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China: Managing the Growing Pains

Once seen largely as a base for low-cost foreign manufacturing, China is quickly emerging
as a centre of excellence for value-added product creation and as an investor in its own
right. This strategic shift is compelling nations and companies alike to consider the
competitive implications of China’s rise. Today, China is not only vying with other nations
for the resources needed to fuel its economy’s 9% annual growth, but its companies are
reaching abroad to compete for new markets.

At the closing plenary with the
Co-Chairs of the China
Business Summit 2005, the
growing shortage of skilled
personnel was identified by
participants as the top growth
challenge for China. The talent
issue was followed closely with
concern related to increasing
energy efficiency and reducing
pollution across industries. In
addition, participants also
stressed the importance of
creating a viable social safety net and of eliminating
institutional uncertainties related to financial reform and
corporate governance. Each issue was considered to be
perennial and worthy of discussion at next year’s meeting.

Over 600 business and political leaders gathered in Beijing at the World Economic
Forum’s China Business Summit 2005 to explore the key issues affecting the country,
including the obstacles Chinese companies face in the global economy, the demand for
greater training and education, the need to develop China’s capital markets, its growing
demand for raw materials, the environmental impact of rapid growth and the need to
spread China’s wealth to its 800 million rural poor. Among the insights that emerged:

Business, finance and economics
• The 2% revaluation of the yuan is a likely prelude to further incremental appreciation

over the next year or two. China’s central bank will likely allow gradual but greater
currency flexibility. Full convertibility, however, remains a long-term goal.

• China’s companies still rely on banks for 95% of their funding, raising less than 2% from
bonds. Capital markets can only grow by adopting greater standards of transparency
and disclosure. China’s two stock exchanges should emulate Hong Kong’s exchange
and reduce bureaucratic delays and encourage more foreign trading.

• Until China’s capital markets develop, businesses will have to find new ways to realize
value. Initial public offerings are not the only way, as the recent Yahoo-Alibaba deal
demonstrates.

China Business Summit 2005
Beijing, China

Klaus Schwab, Executive Chairman, World
Economic Forum, and Zhu Zhixin, Vice-
Chairman, National Development and Reform
Commission, People's Republic of China
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China and the world
• Companies that set up operations overseas or buy stakes in foreign companies should

make a regular practice of rotating domestic employees into their international operations.
Not only will this help internationalize their corporate culture, but it will reward loyal
employees and help reduce job-hopping. A far-sighted corporate social responsibility
programme can also help retain employees by raising the company’s profile in the
community and among global stakeholders.

• Chinese companies can enhance their skills before going abroad by consolidating at home.
Another way to accelerate their internationalization is to sell a stake to foreign investors,
requiring that they adopt more rigorous standards of disclosure and governance.

• Consumers abroad view most Chinese products as low quality. Chinese companies
intending to enter overseas markets successfully should first consider improving production
quality. As quality improves, Chinese companies can better “internationalize” their products,
perhaps by establishing international research and development units.

• China’s automakers are designing export-quality cars as costs for raw materials rise and
higher fuel prices slow sales from the blistering 80% growth of 2003. With customers
becoming choosier, automakers that do not invest in new technology will be forced to
consolidate.

• Evidenced by the global surge in energy prices, China is a key factor in the global growth of
demand for commodities. China and the international community will need to coordinate to
find solutions to the world’s energy problems.

Society and development
• China’s healthcare system – rural and urban – requires urgent attention. Emergency

healthcare, immunization programmes and preventive medicine are all inadequate.
Healthcare remains both poor and expensive.

• Companies should join with the government in raising public awareness of China’s
mounting environmental problems. They should also help implement the government’s
plans to develop cleaner forms of energy.

• With the proportion of people aged 60 or over slated to rise to 15% by 2015, companies
will be forced to accommodate workers caring for elderly parents or grandparents and
create part-time positions for older employees. Additionally, the government and
businesses need to face issues connected with the growing ratio of males to females,
currently 120:100.

