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1 Executive summary

Overcapacity is a blight on China’s industrial landscape, affecting dozens of industries
and wreaking far-reaching damage on the global economy in general, and China’s
economic growth in particular. Yet it is a strangely under-studied and seldom-examined
phenomenon.

In the Summer and Autumn of 2009, the European Chamber and Roland Berger Strategy
Consultants set out to examine to what extent overcapacity harms China’s economic
development and contributes to rising trade tensions, and to provide suggestions on how
this increasingly urgent problem could be addressed.

As will be outlined below, the overcapacity problem in China is by no means a new one.

%XW LWV SHUYDVLYH LQAXHQFH KDV EHFRPH HYHU PRUH SURPLQHQW + DQG LW
&KLQHVH DQG LQWHUQDWLRQDO HFRQRPLHVY KDYH EHFRPH HYHU PRUH GHVWUX
global economic crisis that still grips world markets.

The crisis has throttled demand for exports from China at a time when even more
investment, in the form of the Chinese government’s massive stimulus package, is being
pumped into building new plants and adding unnecessary capacity. As a result, the
problem is actually getting worse in many industries.

This in turn is having a severe effect on the Chinese economy. The extremely low

utilisation rates in industries producing at overcapacity go hand-in-glove with resource

waste. Companies are cutting corners, often disregarding environmental as well as

health and safety standards and circumventing labour and social laws. Companies in

RYHUFDSDFLW\ LQGXVWULHYV VXIIHU ITURP ORZ SUR¢{¢WV DQG ODFN VXI¢FLHQW F
leading to less innovation. Meanwhile, as banks bankroll the addition of unnecessary

capacity in certain industries, the threat from non-performing loans (NPLs) is growing. At

the same time, the global impact already can be felt in the form of growing trade tensions.

6LQFH WUDGH IULFWLRQV KDPSHU VXSSO\ FKDLQV WKLV LV D PDMRU WKL
positive effects.

7KH HFRQRPLF FULVLVY KDV WKHQ JLYHQ DGGHG LPSHWXV WR WKH GULYH WR
key issue. It is precisely for this reason that the European Chamber, along with Roland
Berger Strategy Consultants, produced this report.

The goal of the study is to discover why and how overcapacity has come to affect some
of China’s key industries and, armed with this knowledge, to provide recommendations
and suggestions on how the problem can be brought under control.
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The study is divided into four sections. The first examines the emergence of China’s
current overcapacity problem, the policies and politics that underpin it, and the reasons
why the problem has worsened as a result of China’s stimulus package.

In the second section, the study will look at how this problem is affecting several key
LQGXVWULHY DQG DVN ZKDW DUH WKH VSHFL¢(F GULYHUV RI RYHUFDS
industries examined in detail are:

BWHHO
$OXPLQLXP

&HPHQW

&KHPLFDOV

5H,QLQJ

'LQG 3RZHU (TXLSPHQW

H H+ H+ H+ H H

Study findings show that overcapacity is driven by a small number of key recurring
factors, among them:

1. High savings particularly driven by retained earnings from state-owned enterprises
(SOEs)
2. Collapse of demand in export markets, primarily in the United States

3. Low domestic consumption
:HDN HQIRUFHPHQW RI UHJXODWLRQV
5. Low input prices due to government policies
6. Too low cost of capital in China
7. Fiscal system encourages local government to attract excessive investment
8. Local protectionism
9. Inexpensive and widespread availability of technology

10. Regionalism driving industrial fragmentation
11. Environmental, Health and Safety standards and laws not fully implemented
BKLORVRSK\ RI PDUNHW VKDUH YV SUR{{WDELOLW\

The third section of the study then turns to the broader impact of China’s overcapacity
+ KRZ LW QHJDWLYHO\ DIIHFWV WKH JURZWK Rl &KLQDTV HFRQRP\ DQG
directly to rising global trade frictions.

Finally, based on the findings of the first three sections the study offers a number of
recommendations on how overcapacity can be reduced by shifting policy priorities away
from investment- and export-oriented growth and focusing on more balanced patterns of
growth, driven by domestic consumption and a vibrant service sector. This policy shift is
the key to curbing industrial overcapacity.




The study has found that the recent measures taken by the Chinese authorities
to curb overcapacity are a positive first step. However, the European business
community in China sees further possibilities for improvement and offers more than 30
recommendations, including:

