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ch�na’s strong and accelerat�ng growth, w�th low �nflat�on and grow�ng external 
payments surpluses, cont�nued �n 2007. The longer that strong growth �n ch�na 
cont�nues, the greater �s ch�na’s �nfluence on global outcomes. Global growth 
looks set to exceed 5 per cent �n 2007 for the fourth success�ve year—h�gher 
than the 4.9 per cent average of the ‘Golden Age’ from 1950 to 1973. ch�na �s 
now at the centre of what could turn out to be the strongest per�od of global 
econom�c growth the world has seen—a ‘Plat�num Age’.

investment as a share of ch�nese output rose aga�n �n 2007, from levels that 
many had sa�d could go no h�gher. our conclus�on �n the 2005 ch�na Update 
volume (Garnaut and song 2005)—that there was no sound bas�s for external 
and ch�nese assessments that growth based on the h�gh �nvestment shares 
of the early twent�eth century was unsusta�nable—seems so far to have been 
val�dated by subsequent exper�ence. The cont�nued rap�d �ncrease �n nom�nal 
and real wages alongs�de some (albe�t small) currency apprec�at�on confirms 
that ‘turn�ng-po�nt’ adjustments—the focus of last year’s ch�na Update volume 
(Garnaut and song 2006)—have begun w�thout d�slocat�on of the growth 
process. ch�nese offic�als talk pr�vately of the econom�c system funct�on�ng 
better than at any t�me for 5,000 years, and an econom�st w�th h�stor�cal �nterests 
can see where they are com�ng from. 

The two most d�fficult challenges to the susta�nab�l�ty of current ch�nese and 
global prosper�ty come from ch�na’s relat�ons w�th the �nternat�onal economy. 
The external payments surpluses—the trade surplus, the current account 
surplus and the cap�tal account surplus, add�ng up to an extraord�nary rate of 
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�ncrease �n fore�gn exchange reserves—are stra�n�ng relat�ons w�th the Un�ted 
states �n part�cular as never before. And susta�ned, super-charged growth �s 
plac�ng unprecedented stress on the global b�osphere. 

An overview of macroeconomic performance

ch�na’s growth reached 10.7 per cent �n 2006, tak�ng the average of the past 
three years to 10.4 per cent—almost a full percentage po�nt above the average 
of the first quarter-century of the reform era. Gross domest�c product (GdP) 
growth accelerated further—to 11.1 per cent for the year to the first quarter of 
2007 (F�gure 2.1). inflat�on also rose—to more than 3 per cent for the first t�me 
�n the recent per�od of except�onally strong growth. 

investment and net exports led growth, but consumpt�on, wh�le grow�ng 
strongly by the standards of other countr�es, lagged beh�nd. external account 
surpluses surged, caus�ng concerns at home and abroad. in 2006, �nvestment 
contr�buted 55 per cent and net exports 29 per cent to GdP growth (F�gure 2.2).

The �nvestment share of GdP rose from 35.3 per cent �n 2000 to 42.7 per 
cent �n 2006, and the net exports share rose from 2.4 per cent to 7.3 per cent �n 
the same per�od (F�gure 2.3). meanwh�le, household consumpt�on as a share 
of GdP dropped by 10 percentage po�nts �n the s�x years, from 46.4 per cent 
to 36.4 per cent.

F�gure 2.1 Quarterly real GDP growth and CPI inflation in China, 
2000–2007 (per cent, year on year)
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F�gure 2.2 Contribution of various components to GDP growth, 1979–2006
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F�gure 2.3 Shares of main components of GDP in China, 2000–2006
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Wh�le we have challenged for several years the convent�onal w�sdom of the 
early twent�eth century that the �nvestment share of ch�nese product�on was 
already unsusta�nable and had to fall, we have acknowledged the ar�thmet�c 
real�ty that the share could not �ncrease w�thout l�m�t (Garnaut and huang 
2005). There was, therefore, comfort �n the s�gns of fall�ng rates of growth �n 
�nvestment and r�s�ng consumpt�on growth rates through 2006. F�xed-asset 
�nvestment growth moderated to about 25 per cent from close to 30 per cent. 
reta�l sales growth p�cked up from 13–14 per cent early �n 2006 to more than 15 
per cent through the first half of 2007 (F�gure 2.4). F�xed-asset �nvestment has, 
however, re-accelerated through the early months of 2007. The overall result 
has been an accelerat�on �n growth momentum w�thout s�gn�ficant rebalanc�ng 
of the sources of growth so far �n 2007. 

The near consensus two years ago that the �nvestment rate was too h�gh 
and that �ts reduct�on would requ�re a fall �n the rate of growth �s now less 
w�dely held. Weaken�ng, too, are some analysts’ expectat�ons of a hard land�ng 
for the ch�nese economy on the bas�s that �nput pr�ces—wages and costs 
of mater�als—are grow�ng much faster than output pr�ces �n most ch�nese 
�ndustr�es. Th�s had been expected by some to lead to narrow�ng profit marg�ns, 
decl�n�ng �nvestment and �ncreas�ng non-perform�ng assets �n the financ�al 
system. None of these events have occurred. strong product�v�ty growth helped 
ch�nese �ndustry to absorb the cost pressure and supported profit growth. 
Accord�ng to growth account�ng analys�s by Bosworth and coll�ns (2007), total 
factor product�v�ty growth contr�buted about 55 per cent of output growth �n 
the manufactur�ng sector �n ch�na �n 1995–2004. Total profits of the �ndustr�al 
sector have cont�nued to grow at about 30 per cent annually �n recent years. 
earn�ngs of l�sted ch�nese compan�es �ncreased by 46 per cent �n 2006. 

