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In partnership with

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. 
�%�X�W���L�W�V���S�H�U�Y�D�V�L�Y�H���L�Q�À�X�H�Q�F�H���K�D�V���E�H�F�R�P�H���H�Y�H�U���P�R�U�H���S�U�R�P�L�Q�H�Q�W���±���D�Q�G���L�W�V���H�I�I�H�F�W�V���R�Q���E�R�W�K���W�K�H��
�&�K�L�Q�H�V�H���D�Q�G���L�Q�W�H�U�Q�D�W�L�R�Q�D�O���H�F�R�Q�R�P�L�H�V���K�D�Y�H���E�H�F�R�P�H���H�Y�H�U���P�R�U�H���G�H�V�W�U�X�F�W�L�Y�H���±���L�Q���O�L�J�K�W���R�I���W�K�H��
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 
�R�Y�H�U�F�D�S�D�F�L�W�\���L�Q�G�X�V�W�U�L�H�V���V�X�I�I�H�U���I�U�R�P���O�R�Z���S�U�R�¿�W�V���D�Q�G���O�D�F�N���V�X�I�¿�F�L�H�Q�W���F�D�V�K���I�R�U���5�	�'���S�U�R�M�H�F�W�V����
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. 
�6�L�Q�F�H�� �W�U�D�G�H�� �I�U�L�F�W�L�R�Q�V�� �K�D�P�S�H�U�� �V�X�S�S�O�\�� �F�K�D�L�Q�V���� �W�K�L�V�� �L�V�� �D�� �P�D�M�R�U�� �W�K�U�H�D�W�� �W�R�� �J�O�R�E�D�O�L�V�D�W�L�R�Q�¶�V��
positive effects. 

�7�K�H���H�F�R�Q�R�P�L�F���F�U�L�V�L�V���K�D�V�����W�K�H�Q�����J�L�Y�H�Q���D�G�G�H�G���L�P�S�H�W�X�V���W�R���W�K�H���G�U�L�Y�H���W�R���¿�Q�G���V�R�O�X�W�L�R�Q�V���W�R���W�K�L�V��
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. 

1 Executive summary
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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 
�L�Q�G�X�V�W�U�L�H�V���� �D�Q�G�� �D�V�N�� �Z�K�D�W�� �D�U�H�� �W�K�H�� �V�S�H�F�L�¿�F�� �G�U�L�Y�H�U�V�� �R�I�� �R�Y�H�U�F�D�S�D�F�L�W�\�� �L�Q�� �W�K�H�V�H�� �V�H�F�W�R�U�V���� �7�K�H��
industries examined in detail are:

�� �‡�� �6�W�H�H�O
�� �‡�� �$�O�X�P�L�Q�L�X�P
�� �‡�� �&�H�P�H�Q�W
�� �‡�� �&�K�H�P�L�F�D�O�V
�� �‡�� �5�H�¿�Q�L�Q�J
�� �‡�� �:�L�Q�G���3�R�Z�H�U���(�T�X�L�S�P�H�Q�W

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 
������� � � ��:�H�D�N���H�Q�I�R�U�F�H�P�H�Q�W���R�I���U�H�J�X�O�D�W�L�R�Q�V
 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
�����������3�K�L�O�R�V�R�S�K�\���R�I���P�D�U�N�H�W���V�K�D�U�H���Y�V�����S�U�R�¿�W�D�E�L�O�L�W�\��

The third section of the study then turns to the broader impact of China’s overcapacity 
�±�� �K�R�Z�� �L�W�� �Q�H�J�D�W�L�Y�H�O�\�� �D�I�I�H�F�W�V�� �W�K�H�� �J�U�R�Z�W�K�� �R�I�� �&�K�L�Q�D�¶�V�� �H�F�R�Q�R�P�\�� �D�Q�G�� �K�R�Z�� �L�W�� �D�O�V�R�� �F�R�Q�W�U�L�E�X�W�H�V��
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.
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In partnership with

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
������� � � ��$�O�O�R�Z���P�D�U�N�H�W���D�F�F�H�V�V���I�R�U���V�S�H�F�L�D�O�L�V�H�G�����H�I�¿�F�L�H�Q�W���S�U�L�Y�D�W�H���¿�Q�D�Q�F�L�D�O���V�H�U�Y�L�F�H���S�U�R�Y�L�G�H�U�V����
  by encouraging both small and medium enterprises (SME) and private (venture) 
  capital
������� � � ��5�H�I�R�U�P���W�K�H���¿�V�F�D�O���V�\�V�W�H�P���W�R���J�L�Y�H���O�R�F�D�O���U�H�J�L�R�Q�V���P�R�U�H���I�X�Q�G�L�Q�J���S�R�V�V�L�E�L�O�L�W�L�H�V
 6.  Further open-up the service industry to the private sector and encourage stronger 
  competition in the service sector
 7.  Improve intellectual property protection so that innovations are protected and 
� � � ��&�K�L�Q�H�V�H���F�R�P�S�D�Q�L�H�V���D�U�H���J�L�Y�H�Q���L�Q�F�H�Q�W�L�Y�H�V���I�R�U���L�Q�F�U�H�D�V�L�Q�J���5�	�'���V�S�H�Q�G�L�Q�J��
 8.  Enhance the business environment for SMEs
 9.  Implement more rigorously environmental, safety and health standards and labour 
  laws
�����������$�G�M�X�V�W���W�K�H���U�H�O�D�W�L�Y�H���L�Q�S�X�W���S�U�L�F�H�V���E�\���L�Q�F�U�H�D�V�L�Q�J���U�H�V�R�X�U�F�H���D�Q�G���H�Q�Y�L�U�R�Q�P�H�Q�W�D�O���F�K�D�U�J�H�V��
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 
�U�H�G�X�F�L�Q�J�� �W�K�H�� �Q�H�J�D�W�L�Y�H�� �L�P�S�D�F�W�V�� �I�U�R�P�� �R�Y�H�U�F�D�S�D�F�L�W�\�� �V�X�F�K�� �D�V�� �I�D�F�W�R�U�\�� �F�O�R�V�X�U�H�V���� �M�R�E�� �O�R�V�V�H�V��
�D�Q�G�� �P�R�X�Q�W�L�Q�J�� �E�D�G�� �E�D�Q�N�� �O�R�D�Q�V���� �,�Q�� �L�W�V�� �V�W�D�W�H�P�H�Q�W�� �L�W�� �D�Q�Q�R�X�Q�F�H�G���� �³�:�K�D�W�� �H�V�S�H�F�L�D�O�O�\�� �U�H�T�X�L�U�H�V��
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 
�L�Q�G�X�V�W�U�L�H�V���V�X�F�K���D�V���Z�L�Q�G���S�R�Z�H�U���H�T�X�L�S�P�H�Q�W���D�Q�G���S�R�O�\���F�U�\�V�W�D�O�O�L�Q�H���V�L�O�L�F�R�Q���K�D�Y�H���W�K�H���W�H�Q�G�H�Q�F�\��
of duplicating investments.” * 

�:�L�W�K���L�W�V���U�H�Y�L�V�H�G���S�R�O�L�F�\���W�D�U�J�H�W�V�����W�K�H���6�W�D�W�H���&�R�X�Q�F�L�O���V�H�Q�G�V���W�Z�R���L�P�S�R�U�W�D�Q�W���P�H�V�V�D�J�H�V�����,�W���Z�D�Q�W�V��
�T�X�D�O�L�W�\���J�U�R�Z�W�K�����D�Q�G���L�W���Z�D�Q�W�V���W�R���U�H�E�D�O�D�Q�F�H���W�K�H���H�F�R�Q�R�P�\���D�Q�G���D�F�K�L�H�Y�H���V�X�V�W�D�L�Q�D�E�O�H���J�U�R�Z�W�K��

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.  
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In partnership with