1. Strive to cut capital expenditure (‘capex’)
2. Increase SOE dividend payment and redistribute to Chinese households (indirectly
through government spending on social security, healthcare and education)
3. Increase government spending in pension and healthcare systems in order to
provide the social ‘safety net’ which would enable households to consume
$OORZ PDUNHW DFFHVV IRU VSHFLDOLVHG HI¢FLHQW SULYDWH ¢QDQFLDO
by encouraging both small and medium enterprises (SME) and private (venture)
capital
5HIRUP WKH ¢(VFDO V\VWHP WR JLYH ORFDO UHJLRQV PRUH IXQGLQJ SRVVLE
6. Further open-up the service industry to the private sector and encourage stronger
competition in the service sector
7. Improve intellectual property protection so that innovations are protected and
&KLQHVH FRPSDQLHY DUH JLYHQ LQFHQWLYHV IRU LQFUHDVLQJ 5 "' VSHQGL(
8. Enhance the business environment for SMEs
9. Implement more rigorously environmental, safety and health standards and labour
laws
$GMXVW WKH UHODWLYH LQSXW SULFHV E\ LQFUHDVLQJ UHVRXUFH DQG HQ"
11. Reduce energy price subsidies to industry and continue resource price reform,
by focusing on areas like coal resource tax, electricity price, water and natural gas price
12. Gradually appreciate the RMB

It is important to note that the Chinese government has clearly demonstrated that
it understands the problem. On September 26, 2009, the State Council released a
statement noting that overcapacity had become a serious problem in many industries and
that many local governments continue to expand capacity “blindly” and make “duplicated”
investments without considering the mid- and long-term implications.

In response to this threat, the State Council revised its policy targets with the goal of

UHGXFLQJ WKH QHJDWLYH LPSDFWV IURP RYHUFDSDFLW\ VXFK DV IDFWRU\ F
DQG PRXQWLQJ EDG EDQN ORDQV ,Q LWV VWDWHPHQW LW DQQRXQFHG 3:KDW
our attention is that not only traditional industries such as steel and cement that suffer

from productive overcapacity are still blindly expanding, but also some emerging

LQGXVWULHY VXFK DV ZLQG SRZHU HTXLSPHQW DQG SRO\ FU\VWDOOLQH VLOLF
of duplicating investments.” *

'LWK LWV UHYLVHG SROLF\ WDUJHWV WKH 6WDWH &RXQFLO VHQGV WZR LPSRU
TXDOLW\ JURZWK DQG LW ZDQWV WR UHEDODQFH WKH HFRQRP\ DQG DFKLHYH \

The European Chamber welcomes these very positive measures, but we also caution
that much remains to be done to bring overcapacity under control and to create the
economic and political conditions to ensure that it does not re-emerge in the future.

*  Source: http://www.gov.cn/zwgk/2009-09/29/content_1430087.htm

Bz - g EREESHAT

Strategy Consultants

In partnership with




The European Chamber’s goal in providing this input is to promote an open and
constructive dialogue with Chinese authorities in order to initiate and pursue necessary
structural changes to reduce overcapacity and drive China’s economy on to a new level
of sustainable growth.

These recommendations are addressed primarily to the Chinese government, but the

(XURSHDQ &KDPEHU DQG 5RODQG %YHUJHU KRSH WKDW EXVLQHVVHV LQ
WKLV VWXG\ WRR 7KLV VWXG\ ZDV ODXQFKHG WR FRLQFLGH ZLWK WKH (
on November 30, 2009. The European Chamber believes that this study can contribute

to improving the EU-China dialogue, further strengthen EU-China trade and investment

links, and promote sustainable development in China.

In order to gather pertinent industry data for this report, the European Chamber asked

PHPEHU FRPSDQLHV RSHUDWLQJ LQ DIITHFWHG LQGXVWULHVY WR FRPSOH
provided hard facts regarding overcapacity in respective industries in China. The

European Chamber and Roland Berger Strategy Consultants conducted interviews with

selected European leaders of key industries in China in order to gain deeper insights into

the roots of the problems.

The European Chamber would also like to thank all the members of the European

&KDPEHU DQG WKH &KDLUV DQG 9LFH &KDLUV RI WKH &KDPEHUTV
volunteering their time and expertise to produce this valuable study. Special thanks

to Professor Michael Pettis whose engagement and important input was greatly

appreciated.




2 Reasons for overcapacity

It is normal for developing economies to go through a period of rapid industrialisation.
China’s economy today follows a pattern already traced by the economies of Japan,
Korea and Taiwan in the late 20th century. China’s concentrated focus on developing its
heavy industry has led to overcapacity in this sector. This overcapacity can mainly be
attributed to three factors:

T 5DSLG XUEDQLVDWLRQ RI &KLQDYfV SRSXODWLRQ PRYHVY HDFK \HDU IUF
LQWR XUEDQ RQHV 7KH PDMRU KRXVLQJ GHYHORSPHQW WKDW UHVXOWYV
creates massive domestic demand for construction machinery, building materials,
steel, cement, and chemical products.

¥ +LJK VDYLQJV 7KH &KLQHVH KDYH D KLJK VDYLQJY UDWH SDUWO\ EHFD X
of social security, but also because of the limited investment choices available to
households, stringent capital controls, and policies that systematically transfer
income from the household sector to producers, thus exacerbating the gap between
production and consumption. This abundance of capital has led to abundant
domestic funding and low interest rates.

¥ /RZ LQSXW SULFHV ,QSXW SULFHV DUH ORZ PRVWO\ EHFDXVH JRYHI
stimulate the secondary sector, especially heavy industry.