inflat�on rates for non-food pr�ces were generally well behaved. energy pr�ces 
have g�ven way to food pr�ces as the ma�n dr�ver of headl�ne �nflat�on. Between 
march and may, headl�ne consumer pr�ce �ndex (cPi) �ncreases rose above 3 
per cent, breach�ng an �nformal target set by the People’s Bank of ch�na. Food 
pr�ces, wh�ch account for about one-th�rd of the basket, �ncreased s�gn�ficantly, 
affected by bad weather across the country. 

in the first half of 2006, pork pr�ces jumped by close to 50 per cent year-
on-year, exacerbated by a number of p�g d�sease �nc�dents �n southern ch�na. 
Purchasers from southern ch�na, �nclud�ng hong kong, went as far away as 
northeast ch�na to buy pork, push�ng up nat�onal pr�ces. 

Wh�le food pr�ces could rema�n volat�le—espec�ally w�th recent floods �n 
parts of the country—the fact that non-food �nflat�on has been stable at about 
1 per cent (F�gure 2.5) suggests that headl�ne �nflat�on could stab�l�se at about 
3 per cent relat�vely soon. 



13

Mature Chinese growth leads the global Platinum Age

F�gure 2.4 Growth of retail sales and fixed asset investment in China, 
2005–2007 (per cent, year on year)
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Source: ceic data company and Nat�onal stat�st�cs Bureau of ch�na.

F�gure 2.5 Some components of CPI, 2001–2007 (per cent, year on year)
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recent sp�kes �n cPi �nflat�on have already �nv�ted the concern of monetary 
pol�cymakers. The People’s Bank of ch�na has related �ts general goal of hold�ng 
cPi �ncreases w�th�n 3 per cent spec�fically to the outcome for 2007. s�nce the 
beg�nn�ng of 2007, the central bank has ra�sed the reserve requ�rement three 
t�mes and h�ked depos�t and lend�ng rates three t�mes. on 18 may, the People’s 
Bank of ch�na announced three pol�cy measures at once: �t �ncreased the 
reserve requ�rement rat�o by half a percentage po�nt; �t ra�sed base depos�t 
rates by 27 bas�s po�nts and lend�ng rates by 18 bas�s po�nts; and �t w�dened 
the trad�ng band of the exchange rate to 0.5 per cent from 0.3 per cent.

These were modest adjustments. The current offic�al reserve requ�rement 
rat�o—11.5 per cent—rema�ns way below the real reserves that commerc�al 
banks depos�t w�th the central bank, wh�ch are close to 13 per cent of total 
commerc�al banks’ depos�ts. Wh�le depos�t and lend�ng rates �ncreased by 81 
and 72 bas�s po�nts respect�vely �n the first half of 2006, th�s was s�gn�ficantly 
less than the �ncrease �n the cPi. real �nterest rates, from th�s perspect�ve, 
decl�ned. c�t�group’s monetary cond�t�ons �ndex—wh�ch �s a we�ghted 
average of real �nterest rates, real effect�ve exchange rates and real cred�t 
growth—suggests that monetary cond�t�ons �n ch�na showed l�ttle t�ghten�ng 
(F�gure 2.6). 

F�gure 2.6 Monetary conditions index of China, 2001–2007 
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Pol�cymakers have not t�ghtened monetary pol�cy much because they th�nk 
that overall macroeconom�c cond�t�ons rema�n healthy. W�th GdP growth more 
than 10 per cent and cPi �nflat�on well below 5 per cent, some offic�als argue 
pr�vately that the ch�nese economy �s probably �n �ts best state for 5,000 years. 
They also recogn�se l�m�ts on the extent to wh�ch monetary t�ghten�ng can be 
effect�ve w�th a fixed exchange rate.

increas�ng �ncome �nequal�ty

Unequal �ncome d�str�but�on affects consumer spend�ng, espec�ally spend�ng of 
low-�ncome households. What focuses the m�nds of offic�als �s that �t can lead 
to soc�al and pol�t�cal tens�on. There has been a rap�d �ncrease �n �nc�dents of 
soc�al unrest. most of these problems have been caused by local �ssues, such 
as corrupt�on of local offic�als, land compensat�on for property development 
projects and unc�v�l�sed �mplementat�on of fam�ly plann�ng pol�c�es. Unrest 
would be harder to manage �f local concerns were jo�ned by tens�ons over 
system�c �ncreases �n �nequal�ty.

Asset pr�ce bubbles

W�th regard to asset pr�ce bubbles, a few years back the author�t�es were 
worr�ed about the hous�ng market. in shangha� and Be�j�ng, pr�ces of luxur�ous 
propert�es doubled every three to four years, and there was a strong �ncrease 
�n property pr�ces more generally. Th�s ra�sed two types of concerns among 
pol�cymakers: damage to hous�ng affordab�l�ty of ord�nary households and 
potent�al �mpl�cat�ons for qual�ty of financ�al assets �f the bubble were to 
burst. 

