this year, and this was a principal cause 
of the decline in GDP growth from nearly 12% in 2007 to 10.4% in the first 
half of 2008. The flip side is that the recent collapse of commodity prices, 
and the end of the renminbi’s appreciation against the dollar, meant that the 
trade picture improved substantially in the third quarter. For the full year, 
trade is likely to make a modestly positive contribution to GDP growth. 

It’s the property market, stupid
But there was also a home-made ingredient in China’s slowdown, which 
was the implosion of the property market – by which we mainly mean 
housing, which comprises about 80% of the total floor space built in 
China each year. China’s commercial housing market only began in about 
2000, when most of the housing formerly owned by state-owned work 
units had been sold off to its occupants. Over the next several years pri-
vate property developers sprang up like mushrooms in nearly every Chi-

China’s economic crisis is 
as much home-grown as 
externally imposed

The implosion of China’s 
property market is the key 
domestic factor in slowing 
growth
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nese city, eager to make a killing in a new and vibrant market. At first they 
did this by acquiring land in corrupt back-room deals from city officials, 
who often expropriated suburban farmers to clear land for new develop-
ments. Concerned about the social consequences of creating legions of 
landless farmers, the central government cracked down on land sales in 
2004, requiring all urban development land to be sold at auction.

The result was that land became harder to come by, land prices rose, and 
so too did the price of housing. By the end of 2007, the average house price 
in Beijing was an astonishing 15 times the average household income in 
the city. Most other major cities had ratios of 9-13 and the average for all 
cities in China was 10. By contrast, the normal price-to-income ratio in 
most Asian countries is between 5 and 8. The United States, at the peak of 
its housing bubble, had a ratio of around 5. 

Beijing officialdom got worried about these sky-high house prices in 
mid-2007; its analysis was that developers were building too much high-
end housing and not enough affordable housing. This led to a speculative 
bubble in high-end properties and a shortage of low-end properties, 
pushing up prices across the board. Beginning in August 2007 Beijing 
imposed a series of measures intended to force developers to stop 
building luxury flats and start building economical ones. Minimum down 
payments and transaction fees were raised to discourage speculative 
purchases; banks were ordered to cut credit lines to developers; and use-
it-or-lose land rules aimed to prevent developers from hoarding land 
banks and encourage them to build affordable housing. 

Falling dominoes
This attempt to micro-manage the market backfired. Buyers were driven 
out of the housing market – not just at the high end, as the government 
intended, but in every price segment. Housing sales volumes collapsed in 
the first quarter of 2008 and by October were running at a year-on-year 
pace of minus 17%. Prices followed suit: after peaking in January they 
started to decline in all major cities and are likely to tumble by 15% or 
so from their peak values. In some cities (notably Shenzhen) and market 
segments (notably properties in the Rmb15,000-20,000 per sq m range 
that were a key locus of speculation) price falls of 30-40% are likely.

The property market fiasco was principally a story of domestic cause and 
effect, but international factors also played a role. A significant amount of 
property development and purchases – it is impossible to know exactly 
how much – was financed by US dollar borrowing. For most of 2006-07, 
the most obvious trade in the world was to borrow depreciating dollars and 
invest them in an appreciating renminbi asset, namely property. The drying 
up of dollar credit lines probably contributed to the rout of buyers in 2008.

With buyers absent, construction ceased; and when construction ceased 
demand for basic materials – steel, cement, aluminium, copper and so on 
– disappeared. China’s heavy industries, which cater mainly to the domes-
tic construction industry and whose capacity had expanded by three to 

Borrowed dollars financed 
some of the property bubble

Sky’s the limit
House price/income ratios, 2007

Beijing  15.4
Xiamen  13.8
Shenzhen  13.3
Guangzhou  12.5
Dalian  12.0
Shanghai  11.6
Hangzhou  11.0
Wuhan  10.5
Urban China  10.0
Qingdao    9.5
Chengdu    9.4
Ningbo     9.1
Zhengzhou    7.9
Chongqing    6.3
Source: Dragonomics Research

�����������������������������������

���������������
���������������������������������������

����������������������

���

���

�

��

��

��

����
����

�����������

�����



22 DECEMBER 2008CHINA ECONOMIC QUARTERLY

The big idea  China’s economic prospects

five times between 2001 and 2007, suddenly found they had no orders. 
By the third quarter most basic materials industries were announcing 
production cuts of 20-30%. Demand for electric power – of which 75% 
comes from industry – plummeted.

The message is clear: China’s heavy industry sector is plagued by over-
capacity, and will need to re-adjust to a significantly weaker demand 
pattern than was anticipated a year ago. To give just one example: the 
steel industry, whose production expanded from 100m tons in 2001 to 
an annualized rate of 570m tons in early 2008, is now facing annualized 
demand of just over 400m tons.

The final bit of bad news, which along with the heavy-industrial meltdown 
forced the government into growth-supporting action in November, was 
a visible decline in consumer confidence in September and October. This 
was not apparent in the official data on retail sales, which are polluted by 
government and business purchases and therefore an unreliable guide to 
household spending patterns. Nor was it evident in wage growth, which 
registered a solid 18% in October. But anecdotal reports from retailers 
suggest that true household purchases of retail goods were flat or negative 
in September and October; and purchases of big-ticket durables – nota-
bly automobiles – fell into negative territory after several consecutive 
years of robust double-digit growth. Bank data show that household 
deposits rose by 21% in October – meaning that households are hoarding 
their cash, not spending it. 

While we cannot be certain of the cause of consumer malaise, it is clear 
that the collapse of the stock market at the end of 2007, the popping of the 
property bubble in early 2008, and the accumulation of bad news about 
China’s export industries and the global economy over the course of the 
subsequent months was hardly a sequence to make Chinese households 
sanguine about the immediate economic future. 

II. What kind of landing?
After several years of high flying, China’s economy is coming in for a land-
ing. We expect it will be a soft landing, but a long one.* The economy will 
slow less abruptly than during the two previous economic slumps in the 
post-1978 reform era, but the landing will last three or four years. A con-
siderable amount of excess investment and capital misallocation needs to 
be unwound before China will be ready for another investment boom.

We are more optimistic than the doomsayers for two reasons.** First, 
China’s economy is fundamentally far sounder and more flexible than it was 

*We are indebted to the prescient Nicholas Lardy and Morris Goldstein of the Peter-
son Institute for International Economics, who coined the term “long landing” in a 
November 2004 paper that was, as the old Panasonic ads said, “just slightly ahead of its 
time.” (What Kind of Landing for the Chinese Economy?, Peterson Institute policy brief, 
November 2004.)

**See, for instance, CLSA’s Eric Fishwick, whose forecast of 5.5% growth in 2009 is now 
widely cited by investors. (China’s Growth – Ask JACC, CLSA Asia-Pacific Markets Triple-
A weekly economic commentary, 5 November 2008.)
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in the past two downturns, in 1989 and 1998. In each of those recessions, as 
today, a domestic cyclical downturn coincided with a major external shock 
(a political crisis in 1989, the Asian financial meltdown in 1997-98). But 
those downturns were exacerbated by structural rigidities left over from 
the planned economy: administered prices and an inflexible labor market 
in 1989; and thoroughly dysfunctional state-owned industrial and banking 
sectors in 1998. Today these rigidities are almost wholly absent: most prices 
are marketized, the labor market is the world’s most flexible, and banks and 
big companies have plenty of cash to cover their losses.

Market forces have made 
China’s economy enormously 
more flexible and resilient

One of the long-running arguments among China 
economists is the extent to which China’s economy is 
“export driven.” Generally the argument revolves around 
the question of whether gross or net exports is the 
relevant measure. 

Proponents of the export-driven view note that gross 
export value is high – 35% of GDP – and suggest 
that once the export-linked supply chain is taken 
into account, exports account for a decisive share of 
investment and employment. Skeptics point out that, 
despite high headline export numbers, domestic value-
added is extremely low, and net exports – that is to 
say, the trade surplus – accounted for around 7% of 
Chinese GDP growth on average in 1980-2004. Even in 
the last three years of exploding trade surpluses, net 
trade contributed about 21% of GDP growth, meaning 
that over nine points of annual GDP growth came from 
domestic demand.

Our own view is that the key variable in China’s economic 
cycles is domestic investment, which is far more a 
function of infrastructure and real-estate construction 
(together accounting for about 60% of fixed investment) 
than of exports (15% of fixed investment, including the 
export-linked supply chain). In the long run, however, the 
export economy’s role in growth goes well beyond its 
direct contribution to investment and employment. 

The export economy is best understood as a big 
technology-transfer machine. As with any developing 
economy, one major element in China’s growth story 
is technological “catch-up” with the more advanced 
countries. The catch-up theory states that the further 
behind you are, the faster you can run, because you 
can beg, borrow or steal technology developed at great 
expense of time and money in rich countries. As a nation 
gets closer to the technological frontier, these easy gains 
evaporate and more technological improvement has 
to be self-generated, resulting in slower growth (just 
ask Japan). Exports contribute to technology transfer 

in two ways. In classic East Asian economies such as 
Japan and South Korea, export requirements were a 
way to compel domestic firms to stay internationally 
competitive, even as protectionist trade policies shielded 
them from competition at home. Companies that failed 
to meet export targets lost access to state-guided credit. 
To maintain export competitiveness, these firms had to 
keep up with global technology standards.

In China, an additional factor is the role of foreign 
enterprises, which account for nearly 60% of China’s 
export value. Foreign firms bring with them machinery, 
manufacturing techniques, software and management 
skills; these technologies are often locally adopted, 
either formally through joint-venture agreements or 
informally by local employees using what they learned 
at foreign companies as the basis for their own start-ups. 
This technology transfer ensures a high rate of growth 
in “total factor productivity,” which is the main source of 
sustained long-term economic growth. 

So over the long run China’s high structural growth rate 
depends heavily on the existence of a liberal system of 
global trade and capital flows. It is no coincidence that 
China’s stellar growth period coincided almost exactly 
with a quarter century (1983-2007) during which global 
trade on average grew at twice the rate of global GDP. In 
the short term, China can easily ride out cyclical export 
dips, both because domestic construction is a more 
important source of demand and employment, and 
because as the low-cost producer of many goods, China 
can pick up global market share during trade recessions. 

Worryingly, the World Bank forecasts that 2009 will be 
the first year since 1982 that global imports shrank. If this 
is simply a cyclical downturn, even a severe one, China’s 
growth is not imperiled. But if, as is possible, the financial 
crisis has ushered in a new era of protectionism, capital 
controls and perennially weaker trade growth, there is a 
real risk that China’s awesome productivity growth will 
start to slow.

