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By: Bevan Graham, Economist

The recent trend towards regulatory tightening in China 
ushers in the next phase of the country’s challenging 
economic development.  This has impacted several 
industries including technology, private tutoring, and 
online insurance. Even entertainment is within the scope 
of the pivot suggested by recent announcements, 
exhortations and rule changes by the Chinese leadership.

This development marks a shift from the “growth first” 
priorities of the last decade, setting a more balanced 
and sustainable objective of “common prosperity”.  We 
believe this is firmly focused on the Chinese middle-class, 
and particularly focused on containing undesirable and 
potentially destabilising shifts in income inequality.  

This note attempts to put recent events into the historical 
setting of China’s rapid economic growth which has had 
both good and bad outcomes.

The story thus far…

The period of rapid economic development began in the 
late 1970’s as Deng Xiaoping assumed the leadership of 
Chinese Communist Party (CCP).  The industrialisation 
policies that followed were aimed at creating 
employment opportunities for a rapidly growing working 
age population, and to absorb the flow of people from 
the poor rural areas to the higher-paid jobs in the urban 
centers.

This industrialisation was achieved by incentivising 
investment, especially in the manufacturing sector.  Unlike 
the classic Marxist focus on heavy industry that dominated 
the previous era, these investments were increasingly 
focused on light manufacturing to supply exports and 
target global supply chains. The costs of key inputs to 

production such as land, labour, and capital, were kept 
artificially low.  

The timing of the investment transformation was 
co-ordinated with China’s joining the World Trade 
Organisation (WTO) at the end of 2001, leading to twenty 
years of fierce global price competition as the country 
systematically became the “world’s factory.” The resultant 
lift in per-capita GDP growth rates was instrumental 
in lifting more than 850 million Chinese people out of 
extreme poverty as the poverty rate fell from 88% in 1981 
to 0.7% in 2015, according to research by the World Bank. 

It has not all been good news.  The industrialisation drive 
came with negative externalities including high levels of 
pollution and damage to the natural environment.

Limits to the freedom of internal migration through the 
household registration (hukou) system still left China with 
one of the worst rural-urban income divides in the world.  
Population growth constraints were also put in place in 
the form of the “one child” policy which was being strictly 
enforced from around 1980.

China – the pathway to common prosperity
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Low domestic wages also meant that exports were 
not only prioritised but needed to become the only 
market avenue to absorb the high levels of production.  
Furthermore, in the aftermath of the Asian Financial 
Crisis many Asian economies, China included, sought to 
grow their export sectors to build higher levels of foreign 
reserves.  This resulted in a large balance of payments 
surplus that became a key source of the global savings 
imbalance, that led via poor quality loans, offshore capital 
flows, and opaque financing conduits to key conditions 
behind the Global Financial Crisis.

Income inequality has also risen, and this has been 
exacerbated as key social services began being provided 
by local, rather than central government.  This has led to 
some poorer local areas falling behind wealthier areas in 
key measures of well-being and educational achievement. 
It has also contributed to high levels of household savings 
as households prepared to pay for their own healthcare 
and education. Cost variations between regions are 
marked and job opportunities encouraged both internal 
and external migration from disadvantaged areas. 

Economic re-balancing

By 2007 it was being noted by the Chinese leadership, 
including importantly then Premier Wen Jiabao, that the 
biggest problem with the Chinese economy was that 
growth was “unstable, unbalanced, uncoordinated and 
unsustainable”.  

Then came the Global Financial Crisis and the realisation 
that the current account surplus was unsustainable too.  
But in the heat of the crisis, the leadership resorted to 
what they knew best – more investment.  

This time though, rather than being funded by a large 
current account surplus, rising investment activity was 
funded by a rapid increase in debt.  According to the 
Bank for International Settlements (BIS), China’s total 
indebtedness rose from 139% of GDP at the end of 2008, 
reaching 250% of GDP by 2016.  

This rapid growth in investment and build up in debt, 
particularly in the corporate sector which accounted for 
more than half the increase in debt in the period from 
2008 to 2016 has led to ongoing concern about the 
quality of investment and the risk of debt defaults.

It was during this period in 2012 that Xi Jinping assumed 
the leadership of the Chinese Communist Party and was 
soon making his mark.  

The Third Plenum of the 18th Central Committee in 2013 
was an important event in the reform agenda.  The major 
objective of that session was setting an agenda to put the 
economy onto a more sustainable path, with consumption 
“planned” to become the main engine of growth and 
investment taking more of a backseat.  

It was at this time that the leadership also formally relaxed 
the one-child policy, acknowledging that lower population 
growth was set to challenge the leadership’s growth 
ambitions.   It was also at this Plenum that the leadership 
formalised its intention to liberalise the exchange rate, 
interest rates and the capital account. Integration into 
international capital markets was plotted, one regulatory 
step at a time.

Progress has been slow.  Since 2013 the exports share 
of the economy has declined and the current account 
has been brought more into balance.  Debt levels also 
stabilised at around 250% of GDP, at least before the 
fiscal response to the Covid induced recession.
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But while the desired shifts in investment and consumption 
have been in the right direction, the magnitude hasn’t 
been significant.  At 39% the economy’s share of private 
consumption in total GDP remains well below the typical 
60% of more developed economies.   