From 2004, the nat�onal government started to �ntroduce a number of 
measures to cool the property markets around the country, �nclud�ng a h�gher 
requ�rement of equ�ty for property development loans, t�ghter controls on 
land supply, h�gher �nterest rates for second mortgage loans and regulated 
proport�ons of small apartments �n new hous�ng developments. local 
governments �n most areas were �n�t�ally res�stant to the restr�ct�ve measures. 
some local author�t�es, however, later supplemented the nat�onal pol�c�es w�th 
spec�fic measures, such as bann�ng construct�on of v�llas, proh�b�t�ng sales 
off the plan and levy�ng cap�tal taxes. After �mplementat�on of these pol�c�es, 
property markets �n large c�t�es such as shangha� and Be�j�ng showed s�gns 
of stab�l�sat�on; however, hous�ng pr�ces �n many second-t�er c�t�es cont�nued 
to show double-d�g�t growth.

From early 2006, concerns about asset bubbles sh�fted to the stockmarkets. 
By the end of 2005, ch�na’s domest�c A-shares had exper�enced a mult�-year 
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bear market. The domest�c stockmarkets, however, exper�enced a s�gn�ficant 
turn around �n 2006. By early 2007, A-share pr�ces had r�sen by 180 per cent 
year-on-year (F�gure 2.7). some secur�ty market part�c�pants and regulators 
argue that the fundamentals support a long bull market �n ch�na. ch�na �n 
recent years has �mplemented a number of equ�ty-market reforms, �nclud�ng 
reform of non-tradable shares (98 per cent completed), the establ�shment of 
�ncent�ve structures for l�sted compan�es, the development of �nst�tut�onal 
�nvestors, the �ntroduct�on of the Qual�fied Fore�gn inst�tut�onal investor (QFii) 
plan and reform of the �n�t�al publ�c offer�ng (iPo) process. many government 
offic�als argue that today’s stockmarkets are already fundamentally d�fferent 
from those of a few years ago, just�fy�ng h�gher values.

corporate earn�ngs and l�qu�d�ty cond�t�ons also support a strong market. 
earn�ngs were strong even �n labour-�ntens�ve sectors such as cloth�ng (see 
F�gure 2.8). domest�c l�qu�d�ty rema�ns abundant. Bank depos�ts, for �nstance, 
are almost 200 per cent of GdP and more than double the stockmarket 
cap�tal�sat�on.

so why do so many government offic�als worry about the r�sk of stockmarket 
bubbles? ma�nly because of the �ncreas�ng role played by reta�l �nvestors, and 
the result�ng pol�t�cal sens�t�v�ty of any crash. The amount of reta�l �nvestment 
�s already double that of �nst�tut�onal funds. The number of �nvestment accounts 
was grow�ng by one m�ll�on every three days �n the second quarter of 2007. 

The market has cont�nuously �gnored pol�cy messages dur�ng the past 
years—share pr�ces kept r�s�ng after the var�ous t�ghten�ng announcements 
by the People’s Bank of ch�na. What eventually caused a short-l�ved correct�on 
was the �ncrease �n stamp duty on stock trad�ng from 0.1 per cent to 0.3 per cent 
�n the n�ght of 29 may. on 30 may, the A-share �ndex decl�ned by 6.5 per cent. 
Th�s caused w�despread market shudders, �nclud�ng �n indones�a, hong kong, 
ind�a, Ta�wan and Austral�a and on the major world exchanges. internat�onal 
markets qu�ckly stab�l�sed, as they refocused on the fundamental strengths of 
the ch�nese economy. The domest�c market rema�ned volat�le �n the follow�ng 
weeks, but then recovered �ts losses and stab�l�sed. 

Wh�le the stockmarket seems l�kely to l�ft further after a per�od of 
stab�l�sat�on, �t �s worth analys�ng, by way of r�sk analys�s, what would follow �f 
there were, say, a 30 per cent decl�ne �n A-share pr�ces. The first po�nt to note 
�s that the market has r�sen by more than 100 per cent dur�ng the 12 months to 
m�d 2007, so the hypothet�cal correct�on would leave pr�ces way above the levels 
of a few months earl�er. h�gh-level �nspect�on of the h�stor�cal data reveals no 
clear general relat�onsh�p between A-share pr�ces and GdP. dur�ng the past 
15 years, stockmarkets had roller-coaster var�ab�l�ty, wh�le GdP growth was 
strong and stable. Any effects of a major correct�on would be �n three ma�n 
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F�gure 2.7 Growth of property prices and Shanghai A-share prices, 
2005–2007 (per cent)
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Source: ceic data company and Nat�onal stat�st�cs Bureau of ch�na.

F�gure 2.8 Profit/asset ratios of selected industries in China, 2000–2006 
(per cent)
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areas—consumpt�on through the wealth effect, non-perform�ng loans �n the 
bank�ng sector and soc�al �nstab�l�ty.

in 2002, stocks accounted for only 10 per cent of households’ total financ�al 
assets. Th�s proport�on has �ncreased, but �t would st�ll be low. Total stockmarket 
cap�tal�sat�on st�ll accounts for only 20 per cent of ch�na’s financ�al assets. 
Apply�ng the h�stor�cal monthly share pr�ce and reta�l sales data between 1994 
and 2006, we est�mate the elast�c�ty of reta�l sales w�th regard to share pr�ces 
at 0.1. in other words, a 10 per cent decl�ne �n the A-share �ndex tended to be 
assoc�ated w�th a 1 per cent slow-down �n reta�l sales.