How externally driven is China’s economy?
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Second, we believe that government policy is likely to be effective. The 
pessimists fail to recognize that, until just a few weeks ago, government 
macroeconomic policy was still relatively tight. Now policy is focused on 
stimulating growth rather than containing inflation. And since Beijing 
mainly employs direct tools such as fiscal spending and quantitative 
guidance of bank lending – rather than the indirect interest-rate mecha-
nism employed by most mature economies – the impact of the stimulus 
will begin to be felt within three to six months.

… overheating, was it?
It is difficult to remember now, but in November 2007 the government 
was so concerned about the inflationary risk posed by runaway bank 
lending that it imposed draconian credit controls that brought lending 
virtually to a halt for two months. In the first half of 2008, the PBC rigor-
ously enforced credit quotas intended to curb excessive investment and 
consumer price inflation, which peaked at nearly 9% in February. After a 
mid-year economic review in July by the State Council, the government 
started making noises about supporting growth – but the PBC main-
tained its cautious stance on inflation. 

It was only in October, when the extent of the heavy industry slowdown 
and the decline in consumer confidence became apparent, that the gov-
ernment realized the risk to growth. Not until November, when it finally 
relaxed its constrictive real estate policies and announced a fiscal stimu-
lus package, did Beijing make a clear-cut public statement abandoning 
its anti-inflation stance and devoting itself entirely to supporting growth 
(see “Economic survey” on page 3).

Three key points of the fiscal stimulus are worth highlighting. First, 
the package focuses mainly on reviving domestic construction activity, 
which is appropriate since the collapse in construction demand was 
the principal domestic cause of the slowdown. Second, the focus is not 
exclusively on construction, as was the case with the previous economic 
stimulus program launched in 1998 in response to the Asian financial 
crisis. This one also includes rural and urban income support, along 
with spending on social services and environmental technology that are 
related to longer-term efficiency and social equity goals. In other words, 
in crafting economic policy Beijing is trying to achieve a balance between 
the short-term goal of sustaining economic growth at around 8% and 
longer-term projects to improve the economy’s allocative efficiency. This 
is sensible and pragmatic policy-making.

Finally, the success of the stimulus program does not depend on govern-
ment resources alone. Ten years ago, fiscal resources had to bear virtu-
ally the entire burden of rescuing the economy from the combination 
of a domestic cyclical slowdown and the impact of the Asian financial 
crisis. Banks were impotent because more than 40% of their loans were 
non-performing, and it was not until they had undergone two years of 
balance-sheet restructuring that they were able to contribute substan-
tially to liquidity creation. Industry was also a mess: it was mostly state-

Government policy is now 
focused on stimulating growth 
not containing inflation
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owned, loss-making and burdened with non-productive employees. The 
aggregate profits of the state industrial sector were less than 1% of GDP 
in 1997, and more than 30m state-sector workers had to be laid off from 
1998 to 2003.

Today the situation is far better. Thanks to a rigged interest rate system 
and a booming economy, banks have been vastly profitable for the past 
three years and their non-performing loans are officially around 5% 
of assets. Banks have considerable ability to expand credit, especially if 
reserve requirements are dropped from their current level of around 15%. 
Industrial profits in 2007 amounted to 11% of GDP, of which the state 
sector contributed nearly half; even with falling profit growth, significant 
funds can be mobilized from the corporate sector. 

Stuck on the tarmac 
There is thus enough domestic liquidity that, once it is mobilized by 
government policy, growth can be stabilized at around 8% by the end of 
2009. The question then becomes whether the recovery will be a “short 
landing” followed by a quick return to robust growth rates of above 9% 
(and a commensurate re-acceleration of commodity demand) or a “long 
landing” during which growth stays stuck around the 8% mark for three 
or four years.

A “long landing” is far more likely, for two reasons. First, to the extent that 
China’s slowdown results from or is aggravated by the collapse in global 
trade and credit, no quick recovery is in sight. The United States recession 
will be deep and severe, and further deleveraging is required. The Euro-
pean recession, which will be at least as long-lasting, has only just begun. 
So the easy growth that China garnered from ebullient external demand 
in 2002-07 will not return for some time.

Second, to the extent that the slowdown reflects domestic factors, the 
nature of Chinese cycles dictates a long, slow recovery. Since the reform 
of the planned economy began in 1978, China has run alternating cycles 
of investment expansion and contraction, each lasting roughly five years. 
During the investment expansion eras, GDP growth averages over 11%; 
during the contractions, growth runs at around 8% as excess capacity is 
gradually worked out of the system. We have just concluded a six-year 
run during which growth averaged 11%; a four or five-year period of 
growth closer to 8% is the predictable (though not inevitable) sequel.

There is nothing occult about these cycles; they represent the normal 
functioning of a rather old-fashioned industrial economy, in which 
productive capacity gets built up quickly during periods of easy money, 
overshoots underlying demand, and then needs to be scaled back when 
the gap between supply and demand becomes apparent. When excess 
capacity gets exposed, the unwinding cannot be completed in a matter 
of a few months or quarters. Investments in plant that seemed rational 
when the economy was growing at 11% prove to be unprofitable when the 
economy grows at 8%. Various levels of hidden debt used to finance this 

Banks are in a good shape to 
fund growth for the next few 
years

The landing may be soft, but it 
will surely be long

China’s economy is functioning 
like a normal old-fashioned 
industrial economy
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capacity are gradually peeled away. Until the discounting of hidden debt 
is complete and enough unprofitable capacity is taken offline, a strong 
investment cycle cannot begin again.

Dark matter
Hidden debt – or, to borrow a term from physics, economic “dark matter” 
– is a fascinating if perilous phenomenon, as investors in credit default 
swaps have recently found to their cost. One of the difficulties in analyz-
ing the Chinese economy over the next couple of years will lie in iden-
tifying the sources of “dark matter” that will create a persistent drag on 
growth. By definition this dark matter is hard to tease out from economic 
data and usually becomes quantifiable only after its malefic consequences 
have been exposed.

The main source of dark matter is unrecorded borrowing among 
enterprises, which means that actual debt levels in the corporate sector 
are higher than revealed by official bank loan data. This borrowing can 
take the form of direct loans by cash-rich enterprises to firms in need of 
working or investment capital. Not infrequently, private enterprises with 
little direct access to bank lending borrow from state enterprises with 
bank credit lines. Another type of informal lending is the extension of 
trade credit to one’s customers. Back in the debt-heavy early 1990s, this 
tangle of corporate IOUs was known as “triangular debt” – with Enter-
prise A owing money to Enterprise B, which until it received payment did 
not have the cash to pay off its loan from Bank C.

Anecdotally, private equity investors have long complained that their 
inability to gain clarity on off-the-books liabilities is a major obstacle 
to completing deals in China. But quantifying these liabilities on a 
macroeconomic scale is hard. One way is to examine the aggregate 
accounts receivable of industrial enterprises, which are published 
regularly. The latest available figures (through August) show accounts 
receivable growth declining, while inventory growth spiked up. This 
suggests that orders are disappearing, but that firms are not yet stiffing 
their suppliers.

A more suggestive, but opaque, indication of hidden debt levels lies in 
a data series purporting to show the sources of fixed asset investment 
funding. This data has always puzzled us, since it suggests that the vast 
majority of corporate capital expenditure is financed by internally 

Hidden debt is a potential drag 
on growth in the next few years
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Black hole
Sources of funds for fixed asset investment, % of total

 Self-raised funds, of which  Loans Other*
  Internal capital Other  
2004 51 37 14 20 29
2005 55 40 15 19 26
2006 56 36 19 18 26
2007 57 33 24 17 26
2008 (Jan-Oct) 63 33 30 16 21
*Includes state budget funds, foreign capital and unidentified sources, which in Jan-Oct 2008 
accounted for 4%, 3% and 14% respectively.                        Source: CEIC, Dragonomics estimates
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generated funds, whereas micro-level evidence (those whingeing private 
equity investors) suggests that Chinese firms rely heavily on debt. A 
closer examination of the data indicates that “internally generated funds” 
may include plenty of disguised debt.

Since 2004, the share of fixed-asset investment financed by “internally 
generated funds” rose from 51% to 63%; bank loans this year accounted 
for just 16%. But within internally generated funds, the share of “self-
owned” funds (labeled as “internal capital” in our chart) fell from 37% 
to 33%. The unidentified residual rose from 14% to 30%. The increase in 
2006-07 could reflect capital raised on the stock market. But even in 2008 
– a dead year on the stock market – the residual’s share still jumped by 
six percentage points. Unidentified “other” sources of funding accounted 
for another 14%. Thus 44% of corporate capital expenditure in 2008 was 
financed by money whose source is literally unknowable. There is no 
reason to believe that any of this is internal cash flows, and good reason 
to suspect that a significant chunk of it is hidden debt.

III. The long squeeze
For those who can afford to look beyond the next year or two, the larger 
question is whether the global crisis and the domestic downturn mean 
that the long-run outlook for China has changed in any significant way. 
For the past three decades, China has generated impressive economic 
growth on the back of large-scale industrialization and urbanization. We 
believe that China’s industrialization, urbanization and strong economic 
growth will continue, as they are supported by a robust infrastructure of 
productivity, demographics, and enabling government policy. But growth 
will be subject to gradually increasing constraints – some demographic 
and environmental, others the result of deliberate government policy. 

In 2008 nearly half of corporate 
capital expenditure came from 
unknown sources

China’s investment cycles, we argue, depend mainly on 
domestic drivers. But they are also coordinated with 
international liquidity flows. It is clear that China’s last 
two major investment booms (1992-94 and 2002-06) 
coincided exactly with massive reductions in the US 
federal funds rate which pumped up global liquidity. In 
each case, a substantial inflow of foreign capital helped 
incite the Chinese boom.

In the early 1990s, this capital came mainly in the form 
of foreign direct investment, which at its peak in 1994 
comprised 17% of total fixed-asset investment. The 
recent boom began in 2002, after China’s entry into the 
World Trade Organization in December the previous 
year. Coincidentally or not, 2002 was also the year in 
which capital flight reversed, and short-term speculative 
capital began to flow into the country. Short term capital 
flows, which had been negative since the mid-1990s, 

turned positive in the fourth quarter of 2004 and by mid-
2004 were running at an annualized rate of US$100 bn. 

The friendly Fed
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We call the sum of all these constraints the “long squeeze.” The last quar-
ter-century’s growth was very inefficient, created high environmental 
costs, and depended mainly on the brute accumulation of vast amounts of 
factor inputs (land, labor and capital). The next quarter century’s growth 
will of necessity rely much more on efficient allocation of resources, and 
will be overseen by a government whose central task is no longer the 
construction of a high-performance economic engine, but the forging of 
a more effective polity.