* Source: http://www.gov.cn/zwgk/2009-09/29/content_1430087.htm
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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 
�(�X�U�R�S�H�D�Q���&�K�D�P�E�H�U���D�Q�G���5�R�O�D�Q�G���%�H�U�J�H�U���K�R�S�H���W�K�D�W���E�X�V�L�Q�H�V�V�H�V���L�Q���&�K�L�Q�D���Z�L�O�O���¿�Q�G���Y�D�O�X�H���L�Q��
�W�K�L�V���V�W�X�G�\�����W�R�R�����7�K�L�V���V�W�X�G�\���Z�D�V���O�D�X�Q�F�K�H�G���W�R���F�R�L�Q�F�L�G�H���Z�L�W�K���W�K�H���(�8���&�K�L�Q�D���6�X�P�P�L�W���L�Q���1�D�Q�M�L�Q�J��
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 
�P�H�P�E�H�U�� �F�R�P�S�D�Q�L�H�V�� �R�S�H�U�D�W�L�Q�J�� �L�Q�� �D�I�I�H�F�W�H�G�� �L�Q�G�X�V�W�U�L�H�V�� �W�R�� �F�R�P�S�O�H�W�H�� �T�X�H�V�W�L�R�Q�Q�D�L�U�H�V���� �7�K�H�V�H��
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 
�&�K�D�P�E�H�U���� �D�Q�G�� �W�K�H�� �&�K�D�L�U�V�� �D�Q�G�� �9�L�F�H�� �&�K�D�L�U�V�� �R�I�� �W�K�H�� �&�K�D�P�E�H�U�¶�V�� �:�R�U�N�L�Q�J�� �*�U�R�X�S�V���� �I�R�U��
volunteering their time and expertise to produce this valuable study. Special thanks 
to Professor Michael Pettis whose engagement and important input was greatly 
appreciated.
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In partnership with

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: 

�‡�� �5�D�S�L�G�� �X�U�E�D�Q�L�V�D�W�L�R�Q���� ������ �R�I�� �&�K�L�Q�D�¶�V�� �S�R�S�X�O�D�W�L�R�Q�� �P�R�Y�H�V�� �H�D�F�K�� �\�H�D�U�� �I�U�R�P�� �U�X�U�D�O�� �D�U�H�D�V��
�L�Q�W�R�� �X�U�E�D�Q�� �R�Q�H�V���� �7�K�H�� �P�D�M�R�U�� �K�R�X�V�L�Q�J�� �G�H�Y�H�O�R�S�P�H�Q�W�� �W�K�D�W�� �U�H�V�X�O�W�V�� �I�U�R�P�� �W�K�L�V�� �P�L�J�U�D�W�L�R�Q��
creates massive domestic demand for construction machinery, building materials, 
steel, cement, and chemical products.

�‡�� �+�L�J�K�� �V�D�Y�L�Q�J�V���� �7�K�H�� �&�K�L�Q�H�V�H�� �K�D�Y�H�� �D�� �K�L�J�K�� �V�D�Y�L�Q�J�V�� �U�D�W�H���� �S�D�U�W�O�\�� �E�H�F�D�X�V�H�� �R�I�� �W�K�H�� �O�D�F�N��
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.

�‡�� �/�R�Z�� �L�Q�S�X�W�� �S�U�L�F�H�V���� �,�Q�S�X�W�� �S�U�L�F�H�V�� �D�U�H�� �O�R�Z�� �P�R�V�W�O�\�� �E�H�F�D�X�V�H�� �J�R�Y�H�U�Q�P�H�Q�W�� �S�R�O�L�F�L�H�V��
stimulate the secondary sector, especially heavy industry.

�/�R�X�L�V�� �.�X�L�M�V�� �R�I�� �W�K�H�� �:�R�U�O�G�� �%�D�Q�N���� �Z�K�H�Q�� �F�R�P�S�D�U�L�Q�J�� �H�F�R�Q�R�P�L�F�� �V�W�U�X�F�W�X�U�H�V�� �D�F�U�R�V�V�� �Y�D�U�L�R�X�V��
countries, came to the conclusion that higher capital intensity tends to go hand-in-
�K�D�Q�G�� �Z�L�W�K�� �D�� �K�L�J�K�H�U�� �V�K�D�U�H�� �R�I�� �L�Q�G�X�V�W�U�\�� �L�Q�� �W�K�H�� �H�F�R�Q�R�P�\���� �.�X�M�L�V�� �S�U�R�Y�H�V�� �W�K�D�W�� �K�H�D�Y�\�� �L�Q�G�X�V�W�U�\��
�U�H�T�X�L�U�H�V�� �P�R�U�H�� �L�Q�Y�H�V�W�P�H�Q�W���W�K�D�Q�� �W�K�H�� �V�H�U�Y�L�F�H�V�� �D�Q�G�� �D�J�U�L�F�X�O�W�X�U�H�� �V�H�F�W�R�U�V�� �W�R�� �E�X�L�O�G�� �X�S�� �S�K�\�V�L�F�D�O��
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.1  

�7�K�L�V���M�R�L�Q�W���V�W�X�G�\���D�U�J�X�H�V���W�K�D�W���&�K�L�Q�D�¶�V���R�Y�H�U�H�P�S�K�D�V�L�V���R�Q���K�H�D�Y�\���L�Q�G�X�V�W�U�\���L�V���R�Q�H���R�I���W�K�H���P�D�M�R�U��
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 
�R�I�� �W�K�H�� �H�F�R�Q�R�P�\���� �&�D�S�D�F�L�W�\�� �X�W�L�O�L�V�D�W�L�R�Q�� �U�D�W�H�V�� �R�I�� �������� �W�R�� �������� �Z�H�U�H�� �F�R�P�P�R�Q�� �L�Q�� �P�D�Q�\��
�L�Q�G�X�V�W�U�L�D�O���V�H�F�W�R�U�V�����7�D�N�L�Q�J���V�W�R�F�N���R�I���W�K�H���J�U�D�Y�L�W�\���R�I���W�K�H���V�L�W�X�D�W�L�R�Q�����=�K�X���5�R�Q�J�M�L�����Z�K�R���Z�D�V���W�K�H�Q��

2 Reasons for overcapacity

�������.�X�M�L�V���� �/������ �+�R�Z�� �:�L�O�O�� �&�K�L�Q�D�¶�V�� �6�D�Y�L�Q�J���� �,�Q�Y�H�V�W�P�H�Q�W�� �%�D�O�D�Q�F�H�� �(�Y�R�O�Y�H�"���� �:�R�U�O�G�� �%�D�Q�N�� �3�R�O�L�F�\�� �5�H�V�H�D�U�F�K�� �3�D�S�H�U��
�������������-�X�O�\���������������.�X�M�L�V�����/�����D�Q�G���+�H�������5�H�E�D�O�D�Q�F�L�Q�J���&�K�L�Q�D�¶�V���(�F�R�Q�R�P�\�����0�R�G�H�O�L�Q�J���D���3�R�O�L�F�\���3�D�F�N�D�J�H�����:�R�U�O�G��
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. 

