
 

1001317-00173-00           Available for Participant Use 
 

1 

May 24, 2021 

 
 

CHINA’S ECONOMY AT A CROSSROADS 
 

by Robert F. DeLucia, CFA 

Consulting Economist 

 
 

Summary and Major Conclusions: 

 
▪ The central theme of this report is that China’s economy should grow rapidly over the next year 

but will face several daunting structural headwinds beginning in 2022 and beyond. 

Government leaders are aware of these challenges and have already begun to adopt policies to 

deal more effectively with long-term problems. 

 

▪ An analysis of the Chinese economy reveals a combination of important underlying strengths 

and structural weaknesses. The ultimate question is the extent to which government leaders 

will be successful in using the country’s strengths to overcome its weaknesses. 

 

▪ Government officials have already begun to implement measures to unwind the stimulus from 

last year in an orderly manner. The authorities are determined to avert an overheating economy 

and instead to orchestrate a soft economic landing. 

 

▪ There are several reasons that explain the urgency and speed of policymakers in unwinding 

their stimulus programs that were initiated more than a year ago. China’s economy is notorious 

for periodic boom/bust cycles and the tendency of its economy to foster bubbles. 

 

▪ The level of debt in China is worrisome, implying a desperate need for policies that limit bank 

lending and credit creation. The byproduct of China’s long-term mission to deleverage its 

economy — if successful — will be slower, but more stable and higher-quality, economic 

growth. 

 

▪ The expansion in debt has been meteoric over the past 15 years. Total domestic debt has 

increased at a 16% annual rate over the past five and ten years. This compares with US 

nonfinancial debt growth of only 5%. The current absolute level is the highest in the world. 

 

▪ It is crucial for investors to understand that economic policy in China is a constant balancing 

act — involving an ongoing trade-off between maximizing short-term economic momentum and 

adopting structural economic reforms necessary for sustainable long-term growth and economic 

stability.  

 

▪ Despite explosive growth in credit creation, inflation has been under good control. Core 

consumer inflation has remained consistently under 2% over the past three years and has 

averaged only 1.5% since 2015. 

 

▪ The explanation for this paradox is straightforward: Rapid growth in labor productivity has 

effectively offset rapid wage growth, resulting in unit labor cost growth of less than 2%.  

 

▪ Policymakers have traditionally emphasized supply versus demand initiatives in managing the 

Chinese economy. Low inflation is a result of faster growth in supply (production capacity) 

relative to growth in domestic demand. 

 

 

 

 

 

It is imperative that 

investors understand 

China's new growth model 

adopted nearly ten years 

ago. The traditional growth 

model was based upon 

exports of cheap 

manufactured goods and a 

perpetual trade surplus, 

which resulted in a massive 

savings rate. An abundance 

of savings fueled capital 

formation, which supported 

extraordinary economic 

growth. A confluence of 

factors has undermined 

this model, resulting in a 

shift in emphasis to 

domestic demand. The 

shift away from exports and 

industrialization implies a 

less dynamic economy with 

a much-reduced potential 

for economic growth.  
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▪ Many of the current imbalances in the Chinese economy are the result of gross misallocation of 

capital. Over many decades, policymakers have prioritized capital formation over domestic 

consumption, resulting in massive overcapacity in many basic industries. 

 

▪ China is also faced with a bleak demographic outlook because of a rapidly shrinking population. 

Its working-age population — people between the ages of 15 and 64 — is projected to decline 

by more than 10% between now and 2035. 

 

▪ The frenetic pace of companies making direct investments into China has slowed markedly in 

recent years. Direct capital flows into China have increased at only a 2% annual rate over the 

past decade, down from more than 10% per year from 2002 to 2012. 

 

▪ The Chinese government has adopted a new growth model more appropriate with economic 

reality. China’s traditional growth model was based upon exports of cheap manufactured goods 

and a perpetual trade surplus, resulting in a massive savings rate. Abundance savings fueled 

capital formation, which supported extraordinary growth in output and incomes.  

 

▪ China’s new growth model involves a shift in emphasis on domestic demand, with the 

consumer and broad services sectors increasing as a share of total GDP. The shift away from 

exports and industrialization implies a less dynamic economy with a much-reduced potential for 

economic growth.  

 

▪ Although China is within years of overtaking the US as the world’s largest economy, this fact is 

exaggerated. Adjusted for living costs, China’s per capita GDP was only $16,804 in 2019, with 

a ranking of 86 among all world economies. It is also 75% below the level of the US ($65,300) 

and 65% below that of Europe ($47,830). 

 

▪ The culmination of the many challenges facing the Chinese economy is growing evidence of a 

leveling out of its competitive position in the world, following many years of rapid improvement.  

 

▪ Compared with an average growth rate of 6.5% over the five years ending in 2019, China’s 

GDP is likely to expand at an annual rate closer to 5% through 2025. This growth rate would 

still be the fastest of the major economies. 
 