Deng’s enduring legacy
Forecasting the future depends on understanding the past. The economic 
model that China has used for the past three decades exists within the 
framework established by Deng Xiaoping in 1978. Deng inherited an 
economy that did a poor job of raising per capita incomes; his pragmatic 
goal was to make the economy work better, while observing three core 
principles:

1. The economy must be made progressively more effective at generating 
wealth.

2. The state must retain a substantial direct ownership role in the 
economy.

3. The Communist Party must retain absolute control of the political 
system.

After a vast number of incremental reforms, the Chinese economy today 
bears scarcely any relationship to the sclerotic, closed, inefficient planned 
economy that Deng inherited. Certainly it is a far better wealth-creating 
machine – yet principles 2 and 3 have also been scrupulously adhered to. 
The efficiency cost of the state-ownership and political authoritarian-
ism principles has been, until now, surprisingly low. The success of this 
unusual combination, which has proved a conundrum for simplistic 
free-marketeers who believe political and economic liberalization always 
march in lockstep, derives from the pragmatic focus of Deng and his suc-
cessors on the substance of a market economy – prices and competition 
– and their refusal to get hung up on the issues of form (such as private 
ownership of assets) that foreigners insisted were central.

When Hu Jintao took over as China’s president in 2002, he inherited 
an economy that worked pretty well. With entry into the World 
Trade Organization the previous year and the subsequent reform and 
recapitalization of the banking system in 2004-05, the restructuring of the 
old planned economy was substantially accomplished. But along with this 
marvelous economic engine, Hu inherited a governance system that was 
clearly not up to the task of running a dynamic capitalist economy with 
increasingly diverse interest groups. Hu therefore initiated a program of 
governance reform, under the twin rubrics of the “scientific concept of 
development” and the “harmonious society.” It is likely that governance 
reform will play the same overriding role in the next quarter-century of 
Chinese history that economic reform played in the last three decades.

Hu Jintao’s main contribution is 
governance reform

Deng Xiaoping is still 
the draftsman of China’s 
development blueprint...

...and today’s Chinese economy 
bears almost no resemblance to 
the one he inherited in 1978
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As with economic reform, governance reform will focus on substance 
(more responsive and efficient, and less corrupt, administration) rather 
than form (democratic elections). And just as goal of economic reform 
in China was simply to create an economy that worked better while 
preserving the roles of the Party and state, so the goal of governance 
reform is to create a governance system that works better, while preserving 
the roles of the Party and state.

New social contract
The initial fruits of governance reform are already in evidence: higher 
(though still inadequate) public funding for education, health care and 
pensions; more secure private property rights through the 2007 Property 
Law; and better protections for workers under the 2008 Labor Contract 
Law. The last two major reshuffles of top-level Party and government 
personnel – the 2002 and 2007 Party congresses – saw an unprecedented 
influx of fresh faces into the top ruling bodies, notably the Politburo. And 
the vast majority of the newly-promoted officials were not engineers, as 
was usually the case in the 1980s and 1990s. Instead, they were educated 
in history, law, economics and politics, and gained promotion on the 
basis of demonstrated skills in administration and governance, not just 
economic management. It is likely that by 2020 China will have essentially 
the same political system it does today – but with a better-funded and 
better-run government that delivers greatly improved standards of 
education, health and environmental protection.

The economic implication of this shift from a focus on growth to a 
focus on governance is that capital and operational costs for businesses 
will rise. For years, Chinese firms prospered partly because of their 
entrepreneurial dynamism and increased productivity – but also because 
of state-provided benefits such as cheap land, infrastructure and capital, 
and very lax environmental, worker safety and social security regulations. 
The consequence of governance reform (as well as of specific economic 
policies such as the current energy-efficiency drive) is that capital and 
regulatory compliance will gradually become more costly.

But the “long squeeze” is not simply a matter of government policy. Two 
other factors will play a key role: the demographic dependency ratio 
and labor productivity. Much of China’s stellar economic growth since 
the early 1980s can be attributed to the “demographic dividend,” or the 
declining ratio of non-working-age to working-age people. In 1975, 100 
Chinese of working age (15-64) had to support 80 non-working children 
or old people; today they support fewer than 40. As in Japan, South Korea 
and Taiwan previously, this sharp fall in the dependency ratio was a key 
source of economic growth.* In 2015 or so, the dependency ratio will 
start to rise – almost entirely because of a rapid increase in the number 
of old people, who will impose a dramatically escalating health care cost 

Expenditure on education, 
health care and pensions 
– though still inadequate – is 
growing

*For a comprehensive analysis of the impact of demographic factors on east Asian growth, 
see David E. Bloom and Jeffrey G. Williamson, “Demographic Transitions and Economic 
Miracles in Emerging Asia,” World Bank Economic Review, Vol. 12, No. 3 (1998).
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on the economy. By 2040, there will be 60 people of non-working age for 
every hundred workers.

Upgrading the workforce
There is almost no doubt that once this “demographic tax” sets in, 
China’s structural rate of GDP growth will fall, from around 8-9% today 
to around 5-6% in the 2020s. But the aging population is not a death 
sentence: its impact can be mitigated by improved education and longer 
working lives. Many people of “working age” in China today do not in fact 
work, because their low level of education and limited job skills makes 
them hard to employ past the age of 50. The government has invested 
tremendously in education over the past decade, increasing enrollments 
in junior and senior high school and pushing up the number of college 
graduates from 1m a year in 2000 to nearly 6m. The average working life 
will gradually extend over the next two decades, because workers will be 
better educated and will have spent all of their careers in a marketized 
environment where they are constantly forced to upgrade their skills. 

A related factor is labor productivity. Productivity gains in Chinese 
manufacturing have been little short of spectacular – 20% a year on 
average over the past decade or so. It is largely these enormous produc-

As China ages, growth will fall 
to around 5-6% a year

Over the past several years the China Economic Quarterly 
and Dragonomics Research have published a series of 
articles documenting the long-term trends discussed 
in this article. In almost all cases, the key findings 
of these reports remain valid despite the current 
economic storms. Subscribers may access these articles 
in the electronic archives at www.dragonomics.net and 
www.gavekal.com, or by sending an email request to 
research@dragonomics.net. 
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tivity gains that enabled China to enjoy virtually zero inflation between 
1998 and 2006, despite rapid economic growth and big increases in both 
materials costs and nominal wages. It is inconceivable that gains of this 
magnitude can be sustained forever. Before the economic slowdown in 
the third quarter of this year, there was already evidence of such dimin-
ishing returns in the form of higher unit labor costs, which correlated well 
with a slow but steady increase in the goods components of the consumer 
price index.

It is almost certain that, over the next year or so, this pressure will 
temporarily abate as export industries lay off workers and the level of 
construction growth slows. Given the unusually high flexibility of the 
Chinese labor market, we expect more of the labor-market adjustment 
to come in the form of reduced wages than in net job losses. But once 
the economy stabilizes, the gradually shrinking pool of young workers 
predicted by demographic projections means that wage pressure will 
inevitably return. When the next investment-led boom comes around 
in five years or so, it will be difficult to sustain growth much above 9% 
without also accepting significantly higher consumer price inflation, 
probably in the 5-6% range. In that environment, efficiency will need to 
play a far greater role in generating growth than it has in the past.

IV. The new story
We may summarize the outlook for China as follows. Through the spring 
of next year, most of the economic data will look gloomy as China 
absorbs the full impact of the global financial crisis. By the middle of 
2009, however, the impact of stimulative fiscal and monetary policies 
will have kicked in, and GDP growth should stabilize at around the 8% 
mark.

Over the course of the next twelve months, understanding base effects 
will be crucial to interpreting monthly and quarterly data. Because China 
reports most economic figures on a year-on-year basis, data reported 
between now and next spring will look especially bad because it will 
come off extremely robust year-earlier figures. But rather than reflecting 
a deteriorating trend, this data will most likely mark the trough of the 
economic cycle. (There is some risk that the government will simply 
make up numbers to disguise the horrid truth, as it did in 1998-99 when 
physical indicators and expenditure numbers suggested GDP growth of 
around 5% but official data persistently reported growth rates two or 
three points higher. Data accuracy has generally improved since then, but 
the true test will be whether accuracy holds up in a recession.)

The present problems are severe, but the resilience of the Chinese 
economy is considerable, and the sources of liquidity for stimulus are 
relatively abundant. Maintaining 8% growth is achievable, but accelerating 
growth much above that level will be extremely difficult for at least two 
or three years because of the need to strip out “dark matter” debt from 
the corporate sector, and soak up the excess capacity in heavy industry. 
(The excess capacity problem is larger in materials industries than in 

By mid-2009, China’s growth 
should stabilize around 8%

The government has abundant 
liquidity available to stimulate 
the economy
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consumer goods manufacturing, which has important consequences for 
the inflation outlook.) Small-scale, low-efficiency, high operating-cost 
firms in basic industries like steel, metals smelting and cement will be 
driven out of business because of an inability to adjust to weaker demand 
environment. Capacity will be consolidated in bigger players with higher 
efficiency in capital deployment and resource use. 

The immediate impact of lower aggregate demand and the consolidation 
of excess capacity will be disinflationary. The labor market will adjust 
to these new conditions partly through job losses but more through a 
sharp reduction in wage growth. For a year or two (2009-10) we will 
see a return to the conditions prevailing in the early part of this decade: 
wages growing more slowly than productivity, hence declining unit labor 
costs and little inflationary pressure. But a return to outright deflation is 
unlikely. For the past few years manufacturers have been under intense 
pressure from rising wage and material costs. As these cost pressures 
abate, firms will try to use these savings to bolster profits, rather than 
reduce prices for consumers. 

A second key consequence of industrial consolidation is that the resource 
intensity of China’s growth will be far lower in the next five years than 
it was in the last five. From 2002 onward, China’s energy and resource 
demand exploded, because of a double acceleration: GDP growth rose 
from 8% to 12%, and huge investments in new heavy industrial capac-
ity meant that more oil and iron were required for each dollar of GDP 
growth. Now the reverse is occurring: GDP growth is decelerating from 
12% back down to 8%, resource-intensive production will need to be 
consolidated in the most efficient players, and very little new plant needs 
to be built for a few years. As a result of this combination of slower growth 
and efficiency improvements, resource demand growth could easily slide 
into the low single digits in the next two years. Skeptics may take these 
numbers as evidence that the government is lying about GDP growth, 
but as our chart shows, substantially lower resource consumption growth 
is perfectly consistent with strong GDP growth and plausible improve-
ments in efficiency.

Slower but healthier growth
At some point in 2010 or 2011, when the economy is on a more stable 
footing and the “dark matter” and labor-market adjustments have pro-
gressed, the logic of the “long squeeze” will take over. Less favorable 
demographics, government policy and the law of diminishing returns 
mean that real wage costs will rise inexorably. Ongoing governance 
reform will create higher capital and regulatory costs. 