/IRXLV . XLMV RI WKH :RUOG %DQN ZKHQ FRPSDULQJ HFRQRPLF VWUXFWXUH
countries, came to the conclusion that higher capital intensity tends to go hand-in-

KDQG ZLWK D KLJKHU VKDUH RI LQGXVWU\ LQ WKH HFRQRP\ . XMLV SURYHV W
UHTXLUHV PRUH LQYHVWPHQW WKDQ WKH VHUYLFHV DQG DJULFXOWXUH VHFW
capital. Light manufacturing and service industries have fewer incentives to build up new

capacity. These industries stick closer to short-term market demand as variable costs

represent a higher proportion of total costs. Heavy industry, in stark contrast, makes its

investment decisions by trying to forecast what demand patterns will look like in four

years time. Additionally, the write-off of large up-front investments represents a higher

proportion of manufacturing cost.

7KLV MRLQW VWXG\ DUJXHV WKDW &KLQDYVY RYHUHPSKDVLVY RQ KHDY\ LQGXVW!
reasons for overcapacity in the country today.

China’s overcapacity was a problem long before the 2008 global economic downturn
pushed the issue firmly into the spotlight. The country’s overcapacity challenge was
staggering in scale in the 1990s, with excess capacities existing in almost all sectors
RI WKH HFRQRP\ &DSDFLW\ XWLOLVDWLRQ UDWHV RI W R ZHUH FR
LQGXVWULDO VHFWRUV 7DNLQJ VWRFN RI WKH JUDYLW\ RI WKH VLWXDWLRQ =

XMLV [/ +RZ :LOO &KLQDYV 6DYLQJ ,QYHVWPHQW %DODQFH (YROYH" :RUOG %DQN 3ROLF\
-X 0\ . XMLV / DQG +H B5HEDODQFLQJ &KLQDYfV (FRQRP\ ORGHOLQJ D 3ROLF\ 3DFND.
Bank China Research Paper No. 7, September 2007 (all available at www.worldbank.org/cn)
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Premier, radically changed China’s policies in this area. By shutting down state-owned
enterprises (SOEs) and making redundant up to 40 million industrial workers from those
SOEs, China’s growth slowed for several years. Improving productivity was not Premier
Zhu's central aim. He took these steps to combat the country’s severe over-investment
problem. Since it remained domestic, China’s overcapacity problem back then went
largely unnoticed globally. China in the 1990s was not fully integrated into the global
economy and as such its overcapacity did not translate into a huge trade surplus. That is
not the case today.

&KLQDYY DYHUDJH DQQXDO LQGXVWULDO JURZWK UDWH zZDV D PRGHUD
2000. The ratio of gross industrial output to gross domestic product (GDP) was stable

IURP WR DQG WKH JURVYV SURGXFWLRQ YDOXH ZDV DERXW R
VDPH SHULRG ZLWK KHDY\ LQGXVWU\ DYHUDJLQJ WR

After 2002, China’s heavy industrial economy experienced an extraordinary boom. The

RYHUDOO UDWLR RI JURVYV LQGXVWULDO RXWSXW DOPRVW GRXEOHG W
and 2008. The heavy industrial sector was responsible for virtually all of this increase.

:LWKLQ WKH VSDFH RI ILYH \HDUV WKH UHODWLYH VL]H RI KHDY\ LQ
metals and chemicals, wind energy, paper production, all electricity-intensive sectors) in

the economy nearly tripled. This was unprecedented in China’s economic history, but this

remarkable surge also signalled the beginning of another round of overcapacity in the

industrial sector.

7KH ILUVW TXHVWLRQ WKH VWXG\ PXVW DGGUHVV WKHQ LV ZK\ WKH
KHDY\ LQGXVWU\ LQ SDUWLFXODU £+ JUHZ VR UDSLGO\ LQ UHFHQW \HD
study will argue that severe imbalances in the economy were created largely because

private consumption was neglected for too long and the country focused too narrowly on

growth in the industrial sector. The absorption of much of China’s overcapacity by foreign

economies, mainly the United States and the European Union, only reinforced those

economic imbalances.

2.1 China’s development model and global imbalances

At the root of the global trade and financial imbalance were the distorted savings  19% of surveyed

and spending relationships within and between China and the United States. Private member companies

consumption in China was the lowest recorded among large economies - probably in  view China’s export-

all of modern history - and its savings rate the highest in the 2000s. Consumption in the  driven development

United States in contrast at this time surged to its highest levels and its savings rates ~ model as a high-impact

dropped to zero. China and the United States simultaneously also had the largest trade ~ Macroeconomic reason

VXUSOXVHV DQG GH¢FLWV UHVSHFWLYHO\ HYHU UH F R U% ®vercapgcity intheis u H
industry

This was not a coincidence. Savings and investment must balance globally. High savings

DQG ORZ FRQVXPSWLRQ LQ RQH SDUW RI WKH ZRUOG JHQHUDOO\ UHT

consumption in other parts of the globe. Economists may disagree about the direction

Rl FDXVDOLW\ EXW VXUSOXVHV DQG GH¢{FLWV RQ WUDGH DQG LQYHVW

savings match investment across the global economy. As long as China’s rising savings




rate was met by a declining savings rate in the United States and stable savings rates
LQ (XURSH D &KLQHVH WUDGH VXUSOXV DQG (8 DQG 86 WUDGH GH¢FLWV ZR
savings and investment at the global level.