Th�s means that �f the A-share �ndex decl�ned by 30 per cent, reta�l sales 
growth could fall by 3 percentage po�nts below what �t would otherw�se have 
been. A hypothet�cal susta�ned fall by 30 per cent could br�ng down reta�l sales 
growth from a recent 15 per cent to about 12 per cent. Th�s would be not�ceable, 
but not devastat�ng. it m�ght translate �nto a s�ngle percentage po�nt slow-
down �n GdP growth, �n the absence of counterva�l�ng adjustments �n fiscal 
or monetary pol�cy.

G�ven that most �nvestors do not borrow from banks for stockmarket 
�nvestment and there are no marg�n accounts, the �mpact of a potent�al equ�ty-
market correct�on on loan qual�ty should be l�m�ted. in fact, a s�gn�ficant fall 
�n the stockmarket could result �n the w�thdrawal of funds from that market 
and flows �nto the property markets and bank depos�ts. A rebound of property 
pr�ces could result. Th�s would mod�fy the wealth effect on consumpt�on. 

The author�t�es would seek espec�ally to avo�d a major stockmarket fall 
�n the year of a new round of leadersh�p change, w�th the five-yearly Party 
congress late th�s year. many �nvestors would blame the government for a 
large correct�on—as they have done many t�mes dur�ng the past 10 years. 
The pol�t�cal react�on would be more s�gn�ficant th�s t�me, w�th the number of 
act�ve �nvestment accounts rap�dly approach�ng 30 m�ll�on. Th�s �s an �mportant 
constra�nt on any aggress�ve pol�cy act�ons to pr�ck the bubble.

Growing external imbalances and conflict with the United States

exports now account for 36 per cent of GdP (nat�onal accounts measure) and 
are st�ll grow�ng at a rate of more than 20 per cent. export growth has helped 
to absorb the �ncrease �n product�ve capac�ty each year. Th�s �s one reason why 
the Nat�onal development and reform comm�ss�on’s cons�stent warn�ngs �n 
the past 10 years about an over-�nvestment problem have not been reflected 
�n developments �n the real economy.

The expans�on of ch�na’s external account surpluses has accelerated s�nce 
�ts access�on to the World Trade organ�zat�on (WTo) �n late 2001 (F�gure 2.9). 
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ch�na’s �mports grew rap�dly, but �ts exports grew more rap�dly st�ll. ch�na’s 
trade surplus surged from Us$23.1 b�ll�on �n 2001 to Us$177.5 b�ll�on �n 2006, 
and �ts current account surplus jumped from 1.5 per cent of GdP to 9 per cent 
of GdP dur�ng the same per�od. The largest �ncreases �n the trade surplus 
occurred dur�ng 2005 (211 per cent) and 2006 (74 per cent). dur�ng the first five 
months of 2007, the surplus rose aga�n by 87 per cent from the same per�od �n 
the prev�ous year. Part of th�s �ncrease has come from slower growth �n ch�na’s 
defic�t w�th—or, �n the case of the Assoc�at�on of southeast As�an Nat�ons 
(AseAN), a real decl�ne �n—b�lateral trade defic�ts w�th these countr�es. Th�s 
reflects the sh�ft of more and more components supply �nto ch�na (F�gure 
2.9), dr�ven by �ncreas�ng ch�nese compet�t�veness w�th the world as a whole. 
increas�ng self-suffic�ency �n components strengthens ch�nese enterpr�ses’ 
pos�t�on to meet rules of or�g�n of b�lateral preferent�al trade agreements as 
they become more �mportant through the As�a Pac�fic reg�on.

The b�lateral trade �mbalances w�th the Un�ted states and the euro area 
have been content�ous. Unt�l 2006, ch�na’s b�lateral trade surpluses w�th the 
Un�ted states were often s�gn�ficantly greater than �ts overall surpluses. ch�na 
had trade defic�ts w�th other trad�ng partners cons�dered together. Athukorala 

F�gure 2.9 China’s trade surpluses, 2001–2006 (Us$ b�ll�on)
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(2005) has descr�bed how th�s has reflected the movement of final assembly of 
many manufactured goods �nto ch�na for supply to North Amer�ca and europe, 
by firms that drew components from a range of As�an econom�es accord�ng to 
comparat�ve advantage. Between 2001 and 2004, ch�na’s overall trade surpluses 
were relat�vely stable at about Us$30 b�ll�on a year, desp�te changes �n b�lateral 
�mbalances.