These constraints on growth will take hold gradually, and can be offset 
to some extent by smart policies. Extending educational opportunities 
will enable higher productivity to counteract the reduced availability of 
labor. Increased efficiency in the use of physical resources and capital can 
mitigate the inevitable rise in the cost of both. And a shift in government 
spending priorities to favor the provision of public goods such as 

Wage growth and inflation will 
slow...for a while

Greater education will be a key 
long-term need
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education, health care, social security and pensions may ultimately boost 
the role of consumer spending, which will need to play a greater role 
in driving economic growth as the demand for new investment in 
infrastructure and industrial plant declines.

There is nothing preordained about this course. And it may well be 
that the global economic environment, which has been extraordinarily 
accommodating since the early 1980s, will be far less so over the next two 
decades. But the conditions for China to ride out the present storms and 
emerge with a healthier and stronger economy are in place. Government 
policies in general are headed in the right direction, and Beijing seems 
committed to balancing the short-term need for stimulus with the long-
term need for firmer regulation and efficiency. A lot can still go wrong, 
but compared to the world’s other large economies China looks in pretty 
good shape.

With government policies 
headed in the right direction, 
China is in good shape to 
survive the next few years



34 DECEMBER 2008CHINA ECONOMIC QUARTERLY



CHINA ECONOMIC QUARTERLYDECEMBER 2008 35   

Miscellany

Manufacturers

Empty the cage, change the birds

by Alexandra Harney

Smart Union was the kind of company that profited through anonymity, 
quietly producing toys for Mattel and Hasbro at two factories in southern 
China’s Guangdong province. But the Hong Kong-listed group made 
headlines around the world in mid-October when it filed for bankruptcy, 
putting 7,000 employees out of work.

Smart Union is not alone. Between January and September, 57,600 com-
panies closed in Guangdong, a 27% increase in failures from the year 
before, according to local media. Export volume over the same period 
rose only 14%, well below the national average of 22% growth. Factories 
are now facing three choices: cut costs and stay put, move all or part of 
the operation somewhere else, or shut down.

Their decisions will affect more than just the province. Guangdong is 
a lightning rod for change in both the Chinese and global economies. 
Since Beijing opened the province to foreign investment in the 1980s, the 
hundreds of thousands of factories in Guangdong’s Pearl River Delta have 
come to dominate production of many consumer goods, from sneakers 
to cell phones. Exports have been an important part of China’s growth 
story, especially in 2005-07 when they contributed 21% of GDP growth 
(or about 2.3 points of an average GDP growth rate of 11.3%).

Tough times
Despite their global clout, profitability problems are not new to Guang-
dong’s export factories. Overcapacity in most sectors and rising raw 
material and labor costs have squeezed margins for years. But the combi-
nation of the appreciation of the renminbi, structural shifts in the labor 
market, tougher government policies towards exporters, tighter bank 
lending and declining demand from overseas have made it difficult for 
many factories to break even this year. For many plants, it is no longer a 
question of profit, but of survival.

Guangdong now has some of the highest minimum wages of any prov-
ince in the country: Shenzhen’s monthly minimum wage is China’s high-
est, at Rmb1,000. The minimum wage is only the beginning of the story 
on labor, however: some factories are facing as much as 100% increases 
in labor costs this year, partly because of a widely publicized new labor 
contract law but also because younger workers are shunning the long 
hours and low pay common in Guangdong’s factories.

Factory managers say they can no longer borrow from banks, or only at 
prohibitively high interest rates. Officials have tightened environmental 
inspections, further increasing costs for polluting plants. To make mat-

Profitability problems are not 
new to Guangdong

Alexandra Harney is the author of The China Price: The True Cost of Chinese 
Competitive Advantage (Penguin, 2008). 

Bank lending has dried up
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ters worse, foreign buyers, facing their own financial difficulties, are 
intentionally finding defects in products in order to negotiate discounts 
or longer payment terms with their Chinese suppliers.

Beijing’s recent increase of the export tax rebate on more than 3,000 
products, including toys, clothing and textiles, has been little reprieve; 
buyers are using the higher rebate to negotiate for lower prices. “We 
hardly saw anybody go out of business before,” says Chris Laurence, chief 
executive of ThreeSixty Sourcing, a Hong Kong-based sourcing company. 
“Now, when a factory goes out of business, it’s surprising only for a couple 
of seconds.” 

You ain’t goin’ nowhere
Despite the carnage, there are plenty of good reasons to stay put in 
Guangdong. The first and most obvious is the cost of moving. Many fac-
tories cannot afford to move all or part of their operations because they 
are losing so much money. Relocation without sacrificing sales volume 
means running two plants simultaneously, a costly endeavor at the best 
of times. So higher margin businesses are more likely to weather the crisis 
at home in Guangdong.

Another factor keeping factories in Guangdong: dense industry clusters. 
The city of Dongguan, for instance, has a high concentration of shoe 
factories (among many other products); nearby Shunde specializes in 
consumer appliances. In these areas, a component or material supplier is 
never more than a two or three hour drive away. Having suppliers on call 
is essential for keeping assembly lines running smoothly, even for rela-
tively simple products. A toy, for instance, might have 200 components.

Companies that rely heavily on capital-intensive suppliers find it harder 
to move. Benjamin Schwall, president of Aliya Lighting, a Taiwanese 
lighting design and sourcing company, says his suppliers need to stay 
close to the factories that electroplate components. 

A factory’s size also matters: a firm with 10,000 workers that wants to 
move inland has a much better chance of persuading its key suppliers to 
move with it than one with only 1,000 workers. Bigger firms – such as 
Taiwan’s Pou Chen, whose Hong Kong-listed, Dongguan-based Yue Yuen 
subsidiary is the world’s largest shoe manufacturer – are also likely to 
have more steps in the production process that can be subcontracted to 
satellite factories in other provinces. 

Sitting tight
Two other factors discourage migration: land and logistics. Many com-
panies purchased the land under their factories. With tens of thousands 
of factories closing their doors, finding a buyer or a renter is difficult. 
Factories that lease, rather than own, their sites find it easier to justify a 
move inland. 

Logistics are just as important. Factories that require rapid product turn-
around (for example, laptop assemblers) need to be near an airport that 

Greater export tax rebates have 
led to buyers demanding lower 
prices

Guangdong’s tightly knit 
industrial infrastructure is a 
major disincentive to factory 
relocation
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can dispatch packages overseas quickly. Getting supplies of components 
in, or finished goods out, is quick and efficient in Guangdong but a night-
mare in China’s inland provinces or in Vietnam, says a toy maker who sits 
on the Hong Kong Toys Council. Trucks are still forced to unload their 
goods and reload them onto a local truck at provincial borders, he says. 
The same problem plagues trucks shuttling between China and Vietnam 
(see “Meandering down the Mekong,” page 45).

A final reason to sit tight in Guangdong is the big pool of experienced 
skilled labor. David Levy, general manager of an American-owned fac-
tory in Dongguan producing cables for computers and audio-visual 
equipment, notes that Guangdong’s three decades of history as a global 
supply chain hub have made it an incubator for factory management 
talent. “We couldn’t operate in the customer-oriented, lean, efficient and 
flexible way that we can now if we didn’t have the level of people we have 
here,” he says. 

Similarly, a senior executive at a Taiwanese designer and manufacturer 
of networking equipment that employs 1,000 workers in Dongguan says 
his business is too technical to move to Vietnam: “We have 100 software 
engineers in China. If we moved to Vietnam, we couldn’t find [as many] 
engineers.” 

On the road
So the Pearl River Delta seems well able to retain businesses that are high-
tech, have a high design component, rely on capital-intensive suppliers or 
promise their customers rapid turnaround. The firms most likely to leave 
are basic assembly operations with a relatively high labor content. Facto-
ries and buyers say this process is already underway, most notably in the 
shoe and toy sectors. The most popular destinations are Vietnam and the 
neighboring Chinese provinces of Jiangxi, Guangxi and Hunan. 

Many companies start by relocating just one part of their business. “They 
move the cutting and stitching first,” says a 15-year shoe industry veteran. 
Cutting and stitching are the most labor intensive part of shoe produc-
tion, accounting for 60-70% of the total manpower involved. Labor costs, 
which several years ago accounted for 25-30% of the overhead for Guang-
dong shoe factories, now make up 40-45% of operating expenses.

Shoe manufacturers keep a skeleton staff on the ground in Guangdong to 
affix the soles to the “uppers” stitched inland, since this process involves 
less labor and requires large machines that are expensive to move. They 
also leave the product development team that takes customers’ designs 
and turns them into samples – a part of the business where quick turn-
around is a crucial competitive advantage. Eventually, everything except 
development will shift inland, the shoe executive expects.

The most surprising fact about the Pearl River Delta is that even with 
tens of thousands of factories closing, workers are still in such short 
supply that they can demand nearly twice the minimum wage, or about 
Rmb1,600, a month. Toy factories are also struggling to find enough staff. 

Higher value-adding operations 
are remaining in the Pearl River 
Delta
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Despite factory closures, 
workers remain in short supply
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It is the shortage of labor, as much as anything else, that forces labor-
intensive industries inland. 

This shortage has been in evidence since 2003, and factory managers 
offer a variety of explanations. Some blame the one-child policy; oth-
ers cite the explosive growth of competing factories in the Yangtze River 
Delta; still others point to higher agricultural incomes, which may keep 
more would-be workers home on the farm. Whatever the reasons, work-
ers can afford to be picky, and they are demanding better treatment and 
higher pay (see “Mighty migrants”). 

The grass is not always greener
Moving out of Guangdong is no panacea. Factory managers who have 
shifted facilities out of the Pearl River Delta say the transition is not easy. 
A Huizhou-based toy manufacturer once employed 10,000 workers in 
Guangdong; today he employs 5,000 workers there and another 1,000 in 
Vietnam. His costs in Vietnam are only 5-10% less than in Guangdong, 
and the country is increasingly expensive, he says. He believes his factory 
in Vietnam will only be profitable for five to eight more years. “Maybe next 
time you come to visit me, I’ll be in Africa,” he says, only half joking.

Inflation in Vietnam reached 27% in October, one of the highest rates 
in the region. Strikes are much more common than in China. The shoe 
executive said that Vietnam’s higher incidence of industrial action had 

Leaving Guangdong is no 
panacea for factory owners

Huang Weimu had little to lose when he accepted a 
job at Huisheng Clothing Manufacturing in Panyu, in 
Guangdong province, earlier this year. The son of a farm-
er and a migrant worker from Guangxi province, Huang 
was a junior high school graduate who had worked in 
so many factories in Guangdong’s industrial belt that 
he had lost count.

He knew the conditions in most of those factories vio-
lated the law. At the furniture factory where Huang’s 
father insisted he work instead of attending high school, 
a colleague had shared what he knew about China’s 
labor law before he sued the factory for compensation 
for an occupational injury. So Huang, who is 24, began to 
document his illegally low wages, keeping his timecards 
and fishing his colleagues’ pay stubs out of the trash. For 
five months, he scanned these into a computer at a local 
internet café, storing them online. And then, in Septem-
ber, he walked into the Panyu labor bureau to present 
his evidence. He also published his findings online.