�&�K�L�Q�D�¶�V�� �D�Y�H�U�D�J�H�� �D�Q�Q�X�D�O�� �L�Q�G�X�V�W�U�L�D�O�� �J�U�R�Z�W�K�� �U�D�W�H�� �Z�D�V�� �D�� �P�R�G�H�U�D�W�H�� �������� �E�H�W�Z�H�H�Q�� ���������� �D�Q�G��
2000. The ratio of gross industrial output to gross domestic product (GDP) was stable 
�I�U�R�P�� ���������� �W�R�� ���������� �D�Q�G�� �W�K�H�� �J�U�R�V�V�� �S�U�R�G�X�F�W�L�R�Q�� �Y�D�O�X�H�� �Z�D�V�� �D�E�R�X�W�� �������� �R�I�� �*�'�3�� �G�X�U�L�Q�J�� �W�K�H��
�V�D�P�H���S�H�U�L�R�G�����Z�L�W�K���K�H�D�Y�\���L�Q�G�X�V�W�U�\���D�Y�H�U�D�J�L�Q�J�����������W�R������������

After 2002, China’s heavy industrial economy experienced an extraordinary boom. The 
�R�Y�H�U�D�O�O�� �U�D�W�L�R�� �R�I�� �J�U�R�V�V�� �L�Q�G�X�V�W�U�L�D�O�� �R�X�W�S�X�W�� �D�O�P�R�V�W�� �G�R�X�E�O�H�G�� �W�R�� ���������� �R�I�� �*�'�3�� �E�H�W�Z�H�H�Q�� ����������
and 2008.  The heavy industrial sector was responsible for virtually all of this increase. 
�:�L�W�K�L�Q�� �W�K�H�� �V�S�D�F�H�� �R�I�� �I�L�Y�H�� �\�H�D�U�V���� �W�K�H�� �U�H�O�D�W�L�Y�H�� �V�L�]�H�� �R�I�� �K�H�D�Y�\�� �L�Q�G�X�V�W�U�L�D�O�� �S�U�R�G�X�F�W�L�R�Q�� ���V�W�H�H�O����
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.  

�7�K�H�� �I�L�U�V�W�� �T�X�H�V�W�L�R�Q�� �W�K�H�� �V�W�X�G�\�� �P�X�V�W�� �D�G�G�U�H�V�V���� �W�K�H�Q���� �L�V�� �Z�K�\�� �W�K�H�� �L�Q�G�X�V�W�U�L�D�O�� �H�F�R�Q�R�P�\�� �±�� �D�Q�G��
�K�H�D�Y�\�� �L�Q�G�X�V�W�U�\�� �L�Q�� �S�D�U�W�L�F�X�O�D�U�� �±�� �J�U�H�Z�� �V�R�� �U�D�S�L�G�O�\�� �L�Q�� �U�H�F�H�Q�W�� �\�H�D�U�V���� �7�K�H�� �Q�H�[�W�� �V�H�F�W�L�R�Q�� �R�I�� �W�K�H��
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 
and spending relationships within and between China and the United States. Private 
consumption in China was the lowest recorded among large economies - probably in 
all of modern history - and its savings rate the highest in the 2000s. Consumption in the 
United States in contrast at this time surged to its highest levels and its savings rates 
dropped to zero. China and the United States simultaneously also had the largest trade 
�V�X�U�S�O�X�V�H�V���D�Q�G���G�H�¿�F�L�W�V�����U�H�V�S�H�F�W�L�Y�H�O�\�����H�Y�H�U���U�H�F�R�U�G�H�G���D�V���D���V�K�D�U�H���R�I���J�O�R�E�D�O���*�'�3��

This was not a coincidence. Savings and investment must balance globally. High savings 
�D�Q�G�� �O�R�Z�� �F�R�Q�V�X�P�S�W�L�R�Q�� �L�Q�� �R�Q�H�� �S�D�U�W�� �R�I�� �W�K�H�� �Z�R�U�O�G�� �J�H�Q�H�U�D�O�O�\�� �U�H�T�X�L�U�H�� �O�R�Z�� �V�D�Y�L�Q�J�V�� �D�Q�G�� �K�L�J�K��
consumption in other parts of the globe. Economists may disagree about the direction 
�R�I�� �F�D�X�V�D�O�L�W�\���� �E�X�W�� �V�X�U�S�O�X�V�H�V�� �D�Q�G�� �G�H�¿�F�L�W�V�� �R�Q�� �W�U�D�G�H�� �D�Q�G�� �L�Q�Y�H�V�W�P�H�Q�W�� �D�F�F�R�X�Q�W�V�� �D�U�H�� �W�K�H�� �Z�D�\��
savings match investment across the global economy. As long as China’s rising savings 

19% of surveyed 
member companies 
view China’s export-
driven development 
model as a high-impact 
macroeconomic reason 
for overcapacity in their 
industry
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In partnership with

rate was met by a declining savings rate in the United States and stable savings rates 
�L�Q�� �(�X�U�R�S�H���� �D�� �&�K�L�Q�H�V�H�� �W�U�D�G�H�� �V�X�U�S�O�X�V�� �D�Q�G�� �(�8�� �D�Q�G�� �8�6�� �W�U�D�G�H�� �G�H�¿�F�L�W�V�� �Z�R�X�O�G�� �K�H�O�S�� �E�D�O�D�Q�F�H��
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 
�D�U�H�� �H�D�J�H�U�� �F�R�Q�V�X�P�H�U�V�� �D�V�� �D�Q�\�� �Y�L�V�L�W�� �W�R�� �%�H�L�M�L�Q�J�¶�V�� �:�D�Q�J�I�X�M�L�Q�J�� �R�U�� �6�K�D�Q�J�K�D�L�¶�V�� �1�D�Q�M�L�Q�J�� �5�R�D�G����
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, 
�F�R�Q�V�X�P�S�W�L�R�Q���J�U�R�Z�W�K���Z�L�O�O���O�D�J���*�'�3���J�U�R�Z�W�K���±���D�V���O�R�Q�J���D�V���F�R�Q�V�X�P�H�U���F�U�H�G�L�W���G�R�H�V���Q�R�W���H�[�S�O�R�G�H��
�±���D�Q�G���W�K�H���Q�D�W�L�R�Q�D�O���V�D�Y�L�Q�J�V���U�D�W�H���Z�L�O�O���D�X�W�R�P�D�W�L�F�D�O�O�\���U�L�V�H��

Although China is still a relatively poor country, its household income grew substantially 
�R�Y�H�U�� �W�K�H�� �S�D�V�W�� �I�H�Z�� �G�H�F�D�G�H�V���� �<�H�W�� �K�R�X�V�H�K�R�O�G�� �L�Q�F�R�P�H�� �K�D�V�� �Q�R�W�� �J�U�R�Z�Q�� �D�V�� �T�X�L�F�N�O�\�� �D�V�� �*�'�3������
�:�K�L�O�H�� �&�K�L�Q�D�¶�V�� �*�'�3�� �J�U�H�Z�� �D�W�� �������������� �R�Y�H�U�� �W�K�H�� �������������������� �S�H�U�L�R�G���� �0�,�7�� �H�F�R�Q�R�P�L�V�W�� �+�X�D�Q�J��
�<�D�V�K�H�Q�J���H�V�W�L�P�D�W�H�V���W�K�D�W���K�R�X�V�H�K�R�O�G���L�Q�F�R�P�H���J�U�H�Z���D�W���D���P�X�F�K���O�R�Z�H�U�����������,�I���Z�H���Z�H�U�H���D�E�O�H���W�R��
�D�G�M�X�V�W���+�X�D�Q�J�¶�V���H�V�W�L�P�D�W�H���W�R���W�D�N�H���L�Q�W�R���D�F�F�R�X�Q�W���F�K�D�Q�J�H�V���L�Q���R�W�K�H�U���I�R�U�P�V���R�I���K�R�X�V�H�K�R�O�G���Z�H�D�O�W�K��
�±���Z�K�L�F�K���D�U�H���G�H�V�F�U�L�E�H�G���E�H�O�R�Z���±���J�U�R�Z�W�K���L�Q���K�R�X�V�H�K�R�O�G���L�Q�F�R�P�H���Z�R�X�O�G���K�D�Y�H���E�H�H�Q���H�Y�H�Q���O�R�Z�H�U����
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 
�L�Q���L�Q�I�U�D�V�W�U�X�F�W�X�U�H���D�Q�G���P�D�Q�X�I�D�F�W�X�U�L�Q�J���S�U�R�M�H�F�W�V�����Z�K�L�F�K���Z�R�X�O�G���K�D�Y�H���E�H�H�Q���X�Q�S�U�R�¿�W�D�E�O�H���Z�L�W�K�R�X�W��
�W�K�H�� �V�X�E�V�L�G�L�H�V���� �:�K�L�O�H�� �W�K�H�V�H�� �S�R�O�L�F�L�H�V�� �J�H�Q�H�U�D�W�H�G�� �H�P�S�O�R�\�P�H�Q�W�� �D�Q�G�� �S�R�Z�H�U�H�G�� �P�D�Q�X�I�D�F�W�X�U�L�Q�J��
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���X�Q�G�H�U�Y�D�O�X�H�G���F�X�U�U�H�Q�F�\�����7�K�L�V���U�H�G�X�F�H�G���U�H�D�O���K�R�X�V�H�K�R�O�G���Z�D�J�H�V���E�\���U�D�L�V�L�Q�J���W�K�H���F�R�V�W���R�I��
imports while subsidising producers in the tradable goods sector.  

