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China
Part III: The Chinese Economy – Challenges and Outlook

Sommary

1. Over the past twenty-five years, China has posted strong economic growth. However, disparities in the
standard of living among the different regions have become more pronounced and poverty has not been
eradicated despite the progress that has been made.

2. The Chinese banking system has accumulated a significant volume of non-performing loans by lending to
state-owned companies that are less productive than private companies.

3. Low public revenues are slowing down the reorganization of state-owned companies and are limit social
program funding.

4. Other problems need to be addressed, such as environmental pollution, insufficient infrastructures, an energy
shortage, the unequal distribution of foreign investments, and the low rate of participation in higher education.
At the international level, the authorities are being pressured to revalue the yuan.

5. Despite a more moderate increase in economic growth over the next several years, Chinese demand for
capital goods and consulting services will remain strong in several sectors, including aeronautics, energy
production, telecommunications, and electronics, which will present business opportunities to China’s partners.

This document is the third and last in a series of
economic analyses on China. The first presented an
overall portrait of the country’s economy and labour
market, while the second dealt with the evolution of its
foreign trade sector.

For the past twenty-five years, China’s economy grew
at an average annual rate of 9%. During that time, the
disparity in the standard of living widened between
cities and rural areas, as well as between the rich
coastal regions and the provinces in the interior.
Despite the progress that has been made, poverty has
not been eradicated.

In 2003, China was 38% urbanized and agriculture was
still the main activity of nearly 50% of the labour force.
Despite economic reforms, the income of rural
households was three times lower than in urban
households, whereas in 1985, it was twice as low. In
2002, 47% of rural households lived on less than two
dollars US per day. The method used for registering
households (houkou) prevents workers from moving
freely to regions that are undergoing expansion and

has contributed to the concentration of poverty in
rural areas.

The rural areas are concentrated mainly in the
western and central regions, whereas the most
important commercial and industrial urban centres
are located in the coastal provinces.

According to official statistics, the urban
unemployment rate in 2003 was 4.3%. But some
economists estimate that the national unemployment
rate could be as high as 20% if under-employment
and rural unemployment are taken into account.

The academic achievement level of the rural
population is considerably lower than that of the
urban population. Illiteracy is still widespread in some
provinces in the interior and access to higher
education is difficult in rural areas.

In its reforms, the Chinese government has favoured
the economic development of cities and provinces on
the eastern coast by applying liberal policies. These
provinces have been authorized to deal with foreign
investors and with multinational companies which,
like local companies, have benefited from fiscal
stimuli and various support measures such as tax
exemptions on revenue for manufacturing
businesses.

ISSN 1715-2682

Strong economic growth but
significant regional disparities as
well
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In addition, development in the eastern provinces has
focused on secondary and tertiary industries, while
provinces in the interior remain dependent on agriculture
and mining.

Inequalities continue to exist among the provinces. In
2003, the eastern provinces accounted for 58% of the
GDP, although they accounted for 38% of the
population. The rest of the provinces, which make up
62% of the population, contributed 42% of production.
The per capita income in the richest province, Shanghai
(east), is nearly 13 times higher than in the poorest
province, Guizhou (west).

Per capita GDP (US$) 2003

Shanghai (East) 5,649

Beijing (East) 3,877

Tianjin (East) 3,208

National average 1,478

Yunan (West)    685

Gansu (West)    607

Guizhou (West)    436

Source: National Bureau of Statistics of China.

The distribution of foreign direct investment (FDI) is
another indicator of regional disparities. Coastal regions
have attracted foreign investors because of fiscal
incentives, the presence of infrastructures and a
qualified labour force, and their accessibility. Since 1978,
the vast majority of FDI has gone to the coastal
provinces.

Technological development has been concentrated on
the coast, which has enabled this region to modernize
rapidly, while the central and western regions of China
continue to work with out-dated technology.

The banking sector in China is marked by a strong
concentration of activity in four main commercial
banks, which are all state-owned banks split off from
the central bank, the People’s Bank of China. These
four banks are the Bank of China, the Industrial and
Commercial Bank of China, the Construction Bank of
China and the Agricultural Bank of China.

These four banks have a monopoly on loans and
financial services directed at state-owned companies.
They account for 76% of all loans granted, even
though state-owned companies account for only 52%
of the economy.

SOURCES OF LOANS GRANTED TO STATE-OWNED
COMPANIES
(as a percentage of all loans)

Source : OECD, 2002.

Unproductive loans and costs of stabilizing the
financial system

To prevent massive unemployment, state-owned
banks have granted high risk loans to unprofitable
state-owned companies and have allowed them to
renew non-productive loans.