• Returns from low-yield, low-risk bonds are insufficient to fund China’s looming retirement
costs. Pension fund managers need to invest more in higher-yielding securities. This means
investing globally and finding better financial and investment talent.
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Understanding China’s economic and diplomatic power

Big picture
• China’s rapid economic growth has led to a world in which the US and Asia combine to create the world’s

greatest trade flow, followed by Asia–Europe, with US–Europe now relegated to third place.

• Due to China’s economic diplomacy – combining strategic relationship-building, trade and investment
promotion – Beijing has deepened ties with other emerging economies, including Latin America and Africa.
China’s influence has increased at a time when the image of the US has suffered.

• China serves as a diplomatic linchpin of the Six-Party Talks on the nuclear
security of the Korean peninsula. The country has also cooperated with the
international community on a range of global issues including terrorism,
public health and the environment.

Context
China’s growth is obliging other countries, particularly those in Asia, to
adjust their foreign policies and development strategies. Perceptions
have changed, notably in South-East Asia. Fears that Chinese
manufacturing prowess would overwhelm smaller economies have
subsided. There is wider acceptance that China offers trade and
investment opportunities for resource-rich countries and those able to
produce goods and services more efficiently.

While China has bolstered ties with developing regions, relations with Japan and the
US have been volatile, as demonstrated by anti-Japanese riots in China and the political
opposition to Chinese strategic investments in the US. As friction over textile quotas indicates, trade will remain
a contentious issue between China and the US and Europe.

Strategic insights
• China’s diplomacy is aimed at assuring partners that its rise is more opportunity than threat. 

• The relationship with the US will become especially difficult as Chinese enterprises go global and China’s
economic and geopolitical influence increases. Intellectual property protection, the ownership of strategic
assets and the perceived fairness of trade practices by both sides will remain hot-button issues.

• China’s military modernization should for now be regarded as commensurate with its growing geopolitical
importance and overall development. 

• China is emerging as a formidable global economic competitor. Over the long term, other countries must take
steps to compete. This demands upgrading productivity, finding new niches and improving the quality of
products and services.

“China’s development is not
a threat but an opportunity for the

Asian community and the rest of the
world.”

Lv Guozeng, Assistant Minister of
Foreign Affairs of the People’s

Republic of China
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Managing China’s economy to achieve continued growth

Big picture
• China continues to enjoy annual economic growth of 9%.

Development, however, has been uneven, with central and
western areas of the country lagging behind richer coastal
regions. Continued regional imbalances are leading to social
inequality. 

• Inland regions still lack adequate power, clean water,
transportation links or other vital infrastructure. 

• Foreign direct investment in China fell 3.2% in the first half
of 2005 for the first time in three years, suggesting that
China’s attractiveness to investors has decreased.

• Profits among Chinese companies are falling as costs rise
and competition grows. According to a recent CLSA Asia-
Pacific Markets report, only 6.6% of Hong Kong-listed Chinese
companies reported year-on-year profit growth.

Context
In July 2005, China allowed the yuan to float within a daily trading band against a basket of
currencies. The central bank also allowed the yuan to appreciate by 2% against the dollar. The
move was widely regarded as aimed at defusing disputes between Washington and Beijing
over trade. Limited revaluation, however, will have little if any effect on China’s US$ 160 billion
surplus with the US. 

Greater currency flexibility should be viewed in the context of China’s need to implement
policy adjustments to ensure sustainable growth. Factors that have contributed to China’s
strong economic performance may not last. The costs of doing business are also rising. China
needs to deepen economic reforms if it is to stimulate domestic demand, maintain an average
of 9% growth and complete the next stage of development.

Reducing regional disparities is essential to preserve social order and improve the quality of
life. There are other gaps to bridge and bottlenecks to avert. Worries about energy led the
government to adopt an energy conservation plan. The lack of infrastructure in inland regions
has prompted the government to increase spending on rural construction projects. Such
efforts may be paying off. Ten western provinces and regions registered more than 12%
growth in the first half of 2005.