�‡�� �(�[�F�H�V�V�L�Y�H�O�\�� �O�R�Z�� �L�Q�W�H�U�H�V�W�� �U�D�W�H�V���� �7�K�H�V�H�� �I�R�U�F�H�G�� �K�R�X�V�H�K�R�O�G�V�� ���� �P�R�V�W�O�\�� �G�H�S�R�V�L�W�R�U�V�� ���� �W�R��
subsidise the borrowing costs of borrowers - mostly manufacturers and include 
very few households, service industry companies or other net consumers.

�‡�� �$�� �O�D�U�J�H�� �V�S�U�H�D�G�� �E�H�W�Z�H�H�Q�� �W�K�H�� �G�H�S�R�V�L�W�� �U�D�W�H�� �D�Q�G�� �W�K�H�� �O�H�Q�G�L�Q�J�� �U�D�W�H���� �7�K�L�V�� �I�R�U�F�H�G��
households to pay for the recapitalisation of banks hit by non-performing loans 
made to large manufacturers and SOEs.   

�‡�� �6�O�X�J�J�L�V�K���Z�D�J�H���J�U�R�Z�W�K��
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�‡�� �8�Q�U�D�Y�H�O�O�L�Q�J���V�R�F�L�D�O���V�D�I�H�W�\���Q�H�W�V���R�Y�H�U���W�K�H���S�D�V�W���W�Z�R���G�H�F�D�G�H�V���D�Q�G���Z�H�D�N���H�Q�Y�L�U�R�Q�P�H�Q�W�D�O��
restrictions: These effectively allowed corporations to pass social costs onto 
workers and households.

�‡�� �2�W�K�H�U�� �G�L�U�H�F�W�� �P�D�Q�X�I�D�F�W�X�U�L�Q�J�� �V�X�E�V�L�G�L�H�V���� �6�X�E�V�L�G�L�H�V�� �L�Q�F�O�X�G�L�Q�J�� �F�R�Q�W�U�R�O�O�H�G�� �O�D�Q�G�� �D�Q�G��
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

�&�K�L�Q�D�¶�V���Q�D�W�L�R�Q�D�O���V�D�Y�L�Q�J�V���U�D�W�H���V�W�D�Q�G�V���D�W���������������R�I���*�'�3���W�R�G�D�\�����7�K�L�V���H�[�W�U�H�P�H�O�\���K�L�J�K���V�D�Y�L�Q�J�V��
�U�D�W�H�� �K�D�V�� �W�Z�R�� �P�D�M�R�U�� �V�R�X�U�F�H�V���� �K�R�X�V�H�K�R�O�G�� �V�D�Y�L�Q�J�V�� �D�V�� �H�[�S�O�D�L�Q�H�G�� �D�E�R�Y�H�� �D�Q�G�� �F�R�U�S�R�U�D�W�H��
savings.2 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. 

 

Corporations

Household

Government

2006

50.7

28.3

15.4

7.0

2005

48.3

20.4

21.5

6.4

2004

46.6

22.0

18.5

6.1

2003

37.4

13.5

15.8

8.1

2002

35.1

12.5

16.3

6.3

Composition of China’s National Savings Rate: 2002-2006

Sources: National Bureau of Statistics of China, China Statistical Yearbook, various issues, available: 
http://www.stats.gov.cn, downloaded 23 February 2009; Prasad (2009).

�������.�X�M�L�V���� �/������ �+�R�Z�� �:�L�O�O�� �&�K�L�Q�D�¶�V�� �6�D�Y�L�Q�J���� �,�Q�Y�H�V�W�P�H�Q�W�� �%�D�O�D�Q�F�H�� �(�Y�R�O�Y�H�"���� �:�R�U�O�G�� �%�D�Q�N�� �3�R�O�L�F�\�� �5�H�V�H�D�U�F�K�� �3�D�S�H�U��
�������������-�X�O�\���������������.�X�M�L�V�����/�����D�Q�G���+�H�������5�H�E�D�O�D�Q�F�L�Q�J���&�K�L�Q�D�¶�V���(�F�R�Q�R�P�\�����0�R�G�H�O�L�Q�J���D���3�R�O�L�F�\���3�D�F�N�D�J�H�����:�R�U�O�G��
�%�D�Q�N���&�K�L�Q�D���5�H�V�H�D�U�F�K���3�D�S�H�U���1�R�����������6�H�S�W�H�P�E�H�U�����������������D�O�O���D�Y�D�L�O�D�E�O�H���D�W���Z�Z�Z���Z�R�U�O�G�E�D�Q�N���R�U�J���F�Q�������.�X�L�M�V�����/������
�,�Q�Y�H�V�W�P�H�Q�W���D�Q�G���6�D�Y�L�Q�J���L�Q���&�K�L�Q�D�����:�R�U�O�G���%�D�Q�N���3�R�O�L�F�\���5�H�V�H�D�U�F�K���3�D�S�H�U���������������-�X�Q�H������������

9

O
v

e
rc

a
p

a
c

ity
 in

 C
h

in
a

E
u

ro
p

e
a

n
 C

h
a

m
b

e
r



10

O
v

e
rc

a
p

a
c

it
y

 i
n

 C
h

in
a

E
u

ro
p

e
a

n
 C

h
a

m
b

e
r

In partnership with

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���D�J�J�U�H�J�D�W�H�� �G�H�P�D�Q�G�� �J�U�R�Z�W�K�� �D�Y�H�U�D�J�H�G�� �D�W�� �D�U�R�X�Q�G�� �������� �S�H�U�� �D�Q�Q�X�P���� �D�Q�G�� �D�W�� �W�K�H�� �V�D�P�H��
�W�L�P�H���L�Q�Y�H�V�W�P�H�Q�W���J�U�H�Z���E�\���P�R�U�H���W�K�D�Q�����������H�D�F�K���\�H�D�U�����7�K�L�V���F�U�H�D�W�H�G���R�Y�H�U�F�D�S�D�F�L�W�\����

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-
�V�L�]�H�G�� �6�2�(�V���� �Z�K�L�F�K�� �U�H�V�X�O�W�H�G�� �L�Q�� �P�L�O�O�L�R�Q�V�� �R�I�� �Z�R�U�N�H�U�V�� �E�H�L�Q�J�� �P�D�G�H�� �U�H�G�X�Q�G�D�Q�W���� �%�H�L�M�L�Q�J�� �D�O�V�R��
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 
�R�S�H�U�D�W�L�R�Q�V���P�R�U�H���S�U�R�¿�W���R�U�L�H�Q�W�H�G�����:�D�L�Y�L�Q�J���G�L�Y�L�G�H�Q�G���S�D�\�P�H�Q�W�V���±���P�H�D�Q�L�Q�J���W�K�D�W���6�2�(�V���F�R�X�O�G��
�U�H�W�D�L�Q�� �W�K�H�L�U�� �H�D�U�Q�L�Q�J�V�� �±�� �Z�D�V�� �W�K�H�� �F�R�P�S�H�Q�V�D�W�L�R�Q�� �=�K�X�� �J�D�Y�H�� �O�D�U�J�H�� �6�2�(�V�� �I�R�U�� �U�H�G�X�F�L�Q�J�� �W�K�H�L�U��
capacity. 