The global financial crisis in 2008 changed this relationship. China has seen demand
plummet, especially from the European Union and the United States.

2.2 High household savings, lack of consumption

Contrary to popular belief, the high savings rate in China does not stem from Confucian

cultural values or from a natural propensity among the Chinese to save. The Chinese

DUH HDJHU FRQVXPHUV DV DQ\ YLVLW WR %HLMLQJYV :DQJIXMLQJ RU 6KDQJIKI
the country’s two premier shopping streets, shows. Growth in household consumption

is not determined by how strongly the economy grows but by growth rates in household

income and wealth. If household income expands more slowly than national income,

FRQVXPSWLRQ JURZWK ZLOO ODJ *'3 JURZWK = DV ORQJ DV FRQVXPHU FUHGLW
+ DQG WKH QDWLRQDO VDYLQJY UDWH ZLOO DXWRPDWLFDOO\ ULVH

Although China is still a relatively poor country, its household income grew substantially

RYHU WKH SDVW IHZ GHFDGHV <HW KRXVHKROG LQFRPH KDV QRW JURZQ DV
:KLOH &KLQDYV *'3 JUHZ DW RYHU WKH SHULRG 0,7 HFRQRPLVW +
<DVKHQJ HVWLPDWHV WKDW KRXVHKROG LQFRPH JUHZ DW D PXFK ORZHU N
DGMXVW +XDQJTV HVWLPDWH WR WDNH LQWR DFFRXQW FKDQJHV LQ RWKHU IRL
+ ZKLFK DUH GHVFULEHG EHORZ *+ JURZWK LQ KRXVHKROG LQFRPH ZRXOG KDYH
This is why consumption has declined as a share of national income, and why China’s

total production has exceeded its total consumption by a large and growing amount. This

is at the root of China’s high savings rate.

Chinese households have not been able to maintain their share of national income

mainly because the rise in household income was constrained, especially in the last

decade, by industrial policies whose aim was to turbo-charge economic growth and

employment. These policies systematically forced households to subsidise investments

LQ LQIUDVWUXFWXUH DQG PDQXIDFWXULQJ SURMHFWY ZKLFK ZRXOG KDYH EHEF
WKH VXEVLGLHY :KLOH WKHVH SROLFLHV JHQHUDWHG HPSOR\PHQW DQG SRZF
growth, they also led to wide and divergent growth rates between production and

consumption, and so forced a rising trade surplus. These policies included:

¥ $Q XQGHUYDOXHG FXUUHQF\ 7KLY UHGXFHG UHDO KRXVHKROG ZDJHV E\ UI
imports while subsidising producers in the tradable goods sector.

f ([FHVVLYHO\ ORZ LQWHUHVW UDWHYVY 7KHVH IRUFHG KRXVHKROGYV PRVW
subsidise the borrowing costs of borrowers - mostly manufacturers and include
very few households, service industry companies or other net consumers.

t $ ODUIJH VSUHDG EHWZHHQ WKH GHSRVLW UDWH DQG WKH OHQGLQJ
households to pay for the recapitalisation of banks hit by non-performing loans
made to large manufacturers and SOEs.

¥ 60XJJLVK ZDJH JURZWK
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f 8QUDYHOOLQJ VRFLDO VDIHW\ QHWYVY RYHU WKH SDVW WZR GHFDGHV
restrictions: These effectively allowed corporations to pass social costs onto
workers and households.

¥ 2WKHU GLUHFW PDQXIDFWXULQJ VXEVLGLHY 6XEVLGLHV LQFOXG
energy prices are indirectly paid for by households.

China’s ability to grow consumption in line with the nation’s GDP growth has been
severely hampered by its continual transferral of wealth from households to producers.
The gap between production and consumption is the savings rate. As the above policies
led to a surge in production relative to consumption, a rising Chinese savings rate was
the natural result.

2.3 High corporate savings

&KLQDTYVY QDWLRQDO VDYLQJY UDWH VWDQGV DW RI **3 WRGD\ 7KLV
UDWH KDV WZR PDMRU VRXUFHV KRXVHKROG VDYLQJV DV H[SODLQ
savings.” Given especially the low interest rates depositors receive, and the low lending

rate for businesses, much of the increase in corporate savings can be seen as part of the

transfer of income from households to corporations. Both have been put to the task of

bolstering the growth of China’s industrial output.