Through its banking system reforms, the government
has created management corporations to buy back
non-performing assets and tackle this problem. The
People’s Bank of China has also asked commercial
banks to reduce the rate of bad debts from 25% in
2001 to 15% in 2005.

Nevertheless, Chinese banks lack equity capital to
cover themselves against non-performing loans, with
the result that the bad debt rate is still nearly 30%. In
addition, most Chinese banks are insolvent according
to international standards.

Furthermore, the government has been recapitalizing
state-owned banks to restructure their balance sheets.
Since 2003, it has injected 60 billion US dollars, drawn
from its foreign exchange reserves, into this
recapitalization. The total cost of stabilizing the
financial system has been estimated at nearly 50% of
the GDP, with state-owned commercial banks being
the most affected.

The lack of equity capital, the high number of
unproductive loans and a poor profitability are major
obstacles affecting the ability of banks to hold up
against foreign competition. The opening up the
financial sector to foreign investment, planned for
2006, could improve discipline and lower the risks of
financial instability.

Stabilization of the financial
system and restructuring of state-
owned companies
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Rural credit
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4 main commercial state-
owned banks 76%
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State companies do not necessarily operate on a
commercial basis

State firms are many and they are heavily indebted. In
2004, they numbered 159,000, of which 17,000 were
directly managed by the provinces.

They are saddled with a socialist business outlook and
oudated technology, so many of them are lagging behind
foreign and local private businesses.

Performance of state-owned firms

1997 2001
Net profitability 1 1.2 1.7
Number of firms 262,000 174,000
Firms in deficit (%)  65.9 51.2

1. as a percentage of assets
Source: International Monetary Fund.

Insufficient legal provisions to ensure contract
performance and inadequate bankruptcy procedures
have removed incentives for banks to comply with strict
rules governing credit. Furthermore, the absence of
rigour in rules governing loans has resulted in a lack of
budgetary discipline among a number of public
companies. The poor performance of these companies is
contributing to an increase in the number of non-
performing loans, thus jeopardizing the banks’ profits and
hindering the restructuring process

Problems arising from the restructuring of state-owned
businesses, along with the high costs the government
incurs in disposing of them, are putting tremendous
pressure on public finances.

The insufficiency of public revenue for facilitating the
reorganization of state-owned companies and funding
social programs is slowing down company restructuring,
which in turn is leading to the dismissal of workers.
State-owned banks are therefore continuing to support
these companies in deficit and to grant them loans.

In 2003, China posted a budget deficit that came to 4%
of its GDP. The inadequacy of public revenue limits the
state’s spending capacity. Indeed, total government
revenue accounts for 20% of the GDP, which is a
relatively weak level compared to the 38% average in
OECD countries and 30% in other emerging economies.
There is even greater pressure when one considers that
certain essential areas like education, science,
technology and the environment are under-financed.

China is faced with severe short-term constraints in
pursuing the development of its social protection system
to provide support for the unemployed and for workers
who have been laid off. Employment by state-owned

companies in particular fell by 33% between 1995 and
1998 and by 29% between 1999 and 2002.

In 2003, there were 99 million Chinese employed in
state-owned companies, with 9 million expected to
lose their jobs with the implementation of restructuring
measures.

To respond to these pressures, Chinese authorities
pursued a budgetary policy in 2003 aimed at solidly
readjusting the structures for budgetary expenditures
and at managing these expenditures more strictly, with
the priority being to increase investments for the
development of education, sciences, culture, health,
social security and infrastructures.

Development problems

The rapid urbanization and industrialization of the past
25 years have created imbalances which are
hampering economic development, particularly in
resource extraction and energy production, which have
not kept up with demand, environmental pollution and
the lack of infrastructures (highways, railway lines,
electricity distribution networks and communications
networks).

These problems are the result of policies intended to
speed up development in coastal areas. But these
policies have created bottlenecks that today are
slowing down production in urban and rural areas
alike.

Energy is an important development issue in China,
which is the third largest consumer of energy in the
world after the United States and the European Union.
Since the early 1990s, its energy demand has grown
at twice the rate of its production. Thus, since 1993,
China has been a net importer of oil. In 2004, China
was responsible for 30% of the increase in worldwide
demand for oil.

Moreover, coal is still used to meet 70% of the
country’s total energy needs. The intensive use of this
fuel is a significant source of environmental pollution,
in particular acid rain, which affects a third of the
country.

Other factors continue to degrade air and water
quality. They include heavy fertilizer use, the size of
urban areas, inadequate wastewater treatment
facilities, poor waste management, polluting industries,
and the increasing number of automobiles.

The OECD estimates that air pollution is the cause of
more than 300,000 hospitalizations every year and
that various pulmonary diseases lead to thousands of
premature deaths. The government has enacted

Public revenue is insufficient for
ensuring social protection3

Other challenges to economic
growth
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several laws to protect the environmental balance, but
economic development and the sheer weight of the
population add to the difficulties in enforcing these laws.