China will need to continue addressing its deficiencies in the corporate and banking sectors.
As China implements changes required of WTO members, enterprises will need to become
globally competitive. For many companies, this means going overseas to access new
markets, skills and technology. Financial institutions will have to become more competitive if
they are to hold their own against foreign rivals and fund corporate expansion and
infrastructure development.

Li Lihui, Vice-Chairman and
President, Bank of China,
People’s Republic of China
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Strategic insights
• The 2% revaluation of the yuan is a likely prelude to further incremental appreciation over

the next year or two. China’s central bank will likely allow gradual but greater currency
flexibility. Monetary authorities are likely to study the impact of the new currency regime and
maintain their conservative approach. Full convertibility, however, remains a long-term goal.

• Banks and companies need to adapt to unfolding exchange rate reforms.
Enterprises will have to compete against more affordable imports.
Exporters cannot compete on price alone but must instead become
globally competitive by improving productivity, governance and
innovation, as well as by producing value-added, innovative goods
and brands. This is especially true for companies that need to raise
funds in the capital markets. Future government reforms should
encourage financial institutions to develop foreign exchange
markets and offer products that allow companies to hedge
currency risk.

• China will need to further enhance its infrastructure to include more
projects with greater cost benefits, particularly for the rural poor. Efforts
are needed to provide basic necessities such as clean water to attract
planning and construction personnel to live in rural areas and turn some of
the areas into cities.

• Methods of public finance for infrastructure need to be diversified and decentralized without
creating overcapacity or undue competition between towns. All borrowing must still be
approved by the central bank, limiting the ability of provincial and municipal governments
and institutions to raise funds. Loans should be properly vetted.

• China will need to deal with persistent problems sooner than later. These include a shortage
of energy and natural resources, rising prices, unemployment and inflated property values.
While officials deny that a speculative bubble exists, reforms under way to remedy
structural problems in the real estate industry and financial sector, such as the
implementation of a modern credit system, are crucial.

“For Chinese banks
and the investors coming in

it’s a win-win situation. We learn
advanced management and they

have access to our market.”

Yang Kaisheng, Vice-Chairman,
Industrial and Commercial
Bank of China, People's

Republic of China
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Building the Chinese multinational

Big picture
• As increasing investment and trade open China to the global economy, more Chinese

companies are answering the government’s call to expand overseas, whether to secure raw
materials and technology or to boost revenues.

• While it counted only three Chinese multinationals among its Global 500 list in 1993,
Fortune magazine listed 16 such companies in this year’s rankings.

• Chinese companies venture abroad primarily to offset the impact of increasing competition
at home. According to a recent study by Deutsche Bank, 11% of Chinese companies are
losing money, compared with just 6% a year ago.

• Companies face many obstacles overseas, including xenophobia and protectionism. But
the biggest barriers relate to their own lack of expertise outside China, a situation
exacerbated by a growing shortage of skilled Chinese managers with international business
experience.

Context
There are now some well known examples of Chinese
companies seeking to expand overseas and of the
difficulties they face in doing so, including CNOOC’s
abortive bid to buy Unocal and automaker Geely’s plans
to expand exports to North America and Europe. 

“Going out,” as it is known in China, is part of an official
government policy and Chinese authorities are still
exploring ways to support the internationalization of the
country’s industries. Expanding overseas can help
increase China’s access to critical natural resources,
while reducing its dependence on foreign importers. For Chinese companies, “going
out” gives them the chance to diversify revenues as the influx of foreign competitors
into China makes it harder to make money at home. Going out also gives Chinese
companies access to vital international capital, technology and know-how in production,
management and marketing.

As many more Chinese companies begin to market their products overseas and create an
international brand, more of them are focusing on acquiring foreign assets and companies. In
addition to prestige, acquiring a foreign company provides an immediate boost to market
share, with an established distribution channel, manufacturing facilities and technology. 

Zhou Zhongshu, President,
China Minmetals Corporation,
People's Republic of China
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