XMLV [ +RZ :LOO &KLQDYV 6DYLQJ ,QYHVWPHQW %DODQFH (YROYH" :RUOG %DQN

-X0\ . XMLV / DQG +H 5HEDODQFLQJ &KLQDYV (FRQRP\ ORGHOLQJ D 3ROLF\
%DQN &KLQD 5HVHDUFK 3DSHU 1R 6HSWHPEHU DOO DYDLODEOH DW ZzZZ ZRUO
,QYHVWPHQW DQG 6DYLQJ LQ &KLQD :RUOG %DQN 3ROLF\ 5HVHDUFK 3DSHU -XQH




Rising corporate savings and a very low share of labour income set a worrying pattern.
China saw its capacity to produce increasing much faster than its capacity to consume.
**3 DJJUHIJDWH GHPDQG JURZWK DYHUDJHG DW DURXQG SHU DQQXP DQG D
WLPH LQYHVWPHQW JUHZ E\ PRUH WKDQ HDFK \HDU 7KLV FUHDWHG RYHUFD:

Until very recently, Chinese SOEs did not have to pay dividends. Indeed, a pilot

program was only initiated by the SASAC in 2008. Dividend income was neither directly

redistributed to Chinese households nor indirectly through the State. In most cases,

retained earnings were reinvested in the company. This approach was partially due to

reforms carried out under Premier Zhu to address overcapacity in the 1990s. In order to

reduce excess capacity, the government shut down thousands of small- and medium-

VLIHG 62(V ZKLFK UHVXOWHG LQ PLOOLRQV RI ZRUNHUV EHLQJ PDGH UHGXQ
took on responsibility for the legacy social burdens of large SOEs. Premier Zhu's reforms

not only directly reduced operating cost in the SOE sector, but also helped to make SOE

RSHUDWLRQV PRUH SUR¢{W RULHQWHG :DLYLQJ GLYLGHQG SD\PHQWYV + PHDQL
UHWDLQ WKHLU HDUQLQJV + ZDV WKH FRPSHQVDWLRQ =KX JDYH ODUJH 62(V
capacity.

:KHQ WKH EDODQFH VKHHWYV RI PRVW 62(V LPSURYHG LQ WKH V 62(V VWLO(
to pay out dividends. They continued to pocket their earnings. This contributed to China’s

soaring corporate savings rate and encouraged companies to expand capacity. Faced

ZLWK D GRPHVWLF ¢QDQFLDO PDUNHW WKDW RIIHUV IHZ DOWHUQDWLYH LQYH
has a largely closed capital account, the propensity of Chinese SOEs to turn retained

earnings into additional capacity falls on fertile ground.

The considerable combined pool of household and corporate savings keeps interest

rates low, thus making it easy to gain capital for investments that further expand capacity,

HYHQ LI WKHVH LQYHVWPHQWY PLJKW QRW KDYH EHHQ MXVWL;HG DW KLJKH
rates of interest.

(DV\ OLTXLGLW\ DQG ¢(¢VFDO V\VWHP

Because manufacturers were easily able to borrow money at low rates, the cost of A combined 50% of
capital in China was kept far too low. As evidence, economists have often commented on  surveyed member
the surprising fact that growth has been far more capital intensive than one would expect ~ companies view loose
from a country like China, with its vast pools of low cost labour. This is almost certainly ~ lending policies (31%)
WKH FDVH EHFDXVH FDSLWDO LV HYHQ FKHDSHU WK D Q agdplirertediending t HV X OW |
from an economy at its current stage of development. Primarily heavy industrial SOEs ~ SOES) (19%) as high-
could expand production without paying attention to demand and supply forecasts. Impact macroeconomic

reasons for overcapacity
7KH DFFHVV WR OLTXLGLW\ ZDV IXUWKHU VWLPXODWHENEYSY WDWH FUHGI
LOQYHVWPHQWY ORFDO RI¢FLDOV RIWHQ JDYH LPSOLFLW OHQGLQJ JXDUDQWH
investment plants showed no consideration for the country’s overcapacity situation.
,QYHVWPHQWY DUH LPSRUWDQW IRU ORFDO RI¢FLDOV EHFDXVH FRPSDQLHV ER|
UHJLRQ DQG LPSURYH WD[ UHYHQXHV LQ WKH PHGLXP WHUP )RU D ORQJ WLPH
development was boosted by positive local GDP growth data. Top local officials were
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evaluated based on GDP growth, industrial production, and visible physical changes
in cities. The 2008 stimulus package, which gave local governments huge amounts of
money in early 2009 in an attempt to kick-start the economy, has probably worsened this
trend at the local level.

Interest rates are too low. For too long demand for bank lending has been weak because

RI 62(VY DELOLW\ WR ¢QDQFH WKHLU H[SDQVLRQ WKURXJK UHWDLQHG H
rates low for the entire Chinese economy. Measures to prevent the currency from

DSSUHFLDWLQJ WRR UDSLGO\ KDYH DOVR FRQWULEXWHG WR D GRPHYV
\HDUV 7KLV LV UHAHFWHG LQ &KLQDYV PDVVLYH DFFXPXODWLRQ RI IRUH
WKLV SHULRG :KLOH WKHVH IDFWRUV KHOSHG &KLQD WR JURZ UDSLGO
more than a decade, they led to extremely low interest rates, too.