�:�K�H�Q���W�K�H���E�D�O�D�Q�F�H���V�K�H�H�W�V���R�I���P�R�V�W���6�2�(�V���L�P�S�U�R�Y�H�G���L�Q���W�K�H�����������V�����6�2�(�V���V�W�L�O�O���G�L�G���Q�R�W���K�D�Y�H��
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 
�Z�L�W�K�� �D�� �G�R�P�H�V�W�L�F�� �¿�Q�D�Q�F�L�D�O�� �P�D�U�N�H�W�� �W�K�D�W�� �R�I�I�H�U�V�� �I�H�Z�� �D�O�W�H�U�Q�D�W�L�Y�H�� �L�Q�Y�H�V�W�P�H�Q�W�� �L�Q�V�W�U�X�P�H�Q�W�V�� �D�Q�G��
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, 
�H�Y�H�Q�� �L�I�� �W�K�H�V�H�� �L�Q�Y�H�V�W�P�H�Q�W�V�� �P�L�J�K�W�� �Q�R�W�� �K�D�Y�H�� �E�H�H�Q�� �M�X�V�W�L�¿�H�G�� �D�W�� �K�L�J�K�H�U���� �P�R�U�H�� �P�D�U�N�H�W���G�U�L�Y�H�Q��
rates of interest. 

���������(�D�V�\���O�L�T�X�L�G�L�W�\���D�Q�G���¿�V�F�D�O���V�\�V�W�H�P

Because manufacturers were easily able to borrow money at low rates, the cost of 
capital in China was kept far too low. As evidence, economists have often commented on 
the surprising fact that growth has been far more capital intensive than one would expect 
from a country like China, with its vast pools of low cost labour.  This is almost certainly 
�W�K�H�� �F�D�V�H�� �E�H�F�D�X�V�H�� �F�D�S�L�W�D�O�� �L�V�� �H�Y�H�Q�� �F�K�H�D�S�H�U�� �W�K�D�Q�� �O�D�E�R�X�U�� �±�� �D�� �U�H�V�X�O�W�� �R�Q�H�� �Z�R�X�O�G�� �Q�R�W�� �H�[�S�H�F�W��
from an economy at its current stage of development. Primarily heavy industrial SOEs 
could expand production without paying attention to demand and supply forecasts.

�7�K�H�� �D�F�F�H�V�V�� �W�R�� �O�L�T�X�L�G�L�W�\�� �Z�D�V�� �I�X�U�W�K�H�U�� �V�W�L�P�X�O�D�W�H�G�� �E�\�� �V�W�D�W�H�� �F�U�H�G�L�W�� �V�X�E�V�L�G�L�H�V���� �7�R�� �D�W�W�U�D�F�W��
�L�Q�Y�H�V�W�P�H�Q�W�V���� �O�R�F�D�O�� �R�I�¿�F�L�D�O�V�� �R�I�W�H�Q�� �J�D�Y�H�� �L�P�S�O�L�F�L�W�� �O�H�Q�G�L�Q�J�� �J�X�D�U�D�Q�W�H�H�V�� �W�R�� �F�R�P�S�D�Q�L�H�V�� �Z�K�R�V�H��
investment plants showed no consideration for the country’s overcapacity situation. 
�,�Q�Y�H�V�W�P�H�Q�W�V���D�U�H���L�P�S�R�U�W�D�Q�W���I�R�U���O�R�F�D�O���R�I�¿�F�L�D�O�V���E�H�F�D�X�V�H���F�R�P�S�D�Q�L�H�V���E�R�R�V�W���H�P�S�O�R�\�P�H�Q�W���L�Q���W�K�H��
�U�H�J�L�R�Q���D�Q�G���L�P�S�U�R�Y�H���W�D�[���U�H�Y�H�Q�X�H�V���L�Q���W�K�H���P�H�G�L�X�P���W�H�U�P�����)�R�U���D���O�R�Q�J���W�L�P�H�����D�Q���R�I�¿�F�L�D�O�¶�V���F�D�U�H�H�U��
development was boosted by positive local GDP growth data. Top local officials were 

A combined 50% of 
surveyed member 
companies view loose 
lending policies (31%) 
and directed lending (to 
SOEs) (19%) as high-
impact macroeconomic 
reasons for overcapacity 
in their industry
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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 
�R�I�� �6�2�(�V�¶�� �D�E�L�O�L�W�\�� �W�R�� �¿�Q�D�Q�F�H�� �W�K�H�L�U�� �H�[�S�D�Q�V�L�R�Q�� �W�K�U�R�X�J�K�� �U�H�W�D�L�Q�H�G�� �H�D�U�Q�L�Q�J�V�����7�K�L�V�� �N�H�S�W�� �L�Q�W�H�U�H�V�W��
rates low for the entire Chinese economy. Measures to prevent the currency from 
�D�S�S�U�H�F�L�D�W�L�Q�J�� �W�R�R�� �U�D�S�L�G�O�\�� �K�D�Y�H�� �D�O�V�R�� �F�R�Q�W�U�L�E�X�W�H�G�� �W�R�� �D�� �G�R�P�H�V�W�L�F�� �O�L�T�X�L�G�L�W�\�� �L�Q�F�U�H�D�V�H�� �L�Q�� �S�D�V�W��
�\�H�D�U�V�����7�K�L�V���L�V���U�H�À�H�F�W�H�G���L�Q���&�K�L�Q�D�¶�V���P�D�V�V�L�Y�H���D�F�F�X�P�X�O�D�W�L�R�Q���R�I���I�R�U�H�L�J�Q���H�[�F�K�D�Q�J�H���U�H�V�H�U�Y�H�V���L�Q��
�W�K�L�V�� �S�H�U�L�R�G���� �:�K�L�O�H�� �W�K�H�V�H�� �I�D�F�W�R�U�V�� �K�H�O�S�H�G�� �&�K�L�Q�D�� �W�R�� �J�U�R�Z�� �U�D�S�L�G�O�\�� �Z�L�W�K�R�X�W�� �P�X�F�K�� �L�Q�À�D�W�L�R�Q�� �I�R�U��
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 
�O�L�R�Q�¶�V���V�K�D�U�H���R�I���O�R�F�D�O�O�\���J�H�Q�H�U�D�W�H�G���W�D�[�H�V���P�X�V�W���E�H���S�D�V�V�H�G���R�Q���W�R���%�H�L�M�L�Q�J�����/�R�F�D�O���J�R�Y�H�U�Q�P�H�Q�W�V��
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 
�¿�V�F�D�O�� �L�Q�F�R�P�H�� �I�R�U�� �O�R�F�D�O�� �J�R�Y�H�U�Q�P�H�Q�W�V���� �W�K�H�\�� �Z�R�X�O�G�� �S�U�R�E�D�E�O�\�� �T�X�L�F�N�O�\�� �O�R�V�H�� �L�Q�W�H�U�H�V�W���L�Q�� �F�D�S�L�W�D�O��
investments. 

The present tax system also made local governments reluctant to agree to mergers 
�D�Q�G�� �D�F�T�X�L�V�L�W�L�R�Q�V�� ���0�	�$�V���� �D�V�� �Y�D�O�X�H���D�G�G�H�G�� �W�D�[�� ���9�$�7���� �U�H�Y�H�Q�X�H�V�� �Z�H�U�H�� �E�D�V�H�G�� �R�Q�� �W�K�H��
�P�D�Q�X�I�D�F�W�X�U�H�U�¶�V�� �O�R�F�D�W�L�R�Q���� �:�K�H�Q�� �D�� �F�R�P�S�D�Q�\�� �W�R�R�N�� �R�Y�H�U�� �D�� �O�R�F�D�O�� �S�O�D�\�H�U���� �W�K�H�� �9�$�7�� �L�Q�F�R�P�H��
�V�W�U�H�D�P�� �E�H�Q�H�I�L�W�H�G�� �D�Q�R�W�K�H�U�� �M�X�U�L�V�G�L�F�W�L�R�Q���� �0�	�$�V�� �L�Q�� �&�K�L�Q�D�� �P�L�J�K�W�� �I�O�R�X�U�L�V�K�� �D�I�W�H�U�� �W�K�H�� �V�K�L�I�W��
from VAT on production to VAT on consumption. This might help to further accelerate 
restructuring the economy.