New challenges and common prosperity

At the same time, China’s overall GDP growth rate has 
also slowed significantly.  China entered the Global 
Financial Crisis with a GDP growth rate of 14.2% in 2007.  
That has subsequently slowed to 6.1% in 2019.  In 2018 
the emphasis began to be placed on the “quality” rather 
than the “quantity” of growth. 

The reality is that China was now facing into several 
structural challenges that are more commonly felt by 
richer, more developed economies.

While the economy has long reaped the benefits of 
industrialisation and rapid growth in labour productivity, 
growth in total factor productivity has slowed sharply.  

According to a report from the University of Groningen 
and the University of California at Davis, China’s growth 
in total factor productivity averaged 2% per annum from 
1980 up until the GFC.  In the period since the GFC, 
that growth rate has halved to 1%.  More troubling is the 
average growth rate of 0.06% prevailing since the 2013 
reforms.

China’s ability to lead technological innovation will be key 
to its future success.  It has achieved a lot by adapting 
technology, at times using somewhat asymmetric joint 
ventures with global leaders, and by being a fast follower 
of key infotech trends.  It remains to be seen how 
successful it will be in a technology leadership role.  This 
will be an increasing source of tension with the United 
States in years to come as both vie for global economic 
and political leadership.

The one child policy of old means that China is now facing 
into challenging demographic profile.  Population growth 
has slowed, working age population is now in decline and 
the dependency ratio is rising.  And this is all happening 
while China remains an emerging economy.  

The declining working age population combined with the 
slowdown in productivity leaves China with challenges 
on both key drivers of long-term growth.  As many China 
experts have pointed out before, China is getting old 
before it has become rich.  As China risks stalling on 
the cusp of becoming a high wage economy, income 
distribution has become highly uneven.  

The leadership has also observed how rising inequality 
has played out politically in western democracies where 
middle-class dissatisfaction with decades long stagnant 
real income growth has generated significant social 
discord and a populist backlash.

All countries have problems with inequality to some degree 
though many, including China, are at different starting 
points than the United States, the United Kingdom and 
much of Europe.  The Chinese leadership appear keen to 
prevent the same policy mistakes.

Hence the new imperative for common prosperity.  In 
a recent speech top the CCP’s Central Committee 
President Xi stated, “Common prosperity is an essential 
requirement of socialism and a key feature of Chinese-
style modernisation.” 

According to the official People’s Daily, the goal is to build 
a more egalitarian China by “expanding the proportion 
of middle-income groups, increasing the incomes of low-
income groups, reasonably adjusting high incomes and 
banning illegal incomes.” 

We see this as a continuation of the drive to rebalance the 
economy towards higher levels of consumption, but now 
with more overt interventionist intentions.  We expect to 
see more policy moves to support redistribution and more 
government spending on social welfare and education.  
This will be supported by higher taxation, though will also 
allow households to lower traditionally high precautionary 
savings to support higher consumer spending. 

The industrialisation policies of the past meant that profits 
represented a far greater proportion of GDP than labour 
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compensation.  For consumption to rise as a share of GDP, 
the share of wages in GDP must rise first.  It of course 
follows that the share of profits in GDP must decline.   
That means even if the economy is performing strongly, 
corporate profitability will struggle in the period ahead.

The Chinese economy does not exist in a vacuum, and 
other regional nations are quick to exploit rising Chinese 
production costs to attract promising industrial investment 
funds into their own polities, aiming at growing their 
domestic middle class too. Pakistan, Bangladesh, Vietnam, 
and recently Myanmar have allowed the Chinese planners 
to decommission older industry types and to enable the 
business areas where they identify high value-added 
growth. 

Recent regulatory interventions are aimed at supporting 
this rebalancing.  The growth of largely unregulated 
technology companies undermines the shift required in 
GDP from corporate profits to wages.  The new moves in 
regulating delivery and indirectly, prices of online tutoring 
are aimed at keeping these services with the reach of the 
middle-classes.

This approach carries a few risks.  The surprise moves 
create the risk in the eyes of potential investors in China 
that further politically-driven moves are likely, making 
investment in China less attractive. It also potentially 

undermines entrepreneurship at a time when productivity 
growth in China has slowed and greater investment in 
technological innovation is required.  

There are also policy implementation risks.  We’ve seen 
instances in the past where Chinese policy interventions 
have been either poorly coordinated or poorly 
communicated which can lead to unnecessary disruption 
and market volatility.

Our greatest concern is that these regulatory interventions, 
while possibly well intentioned at achieving common 
prosperity, may do more damage to aggregate prosperity. 
For instance, the Chinese authorities have established a 
model of investment risk management, where some large 
enterprises with solvency problems have been rescued, 
by being re-structured via debt-for-equity swaps and the 
resulting securities have been steered into Chinese retail 
investors’ retirement savings funds. 

This essentially hides, rather than resolves, riskiness and 
mainly buys time. Whether that time is well used to further 
real productivity enhancement, or is squandered because 
key players feel they have been let off the hook (moral 
hazard)  may determine whether the policy pivot currently 
gaining pace in China really does placate popular 
concerns about the CCP’s aim of transforming “growth 
with Chinese characteristics.”
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