Too much industrial development in regional China causes a host of problems. The

OLRQTVY VKDUH RI ORFDOO\ JHQHUDWHG WD[HV PXVW EH SDVVHG RQ WR
cannot keep them. As local governments cannot raise bonds to finance their social

and hard infrastructure, they are far more reliant on their local producers than are

local governments in OECD countries. Their reliance on value-added tax (VAT) and

business tax means they tend to encourage investments that maximize their fiscal

incomes regardless of the overall market situation. This behaviour dates back to the

days of undersupply. Unfortunately for China, this approach is no longer practical as

most products are in oversupply. If the consumption tax were not the only source of

(VFDO LQFRPH IRU ORFDO JRYHUQPHQWY WKH\ ZRXOG SUREDEO\ TXLFN
investments.

The present tax system also made local governments reluctant to agree to mergers

DQG DFTXLVLWLRQV O0 $v DV YDOXH DGGHG WD[ 9%7 UHYHQXHV
PDQXIDFWXUHUYY ORFDWLRQ :KHQ D FRPSDQ\ WRRN RYHU D ORFDO
VWUHDP EHQHILWHG DQRWKHU MXULVGLFWLRQ O0 $V LQ &KLQD PLJ
from VAT on production to VAT on consumption. This might help to further accelerate

restructuring the economy.

7KH GLI¢FXOW\ ZLWK DWWUDFWLQJ WRR PDQ\ FRPSDQLHV ZDV PDGH PR
crackdown by the central government on rampant sales of local land in recent years. The

UXUDO SRSXODWLRQ zZzDV GLVSODFHG DV D UHVXOW RI WKHVH VDOHV D
KHQ WRXJK QHZ UHVWULFWLRQV ZHUH DSSOLHG RQ ODQG XVH ULJKWYV
ORVW D PDMRU LQFRPH VWUHDP

2.5 Financial crisis and stimulus package

Before the 2008 financial crisis, Chinese producers could get away with their
overcapacity, exporting goods when domestic consumption was not absorbing
capacities. Exports acted like a ‘safety valve’ in an overheated kettle. Chinese exports
collapsed in late 2008 as a result of the dramatic retrenchment of the economies of
WKH (XURSHDQ 8QLRQ DQG WKH 8QLWHG 6WDWHV :LWK WKH VDIHW\ Y]
China’s overcapacity has become impossible to ignore. Even more worrying, while



global demand decreased, China’s production capacity actually continued to expand.
The growing gap between a low and stagnant global demand and increasing domestic
production capacity emphasized the overcapacity problem.

The Chinese government'’s swift response in November 2008 consisted of a massive
fiscal stimulus package including an unprecedentedly large lending program in 2009.
$OWKRXJIK WKLV VWLPXOXVY SDFNDJH LQFUHDVHG UHWDLO VDOHV E\ WR 50
cUVW KDOI RI VDOHY DUH QRW JURZLQJ IDVW HQRXJK WR DEVRUE WKH LQF

The stimulus package targeted infrastructure investment, while the government-
encouraged lending surge mainly focused on expanding Chinese SOE production
capacity.

This led to manufacturing companies’ fixed asset investment (FAI) accelerating year-

RQ \HDU IURP LQ -DQXDU\ )HEUXDU\ WR \HDU RQ \HDU LQ 0D\ ’
dramatic growth was especially seen in the non-metal mining, cement, plastics, and non-

ferrous metals sectors. Although these sectors reacted well by slowing capex growth in

WKH WKLUG TXDUWHU RI FRPSDQLHVY LQ WKHVH VHFWRUV XQIRUWXQDWHO\
again from February-March 2009 owing to the government stimulus. By mid-2009, they

KDG DFFHOHUDWHG E\ FORVH WR DJDLQVW WKH VDPH SHULRG D \HDU HDUO
led investment decreases as expected in 2010 as the stimulus program is wound down,

WKH DFFHOHUDWHG FDSH[ LQ WKH ¢UVW KDOI RI PLIJKW FUHDWH HYHQ PRLU
those sectors.

At the same time, however, the stimulus package offered little to directly boost net
consumption. Of course, keeping factories open boosts total consumption by raising
employment, but in itself only worsens China’s overproduction problem. Since the only
economic purpose of investment is to increase future production, the infrastructure
investment needed to keep employment levels high is not sustainable. Nor does this
approach offer a medium-term solution to the consumption problem, since it merely
pushes the problem forward a couple of years.