 

 

 
 

The central theme of this report is that the outlook for China’s economy in the long 

term could differ greatly from both its very positive medium-term outlook and its 

spectacular historical growth. The Chinese economy should grow rapidly over the next 

12 to 18 months but will face several daunting challenges beginning later next year 

that could undermine the country’s prospects for continued rapid economic growth. 

Government leaders have already begun to tighten policy to deal more effectively with 

these chronic underlying structural deficiencies, excesses, and imbalances.  

 

An analysis of the Chinese economy reveals a combination of important underlying 

strengths and structural weaknesses. The ultimate question is the extent to which 

government leaders will be successful in using the country’s strengths to overcome its 

weaknesses — a precondition for China to perpetuate its economy’s enviable record 

of long-term of noninflationary growth. 
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POLICYMAKERS’ REACTIVE FUNCTION 

 

Government officials have already begun to implement measures to unwind the 

stimulus from last year in an orderly manner. The authorities are determined to avert 

an overheating economy and instead to orchestrate a soft economic landing. 

Policymakers are fully aware of the typical long lead times between changes in policy 

and changes in the economy and have adopted a proactive mindset necessary to 

gradually slow the rate of GDP growth to a sustainable pace. China’s economy 

currently enjoys considerable momentum, led by the manufacturing sector  

(see chart 1). 

 

China’s Balancing Act: Investors must understand that economic policy in China is a 

constant balancing act that involves an ongoing trade-off between maximizing short-

term economic momentum and adopting structural economic reforms necessary for 

more stable and sustainable long-term economic growth. In the end, China’s 

economic performance will be directly proportional to its success in adopting 

structural economic and political reforms. For now, China’s appetite for major 

structural reforms appears quite weak. 

 

STRUCTURAL ECONOMIC CHALLENGES 

 

What are the most serious structural economic challenges faced by China? There are 

many, but most economists agree that massive accumulation of debt is the most 

serious issue. This problem is manifested in several respects:  

 

 

 

Chart 1: Continued Strength Chinese Manufacturing Sector 

Monthly Survey of China’s Manufacturing Activity 

Source: China Federation of Logistics 
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▪ The expansion in debt has been meteoric over the past 15 years. Total domestic 

debt has increased at a 16% annual rate over the past five and ten years. This 

compares with US nonfinancial debt growth of only 5%. 
 

▪ The current absolute level is the highest in the world. As a share of GDP, 

aggregate domestic debt has increased from only 160% of GDP in 2008 to 

greater than 300% in 2020 (see chart 2).  
 

▪ Most worrisome is corporate sector debt, which has doubled over the past 15 

years to more than 200% of GDP, the highest in the world. Corporate debt-to-

GDP ratios in Japan (120%), the US (75%), and Germany (65%) are far more 

conservative (see chart 3).  
 

The Low Inflation Paradox: Despite explosive growth in credit creation, inflation has 

been under good control. Core consumer inflation has remained consistently under 

2% over the past three years and has averaged only 1.5% since 2015 (Chart).  
 

▪ Supply and Demand: The explanation for this paradox is straightforward: Rapid 

growth in labor productivity has effectively offset rapid wage growth, resulting in 

unit labor cost growth of less than 2%. Another explanation is the government’s 

emphasis on supply versus demand management. Low inflation is a result of 

faster growth in supply (production capacity) versus growth in aggregate 

spending. 

Chart 2: China’s Debt in a Steep Uptrend 

Total Chinese Debt % Share of GDP 

Source: Bloomberg Economics 
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Chart 3: Surging Chinese Corporate Debt 

China’s Corporate Debt % Share of GDP 

Source: Bloomberg Economics
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Misallocation of Capital: While it is generally recognized that capital investment is 

critical for long-term growth and prosperity, the Chinese growth model has been taken 

to an extreme. Over many decades, policymakers have prioritized capital formation 

over domestic consumption. This emphasis has resulted in enormous misallocation of 

capital over many decades. 
 

▪ Massive Share of GDP: Capital investment in China has averaged an outsized 

40% of GDP, well above all other major economies. Comparable investment 

ratios in major economies are 30% in South Korea, 25% in Japan, 22% in 

Germany, and only 15% of GDP in the US. 
 

▪ Overcapacity: The problem is manifested in chronic overcapacity, a less efficient 

economy, and a steadily declining return on capital in the economy. For publicly 

traded Chinese companies, pre-tax return on assets has declined steadily from 

more than 16% in 2005 to less than 9% currently. 
 

▪ Output-Capital Ratio: Total output in China has failed to keep pace with 

investment spending since 2008, reflected in a 50% decline in the output-to-

capital ratio. Like the declining trend in return on assets, a falling output/capital 

ratio is a classic sign of inefficient spending on long-term investments.   
 

Demographic Trends: China is faced with a bleak demographic outlook because of a 

rapidly shrinking population. China’s population increased by only 5.5% over the past 

ten years, the slowest pace since its first census in 1953. The size of its population 

is in a peaking process. As a share of overall population, its working-age population 

— people between the ages of 15 and 64 — fell from 75% in 2010 to 68% and is 

projected to decline by more than 10% between now and 2035.  