China also faces the challenge of over-investment in
certain sectors such as housing, steel production and
automobiles. Authorities have had to take steps to
prevent pressure on prices, over-supply, and excessive
energy consumption.

Lastly, the low number of post-secondary graduates and
the low academic achievement level in rural areas have
slowed down development. If the demand for a qualified
labour force continues to grow, the overall academic
achievement level of the population could affect the
long-term economic outlook. Lack of education could
keep large numbers of workers out of the labour force,
thereby accentuating the inequality that exists between
urban and rural populations.

Foreign exchange system and revaluation of the
yuan

The yuan is the currency of the People’s Republic of
China. In 1984, the People’s Bank of China adopted a
floating exchange rate system based on market supply
and demand and controlled by the state. This system
allowed the exchange rate to fluctuate near the rate of
8.27 yuans to the US dollar, a rate that China set
following the 1997 financial crisis in Asia.

EVOLUTION OF THE EXCHANGE RATE
(yuans per US dollars)
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Source: Global Insight.

For the long term, the People’s Bank of China wants to
see a floating exchange rate system and convertibility of
the yuan. But for the short term, China needs to ensure
the stability of its currency and its financial system. Thus,
it intends to gradually improve mechanisms for
establishing the yuan exchange rate, as well as to
develop the exchange market.

Because of the strong increase in its exports, China has
accumulated large trade surpluses since 1994.
Moreover, its economic success has attracted a

considerable amount of capital. Thus, its international
exchange reserves have soared, causing business
partners such as the United States to apply pressure
for it to revalue its currency.

EVOLUTION OF FOREIGN EXCHANGE RESERVES
(in billions of US dollars)
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Source: National Bureau of Statistics of China

Some of China’s trading partners say it is keeping the
yuan undervalued in order to maintain export
competitiveness.

American officials are among the most vocal critics of
China’s exchange policy. The United States’ trade
deficit with China was 162 billion dollars in 2004.

U.S. TRADE DEFICIT WITH CHINA
(in billions of US dollars)

-68,7
-83,8 -83,1

-103,1

-124,0

-162,0

1999 2000 2001 2002 2003 2004

Source: U.S. Department of Commerce

According to American officials, a revaluation of the
yuan would allow the U.S. to contain imports coming
from China and thus reduce its trade deficit with China.

Impacts of the yuan revaluation

On July 21, 2005, the People’s Bank of China
announced it was revaluing the yuan by 2.1% in
relation to the American dollar. At the same time, it
announced a reform of the exchange system that
pegged the yuan to a basket of currencies. Although
this policy change is seen as a step in the right
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direction, the extent of the revaluation is somewhat
modest.

Revaluation of the yuan will have limited effects on the
U.S. trade deficit because China’s competitiveness
stems mostly from structural factors such as low wage
levels. Correcting this deficit calls instead for an increase
in exports from the United States to China. Just 4% of all
U.S. exports go to China, whereas 13% of U.S. imports
come from China.

China’s competitiveness is derived not only from low
wage levels but also from the abundance of available
labour. Thus, revaluation of the yuan could be
compensated for in part by lower salaries.

The cautious approach taken by Chinese authorities
towards revaluing the yuan can be explained by their
desire to protect local businesses, whose productivity is
weak compared to that of multinational corporations,
which benefit from very low wages.

On the other hand, Chinese authorities want to stabilize
their country’s fragile banking system prior to floating the
yuan.

China, an ever more dominant player in the world
economy

According to the economic analysis group Global Insight,
China’s economic growth should gradually slow down
over the next ten years, dropping from 9% in 2005 to
6.4% in 2015 due to slower investment and export
growth.

Investment growth in particular should moderate
following the introduction of measures to prevent
overheating in certain sectors. Over the longer term,
investment will be slowed because of a reduction in
national savings, which are currently very high. Indeed,
part of China’s foreign exchange reserves, as a
component of national savings, will be dedicated to the
stabilization of the banking system.

Consumption should increase starting in 2005 because
of increases in the population’s income levels and
purchasing power. This increase will be supported by a
reduction in the savings rate. A newly emerging middle
class, particularly in urban areas, should thus be able to
continue to develop.

The performance of China’s exports will depend in
particular on the strength of the U.S. economy, their
primary destination, and on the evolution of the yuan.

Economic Growth in China
(in percentages)

Real gross domestic product

Industrial production

Private consumption

Gross investment

Exports

Imports

2004

  9.5

16.2

  3.2

20.3

35.4

35.8

2005

  9.0

14.5

  4.2

18.7

23.2

25.7

2015

6.4

8.7

7.0

6.8

7.3

7.9

Source : Global Insight, July 2005.