:RUVH VWLOO WKH &KLQHVH VWLPXOXVY SDFNDJH KDV SRXUHG FUHGI
TXHVWLRQDEOH SURMHFWY DQG ZLOO DOPRVW FHUWDLQO\ LQFUHDVH GLUHFV
investment and manufacturing. These policies will certainly boost the economy in the

short term. But Chinese households will be again forced to foot the bill through sluggish

wage growth and low deposit rates if these policies lead to wasted investments and an

increase in non-performing loans. The resulting negative impact on household income

ZLOO PDNH LW GLI{(FXOW IRU KRXVHKROGY WR VSHQG DV ODYLVKO\ DV HYHU\R
in current and future production, with no concomitant increase in domestic consumption,

will leave China even more vulnerable to global net consumption in general, and

$PHULFDQ QHW FRQVXPSWLRQ VSHFL{FDOO\

China’s leaders say that they are eager to encourage domestic consumption. However, it
is unreasonable to expect households to splurge on consumption if they are also forced
WR SD\ IRU EDQNVY UHFDSLWDOLVDWLRQ RU WR SD\ IRU PDNLQJ XQSUR¢{WDE
Historical precedents suggest that it will take many years for China to restructure its
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economy towards domestic spending. The only effective way for China to increase its
reliance on domestic consumption is to reverse the transfer of income from households
to the state and corporate sector. For consumption to rise as a share of GDP, household
income must also rise as a share of GDP.

In the near term, however, this is much easier said than done. Removing subsidies
and returning income to the household sector will cause a sharp drop in China’s export
competitiveness. It could also cause a surge in unemployment which may paradoxically
VORZ FRQVXPSWLRQ JURZWK GXULQJ WKH DGMXVWPHQW SHULRG <HW
income transfer from consumers to producers, hoping for a surge in consumption is futile.

In early 2009, a growing number of economists, including CEIBS Professor Xu Xiaonian,

started to emphasise the drawbacks of an investment-focused stimulus package. Even

two senior leaders of the National People’'s Congress (NPC) expressed concerns over

the sustainability of the policy stimulus. Vice Chairman of the NPC Cheng Siwei said,

the “growth outlook remains challenging, especially in terms of sustainability.” Cheng

DGGHG WKDW 3VLPSO\ UHO\LQJ RQ ¢(VFDO VWLPXOXV LV QRW VXVWDLQD
FUHGLW FRQGLWLRQ KDV DOVR OHG WR XQGHVLUDEOH FRQVHTXHQFHV
is undeniable that some bank funds have found their ways to the stocks and property

markets.”

OV :X ;LDROLQJ 9LFH &KDLUZRPDQ RI 13&1TV J)LQDQFH DQG (FRQRPLF &RP
“although the RMB 4 trillion program has stimulated the economy, it also poses the risk

of becoming a huge waste.” She asked the government to consider slowing down the

LQIUDVWUXFWXUH LQYHVWPHQW SURJUDP 0V :X SRLQWHG RXW WKDW 3D
¢VFDO UHYHQXH WDUJHW VHW HDUOLHU WKLV \HDU ZH VKRXOG PDNH
FROOHFWLRQ DQG FXW ¢VFDO VSHQGLQJ’

Rather than solve problems, critics highlight that excessive investments in infrastructure
areas, especially those that are already plagued by serious overcapacities, eventually
exacerbate them. Take the example of roads. The number of cars on each kilometre
Rl &KLQHVH KLJKZD\V LV RQO\ RI WKH VHYHQ PDMRU 2(&' FRXQWUL
WKH UHFHQWO\ H[SDQGHG SRUWV DUH XQGHUXWLOL]HG DV IUHLJKW W
DLUSRUWYV KDYH DQ DYHUDJH XWLOLVDWLRQ UDWH RI RQO\ 0DQ\ SXE
unviable or incapable of making returns sufficient to repay bank loans. These could

SRVVLEO\ WXUQ XS DV QRQ SHUIRUPLQJ ORDQV LQ WKH EDQNLQJ V\VW,
another government bailout.

7KH RULJLQDO LQWHQWLRQ RI WKH 50% WULOOLRQ SDFNDJH zZDV TXL
DQG FUHDWH MREV ZLWK SXEOLF LQYHVWPHQW SURMHFWY W KDV EHFR
SURYLGLQJ XQHPSOR\PHQW EHQH{;WV WR ODLG RIl ZRUNHUV ZRXOG EH D
way to achieve social stability. Deutsche Bank calculated that a RMB 1 trillion investment

LQ UDLOZD\V FUHDWHYV PLOOLRQ MREV 3D\LQJ XQHPSOR\PHQW EHQH¢
people would cost less than one-tenth of that amount.?

3) Deutsche Bank,"China Macro Strategy,”29 June 2009.



2.6 Local-level economic policies

Local protectionism is a widespread problem in a continent-sized country like China,  56% of surveyed

ZKHUH WKH SHUIRUPDQFH RI ORFDO JRYHUQPHQW RI¢ FLbethberlcymparié&syV XUHG DOF
**3 JURZWK 7KLV PDQLIHVWY LWVHOI LQ PDQ\ ZD\V /RF&a0 lat® yaddasmPrid QW R ¢ FL
as much investment as possible and then they regulate local economic activities in ways policies aiming to

that put non-local entities at a disadvantage. Chinese provinces, under pressure to help  attract investments as

RXW ORFDO (UPV LVVXHG D VHULHV Rl %X\ /RFDO SR Ohemg g Righ-ignpact
macroeconomic reason

for overcapacity in their
industry

FLDO WD[L AHHWV ZHUH

Company bankruptcies are avoided using local subsidies. Non-local competitors face

additional fees for products that are produced in other regions of China. The VAT system