 

LABOR PRODUCTIVITY  
 

Considering these enormous structural deficiencies, what explains the general 

success of China’s economy over many years? While there are several notable factors, 

the most significant pertains to the consistently rapid growth in labor productivity 

over the past four decades. For the 15 years ending in 2013, labor productivity in 

China increased at a spectacular 12% annual rate. This growth rate moderated 

somewhat to 8% from 2004 to 2019 and has been increasing at a 5% rate in most 

recent years. China’s biggest economic risk is that this recent downtrend continues in 

future years. 
 

The Role of Productivity: As a general proposition, productivity is the special 

ingredient for economic success and rising living standards. This principle is 

especially applicable for China because of the poor outlook for employment. Rapid 

productivity growth allows firms to pay fewer workers more money and remain 

profitable; higher real wages in turn translate into higher real domestic consumption 

per worker. However, there are valid reasons to conclude that China’s productivity 

miracle is a thing of the past.  
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New Growth Model: An understanding of China’s economic future must begin with an 

appreciation of its new growth model adopted nearly ten years ago. China’s traditional 

growth model has been based upon exports of cheap manufactured goods and a 

perpetual trade surplus, which resulted in a massive savings rate. An abundance of 

savings fueled capital formation, which supported extraordinary growth in output and 

incomes (see chart 4).  

 

▪ Shift to Domestic Demand: A confluence of factors has undermined this model, 

resulting in a shift in emphasis to domestic demand. Within domestic demand, 

the consumer and broad services sectors are increasing as a share of total GDP. 

The shift away from exports and industrialization implies a less dynamic economy 

with a much-reduced potential for economic growth.  

 

Urban Migration: A major factor supporting a powerful export machine and strong 

productivity growth in the past was the steady pace of migration from rural to urban 

areas. Equipping rural workers with modern machinery and technology to drive 

China’s industrialization miracle since 1990 was a critical driver of industrialization, 

exports, and productivity. However, this process may have run its course.  

 

▪ A Lewis Turning Point, named after economist Arthur Lewis, describes a phase of 

economic development whereby surplus rural labor has become fully absorbed 
into the manufacturing sector. According to the Chinese government, less than 

1% of the population has migrated from rural to urban areas in recent years. By 

comparison, nearly 300 million workers migrated from the countryside to cities 

during the ten years ending in 2016. 

 

 

Chart 4: Less Reliance of China’s Economy on Export Trade 

Chinese Exports % Share of GDP 

Source: Bloomberg Economics 
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Politics and Culture: The political environment in China does not bode well for 

continued rapid growth in productivity. The Chinese government has exhibited 

increased signs of repression toward its population in recent years, while economic 

policies have favored its highly inefficient state-owned enterprises (SOEs) at the 

expense of the private sector. Moreover, most Chinese companies favor top-down 

autocratic management styles, which are inconsistent with innovation. All companies 

with 50 or more employees are required to have a Communist Party representative 

on-site.    

 

Offshoring: The frenetic pace of companies making direct investments into China has 

slowed markedly in recent years. Investment flows into China have increased at only a 

2% annual rate over the past decade, down from more than 10% per year from 2002 

to 2012. In addition to the political risks discussed above, multinational companies 

have become increasingly reluctant to give away proprietary technology to Chinese 

partners in exchange for access to Chinese domestic markets. Moreover, the steep 

rise in wages and fear of tariffs have also reduced the appeal for firms to move 

operations to China.  

 

Competitiveness: The culmination of the many challenges facing the Chinese 

economy is growing evidence of a leveling out of its competitive position in the world. 

As measured by the Organisation for Economic Co-operation and Development 

(OECD), China’s index of competitiveness has been on a plateau since 2015. Much 

of China’s unprecedented economic growth from 1990 to 2015 can be attributed to 

the steady increase in its competitive position in manufacturing (see chart 5). 

 

 

 

Chart 5: China’s Competitive Position Reaches a Plateau 

Index of Chinese World Competitiveness 

Source: Organisation for Economic Co-operation and Development 
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National Income: It is frequently noted in the media that China will overcome the US 

as the largest economy in the world within the next five to ten years. While this 

forecast is realistic, it is extremely misleading since China’s population is fourfold 
that of the US. The statistic that really matters is per capita GDP. Adjusted for living 

costs, China’s per capita GDP was $16,804 in 2019, below the world average of 

$17,811. China’s per capita GDP ranks 86th in the world, behind Montenegro and 

Botswana. It is also 75% below the level of the US ($65,300) and 63% below that of 

Europe ($47,830).  

 

Long-Term Growth: There are numerous factors suggesting that China’s growth 

potential over the next five years will decline to a level below that of the past five 

years. Compared with an average growth rate of 6.5% over the five years ending in 

2019, China’s GDP is likely to expand at an annual rate closer to 5% through 2025, 

nearly one-half its 9% GDP growth rate over the past 15 years. This growth rate would 

still be the fastest among the major economies. Nonetheless, policymakers must deal 

with the daunting underlying structural headwinds to healthy and sustainable growth 

in order to perpetuate a growth rate in GDP above the global average. 
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg Barclays US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term 
investment grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.     
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