�7�K�H�� �G�L�I�¿�F�X�O�W�\�� �Z�L�W�K�� �D�W�W�U�D�F�W�L�Q�J�� �W�R�R�� �P�D�Q�\�� �F�R�P�S�D�Q�L�H�V�� �Z�D�V�� �P�D�G�H�� �P�R�U�H�� �V�H�U�L�R�X�V�� �I�R�O�O�R�Z�L�Q�J�� �W�K�H��
crackdown by the central government on rampant sales of local land in recent years. The 
�U�X�U�D�O���S�R�S�X�O�D�W�L�R�Q���Z�D�V���G�L�V�S�O�D�F�H�G���D�V���D���U�H�V�X�O�W���R�I�� �W�K�H�V�H���V�D�O�H�V���D�Q�G���V�L�J�Q�L�¿�F�D�Q�W���X�Q�U�H�V�W���H�Q�V�X�H�G����
�:�K�H�Q�� �W�R�X�J�K�� �Q�H�Z�� �U�H�V�W�U�L�F�W�L�R�Q�V�� �Z�H�U�H�� �D�S�S�O�L�H�G�� �R�Q�� �O�D�Q�G�� �X�V�H�� �U�L�J�K�W�V�� �V�D�O�H�V���� �O�R�F�D�O�� �J�R�Y�H�U�Q�P�H�Q�W�V��
�O�R�V�W���D���P�D�M�R�U���L�Q�F�R�P�H���V�W�U�H�D�P��������

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 
�W�K�H�� �(�X�U�R�S�H�D�Q�� �8�Q�L�R�Q�� �D�Q�G�� �W�K�H�� �8�Q�L�W�H�G�� �6�W�D�W�H�V���� �:�L�W�K�� �W�K�H�� �V�D�I�H�W�\�� �Y�D�O�Y�H�� �Q�R�� �O�R�Q�J�H�U�� �Z�R�U�N�L�Q�J����
China’s overcapacity has become impossible to ignore. Even more worrying, while 
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In partnership with

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. 
�$�O�W�K�R�X�J�K�� �W�K�L�V�� �V�W�L�P�X�O�X�V�� �S�D�F�N�D�J�H�� �L�Q�F�U�H�D�V�H�G�� �U�H�W�D�L�O�� �V�D�O�H�V�� �E�\�� �������� �W�R�� �5�0�%�� �������� �W�U�L�O�O�L�R�Q�� �L�Q�� �W�K�H��
�¿�U�V�W���K�D�O�I���R�I���������������V�D�O�H�V���D�U�H���Q�R�W���J�U�R�Z�L�Q�J���I�D�V�W���H�Q�R�X�J�K���W�R���D�E�V�R�U�E���W�K�H���L�Q�F�U�H�D�V�H�G���S�U�R�G�X�F�W�L�R�Q��

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-
�R�Q���\�H�D�U�� �I�U�R�P�� �������� �L�Q�� �-�D�Q�X�D�U�\���)�H�E�U�X�D�U�\�� ���������� �W�R�� �������� �\�H�D�U���R�Q���\�H�D�U�� �L�Q�� �0�D�\�� ������������ �7�K�L�V��
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 
�W�K�H���W�K�L�U�G���T�X�D�U�W�H�U���R�I���������������F�R�P�S�D�Q�L�H�V���L�Q���W�K�H�V�H���V�H�F�W�R�U�V���X�Q�I�R�U�W�X�Q�D�W�H�O�\���V�D�Z���F�D�S�H�[���D�F�F�H�O�H�U�D�W�H��
again from February-March 2009 owing to the government stimulus. By mid-2009, they 
�K�D�G���D�F�F�H�O�H�U�D�W�H�G���E�\���F�O�R�V�H���W�R�����������D�J�D�L�Q�V�W���W�K�H���V�D�P�H���S�H�U�L�R�G���D���\�H�D�U���H�D�U�O�L�H�U�����,�I���J�R�Y�H�U�Q�P�H�Q�W��
led investment decreases as expected in 2010 as the stimulus program is wound down, 
�W�K�H���D�F�F�H�O�H�U�D�W�H�G���F�D�S�H�[���L�Q���W�K�H���¿�U�V�W���K�D�O�I���R�I�������������P�L�J�K�W���F�U�H�D�W�H���H�Y�H�Q���P�R�U�H���R�Y�H�U�F�D�S�D�F�L�W�L�H�V���L�Q��
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.

�:�R�U�V�H�� �V�W�L�O�O���� �W�K�H�� �&�K�L�Q�H�V�H�� �V�W�L�P�X�O�X�V�� �S�D�F�N�D�J�H�� �K�D�V�� �S�R�X�U�H�G�� �F�U�H�G�L�W�� �L�Q�W�R�� �L�Q�F�U�H�D�V�L�Q�J�O�\��
�T�X�H�V�W�L�R�Q�D�E�O�H�� �S�U�R�M�H�F�W�V�� �D�Q�G�� �Z�L�O�O�� �D�O�P�R�V�W�� �F�H�U�W�D�L�Q�O�\�� �L�Q�F�U�H�D�V�H�� �G�L�U�H�F�W�� �D�Q�G�� �L�Q�G�L�U�H�F�W�� �V�X�E�V�L�G�L�H�V�� �W�R��
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 
�Z�L�O�O���P�D�N�H���L�W���G�L�I�¿�F�X�O�W���I�R�U���K�R�X�V�H�K�R�O�G�V���W�R���V�S�H�Q�G���D�V���O�D�Y�L�V�K�O�\���D�V���H�Y�H�U�\�R�Q�H���K�R�S�H�V�����7�K�L�V���L�Q�F�U�H�D�V�H��
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 
�$�P�H�U�L�F�D�Q���Q�H�W���F�R�Q�V�X�P�S�W�L�R�Q���V�S�H�F�L�¿�F�D�O�O�\������

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 
�W�R�� �S�D�\�� �I�R�U�� �E�D�Q�N�V�¶�� �U�H�F�D�S�L�W�D�O�L�V�D�W�L�R�Q�� �R�U�� �W�R�� �S�D�\�� �I�R�U�� �P�D�N�L�Q�J�� �X�Q�S�U�R�¿�W�D�E�O�H�� �L�Q�Y�H�V�W�P�H�Q�W�V�� �Y�L�D�E�O�H����
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 
�V�O�R�Z�� �F�R�Q�V�X�P�S�W�L�R�Q�� �J�U�R�Z�W�K�� �G�X�U�L�Q�J�� �W�K�H�� �D�G�M�X�V�W�P�H�Q�W�� �S�H�U�L�R�G���� �<�H�W�� �Z�L�W�K�R�X�W�� �D�� �U�H�Y�H�U�V�D�O�� �L�Q�� �W�K�L�V��
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 
�D�G�G�H�G���W�K�D�W���³�V�L�P�S�O�\���U�H�O�\�L�Q�J���R�Q���¿�V�F�D�O���V�W�L�P�X�O�X�V���L�V���Q�R�W���V�X�V�W�D�L�Q�D�E�O�H�����D�Q�G���W�K�H���H�[�F�H�V�V�L�Y�H���O�R�R�V�H��
�F�U�H�G�L�W�� �F�R�Q�G�L�W�L�R�Q�� �K�D�V�� �D�O�V�R�� �O�H�G�� �W�R�� �X�Q�G�H�V�L�U�D�E�O�H�� �F�R�Q�V�H�T�X�H�Q�F�H�V���´�� �&�K�H�Q�J�� �S�R�L�Q�W�H�G�� �R�X�W�� �W�K�D�W�� �³�L�W��
is undeniable that some bank funds have found their ways to the stocks and property 
markets.”