FHUWDLQO\ PDNHV 0 $V GLI¢FXOW EXW WKHLU SRSXODULW\ LV DOVR OLPLWHC
ORVV RI LQAXHQFH DPRQJ ORFDO RI¢FLDOV

China is not yet really an open coherent domestic market, but rather a patchwork of

PDUNHWY HDFK ZLWK LWV RZQ XQLTXH WUDGH DQG LQYHVWPHQW EDUULHUV
benefit from economies of scale or standardisation, production costs are higher than

normal and, certain enterprises cannot expand market share and accumulate enough

strength because they have been effectively barred from competition in certain localities.

Production sites are kept open even if they are underutilised, leading to overcapacity for

the entire Chinese economy. The present system makes it hard for domestic companies

to become ‘National Champions'.

2.7 Subsidised costs to producers

Another important factor contributing to the rapid growth of capacity in China over the  13% of surveyed

past years has been the mispricing of natural resources, the environment, and labour. ~ member companies

Using energy prices as an example, UBS (May 4, 2009) outlined the relatively distorted ~ View subsidised

LQSXW SULFHV LQ D VWXG\ :KLOH &KLQDfV FRUSROPWUE$HOHUJI\ SUL
EHWZHHQ DQG WKH ZRUOG HQHUJ\ SULFH LQGH PeDRANGhEMPERUH WK D Q
that period. China’s gasoline, water, and industrial electricity tariffs are about one-third ~ MICroeconomic reason

to one-half of the world averages and even lower than many developing countries. This _fo; ovtercapacity in their
industry

5HXWHUV ,QGLD 2QOLQH &KLQD V SURYLQFHV WURW RXW %X\ /RFDO FDPSDLJQV )HEUXDI
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is especially unsustainable given that China is short in natural resources. Half of its oil

consumption is met by imports and two-thirds of Chinese cities face water shortages.

7KH SUHVHQW XWLOLW\ FKDUJHVY GR QRW UHAHFW IDLU PDUNHW SULFHV
LQADWLRQDU\ SUHVVXUH IHDUV DQG WR PLQLPLVH WKH QHJDWLYH VRFL
the population, which still earns very little.

(QYLURQPHQWDO DQG VRFLDO ZHOIDUH HIIHFWV DUH GLIILFXOW WR T
:RUOG %DQN VWXG\ KRZHYHU WKH KLGGHQ FRVWV RI DLU DQG ZDWHU S
WR DERXW RI DQQXDO *'3 ,I WKH SULFLQJ PHFKDQLVPV IRU QD
rationalised, the enforcement of environmental levies is essential to prevent further

GHWHULRUDWLRQ RI DLU DQG ZDWHU TXDOLW\

/RZ ZDJHV IRU PLJUDQW ZRUNHUV FUHDWH YHU\ AH[LEOH ODERXU PDUN
intensive industries such as textiles. Lax implementation of the new Labour Law often

means factories with sweat shop conditions are still operating. In terms of social welfare,

RYHU RI UXUDO PLJUDQW ZRUNHUV LQ WKH FLWLHYVY KDYH QR SHQV
coverage. If the social safety net were fully in place to protect the labour force, then a
large number of Chinese firms in the low-end, labour intensive and polluting sectors
would immediately be driven out of the market.

2.8 Easy availability of technology

Overcapacity is most widespread in sectors that are considered low-tech or when  25% of surveyed
technology is inexpensive or widely available, as is the case with cement and steel. Itis  member companies
easy to set up new production lines and to increase capacity in these sectors. point to easy

technological
In addition, the slow implementation of intellectual property rights (IPR) in China means  availability as being
WHFKQRORJLHYVY DUH VSUHDG IDU DQG ZLGH ,Q VRPH FDakewreasoydDINH WKH
IRU LOQOVWDQFH + QHZ WHFKQRORJLHYV DUH GLVVHP L @reEaRaGItyEMthelR U H L J
establish new supply chains. This new and easy accessible technology not only feeds  industry
into the production lines of foreign investors in China, but also serves new domestic
FRPSDQLHV 7KH\ EHQH;{W IURP WKH SUHVHQFH RI D ZKROH QHZ VXSSO\
eager to sell their wares.

2.9 Industry localisation / fragmentation

The well intended and important central government policy of encouraging companies

to venture into less developed regions of the country has been a contributing factor

in the build-up of overcapacity. The best-known example is the “go-west” strategy,

ZKLFK ZKHQ FRXSOHG ZLWK HDV\ OHQGLQJ OHG VRPH ORFDO RI¢{FLDO
investments simply for the sake of inland development. The “go-west” strategy started

in 2000 and focused on energy, electricity, transportation and infrastructure. The aim

RI WKH VWUDWHJ\ ZDV WR TXLFNO\ GHYHORS WKH ZHVWHUQ SURYLQF
stability and to increase the wealth of the region.




































































































