Th�s pattern, however, started to change �n 2005. ch�na’s trade defic�ts 
w�th Japan and AseAN econom�es have recently stagnated or fallen, wh�le �ts 
surpluses w�th the Un�ted states and europe have cont�nued to r�se rap�dly. in 
fact, the only major trad�ng partners that st�ll enjoy rap�dly grow�ng b�lateral 
trade surpluses are korea and Ta�wan. such developments reduce the benefit 
of ch�na’s rap�d growth to the rest of As�a, and are l�kely to make ch�na’s 
�mbalances more w�dely content�ous.

current account surpluses have also �ncreased rap�dly (F�gure 2.10). The 
sum of gross domest�c �nvestment and net exports—that �s, ch�na’s nat�onal 
sav�ngs rate—�s now more than half of GdP. Th�s �s h�gh by the standards of 
other east As�an econom�es through the�r per�ods of strongest growth.

large and �ncreas�ng external surpluses pose two types of r�sks for ch�na. 
F�rst, there �s �nternat�onal res�stance to absorpt�on of �ncreas�ng values of 

F�gure 2.10 China’s current account and trade balances, 1989–2008 (per 
cent of GdP, Us$ b�ll�on)
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ch�nese exports, espec�ally when external payments are �n large surplus. 
second, escalat�ng external surpluses threaten monetary stab�l�ty.

ch�nese growth has become more suscept�ble to fluctuat�ons �n the global 
economy. exports already account for 36 per cent of GdP, of wh�ch about 22 per 
cent goes to the Un�ted states. Th�s �mpl�es that exports to the Un�ted states are 
equ�valent to 8 per cent of GdP. Analyses apply�ng the oxford macroeconom�c 
forecast�ng model suggest that a decl�ne of the Us economy by 1 per cent 
slows ch�nese growth by 1.3 percentage po�nts. ch�na could ma�nta�n 10 per 
cent growth �f external demand softens temporar�ly through domest�c demand 
expans�on, espec�ally through fiscal pol�cy. Any ser�ous slow-down �n external 
demand would, however, challenge the momentum of ch�nese growth. No such 
general slow-down �s currently w�th�n s�ght.

internat�onal pol�t�cs also set �mportant constra�nts for ch�na’s export-
led growth. ch�na already accounts for 8 per cent of world exports. Growth 
�n ch�nese exports above 20 per cent year after year requ�res s�gn�ficant 
structural adjustment �n the rest of the world. Wh�le expans�on of ch�nese 
exports �s a result of market forces and benefits consumers world-w�de, the 
adjustment costs caused by th�s expans�on generate pol�t�cal tens�ons �n some 
other countr�es. Th�s �s most obv�ous �n the Un�ted states and europe, where 
b�lateral trade defic�ts w�th ch�na have been largest. Already, the Un�ted states 
has �mposed counterva�l�ng dut�es on �mports of ch�nese coated paper and 
lodged three compla�nts w�th the WTo about �ntellectual property r�ghts and 
�ncome tax subs�d�es. if ch�na does not respond qu�ckly, new waves of trade 
protect�on�sm could swell �n and beyond the Un�ted states.

Pol�cymakers �n both countr�es recogn�se the �mportance of ma�nta�n�ng 
smooth trade and econom�c relat�ons. The sem�-annual ch�na–Us strateg�c 
econom�c d�alogue �s fundamentally �mportant to mature pol�t�cal and 
econom�c relat�ons between two of the world’s largest econom�es. W�th l�ttle 
demonstrable change �n the exchange rate or the overall trade surplus, however, 
calls for more substant�al pol�cy changes are r�s�ng w�th�n the Us congress. The 
internat�onal monetary Fund’s mult�lateral consultat�on on Global imbalances 
has not generated �mmed�ate econom�c effects.

The r�sks of trade protect�on�sm �n the Un�ted states have �ncreased 
s�gn�ficantly s�nce November 2006, when the democrats won control of congress. 
recently, two new b�lls were put forward �n congress: one by senators dodd and 
shelby and another by senators Baucus, Grassley, schumer and Graham. Both 
a�m to l�m�t the scope for execut�ve d�scret�on �n judg�ng exchange rates and 
to prescr�be expl�c�t sanct�ons �f man�pulat�on or fundamental m�sal�gnment �s 
found. The upcom�ng pres�dent�al elect�on could push the pol�cy debate further 
�n that d�rect�on, espec�ally �n relat�on to ch�na.



22

China—Linking Markets for Growth

As a matter of domest�c pol�cy, large current account surpluses and cap�tal 
�nflows on the back of a r�g�d exchange rate reg�me also hurt domest�c monetary 
pol�cy autonomy. mass�ve fore�gn reserves and excess domest�c l�qu�d�ty are 
two obv�ous outcomes (F�gure 2.11). The central bank �s forced to buy as 
much fore�gn exchange as the market offers at the controlled rate, �n order to 
ma�nta�n exchange rate stab�l�ty. Th�s �njects local currency l�qu�d�ty �nto the 
domest�c system. in order to reduce the �nflat�onary consequences, the central 
bank engages �n ster�l�sat�on. For the past years, however, the People’s Bank 
of ch�na has found ster�l�sat�on �ncreas�ngly d�fficult. domest�c commerc�al 
banks have become �ncreas�ngly reluctant to purchase central bank paper 
g�ven the very low returns on these assets. The scale of the outstand�ng 
central bank paper makes rollover pressure heavy. in response, dur�ng the 
past year, the central bank has focused more on reserve requ�rements as a 
way to t�ghten l�qu�d�ty.

in march 2007, the Nat�onal People’s congress approved the establ�shment 
of a new Nat�onal Fore�gn exchange investment corporat�on, wh�ch �s mandated 
�n�t�ally to manage about Us$200 b�ll�on of the fore�gn reserves. The m�n�stry 
of F�nance w�ll �ssue spec�al T-bonds to commerc�al banks and exchange the 
revenue for fore�gn reserves from the central bank. meanwh�le, by �ssu�ng 
longer-term bonds to the financ�al sector, the m�n�stry of F�nance w�ll share 
respons�b�l�ty for ster�l�sat�on. G�ven that Us$200 b�ll�on w�ll be about 10 per 
cent of ch�nese GdP and one th�rd of the ex�st�ng stock of treasury bonds, th�s 

F�gure 2.11 China’s monthly increase in foreign reserves and sum of FDI 
and trade surplus, 2005–2007 (Us$ b�ll�on)
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�s l�kely to �ncrease y�elds s�gn�ficantly. indeed, domest�c bond y�elds jumped 
by between 25 and 50 bas�s po�nts �n late June 2007.