Today, Huang is a champion for migrant workers’ rights 
with a national following. His website (http://new.qzone.
qq.com/113649017) features clips from Chinese televi-
sion about his undercover work. Huang epitomizes a 

new generation of Chinese migrant workers: internet- 
and mobile phone-connected, knowledgeable about 
their rights, and unafraid to challenge their employers. 
Most were born after China introduced the one-child 
policy in 1979, and come from smaller families. The new 
Labor Contract Law, which took effect in January 2008,  
strengthened their leverage by making it cheaper and 
easier to file complaints.

Younger workers’ combativeness is partly responsible 
for the 50% increase in labor disputes since the begin-
ning of this year. In certain cities, such as Shenzhen, 
labor disputes have more than doubled over the same 
period. Guangdong factory managers frequently cite a 
more demanding workforce as their biggest headache. 

Frank Jaeger, who owns an electrical cable factory in 
Dongguan, paid Rmb250,000 to five former foremen 
who quit and sued him for unpaid overtime wages. A 
Taiwanese executive in Dongguan says his employee 
turnover rose even as he doubled workers’ wages over 
the past six months. Exit surveys show workers leave 
to find better paying work in Guangdong, to return 
home or to move to a larger city such as Shanghai or 
Guangzhou.

Mighty migrants
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discouraged some companies from building large factory compounds 
like those in China, which often employ 7,000 or 10,000 workers under 
one roof. Instead, they would build smaller plants “several hundred 
meters apart,” so that word of an impending strike cannot spread through 
the workforce as quickly.

Vietnam is attracting record amounts of foreign direct investment (FDI). 
But its US$8 bn in FDI in 2007 was still less than half what Guangdong 
brought in. The three provinces immediately inland from Guangdong 
– Jiangxi, Hunan and Guangxi – have also increased their take; but their 
combined FDI inflows are still only about one-third Guangdong’s. And 
as its neighbors prosper, Guangdong is scarcely being driven to the poor-
house: its 2007 FDI haul of US$17 bn was its biggest ever.

Guangdong’s transition is nothing new. The global supply chain is highly 
mobile: over the past thirty years, it has migrated from Japan to Hong 
Kong, Indonesia and Taiwan, and then to southern China. Guangdong 
is simply moving up the value chain and away from labor intensive 
sectors, precisely as its officials hoped it would. The Chinese term for 
Guangdong’s industrial shift is: “empty the cage, change the birds” (teng 
long huan niao).

Guangdong’s official policy is to attract more heavy industry and innova-
tion. Yuan Chiping, vice-director of the Center for Studies of Hong Kong, 
Macau and the Pearl River Delta at Zhongshan University, argues that 
heavy industry, high technology and manufacturing will be the main 
drivers of the province’s economic growth over the next decade. If these 
industries continue to expand, “the service industry, like logistics, finance 
and education, will develop automatically, along with demand,” he says. 
This may also involve a shift in focus to domestic demand, rather than 
exports.
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Agriculture

More modern pigs 

by Will Freeman

Transforming China’s legion of household farms into viable economic 
units is the holy grail of national agricultural policy. Boosting farmers’ 
incomes requires sufficient economies of scale to allow more farmers 
to leave for the cities while providing a genuinely profitable business for 
those who remain on the land. Consolidating the country’s disjointed 
agricultural structure should also assure higher-quality food, helping 
to prevent scandals like the recent melamine-in-milk crisis (see sidebar, 
“The price of milk,” on page 43.)

Although industrialized agriculture remains a long way off for China, the 
livestock sector has taken initial steps toward modernization. As the hin-
terland continues to develop, owners of the smallest pig and cattle farms 
are choosing to abandon their livestock for higher-paying jobs elsewhere. 
Production is shifting to slightly larger farms as these unspecialized 
household producers exit the market. And since specialized farms tend 
to use more commercial feed, this transition will be supportive of the 
global corn price. 

Before 1978, China’s centrally planned agricultural system focused on a 
limited number of staple crops to ensure wenbao or basic sustenance. In 
the early 1980s, the transition from collective agriculture to the “house-
hold responsibility” system of individual farming opened up market-
driven opportunities for farms to diversify away from cropping (espe-
cially low-value food grains), into more lucrative lines, notably livestock. 
The livestock boom in the 1980s and 1990s came primarily from unspe-
cialized households or “backyard producers” – ie farmers who raised 
some hogs or cattle as well as planting crops. In the last decade backyard 
livestock production increasingly gave way to larger-scale specialized 
production. But really large-scale, mechanized livestock production is 
still a long way off. 

The shrinking backyard
Pork is China’s main meat (accounting for over 60% of national meat 
consumption), and there is a clear trend to larger-scale production. From 
1998 to 2006, backyard producers’ share of the national hog market fell 
from 77% to 48%. But the new specialized hog farms are still small by 
international standards. Most have fewer than 500 hogs; only 8% of hogs 
are reared on farms with more than 3,000 head. By comparison, 90% of 
hogs in the United States are reared on farms of more than 50,000. 

The decline of backyard producers derives from two main factors: the 
rise of off-farm wage labor and a shift in the price of feed, which accounts 
for about 70% of the cost of raising a hog. Government efforts in the 

Will Freeman is a research analyst for Dragonomics Research in Beijing.
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Increasing farm scale is the holy 
grail of Chinese agricultural 
policy

Backyard pig-raising is in 
decline
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1980s to displace backyard producers with bigger commercial hog farms 
failed, because the big farms could not compete on price with farmers 
who valued their labor at zero and did not pay for commercial feed, 
instead using slops and crop stalks which cost them nothing. By the late 
1990s, many farmers gave up raising hogs and moved into factory or 
construction jobs which paid more. Markets for agricultural waste arose, 
giving household farmers a choice of feeding the waste to their pigs or 
selling it on the market; at the same time, commercial feed became more 
widely available and its price declined. All these trends gave the edge to 
larger commercial farms. By 2006, average profit per hog in Sichuan was 
Rmb44 for backyard farms and over Rmb200 for specialized household 
and small-scale commercial farms. 

The decline of the backyard farm occurred nationwide, but regional 
variation is large. Backyard hog raising fell most dramatically in the east-
ern and central regions, where markets for off-farm labor and feed are 
most developed. In more backward western China, the level of backyard 
production remains high. 

The big beneficiaries of the shift in the economics of hog production 
were relatively small commercial hog farms (with under 3,000 head), 
whose share of national production rose from 18% in 1998 to 44% in 
2006. In China, swine production reaches economies of scale at around 
1,000 hogs per farm. At this size, farmers have enough capital to invest in 
the best pig breeds (defined by the amount of feed required to produce a 
kilo of lean meat). Large-scale farms have about the same feed-to-meat 
ratio but much higher costs. As the number of animals rises, so does the 
risk of illness, which requires investment in sanitation. Some localities 
discourage or prohibit large-scale swine production because of the toxic 
effluence from concentrated pig waste. 

A similar shift in production scale is underway in China’s beef sector. 
Unspecialized households’ share of cattle production fell from 72% in 
2003 to 65% in 2005. In the same period, specialized households’ share 
of production increased from 21% to 27%. This shift also resulted from 
the spread of markets for animal feed and off-farm employment (see box, 
“Why markets matter”). But large-scale beef cattle producers face the 
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The shift from backyard to commercial livestock raising 
occurs fairly predictably when farmers can put a price on 
inputs that they previously viewed as free. In traditional 
subsistence agriculture, farmers do not put a cash value 
on their labor, and feed livestock on slops and waste from 
their own farm. But once off-farm employment exceeds 
35% of a regional work force, according to a survey by 
Jing Chen and Colin Carter of the University of California 
at Davis, Chinese backyard livestock production declines 
because farmers can earn more cash doing other jobs. 

Queensland University’s Scott Waldron found unspe-
cialized cattle producers in Shandong make a profit of 
Rmb677 per head when the opportunity cost of labor 
and the implicit value of feed are ignored. Once those 
costs are factored in, the farmer makes a loss of Rmb523. 
Accounting for all costs, a specialized household cattle 
farm in the same province makes a profit of Rmb121 per 
head. When unspecialized farmers start counting their 
costs fully, backyard production declines and commer-
cial production takes over.

Why markets matter
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same unfavorable economics as large-scale hog producers: marginally 
higher efficiency and substantially higher costs. They are only viable if 
they have access to higher-value export markets.

Another collectivist failure?
Although it will be slow to scale up, China’s livestock sector is gradually 
modernizing in a host of other ways. Farms continuously import breed-
ing animals to improve the quality of their stock, and growth in commer-
cial feed consumption has outstripped growth in livestock production, 
suggesting more farms are switching to commercial feed. Better genetics 
and feed will lower costs and increase quality regardless of the scale of 
production. 

A more controversial modernization is a government drive to encourage 
farmers to form cooperatives that sell produce to large-scale agricultural 
processors or marketers called “dragonheads” (longtou). In a sense, this 
is an effort at re-collectivization. Since the household responsibility 
system kicked in, the market has been dominated by individual farmers 
and meat dealers. Household producers sell livestock to dealers at rural 
markets, who take them to the slaughterhouse; the meat is then sold to 
consumers at wet markets.

The cooperative/dragonhead strategy aims to replace this fragmented 
system with a modern, vertically integrated supply chain. In theory, coop-
eratives could enable individual farmers to get access to better technol-
ogy and inputs at lower cost, and produce more specialized, sanitary and 
higher-quality animal products. Selling livestock to large-scale slaugh-
terhouses that can sell all parts of the animal (including gall bladders for 
medicinal purposes, or blood and bone for fertilizers) means farmers 
should get higher prices. 

The central government promoted the development of cooperative 
“small livestock raising areas” (yangzhi xiaoqu) through a raft of policies 
including the Number 1 Document of 2005, the Livestock Law of 2006, 
the Cooperative Law of 2007 and the 2007 Modern Agriculture program. 
Livestock areas consist of a handful of small, specialized household pro-
ducers who buy, invest and sell together. These cooperatives should enable 
farmers to get cheaper inputs and enjoy higher prices for their products. 
And unlike individual farmers, cooperatives can issue tax invoices, which 
processors like because they can then claim value-added tax rebates. 

Prime meat? No thanks
There are supposedly around 150 large central-level “dragonhead” agri-
cultural processors or marketing companies that buy inputs from these 
livestock-area cooperatives. Of these, about 40 are involved in the live-
stock sector. Thousands more dragonheads operate at lower levels across 
all agricultural sectors. One Chinese study found the number of drag-
onheads rose from 12,000 to 60,000 between 1996 and 2000, while the 
number of farm households linked with dragonheads rose from 20m to 
59m – roughly a quarter of total rural households. But more recent analy-

Farms are modernizing their 
breeding and feed practices

... though so far it has yet to 
reach most household farms

The government is pushing 
an integrated system that 
combines local cooperatives 
with central purchasing ...
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sis suggests the dragonhead model is a bit of a charade. “The dragonhead 
vertical integration policy is a failure and a myth,” says Scott Rozelle of 
Stanford University, a leading China agriculture expert. Rozelle reckons 
dragonheads are linked to less than 1% of rural households – the vast 
majority of which are in high-value agricultural export areas like Zheji-
ang and Shandong.