For the longer term, economic growth in China will
border on 6%. Nevertheless, China will play an ever
more dominant role in the world’s economy. Some
economic forecasters see China moving ahead of the
Japanese economy around 2020 and ahead of the
American economy around 2050.

A promising market for foreign investors and
exporters

With its population of 1.3 billion and growing consumer
demand, China represents a huge market for local and
foreign businesses.

In looking at the sectors that are expanding in China,
we note especially the telecommunications equipment
industry. The Chinese market for wireless phones is
ranked first in the world, and two of the three largest
wireless operators in the world in terms of numbers of
subscribers are Chinese. Together, they account for
more than 300 million subscribers.

China’s computer and peripherals sector is also
showing strong growth. In 2004, there were more than
94 million Internet users in the country, ranking it
second in the world behind the United States

Sectors to watch for in the future

Telecommunications
equipment

Computer software

Computers and peripherals

Medical equipment

Pharmaceutical products

Construction materials

Other sectors: automobile,
aeronautics, energy production,
petrochemicals.

Source: National Bureau of Statistics of China.

The software sector is growing fast, with the game and
entertainment software industry doing especially well.
However, the piracy rate is very high (nearly 90%). But
now that China has joined the WTO, the government
has committed itself to enforcing copyright and
trademark laws.

China is the second-biggest market, after Japan, for
high-tech medical equipment such as computerized
topography, nuclear medicine and ultrasound imaging.

General and Industry Outlook5
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Experts are forecasting Chinese demand in this area to
increase by more than 10% in the next three years.

The automobile industry is also in full expansion. In
2003, automobile sales increased by 36%, reaching
almost 4 million units and making the Chinese
automobile market the third biggest in the world, after the
United States and Japan.

To progress toward economic modernization, the
Chinese authorities must also continue to give priority to
increasing the production of high-value-added goods and
to expanding investments in the country’s interior
provinces. Thus, over the next several years, technology
and consulting services will be in strong demand in key
sectors.

For example, the air transport industry is being
transformed by the easing of private investment
restrictions in early 2004. Since that time, three new
private firms have been created and the state-owned
airlines have been consolidated into three large entities.
Expansion in this sector has helped to increased sales in
China by airplane manufacturers such as Boeing, Airbus
and Embraer.

Several opportunities have emerged in sectors related to
highway infrastructure construction, transportation, and
transportation management, where the demand for
equipment and engineering services is very strong.
China has an ambitious program to construct an
85,000 km highway network that will link up all cities with
a population of over 200,000. More than 4,000 km of
highways are being constructed each year in China.

Significant investments will be needed to increase
production capacity in the extraction industries (coal and
petroleum in particular), and in petrochemical and
energy production. Since 1998, the government has
been committed to increasing the country’s energy
efficiency, notably by attracting foreign direct
investments.

Lastly, the services sector, including financial services,
offers exceptional potential for foreign businesses,
although everything will depend on whether China
respects its commitment to the WTO to open up this
sector. But the insurance industry is already showing
good progress, with a forecast average annual growth
rate of 13% over the next five years.

With the implementation of the 1978 reforms, China
moved from a planned economy to a socialist market
economy. This change in direction, emphasizing exports
and investments as the driving force of expansion, has
led to strong economic growth.

China today has a very open economy with the second-
highest GDP in the world. Its population is better
educated and the standard of living has increased. It
has transformed from an economy based on primary
production to become the manufacturing centre of the
world. Its highly diversified industries have made
significant gains in productivity and are turning more
and more to high technology.

On the other hand, China’s rapid industrialization and
urbanization have brought with them imbalances that
will affect its long-term performance if they are not
rectified.

Disparities in standards of living have widened, poverty
is still present, few Chinese receive a post-secondary
education, unemployment and underemployment rates
remain high, state-owned companies lag behind in
competitiveness, and inadequate infrastructures create
bottlenecks in production, resource extraction and
energy production. Lastly, pollution is affecting the
environment.

The financial system is struggling under the burden of
bad debts and unproductive loans. There are
insufficient public funds to fund the social protection
system and the restructuring of state-owned
companies.

The Chinese authorities must also deal with the
challenges posed by their country’s integration into the
world economy and by the need to maintain economic
balance and social peace. They are continuing to
modernize China while at the same time promoting a
more balanced distribution of wealth among the
regions. On the international front, they are facing
considerable pressures such as the demand that China
revalue its currency.

Despite more moderate economic growth over the next
several years, China’s demand for capital goods and
consulting services will remain strong in several
sectors. For the long-term outlook, China is destined to
play an ever more dominant economic role on the world
stage. It could surpass Japan by 2020 and the United
States by 2050.
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