�0�V���:�X���;�L�D�R�O�L�Q�J�����9�L�F�H���&�K�D�L�U�Z�R�P�D�Q���R�I���1�3�&�¶�V���)�L�Q�D�Q�F�H���D�Q�G���(�F�R�Q�R�P�L�F���&�R�P�P�L�W�W�H�H���V�D�L�G���W�K�D�W��
“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 
�L�Q�I�U�D�V�W�U�X�F�W�X�U�H���L�Q�Y�H�V�W�P�H�Q�W���S�U�R�J�U�D�P�����0�V���:�X���S�R�L�Q�W�H�G���R�X�W���W�K�D�W���³�D�V���L�W���L�V���G�L�I�¿�F�X�O�W���W�R���D�F�K�L�H�Y�H���W�K�H��
�¿�V�F�D�O�� �U�H�Y�H�Q�X�H�� �W�D�U�J�H�W�� �V�H�W�� �H�D�U�O�L�H�U�� �W�K�L�V�� �\�H�D�U���� �Z�H�� �V�K�R�X�O�G�� �P�D�N�H�� �H�I�I�R�U�W�V�� �W�R�� �L�Q�F�U�H�D�V�H�� �U�H�Y�H�Q�X�H��
�F�R�O�O�H�F�W�L�R�Q���D�Q�G���F�X�W���¿�V�F�D�O���V�S�H�Q�G�L�Q�J�´��

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 
�R�I�� �&�K�L�Q�H�V�H�� �K�L�J�K�Z�D�\�V�� �L�V�� �R�Q�O�\�� �������� �R�I�� �W�K�H�� �V�H�Y�H�Q�� �P�D�M�R�U�� �2�(�&�'�� �F�R�X�Q�W�U�L�H�V�¶�� �D�Y�H�U�D�J�H�����$�O�V�R��
�W�K�H�� �U�H�F�H�Q�W�O�\�� �H�[�S�D�Q�G�H�G�� �S�R�U�W�V�� �D�U�H�� �X�Q�G�H�U�X�W�L�O�L�]�H�G�� �D�V�� �I�U�H�L�J�K�W�� �W�U�D�I�¿�F�� �G�H�F�O�L�Q�H�G�� �E�\�� ���������� �6�P�D�O�O��
�D�L�U�S�R�U�W�V���K�D�Y�H���D�Q���D�Y�H�U�D�J�H���X�W�L�O�L�V�D�W�L�R�Q���U�D�W�H���R�I���R�Q�O�\�������������0�D�Q�\���S�X�E�O�L�F���S�U�R�M�H�F�W�V���D�U�H���¿�Q�D�Q�F�L�D�O�O�\��
unviable or incapable of making returns sufficient to repay bank loans. These could 
�S�R�V�V�L�E�O�\�� �W�X�U�Q�� �X�S�� �D�V�� �Q�R�Q���S�H�U�I�R�U�P�L�Q�J�� �O�R�D�Q�V�� �L�Q�� �W�K�H�� �E�D�Q�N�L�Q�J�� �V�\�V�W�H�P���� �Z�K�L�F�K�� �Z�R�X�O�G�� �U�H�T�X�L�U�H��
another government bailout.

�7�K�H�� �R�U�L�J�L�Q�D�O�� �L�Q�W�H�Q�W�L�R�Q�� �R�I�� �W�K�H�� �5�0�%�� ���� �W�U�L�O�O�L�R�Q�� �S�D�F�N�D�J�H�� �Z�D�V�� �T�X�L�F�N�O�\�� �W�R�� �E�R�R�V�W�� �*�'�3�� �J�U�R�Z�W�K��
�D�Q�G���F�U�H�D�W�H���M�R�E�V���Z�L�W�K���S�X�E�O�L�F���L�Q�Y�H�V�W�P�H�Q�W���S�U�R�M�H�F�W�V�����,�W���K�D�V���E�H�F�R�P�H���L�Q�F�U�H�D�V�L�Q�J�O�\���R�E�Y�L�R�X�V���W�K�D�W��
�S�U�R�Y�L�G�L�Q�J���X�Q�H�P�S�O�R�\�P�H�Q�W���E�H�Q�H�¿�W�V���W�R���O�D�L�G���R�I�I���Z�R�U�N�H�U�V���Z�R�X�O�G���E�H���D���P�X�F�K���P�R�U�H���F�R�V�W���H�I�I�H�F�W�L�Y�H��
way to achieve social stability. Deutsche Bank calculated that a RMB 1 trillion investment 
�L�Q���U�D�L�O�Z�D�\�V���F�U�H�D�W�H�V�������P�L�O�O�L�R�Q���M�R�E�V�����3�D�\�L�Q�J���X�Q�H�P�S�O�R�\�P�H�Q�W���E�H�Q�H�¿�W�V���W�R���W�K�H���V�D�P�H���Q�X�P�E�H�U���R�I��
people would cost less than one-tenth of that amount.3

3) Deutsche Bank,”China Macro Strategy,”29 June 2009.
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In partnership with

2.6 Local-level economic policies

Local protectionism is a widespread problem in a continent-sized country like China, 
�Z�K�H�U�H���W�K�H���S�H�U�I�R�U�P�D�Q�F�H���R�I���O�R�F�D�O���J�R�Y�H�U�Q�P�H�Q�W���R�I�¿�F�L�D�O�V���L�V���P�H�D�V�X�U�H�G���D�O�P�R�V�W���H�Q�W�L�U�H�O�\���R�Q���O�R�F�D�O��
�*�'�3���J�U�R�Z�W�K�����7�K�L�V���P�D�Q�L�I�H�V�W�V���L�W�V�H�O�I���L�Q���P�D�Q�\���Z�D�\�V�����/�R�F�D�O���J�R�Y�H�U�Q�P�H�Q�W���R�I�¿�F�L�D�O�V���W�U�\���W�R���D�W�W�U�D�F�W��
as much investment as possible and then they regulate local economic activities in ways 
that put non-local entities at a disadvantage. Chinese provinces, under pressure to help 
�R�X�W���O�R�F�D�O���¿�U�P�V�����L�V�V�X�H�G���D���V�H�U�L�H�V���R�I�����%�X�\���/�R�F�D�O�����S�R�O�L�F�L�H�V���L�Q������������

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 
�F�H�U�W�D�L�Q�O�\���P�D�N�H�V���0�	�$�V���G�L�I�¿�F�X�O�W�����E�X�W���W�K�H�L�U���S�R�S�X�O�D�U�L�W�\���L�V���D�O�V�R���O�L�P�L�W�H�G���E�H�F�D�X�V�H���R�I���W�K�H���H�Q�V�X�L�Q�J��
�O�R�V�V���R�I���L�Q�À�X�H�Q�F�H���D�P�R�Q�J���O�R�F�D�O���R�I�¿�F�L�D�O�V����

China is not yet really an open coherent domestic market, but rather a patchwork of 
�P�D�U�N�H�W�V���� �H�D�F�K�� �Z�L�W�K�� �L�W�V�� �R�Z�Q���X�Q�L�T�X�H�� �W�U�D�G�H���D�Q�G���L�Q�Y�H�V�W�P�H�Q�W���E�D�U�U�L�H�U�V���� �:�L�W�K�R�X�W���E�H�L�Q�J�� �D�E�O�H�� �W�R��
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 
past years has been the mispricing of natural resources, the environment, and labour. 
Using energy prices as an example, UBS (May 4, 2009) outlined the relatively distorted 
�L�Q�S�X�W�� �S�U�L�F�H�V�� �L�Q�� �D�� ���������� �V�W�X�G�\���� �:�K�L�O�H�� �&�K�L�Q�D�¶�V�� �F�R�U�S�R�U�D�W�H�� �H�Q�H�U�J�\�� �S�U�L�F�H�� �L�Q�G�H�[�� �G�R�X�E�O�H�G��
�E�H�W�Z�H�H�Q�� ���������� �D�Q�G�� ������������ �W�K�H�� �Z�R�U�O�G�� �H�Q�H�U�J�\�� �S�U�L�F�H�� �L�Q�G�H�[�� �U�R�V�H�� �E�\�� �P�R�U�H�� �W�K�D�Q�� ���������� �G�X�U�L�Q�J��
that period. China’s gasoline, water, and industrial electricity tariffs are about one-third 
to one-half of the world averages and even lower than many developing countries. This 

An example of "Buy Local" policies 4  

Anhui province, home to Chery Automobile and Ma'anshan Steel, issued a policy 
in early 2009 saying that car companies have to use steel from within Anhui. 
Construction companies and appliance companies have to "cooperate" with 
Ma'anshan Steel. All power plants have to cooperate with four big Anhui coal 
miners, so that "Anhui power uses Anhui coal". To help Chery and Jianghuai Auto 
�W�R���L�Q�F�U�H�D�V�H���V�D�O�H�V�����J�R�Y�H�U�Q�P�H�Q�W�D�O���D�Q�G���S�U�R�Y�L�Q�F�L�D�O���W�D�[�L���À�H�H�W�V���Z�H�U�H���H�Q�F�R�X�U�D�J�H�G���W�R���E�X�\��
Chery and Jianghuai cars.

56% of surveyed 
member companies 
saw local government 
policies aiming to 
attract investments as 
being a high-impact 
macroeconomic reason 
for overcapacity in their 
industry

13% of surveyed 
member companies 
view subsidised 
costs to producers as 
being a high-impact 
microeconomic reason 
for overcapacity in their 
industry

������ �5�H�X�W�H�U�V���,�Q�G�L�D���2�Q�O�L�Q�H�������&�K�L�Q�D�
�V���S�U�R�Y�L�Q�F�H�V���W�U�R�W���R�X�W�����%�X�\���/�R�F�D�O�����F�D�P�S�D�L�J�Q�V�������)�H�E�U�X�D�U�\��������������������
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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. 
�7�K�H���S�U�H�V�H�Q�W���X�W�L�O�L�W�\���F�K�D�U�J�H�V���G�R���Q�R�W���U�H�À�H�F�W���I�D�L�U���P�D�U�N�H�W���S�U�L�F�H�V�����7�K�H�\���Z�H�U�H���N�H�S�W���O�R�Z���W�R���V�W�\�P�L�H��
�L�Q�À�D�W�L�R�Q�D�U�\���S�U�H�V�V�X�U�H���I�H�D�U�V���D�Q�G���W�R���P�L�Q�L�P�L�V�H���W�K�H���Q�H�J�D�W�L�Y�H���V�R�F�L�D�O���L�P�S�D�F�W���R�Q���D���O�D�U�J�H���S�D�U�W���R�I��
the population, which still earns very little. 

�(�Q�Y�L�U�R�Q�P�H�Q�W�D�O�� �D�Q�G�� �V�R�F�L�D�O�� �Z�H�O�I�D�U�H�� �H�I�I�H�F�W�V�� �D�U�H�� �G�L�I�I�L�F�X�O�W�� �W�R�� �T�X�D�Q�W�L�I�\�����$�F�F�R�U�G�L�Q�J�� �W�R�� �D�� ����������
�:�R�U�O�G���%�D�Q�N���V�W�X�G�\�����K�R�Z�H�Y�H�U�����W�K�H���K�L�G�G�H�Q���F�R�V�W�V���R�I���D�L�U���D�Q�G���Z�D�W�H�U���S�R�O�O�X�W�L�R�Q���L�Q���&�K�L�Q�D���D�P�R�X�Q�W��
�W�R�� �D�E�R�X�W�� ���������� �R�I�� �D�Q�Q�X�D�O�� �*�'�3���� �,�I�� �W�K�H�� �S�U�L�F�L�Q�J�� �P�H�F�K�D�Q�L�V�P�V�� �I�R�U�� �Q�D�W�X�U�D�O�� �U�H�V�R�X�U�F�H�V�� �D�U�H��
rationalised, the enforcement of environmental levies is essential to prevent further 
�G�H�W�H�U�L�R�U�D�W�L�R�Q���R�I���D�L�U���D�Q�G���Z�D�W�H�U���T�X�D�O�L�W�\��

�/�R�Z���Z�D�J�H�V���I�R�U���P�L�J�U�D�Q�W���Z�R�U�N�H�U�V���F�U�H�D�W�H���Y�H�U�\���À�H�[�L�E�O�H���O�D�E�R�X�U���P�D�U�N�H�W�V�����Z�K�L�F�K���K�H�O�S�V���O�D�E�R�X�U��
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, 
�R�Y�H�U�� �������� �R�I�� �U�X�U�D�O�� �P�L�J�U�D�Q�W�� �Z�R�U�N�H�U�V�� �L�Q�� �W�K�H�� �F�L�W�L�H�V�� �K�D�Y�H�� �Q�R�� �S�H�Q�V�L�R�Q�� �R�U�� �K�H�D�O�W�K�� �L�Q�V�X�U�D�Q�F�H��
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 
technology is inexpensive or widely available, as is the case with cement and steel. It is 
easy to set up new production lines and to increase capacity in these sectors.

In addition, the slow implementation of intellectual property rights (IPR) in China means 
�W�H�F�K�Q�R�O�R�J�L�H�V���D�U�H���V�S�U�H�D�G���I�D�U���D�Q�G���Z�L�G�H�����,�Q���V�R�P�H���F�D�V�H�V���±���W�D�N�H���W�K�H���U�H�Q�H�Z�D�E�O�H���H�Q�H�U�J�\���V�H�F�W�R�U��
�I�R�U�� �L�Q�V�W�D�Q�F�H�� �±�� �Q�H�Z�� �W�H�F�K�Q�R�O�R�J�L�H�V�� �D�U�H�� �G�L�V�V�H�P�L�Q�D�W�H�G�� �E�\�� �I�R�U�H�L�J�Q�� �F�R�P�S�D�Q�L�H�V�� �Z�K�H�Q�� �W�K�H�\��
establish new supply chains. This new and easy accessible technology not only feeds 
into the production lines of foreign investors in China, but also serves new domestic 
�F�R�P�S�D�Q�L�H�V�����7�K�H�\�� �E�H�Q�H�¿�W���I�U�R�P�� �W�K�H�� �S�U�H�V�H�Q�F�H�� �R�I�� �D�� �Z�K�R�O�H�� �Q�H�Z�� �V�X�S�S�O�\�� �F�K�D�L�Q�� �R�I�� �F�R�P�S�D�Q�L�H�V��
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,  
�Z�K�L�F�K�����Z�K�H�Q�����F�R�X�S�O�H�G���Z�L�W�K���H�D�V�\���O�H�Q�G�L�Q�J�����O�H�G���V�R�P�H���O�R�F�D�O�����R�I�¿�F�L�D�O�V�����W�R�����D�S�S�U�R�Y�H�����U�H�G�X�Q�G�D�Q�W��
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 
�R�I���W�K�H���V�W�U�D�W�H�J�\���Z�D�V�����W�R�����T�X�L�F�N�O�\�����G�H�Y�H�O�R�S�����W�K�H���Z�H�V�W�H�U�Q���S�U�R�Y�L�Q�F�H�V���L�Q���R�U�G�H�U���W�R���V�H�F�X�U�H���V�R�F�L�D�O��
stability and to increase the wealth of the region.

25% of surveyed 
member companies 
point to easy 
technological 
availability as being 
a key reason for 
overcapacity in their 
industry
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