“Small livestock raising areas” may also be more rhetoric than reality; no 
agreed-on definition for them exists. The central government estimates 
there are 60,000 such areas – a tiny fraction of the tens of millions of 
livestock farms. “Many production groups exist in name only, are very 
loosely organized and, indeed, are not unlike households acting individu-
ally,” says Scott Waldron, a China agricultural specialist at Queensland 
University. Even well-organized cooperatives can fail because of poor 
planning. In one village in Gansu province, newly-built facilities to house 
sheep and goats were abandoned by villagers who decided that walking 
their animals to the shed was not worth the effort. Instead, they went back 
to tying up animals outside their homes. 

The final shift from small-scale to large-scale commercial livestock pro-
duction is unlikely to arise from government programs to enforce vertical 
integration. It will come when Chinese consumers are willing to pay a 
premium for consistent, high-quality meat. Such consumer demand will 
create a requirement for inspections and other regulatory mechanisms 
whose cost only large-scale producers can afford to bear, as is the case 
in developed countries. At present, however, penny-pinching Chinese 
consumers are unwilling to pay much extra for a quality guarantee. 
Supermarkets are gradually gaining a larger share of meat sales in urban 
areas, but wet markets that source through decentralized, low-value sup-
ply chains and ultimately from small-scale producers still dominate retail 

Agricultural supply-chain fragmentation is not just eco-
nomically inefficient, it can also harm human health. Just 
ask the Chinese families whose infants died earlier this 
year from kidney stones caused by melamine-contami-
nated milk powder. 

In the mid-1980s, when China’s commercial dairy indus-
try got started, dairy firms realized it would be cheaper 
to outsource milk production than to invest directly in 
large-scale dairy farms (most of the profit in dairy comes 
from processing and distribution, not production of the 
milk itself ). They gave dairy cows to farmers on credit, 
which the farmers repaid in milk. Today around 80% of 
China’s dairy cows are privately owned by household 
dairy farmers. 

China’s unspecialized milk producers get low yields of 
low-quality milk, since pasturage is poor and household 

dairy farmers cannot afford commercial fodder.  Since 
Chinese quality inspectors test milk for its protein con-
tent, farmers (or more likely, the wholesalers who sell 
milk in bulk to dairy companies) have a clear incentive to 
add chemicals (such as melamine) that produce a higher 
protein reading. 

Chinese media reports suggest chemical adulteration 
of milk has been a problem for years, but the practice 
became more acute in early 2008 when the central gov-
ernment tried to limit dairy product price rises as part of 
its anti-inflation campaign.

As the price of raw milk rose, retail price limits forced 
diary companies to pressure wholesalers to supply 
cheaper milk. Squeezed from both ends, the wholesalers 
became more aggressive in watering down raw milk and 
adding melamine so the milk would pass inspection.

The price of milk

Consumers will be the real force 
determining when farmers will 
make the switch to large-scale 
livestock production



44 DECEMBER 2008CHINA ECONOMIC QUARTERLY

Miscellany

meat sales. Studies suggest that even supermarkets and consolidated 
processors prefer to source meat from decentralized traders and spot 
transactions because prices are lower. 

This structural bias in favor of small producers means it is virtually 
impossible for the government to enforce a consistent inspection regime, 
so consumers have little faith in government labels. In the absence of a 
price premium for high quality meat, large-scale production is not com-
petitive. And while labor remains cheaper than capital, mechanizing pro-
duction makes no sense. Concludes Waldron: “China is moving toward 
household-based specialized agriculture for mid-value markets, rather 
than large-scale modern agriculture for high-value markets.”

China’s bias towards small 
producers makes it impossible 
to enforce consistent inspection 
levels
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Regional development

Meandering down the Mekong

by Chris Horton

After years of atrophy, China is slowly rebuilding traditional ties with its 
southeast Asian neighbors. During the Yuan and the early Ming dynas-
ties, Chinese power emanated southward from the modern provinces of 
Yunnan and Guangxi deep into the tropical hinterland of the Mekong 
Basin. Today the Greater Mekong region – Vietnam, Laos, Cambodia, 
Thailand and Myanmar, plus Yunnan and Guangxi – is the focus of a 
development plan that, if successful, has the potential to redraw some of 
Asia’s poorest countries back into China’s economic orbit.

The brainchild of the Asian Development Bank (ADB), the Greater 
Mekong Subregion (GMS) program was launched in 1992 to promote 
intra-regional trade by upgrading transport connectivity and establish-
ing “economic corridors” between major cities in the region. For the ADB 
– which has orchestrated and financed much of the project – the aim is to 
boost local livelihoods by knitting remote, economically backward areas 

China is rebuilding ties with its 
neighbors in southeast Asia

The ADB launched its Greater 
Mekong Subregion program in 
1992

Chris Horton is managing director of The Meridian Group, a consultancy 
with offices in Hong Kong and Kunming.
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A network of highways lies at 
the heart of the project

with fast-developing economic centers in China, Thailand and Vietnam. 
The rationale is that better access to Chinese consumers and investment 
will help kick-start development in Laos, Cambodia and Myanmar, and 
boost trade among the stronger players in the region.

Build the roads…
The ADB’s plan has focused on connecting the major cities and ports 
in the region, with a new network of highways crisscrossing the tropical 
forests of the Mekong Basin seen as the key to unlocking the economic 
potential of the region. In October, the first tanker trucks carrying die-
sel left Bangkok via a new expressway that has reduced road travel time 
between Kunming and Bangkok to 20 hours. Within three years, a new 
ADB-financed highway will shorten the drive between Kunming and 
Hanoi to less than 24 hours, linking Yunnan’s landlocked capital to the 
Vietnamese port city of Haiphong. 

The regional development plan envisages six major “economic corridors,” 
three running from north to south and three from east to west. At pres-
ent, the transport infrastructure is more or less complete for two of the 
north-south corridors (Kunming-Bangkok and Nanning-Hanoi) and 
one east-west corridor (running from central Vietnam through Laos to 
Thailand). Construction on the highways defining two of the other cor-
ridors continues; but the southernmost east-west corridor, which runs 
through Cambodia, lags severely because of the dysfunctionality of that 
country’s government. 

Yunnan’s rapidly developing logistics network centers on Kunming, which 
is building a containerized rail terminal as the gateway for transporting 
cargo between China and GMS countries, with onward links to Malaysia 
and Singapore. The network, which is being financed by ADB loans and 
grants plus funds from member countries, is due for completion in 2015 
at a cost of more than US$15 bn. Kunming is also investing heavily in its 
airport, which will soon have direct flights to Europe, the Middle East, 
South Asia and Australia. By 2015, the airport will handle 24m passengers 
annually, according to projections of the municipal government, which 
claims the airport will eventually be China’s fourth busiest (although 
many other regional airports make similar claims). The other Chinese 

Meet the neighbors
GMS factbox (2007 figures unless stated otherwise)

 Vietnam Thailand Myanmar Cambodia Laos Guangxi Yunnan
Population, m 85.3 63.0 47.8 14.1 6.5 47.7 45.1
Population growth rate, % 1.0 0.6 0.8 1.8 2.3 8.2 6.9
Land mass, sq km 325,360 511,770 657,740 176,520 230,800 236,700 394,100
Total GDP, US$ bn 70.0 245.7 13.5 8.6 4.0 78.2 62.2
GDP per capita, US$ 821   3,898  283  612  620   1,639   1,380 
GDP growth, % 8.5 4.8 3.8 10.1 7.5 15.1 12.5
Utilized FDI, US$ bn 8.0 9.6 na 0.9 0.3 0.7 0.4
Exports, US$ bn 48.6 151.1 6.1 4.1 1.0 4.8 5.1
Imports, US$ bn 58.9 125.2 2.9 5.4 1.4 4.0 4.2
Life Expectancy, 2000 71.3 72.8 62.9 61.7 56.3 71.3 65.5

Sources: UNCTAD, CEIC, CIA Factbook

Kunming is China’s gateway to 
the Greater Mekong Subregion
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province in the GMS, Guangxi, also has hopes of developing logistics 
industries capitalizing on regional trade; its focus is seaborne trade with 
Vietnam via the Gulf of Tonkin (see “Provincial rivals”).

…and hope someone will come
The next stage is to develop these new transport routes into genuine 
arteries of economic activity – something which ADB officials admit is 
proving a challenge. In particular, cross-border trade remains hampered 
by obstructive customs procedures. The GMS Cross-Border Transport 
Agreement (CBTA), signed by GMS members in 2007, was intended 
to streamline customs inspections and visas for transport operators, in 
addition to creating regional standards for cross-border commercial traf-
fic rights. But implementation of CBTA has so far been patchy.

Greater private sector investment is also needed to make the GMS proj-
ect economically sustainable. Thai companies have made investments in 
China, including hotels and resorts in Kunming. In Cambodia, Chinese 
firms are engaged in mining and logging, and have built roads, bridges, 

Obstructive customs 
procedures remain a big 
obstacle to trade growth

For the two Chinese provinces within the Greater 
Mekong Subregion – Yunnan and Guangxi – greater 
regional economic integration offers a chance to play 
economic catch-up with the more prosperous provinces 
of the east coast. Per capita GDP in Yunnan and Guangxi 
was Rmb10,500 and Rmb12,400 respectively in 2007, 
significantly below the national average of Rmb18,900.

Yunnan: south of the clouds
Although Yunnan’s location within China is considered 
remote, it enjoys a very central location internationally, 
at the nexus of the growth markets of China, southeast 
Asia and India (direct Kunming-Kolkata flights launched 
in late 2007, bringing a rapid influx of Indians into Yun-
nan). A thousand years ago, Yunnan was the center of 
the so-called Southern Silk Road, which transported tea, 
salt, spices and medicinal herbs between China, Tibet 
and India. Primarily used for buffer and military purposes 
during the first decades of the PRC, Yunnan is now being 
groomed by Beijing for a return to its central role in trade 
between China and southeast Asia. 

In 2010 China and Asean are due to launch the first 
stage of a free trade agreement, reducing tariffs on trade 
between China and the five founding countries of Asean: 
Singapore, Malaysia, the Philippines, Indonesia and GMS 
member Thailand. In 2015 Myanmar, Laos, Vietnam and 
Cambodia will also join the trade bloc, which is expected 
to be the world’s largest in terms of population. The 
agreement is expected to boost Yunnan’s growing trade 
with Asean countries, which totaled US$3 bn in 2007, up 
nearly 40 percent from 2006.

