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China
              By Hans Dau  
and Karl Kerksiek
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K
eeping abreast of macro- and micro-
economic trends in China is critical 
for anyone concerned with supply 
chain issues anywhere in the world. 
The recent global economic melt-
down may tempt market participants 

to alter their view on China based on narrowing 
cost differentials, rising protectionism, foreign direct 
investment (FDI) retrenchment and collapsing con-
sumer demand. These views are largely exaggerated 
projections of short-term disturbances that will, in 
the end, not change the course of the long-term 
trends shaping China’s development and its interac-
tions with the rest of the world. 

Review of Megatrends
Let’s begin by reviewing some of the megatrends 

that are likely to continue shaping China for the 
foreseeable future, before assessing the short-term 
challenges and implications for supply management 
professionals. 

Shift from low-cost, labor-driven growth 
to productivity-driven growth. In some ways, 
China is following the classic pattern of economic 
development experienced by many countries, such 
as Korea, Taiwan and even the United States in the 
late 19th century. Much of that shift is being driven 
by investment in physical infrastructure. As physical 
infrastructure investments (some may say over-
investments) are reaching the point of diminishing 
marginal returns, China will increasingly have to 
focus on investments in human infrastructure, such as 
education and healthcare, where the country is sorely 
lagging today. In rural China, high-school fees and 
tuition are still about 20 times greater than per capita 
income, and China is one of the only countries in the 
world that doesn’t have free public secondary educa-
tion. If the country wants to move up the industrial 
ladder, it needs a more educated workforce. This 
is especially evident in a lack of managerial talent, 
where salaries for some management positions in 
China are higher than salaries in developed nations.

Shift from politically motivated bank 
lending to modern capital markets. Another 
factor that drives productivity growth is the develop-
ment of capital markets. The Chinese are working 
hard to develop proper risk management and lending 
techniques in their banks. Due to decades of lending 
based on political preference, Chinese banks, and now 
asset management companies, have hundreds of bil-
lions of dollars in bad loans. Before they can address 
bad loans in a systematic way, they will have to 
address the system that produced them. Over the past China Remains  

a strategic 
Investment
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10 years, reforms have allowed banks to lend 
based on credit-worthiness. However, one 
of the big concerns of China’s massive recent 
financial stimulus package is that banks now 
have top-down orders to lend to inefficient 
firms and favored state-owned enterprises.

Shift from export-driven to 
domestic consumption-driven growth. 
Much of China’s growth has clearly been 
driven by exports. China’s exports represent 
36 percent of its GDP, compared with 8 
percent for the United States and 39 percent 
for Germany, another export powerhouse. 
High domestic savings mechanically equal 
high investments in either domestic projects 
or foreign currency reserves (that is, cur-
rent account surpluses). As domestic sav-
ings rates decrease, driven by more wealth, 
better social safety (assistance programs) and 
relaxing foreign exchange controls, current 
account surpluses ought to decline. Land 
reforms and more liberal property rights 
should also offer opportunities for more 
domestic investment opportunities to soak 
up excess cash held by the private sector. 
The combined effect of decreasing savings 
and increasing domestic investment oppor-
tunities available to Chinese citizens should 

gradually reduce the relative contribution 
of exports to GDP growth. As domestic 
consumption picks up relative to exports, 
the Chinese will permit a gradual increase 
in the value of the yuan lest inflation accel-
erate to politically unacceptable levels. 

Shift toward higher value-added 
manufactured product. Paralleling 
the shift toward productivity growth, 
leading Chinese companies are clearly and 
deliberately moving up the value chain 
by moving into more highly engineered, 
higher-quality products, with more control 
over distribution, marketing and customer 
relationships. This will be a slow process, 
as Chinese companies have much to learn 
from their developed-country counterparts. 
China will attempt to leverage its foreign 
exchange (FX) cash hoard invested in U.S. 
T-bills to make strategic foreign invest-
ments where permitted. This will likely 

spark fierce political resistance in many 
countries, as the example of the China 
National Offshore Oil Corporation’s failed 
attempt to acquire Union Oil Company of 
California so clearly demonstrated.

Recessions are always bad for globaliza-
tion, and the current full-blown crisis has 
the potential to trigger significant protec-
tionism in the United States and Europe. It 
will be interesting to see if a Chinese bidder 
will be permitted to pick up pieces of the 
U.S. auto industry or other crown jewels of 
the Western economies.