The ch�nese government has �dent�fied conta�n�ng the trade surplus as a 
top pol�cy pr�or�ty �n 2007. it has recently taken a number of pol�cy dec�s�ons 
that could have some modest effect on the growth �n exports and the trade 
surplus.

F�rst, �t announced the un�ficat�on of the corporate �ncome tax, effect�ve 
January 2008. Prev�ously, corporate �ncome tax rates were 15 per cent for 
fore�gn-�nvested firms and 33 per cent for domest�c enterpr�ses. As fore�gn-
funded compan�es contr�bute 60 per cent of ch�nese exports, th�s preferent�al 
tax treatment has been seen as effect�vely boost�ng the export sector. in march 
of th�s year, the Nat�onal People’s congress approved un�ficat�on of corporate 
�ncome tax rates to 25 per cent for all types of enterpr�ses. Th�s measure was 
also requ�red by ch�na’s WTo entry comm�tment to treat nat�onal and fore�gn 
enterpr�ses �n s�m�lar ways, but �t could have some dampen�ng effect on export 
growth.

second, the government has cut export tax rebates. The m�n�stry of F�nance 
adjusted value-added tax (VAT) rebates on export goods �n the steel �ndustry on 
10 Apr�l. of 159 tax categor�es for steel products, 83 w�ll enjoy no VAT rebates 
and 76 w�ll have rebates cut from 8 per cent to 5 per cent. s�nce Apr�l 2005, 
ch�na has null�fied a 13 per cent export tax rebate on steel b�llets. on 20 June, 
the m�n�stry of F�nance announced another package of mass�ve reduct�on of 
export tax rebates, espec�ally for resource-based products and goods w�th low 
marg�ns but assoc�ated w�th h�gh trade fr�ct�on.

Th�rd, the government has �mposed new export taxes. on 21 may, the 
m�n�stry of F�nance dec�ded to �mpose export tar�ffs on 142 goods, effect�ve  
1 June. Approx�mately 80 steel products (�nclud�ng steel w�re, rods and plates) 
w�ll face 5–10 per cent export tar�ffs.

Fourth, �t has w�dened the da�ly trad�ng band of the exchange rate. The 
People’s Bank of ch�na dec�ded to w�den the da�ly trad�ng band for the yuan–Us 
dollar rate to 0.5 per cent from 0.3 per cent, effect�ve 21 may. Th�s m�ght not 
affect near-term currency apprec�at�on, but �t has been �nterpreted by some as 
ra�s�ng the potent�al for future revaluat�on.

F�fth, the government has �ntroduced and �ncreased a number of taxes and 
controls to �mprove energy effic�ency and promote env�ronmentally fr�endly 
technology, wh�ch are l�kely to have a dampen�ng effect on the export of some 
manufactured goods. 

At the centre of the �nternat�onal pol�cy d�alogue �s the renm�nb� exchange 
rate pol�cy. on 21 July 2005, ch�na abandoned �ts de facto peg of the renm�nb� 
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to the Us dollar and �ntroduced a ‘managed float’ system w�th reference to a 
basket of currenc�es. s�nce then, the renm�nb� has r�sen by 7.6 per cent aga�nst 
the dollar, but by only 4.3 per cent �n real effect�ve exchange terms (reer) (see 
F�gure 2.12). Th�s apprec�at�on has been small compared w�th the demands of 
prom�nent Us analysts. What matters econom�cally �s ch�na’s �nternat�onal 
compet�t�veness, tak�ng account of ch�nese—relat�ve to �nternat�onal—cost and 
product�v�ty �ncreases, as well as the nom�nal exchange rate. The apprec�at�on 
�n th�s w�der context has been too small so far to reduce s�gn�ficantly ch�nese 
export or �ncrease �mport growth. 

rat�onal econom�c analyses suggest that even a large apprec�at�on of the 
renm�nb� would do l�ttle to �ncrease manufactur�ng employment �n the Un�ted 
states or to solve Amer�ca’s current defic�t problem. Nevertheless, the real�ty �s 
that ch�na’s current expans�on of external account surpluses cannot cont�nue 
for long. Wh�le currency apprec�at�on alone would not remove current tens�ons 
between ch�na and �ts major trad�ng partners, exchange rate pol�cy needs to 
be a part of any effect�ve adjustment package.

Recent evidence about the turning point in the labour market

last year’s book �n th�s ser�es, The Turning Point in China’s Economic 
Development, tr�ggered cons�derable d�scuss�on �n ch�na about whether ch�na 
was �ndeed approach�ng the po�nt �n econom�c development at wh�ch labour 
supply to modern sector act�v�t�es becomes scarce and �ncreas�ngly expens�ve, 
forc�ng structural changes of many k�nds (Garnaut and song 2006; Garnaut 
and huang 2006). Among other th�ngs, �t was followed by substant�al research 
efforts on th�s subject for the ch�nese Academy of soc�al sc�ences and the 
development research centre of the state counc�l (see chapter 1, th�s volume, 
for reference to these stud�es).