In particular, low-tariff trade and good new road and 
rail links are expected to boost trade and investment 
between Yunnan and Thailand, which do not share a bor-
der. The Yunnan government and Thai-based Snow Lotus 
have built a 23-story distribution center for Thai goods in 
Kunming, which will offer retail and wholesale produce, 
food products, consumer goods, jewelry and traditional 
handicrafts destined for Chinese consumers. 

Guangxi: new ports of call
A late add-on to the GMS roster in 2004 at Beijing’s urg-
ing, Guangxi is the only jurisdiction in the GMS that does 
not touch the Mekong or its upper reaches. It enjoys 
direct access to Vietnam both by road (via highway 
from Nanning to Hanoi) and by sea, via the Tonkin Gulf 
(or Beibu Gulf in Chinese). Its main ports are Beihai, 
Fengchenggang and Qinzhou; at the latter PetroChina 
is building an oil refinery to handle Sudanese crude. 
Guangxi also has the advantage of being located near 
the economically vibrant Pearl River Delta in neighbor-
ing Guangdong.

Guangxi’s strategy for development as a regional trade 
hub has two prongs. ADB loans will finance improved 
road links to Vietnam. Central and local government 
investment will focus on increasing seaborne traffic 
through the Beibu Gulf Economic Zone, which will 
finance infrastructure in the capital city Nanning and 
along the coast. The Beibu scheme is expected to increase 
Guangxi’s access to markets including Malaysia, Indone-
sia and the Philippines, creating a new channel for goods 
to flow between Asean and southwest China. 

Provincial rivals
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garment factories, power plants and holiday resorts, investing US$1.5 
bn in 2007. But policy bottlenecks mean that private sector interest in 
the region has yet to be translated into substantial trade and investment, 
according to Dr Filologo Pante, an ADB adviser on regional coopera-
tion. 

Cambodia’s Sihanoukville Special Economic Zone, which began construc-
tion near the country’s only deepwater port earlier this year, shows what 
GMS countries stand to gain from economic cooperation. Modeled on 
China’s special economic zones, Sihanoukville is a US$3 bn joint venture 
between a Cambodian investment group and a Jiangsu textile firm. When 
the project is finished in 2015, local officials say it will host 300 compa-
nies, provide 80,000 jobs and generate exports worth US$2 bn a year. For 
poorer countries such as Laos and Cambodia, access to Chinese capital 
and expertise is likely to be the greatest benefit of regional integration.

China’s laggard southwestern region also has much to gain from improved 
transport links with the nearby markets of Thailand and Vietnam. Phos-
phorous fertilizer, non-ferrous metals such as tin and copper, machine 
equipment, agricultural products and tools are expected to comprise 
the bulk of Chinese exports. But Yunnan should also become a conduit 
for construction materials from Guangdong and Zhejiang to enter the 
GMS economies, all of which are undergoing a flurry of new building. 
A final element is energy: Kunming would be the Chinese terminus of 
two proposed pipelines – a gas pipeline from central Myanmar, and an 
oil pipeline from the Myanmar port of Sittwe, which would create a route 

China’s zone expertise is being 
extended across the region

A nefarious but likely consequence of regional transport 
integration is an increase in illegal forms of trade. With 
porous borders, rugged terrain and a tradition of labor 
migration, the region is ripe for human trafficking. Tour-
ism, entertainment, fishing and seafood processing, low-
skilled manufacturing and domestic work are all used as 
fronts for moving around indentured workers who toil 
either in low-skill jobs or the sex trade. The International 
Labour Organization estimates that half of the world’s 
human trafficking occurs in Asia. Most of the effort 
to reduce human trafficking tends to be made at the 
national level, with little cross-border cooperation. 

Greater cooperative effort has gone into dealing with 
regional drug trafficking, with the flow of opiates from 
the Golden Triangle area of northern Myanmar, Thailand 
and Laos spreading drug addiction and HIV into China. 
Chinese police regularly patrol the stretch of the Mekong 
between Myanmar and Laos. China has helped Myanmar 
and Laos set up crop substitution projects to reduce 
poppy cultivation by sending initial supplies of seed, 
as well as farmers who teach cultivation techniques for 

grains, vegetables, sugarcane and other innocuous crops. 
Yunnan officials claim the crop substitution program has 
been a big success; the provincial Public Security Bureau 
says poppy acreage in northern Myanmar has dropped 
by 85% since 1995. Privately, however, officials admit that 
this has done little to reduce the availability of drugs or 
addiction rates in the province: after opium and heroin 
supplies from Myanmar dried up, dealers switched to 
sourcing from Afghanistan.

Much of the deforestation in Myanmar, Cambodia and 
Laos in recent years has fed the seemingly insatiable Chi-
nese appetite for commodities, with much damage done 
to the respective environments of these countries for 
negligible economic benefit. Today these three countries 
have tightened restrictions on timber exports, especially 
Myanmar and Cambodia, while Laos only allows limited 
exports of unprocessed timber. Experts at the Yunnan 
Academy of Social Sciences say that timber smuggling 
into Yunnan from GMS countries is now a fraction of 
what it once was, citing increasingly effective border 
controls as the main force behind this trend.

Stopping the traffick
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for Middle Eastern crude bypassing the strategically vulnerable Malacca 
Strait shipping route.

Politics gets in the way
Ultimately, political factors will be crucial in setting the limits of regional 
economic integration. China sees the GMS as unlocking new markets 
for its impoverished hinterland provinces; but southeast Asian nations 
remain fearful of being overwhelmed by a tsunami of cheap Chinese 
goods and cheap-suited Chinese entrepreneurs. One of the reasons the 
ADB is likely to remain heavily involved as a facilitator even after its 
role as infrastructure financier winds down is that the smaller countries 
demand its presence as a counterweight to Chinese power.

The particularities of national politics will also determine the scope of 
on-the-ground economic activity. Thailand has lots of private entrepre-
neurs and chambers of commerce that are eager to start projects not only 
in China but in Laos (where tourism and agricultural processing are the 
main targets). Thailand has no border with China so the national govern-
ment is relatively relaxed about giving private firms and local government 
bodies a free rein. Cambodia, by contrast, has no private sector and no 
local government involvement; its participation in the GMS is entirely via 
the national government, which is barely functional. Vietnam, which has 
emerged as a dynamo of export processing but does not have much of a 
domestic private sector, also channels its participation via the national 
government and actively discourages autonomous action by local gov-
ernments along its Chinese border. It scotched plans by one of its border 
provinces to ease administrative barriers to border trade with China on 
the grounds that the Chinese counterparty was merely a county. (The fact 
that a Chinese county is about the same size as a Vietnamese province 
was ignored.) 

Political friction between GMS members is both an obstacle to and a 
determinant of greater regional integration. China’s prickly relationship 
with Vietnam remains a barrier to bolstering bilateral trade, while Viet-
nam seems more intent on using GMS integration as a way of bolstering 
a “special relationship” with Laos than boosting trade with China. On the 
other hand, Cambodia’s tense relations with Thailand and Vietnam make 
a strong relationship with China a matter of political as well as economic 
importance – although nationalist sentiment in Cambodia remains a 
problem for Chinese investors there.

Southeast Asian nations are 
fearful of being swamped by 
Chinese business

Political agendas will determine 
the GMS’s development
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Prudent China gains on 
profligate America

Books

Debt, innovation and the durable dollar

by Arthur Kroeber

I. Is power moving east?
An increasingly popular idea is that economic (and by implication, 
political) power is inexorably moving east – that is to say, away from the 
20th-century centers of Europe and the United States, towards Asia, and 
in particular towards China. This idea first gained traction two or three 
years ago when China started accumulating gigantic balance-of-pay-
ments surpluses, and the United States accumulated corresponding defi-
cits. America was clearly spending beyond its means, and plunging into 
a hopeless quagmire of debt. China, conversely, was graduating from its 
earlier role as the world’s sweatshop, and building up not only vast cash 
resources but a group of powerful industrial and financial companies 
poised to gain control of key assets throughout the world. Clearly, over 
the long run, economic and political power must drain away from the 
prodigal debtor with its decreasingly “real” and increasingly financialized 
economy, and towards the responsible, productive creditor nation. 

With the collapse of the American financial pyramid following the 
September bankruptcy of Lehman Brothers, this idea looks even more 
convincing. The American banking system is in ruins, the United States 
Treasury will need to borrow another trillion dollars next year to finance 
its reconstruction, and the economy faces at best sub-trend growth for 
several years. Europe, which briefly fantasized itself immune from the 
crisis, is headed for similar or even worse difficulties. The foundations 
of the post-war global economic order are crumbling. Talk of a “new 
Bretton Woods” became fashionable. French president Nicolas Sarkozy 
theatrically called for a meeting of the heads of state of the world’s 20 
largest economies (the G-20) to reorganize the world financial system. 
The meeting was duly held in mid-November in Washington under the 
sullen aegis of President Bush, and predictably accomplished nothing. 
But inconsequential as the event turned out to be, surely it was the first 
halting step towards a new world order that will emerge over the com-
ing years or decades, in which America’s economic power and political 
influence must inevitably decline and the star of thrifty China must cor-
respondingly rise.

This scenario is satisfying to those who view global economics as a moral-
ity play – a modern version of the Rake’s Progress. The carefree American 
grasshopper, merrily whiling away the hours in heedless amusement, is 
destined to live at the mercy of the sensible Chinese ant, who will dole 
out crumbs from his carefully accumulated surplus in exchange for ever 
greater subservience. Yet this vision is wrong – and wrong not merely in 
the trivial sense that America is still big and powerful, China has troubles 

A new world order?

Globalizing Capital: A History 
of the International Monetary 
System (2nd ed.)
by Barry Eichengreen 
Princeton University Press, 2008

The Venturesome Economy: How 
Innovation Sustains Prosperity in 
a More Connected World
by Amar Bhidé
Princeton University Press, 2008

Arthur Kroeber is editor of the China Economic Quarterly.
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of its own, and such sea-changes take a long time to effect. It is wrong 
in the more profound sense that it fundamentally misunderstands how 
modern economies and international financial arrangements work, 
and misses the true sources of prosperity and economic dynamism. 
It assumes, falsely, that debt and consumption are bad, and that thrift 
and surpluses are good. It ignores the role of innovation in generating 
sustained economic growth, and misconceives the relationship between 
debt, consumption and innovation.

II. From gold standard to dollar-debt standard
The financial crisis we got this year was not, in important respects, the 
crisis that was expected. The expected crisis was that holders of dollar 
assets would get tired of seeing the value of these assets eroded by the 
dollar’s continuous devaluation (about 26% in trade-weighted terms 
between 2002 and mid-2008) and eventually would sell them en masse, 
leading to a dollar collapse. The worst-case result of such an event would 
be a balance-of-payments and economic crisis in the United States and 
the destruction (immediate or gradual) of the dollar’s position as the 
world’s reserve currency.