The labour market data at a nat�onal level reveal that wages and related costs 
have been r�s�ng strongly (F�gure 2.13). reg�onal (Table 2.1) and sectoral (Table 
2.2) wage data �nd�cate accelerat�on �n wage �ncreases �n recent t�mes. 

The l�ft �n real wage growth �n 2006 co�nc�ded w�th a r�se �n the rates of 
domest�c �nflat�on and nom�nal apprec�at�on aga�nst the Us dollar. it therefore 
understates the labour cost adjustment relat�ve to other countr�es. The rate 
of wage �ncrease rema�ns well beh�nd the prod�g�ous �ncrease �n labour 
product�v�ty, a fact that goes a long way towards expla�n�ng the absence of 
general �nflat�onary pressures, and the strength of the cont�nu�ng momentum 
�n the growth of exports and the trade and payments surpluses. r�s�ng labour 
costs w�ll have been plac�ng pressure on the profitab�l�ty of labour-�ntens�ve 
act�v�t�es us�ng standard technolog�es. These parts of the economy—hav�ng 



25

Mature Chinese growth leads the global Platinum Age

F�gure 2.12 Renminbi exchange rates: bilateral rates and real effective 
exchange rate, 2005–2007

Source: c�t�group est�mates.

F�gure 2.13 Increases in national real wages and labour productivity, 
1999–2006 (per cent)
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played useful roles �n past growth—are be�ng forced to change �nto new types 
of spec�al�sat�on or to shr�nk rap�dly.  

one �nterest�ng feature of the reg�onal data �s the marked accelerat�on of 
wage �ncreases �n a number of poorer prov�nces: hube� �n the central reg�on 
and N�ngx�a �n the west. There was a decelerat�on �n the h�gh-�ncome coastal 
prov�nces of Zhej�ang and Guangdong wh�ch have long been the locus of the 
strongest �nternat�onally or�ented growth. The opportun�ty cost of labour from 
backward �nland areas has been r�s�ng rap�dly.

Unsurpr�s�ngly, wages have been r�s�ng more rap�dly �n m�n�ng than �n other 
sectors. ch�nese m�n�ng has been part�c�pat�ng �n the global resources boom 
and m�n�ng-related sk�lls are �n h�gh demand. The rate of wage �ncreases has 
been h�gh �n all sectors, �nclud�ng wholesale and reta�l trade, w�th the�r �ntens�ve 
ut�l�sat�on of less-sk�lled labour. The rate of �ncrease �n wages �n agr�culture 
rema�ns below that �n other �ndustr�es.

China and global environmental problems

local env�ronmental problems have been accumulat�ng through the years of 
market reforms and rap�d growth. Government comm�tment to act�on has been 
strengthen�ng �n response to them, although real pol�cy measures so far have 

Table 2.1 Wages by province, 1999–2006 (yuan constant 1999 pr�ces and 
per cent per annum �ncrease)

 Be�j�ng l�aon�ng    shangha� Zhej�ang hube� Guangdong s�chuan N�ngx�a

1999 14,572 7,780 16,588 11,074 6,766 12,108 7,134 7,226
2000 16,994 8,738 18,298 12,931 7,304 13,701 8,267 8,541
2001 20,011 10,233 21,098 16,279 8,524 15,828 9,936 10,250
2002 23,666 11,662 23,363 19,008 9,522 18,167 11,152 11,515
2003 25,626 13,226 25,614 22,065 10,696 20,618 12,580 13,741
2004 29,400 15,128 27,756 25,987 11,818 23,179 14,003 14,265
2005 33,764 17,231 31,875 28,723 13,766 25,183 15,968 16,924
2006e 39,597 19,496 37,649 30,563 15,948 26,831 17,888 20,187

Growth 
1999–2006 15.4 14.0 12.4 15.6 13.0 12.0 14.0 15.8 
2005–2006 17.3 13.2 18.1 6.4 15.9 6.5 12.0 19.3

Note: Be�j�ng, shangha�, Guangdong and Zhej�ang are from the dynam�c coastal reg�on; 
l�aon�ng from the old �ndustr�al Northeast; hube� from central ch�na; and s�chuan and 
N�ngx�a from the southwest and West respect�vely. 
Source: ceic data company.
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been small �n the�r effects. Awareness of the external env�ronmental costs of 
establ�shed growth patterns has been he�ghtened �n the past year by grow�ng 
apprec�at�on that ch�na �s at once a v�ct�m and an �ncreas�ngly �mportant cause 
of human-�nduced global warm�ng.