So far the opposite has occurred. Rather than dumping their dollars, 
China and the other surplus countries kept stubbornly accumulating 
them, keeping interest rates low and stoking a frenzy of excessive dol-
lar borrowing, not just in the United States but also in the rest of the 
world. When the debt mountain imploded, as such mountains always do, 
the result was a sudden rise in the value of the dollar. This was because 
many of the dollars that had been borrowed to finance investment in 
other places (apartments in Shanghai, shopping malls in Dubai) had to 
be repaid in a hurry, because the banks needed their money back, and 
refused to extend new credit. Borrowers sold other currencies and scram-
bled to acquire dollars to repay their loans. As the prices of stocks, bonds 
and most other investments collapsed, sovereign and private investors 
around the world rushed to the safest haven: US Treasury bonds. In other 
words, they increased their holdings of the government securities of the 
very country that had caused the world’s worst financial crisis since the 
Great Depression. The dollar’s share of global reserve assets, a bit over 
60% a year ago, climbed to over 70%, and the dollar rose by 12% in trade-
weighted terms in three months.

This outcome appears paradoxical, and many analysts assume that once 
the heat of the crisis is past, the dollar will resume its descent and (again 
in a worst-case scenario) ultimately lose its reserve currency status. This 
is unlikely. To understand why, one must start with the realization that the 
dollar does not act like a normal currency: it acts like gold. Theoretically, 
under a gold standard, when a country accumulates a big trade deficit 
and runs into financial difficulties, gold will flow into the deficit country 
from surplus countries, to take advantage of lower relative prices. 

In practice, in the globalized gold standard era (1870-1914), physical 
gold did not flow into deficit countries – but capital did, attracted by 
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lower relative prices and the promise of higher investment returns. It did 
so even when central banks violated what Keynes later called the “rules 
of the game” by not taking the policy actions (such as raising interest 
rates) normally required to attract those capital inflows. That is, foreign 
investors under the gold standard routinely ignored the risk that their 
prospective investment gains would be wiped out by currency devalua-
tion. Why? University of California economist Barry Eichengreen, in his 
lucid history of the global monetary system since 1870, explains that this 
system of re-balancing capital flows functioned because of widespread 
trust that, in the end, governments would sacrifice all other goals (includ-
ing short-term economic growth and employment) in order to maintain 
their currency’s convertibility to gold:

Central banks possessed the capacity to violate the rules of the game 
in the short run because there was no question about obeying them 
in the long run. Knowing that the authorities would ultimately take 
whatever steps were needed to defend convertibility, investors shifted 
capital toward weak-currency countries, financing their deficits even 
when their central banks temporarily violated the rules of the game.

Trust me
In short the gold standard worked not because of some intrinsic quality 
of gold, but because of the credibility of the promise to convert currencies 
into gold at a fixed rate. This credibility hinged on the ability of govern-
ments to sacrifice all other economic objectives to maintain convertibil-
ity. That ability, Eichengreen argues, depended in turn on the relative lack 
of democracy, and in particular the weak bargaining power of labor, in 
pre-World War I governments. The crucial point, in any case, is that the 
ultimate foundation of an international monetary order is not a physical 
store of value, but a credible economic promise.

The inter-war gold standard system fell apart because the political sys-
tems of the major economies became substantially more democratic, and 
more powerful labor constituencies could demand that other objectives 
– such as full employment or high growth rates – be put on a par with 
currency convertibility. As a result, the credibility of the long-term prom-
ise of stable currency values was destroyed. The post-World War II Bret-
ton Woods system, which was a gold standard once removed (a system of 
fixed parities to a gold-based US dollar) failed for similar reasons: fixed 
exchange rates proved incompatible with political democracy and the 
vastly increased international capital flows of the late 1960s. 

The subsequent system of pure fiat currencies, more or less floating 
exchange rates, and primarily dollar reserves, could be called a “dollar-
debt standard,” and is founded on a new credible promise: the United 
States’ commitment to maintaining a high rate of productivity growth 
which in the long run will reliably generate the cash flows necessary to 
service any reasonable level of debt issued by the Treasury. This com-
mitment, which makes Treasury bonds rather than gold the so-called 
“risk-free” asset, constitutes the new “rules of the game.” So even though 
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the United States may violate the “rules of the game” in the short run 
(by recklessly permitting an asset bubble), there is no question about its 
obeying them in the long run. Hence investors will readily buy Treasury 
bonds, based on this long-term promise, even in the midst of a financial 
crisis that appears to undermine their value in the short run.

Thus the current global monetary system exists not in spite of America’s 
chronic deficit, but because of it. Pretty much ever since the end of Bret-
ton Woods, the United States has run a current account deficit. This is not 
coincidental. It is precisely the United States’ unique willingness to run a 
perpetual deficit, combined with a uniquely credible commitment to per-
petual reform of its economy that will generate debt-servicing cash flows, 
that makes the dollar the world’s main reserve currency. The dollar-debt 
standard has already lasted longer than the Bretton Woods system, and 
will likely prove more durable than the pre-World War I gold standard. It 
will not last for ever, of course. But as the global economy is now struc-
tured, the dollar can only be replaced as the principal reserve currency if 
another major currency area makes a substantially more credible promise 
of perpetual deficit financing. So far there is no evidence that anyone is 
willing to make such a commitment. 

III. Innovation
The above discussion begs the question of why the American promise of 
future productivity growth is so uniquely credible. Cynics answer that this 
promise is irrelevant: to them, the dollar standard is simply a protection 
racket. The United States is a well-armed gangster exacting tribute from 
everyone else in exchange for ensuring a stable world safe for investment 
and trade. There is more than a little truth to this view: without hegemonic 
military and political power the United States would probably not possess the 
world’s reserve currency, regardless of its economic prospects. But if this were 
the whole truth the system would not last long, or would work poorly. 

A more convincing answer is obliquely suggested by a fascinating, albeit 
dense and labyrinthine, book on innovation by Amar Bhidé, a business 
professor at Columbia University. Bhidé devotes much of the book to 
detailed analysis of surveys he conducted of how innovation works 
in start-up firms; but the broad argument is a fierce polemic against 
“techno-nationalism.” Techno-nationalists, according to Bhidé, agree 
that technical innovation drives productivity growth, which in turn is 
the main source of long-term economic growth. But they see innova-
tion mainly as a matter of developing “core” technologies, from which all 
other applications descend. They are Schumpeterians: innovation is the 
rare result of occasional heroic entrepreneurs whose inventions overturn 
previous economic structures (the famous idea of “creative destruction”); 
those who follow the entrepreneur are simply copycats whose combined 
efforts ultimately drive the profit from the original invention to zero. 
Whoever controls the production of core technologies has an economic 
edge over everyone else, because most of the profit from an innovation 
accrues to the innovator at the beginning of the cycle.
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Bhidé rejects this view. He contends that, rather than being a product 
of inspired producers, innovation arises from a dynamic interaction 
between “venturesome consumers” who create new demands, and patient 
producers who gradually work out how to meet those demands. Innova-
tion is not a matter of inventing “core technologies” and then mechanical-
ly churning out applications. Innovation occurs across all types of basic, 
intermediate and final products and services, and across all the various 
types of know-how required to develop those products; and innovation 
in one area is not intrinsically more valuable than in any other.

A laptop computer, for instance, can incorporate innovations in design, 
in a particular combination of functions that hits a consumer “sweet 
spot,” in improvements to the motherboard that raise reliability, or 
breakthroughs in microprocessor technology that increase speed. And in 
the development of any product, many levels of know-how are required, 
each offering scope for innovation. The production of microprocessors, 
for instance, requires basic research in solid-state physics, intermediate 
know-how in circuit design, and practical expertise in the management 
of silicon wafer fabrication plants. Innovations in “core” technologies can 
lie fallow for years or decades until fertilized by a sufficient cascade of 
know-how innovations.

Bhidé attaches immense importance to innovation in marketing – 
ignored or derided by Schumpeterians, techno-nationalists and eco-
nomic moralists – because it is precisely here, in the continuous tweaking 
of products to meet consumers’ unformed demands, that the dynamic 
and interactive nature of innovation in a post-industrial economy is most 
clearly revealed. The Starbucks latte and The Economist magazine are two 
examples of commodity products turned into large stores of economic 
value mainly by innovative marketing. 

There are thus two basic reasons why innovation is most likely to thrive 
in a vibrant consumption culture. First, since consumer demand stimu-
lates producer innovation, more consumption is likely to generate more 
innovation. Second, Bhidé argues that most of the economic benefit of a 
technical innovation flows not to the innovator but to the consumers who 
can make best use of the innovation: for instance modern retailers like 
Wal-Mart, which create value by being smart consumers of information 
technology.

The virtue of profligacy
In other words: economic prosperity is a function of productivity, which 
derives from innovation, which thrives most in a dynamic consumer 
culture. And this brings us back to the question we posed above: why 
is the American promise of future productivity and economic growth 
so uniquely credible? Because the United States, uniquely, is willing to 
use debt to finance extra consumption – which moralists call “excess” 
and Bhidé terms “venturesome.” America’s willingness to consume more 
than it produces – to run a perpetual deficit – is the source of its innova-
tion edge, and this edge in turn reliably generates the future cash flows 
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that enable the deficit to be indefinitely financed. America’s “profligate” 
consumer culture, often taken as a sign of obvious weakness, is in fact its 
hidden source of strength.

This reflexive system is extremely robust; but its capacity is not unlimited, 
and the limits are now being severely tested. A current account deficit of 
2-3% of GDP may be indefinitely sustainable, but the recent deficit of 6-
7% is not, because it far exceeds any plausible range of future productiv-
ity growth. And if the United States repeatedly robs foreign investors by 
luring them into asset bubbles, it may eventually drive them into another 
system.

But investors can only flee if an alternative system exists, and none is on 
the horizon. A competing monetary order can only arise if some other 
currency area makes a long-term credible commitment whose value 
exceeds the United States’ proven commitment to future productivity 
growth, and builds a deep and liquid debt market around that commit-
ment. The obvious candidates – Europe, Japan and China – all view “ven-
turesome consumption” with suspicion, and all have domestic political 
bargains requiring substantial trade-offs of economic efficiency for social 
stability. These bargains are excellent guarantors of domestic prosperity 
and harmony, but inadequate foundations for a global monetary system.

Of the three, China is the least plausible candidate for a reserve currency 
because the sustainability of the political system is doubtful, and because 
its high economic growth based on factor inputs will inevitably decline in 
the coming decades. Until China proves that it can achieve sustained high 
growth through efficiency, and convince the world that its political system 
is not at risk, it cannot provide an alternative to the current dollar-debt 
monetary standard. In this respect, at least, power is not moving east.
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