The env�ronmental costs of establ�shed growth patterns were recogn�sed 
first as dark sk�es and a�r that was unpleasant to breathe, and �n the obv�ous 
health problems assoc�ated w�th these cond�t�ons; as po�soned water �n r�vers 
and lakes that humans had used for centur�es; and as so�ls that requ�red 
�ncreas�ng appl�cat�ons of chem�cal fert�l�sers to ma�nta�n y�elds. in recent 

Table 2.2 Average annual wage rates for agriculture, manufacturing, 
construction and finance, 1978–2005 (yuan, constant 1999 
pr�ces and per cent per annum �ncrease)

 Agr�culture m�n�ng manufacture construct�on Wholesale F�nance
      and reta�l
1985 878 1,324 1,112 1,362 1,007 1,154
1986 1,048 1,569 1,275 1,536 1,148 1,353
1987 1,143 1,663 1,418 1,684 1,270 1,458
1988 1,280 1,964 1,710 1,959 1,556 1,739
1989 1,389 2,378 1,900 2,166 1,660 1,867
1990 1,541 2,718 2,073 2,384 1,818 2,097
1991 1,652 2,942 2,289 2,649 1,981 2,255
1992 1,828 3,209 2,635 3,066 2,204 2,829
1993 2,042 3,711 3,348 3,779 2,679 3,740
1994 2,819 4,679 4,283 4,894 3,537 6,712
1995 3,522 5,757 5,169 5,785 4,248 7,376
1996 4,050 6,482 5,642 6,249 4,661 8,406
1997 4,311 6,833 5,933 6,655 4,845 9,734
1998 4,528 7,242 7,064 7,456 5,865 10,633
1999 4,832 7,521 7,794 7,982 6,417 12,046
2000 5,184 8,340 8,750 8,735 7,190 13,478
2001 5,741 9,586 9,774 9,484 8,192 16,277
2002 6,398 11,017 11,001 10,279 9,398 19,135
2003 6,969 13,682 12,496 11,478 10,939 22,457
2004 7,611 16,874 14,033 12,770 12,923 26,982
2005 8,309 20,626 15,757 14,338 15,241 32,228

Average growth (per cent)     
2000–2005 9.9 19.9 12.5 10.4 16.2 19.1 
2004–2005 9.2 22.2 12.3 12.3 17.9 19.4

Source: ceic data company.
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years, attent�on has been drawn more dramat�cally to the l�nks between health 
and exposure to the atmosphere of ch�na’s most v�brant c�t�es; ch�nese med�a 
attracted the attent�on of c�t�zens w�th reports that the l�fe expectancy of 
traffic pol�ce �n major c�t�es—exposed constantly to extremes of atmospher�c 
pollut�on—was 49 years, compared w�th a nat�onal average of 73 years. 

An �ncomplete est�mate by the Nat�onal Bureau of stat�st�cs and the Nat�onal 
env�ronmental Protect�on Agency put env�ronmental costs not measured �n the 
nat�onal accounts at 3.5 per cent of GdP �n 2004. 

For some t�me, commentators have drawn comfort from the ‘env�ronmental 
kuznets curve’: the observed tendency for countr�es to make env�ronmental 
amen�ty a major object�ve when average �ncomes exceed a threshold level—
above those �n ch�na today. Publ�c concern and offic�al pol�cy act�on have 
begun �n ch�na at an �ncome level below that suggested by the exper�ence of 
other countr�es.

There are �mportant reasons why ch�na needs to take dec�s�ve act�on now, �n 
advance of �ts env�ronmental kuznets pos�t�on. The concentrat�on of econom�c 
act�v�ty on an �mmense scale �n small areas �n coastal ch�na creates r�sks 
beyond those seen �n other countr�es at comparable stages of development. 
And the scale and t�m�ng of ch�na’s extraord�nary growth �s co�nc�d�ng w�th the 
crystall�sat�on of the long-heralded problem of global warm�ng. 

The �nteract�on of local env�ronmental pressures w�th global warm�ng has 
the potent�al to be severely d�srupt�ve. ch�nese sc�ent�sts are draw�ng attent�on 
to the l�kel�hood that th�s �nteract�on �s beh�nd the severe water problems �n 
northern ch�na and the floods �n the south. one response to water shortages �n 
the north has been the launch�ng of three mass�ve projects to transport water 
by p�pel�ne from the south. sc�ent�sts are, however, not�ng the vulnerab�l�ty of 
the sources of these southern r�vers to global warm�ng, as ev�dence mounts 
of shr�nk�ng �ce coverage and chang�ng patterns of melt�ng on the T�betan 
Plateau—source of the Yangtse, Yellow and other r�vers.

These were all matters of �ncreas�ngly common d�scuss�on when news 
came through �n June 2007 that ch�na had overtaken the Un�ted states as the 
world’s largest source of greenhouse gas em�ss�ons (see song and sheng, 
chapter 12).

ch�na’s prosper�ty �s at the core of the emerg�ng Plat�num Age of global 
econom�c growth. But the econom�c growth that makes up the Plat�num 
Age—first of all but not only �n ch�na—�f left unmod�fied by major act�on 
to change rad�cally the relat�onsh�p between econom�c growth and the 
em�ss�on of greenhouse gases, could be so d�srupt�ve to econom�c and 
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pol�t�cal arrangements everywhere that �t gradually �ntroduces problems for 
�nternat�onal development that severely damage growth opportun�t�es �n ch�na 
and elsewhere.

ch�nese offic�als and pr�vate c�t�zens have now entered the search for a means 
of reconc�l�ng cont�nued strong growth w�th avo�dance of macroeconom�c 
d�srupt�on on a mass�ve scale. A sat�sfactory outcome w�ll requ�re effect�ve 
cooperat�on across nat�onal borders, wh�ch has so far eluded the �nternat�onal 
commun�ty �n other spheres. 
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