Shift from domestic focus to global 
political, economic and military  
presence. China will increasingly flex its 
economic, political and military muscle  
on the world stage. Unlike the market-
centric view toward strategic resources that 
prevails in the United States, China believes 
in securing long-term access to strategic 
resources wherever it can. China has made 
large investments in foreign countries to 
secure critical minerals, commodities and 
raw materials, such as deals with Sudan 
and Iran, two countries that the United 
States would not normally do business 
with. The Chinese are also taking a very 

long-term view toward strategic planning, 
carefully investing in international relation-
ships that may not pay off for decades to 
come. China’s massive military spending 
(estimated to be between US$100 billion 
and $150 billion annually) is particularly 
concerning to the United States in times 
of strained military resources and ongoing 
economic crisis, and could trigger an arms 
race with an economically strong rival.

No shift in the political system. With 
the 20th anniversary of the Tiananmen 
Square massacre, it is remarkable how little 
political reform has occurred and what little 
evidence there is that the population remem-
bers, or perhaps even cares, about the mas-
sacre. How well the political system supports 
economic development (stability, property 
rights, taxation and corruption) seems to 
be far more important than the attainment 
of more political and personal freedoms. 

Political dissatisfaction is more likely to come 
from economic inequality, environmental 
issues and local political mismanagement, 
such as in a botched response to natural 
disasters. Political power rests exclusively 
with the Communist Party, but is not as 
centralized as one might think. Beijing at 
times has trouble controlling the provinces, 
finding it difficult, for example, to root out 
corruption.

Shift toward reducing or reversing 
environmental damage. China has huge 
amounts of dirty, high-sulfur coal, and  
generates 70 percent of its energy needs  
by burning it in recently built, highly  
polluting power plants. Retrofitting such 
plants to cleaner-burning technologies and 
cleaning up assorted other environmental 
disasters is extremely expensive, yet will be 
essential for continued development and 
avoiding political unrest. China may well 
be the world leader in clean-coal technology 
and nuclear power, as well as a range of 
other environmental technologies, out of 
sheer necessity, leap-frogging the West.

In the area of Electronic Information 
Products (EIPs), China’s Order 39 is taking 
initial steps towards controlling hazardous 

substances modeled after the EU’s RoHS.  
While it addresses the same six toxic sub-
stances, the Chinese regulation only applies 
to specific EIPs that are listed in a catalog 
and only calls for markings and disclosure as 
to the presence of certain substances. Even 
when fully implemented, the size of the 
Chinese electronics market will make com-
pliance testing and enforcement difficult.

Short-Term Challenges
Given the context of these megatrends, 

there are several short-term challenges that 
China must also overcome. While some of 
them have the potential to derail China’s 
progress, they are by and large manage-
able and transitory in nature. We will only 
briefly touch upon a few key issues, as they 
are generally widely discussed in the media.

Global recessionary impacts mini-
mized. China is weathering the recession 
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better than anybody else. Its fiscal stimulus 
was enormous (5 percent of GDP) and, in 
contrast with the United States and Europe, 
it is actually being spent. Not only is 
increased government spending well- 
supported by high savings and current 
account surpluses, China’s relatively under-
developed economy is also able to easily 
absorb additional investments. The impact 
of the U.S. recession on China is actually 
quite limited, with exports to the United 
States (on a value-added basis) representing 
less than 5 percent of GDP (comparing 
exports to GDP is an apples-to-oranges 
comparison, as exports include the full 
value of input factors, and GDP includes 
just domestic value added). Recent GDP 
growth numbers already show a return to 
strong growth (Q1 2009 at 6 percent versus 
Q4 2008 at 1 percent).

Product quality scandals ultimately 
beneficial. Recent product quality scandals 
ranging from poisoned milk and toothpaste 
to toxic drywall have tarnished China’s 
reputation for product quality in the minds 
of many consumers. However, swift and 
decisive remedial action by Chinese offi-
cials, a general lack of awareness of product 

origins (is Wal-Mart Chinese?; “Made By” 
versus “Made In”; and the like), recent sim-
ilar issues in the United States (for example, 
peanut butter) and an insatiable appetite 
for low-priced goods have resulted in little 
change in consumer purchasing patterns. 
Ultimately, Chinese producers will benefit 
from increased oversight and quality focus, 
much like post-war Japan and Germany. 

Global protectionist backlash only 
remote possibility. Global protectionism 
is a truly scary specter and will hopefully be 
avoided. In any case, it will hit the United 
States harder than China, and is unlikely to 
have popular support. Europe is a different 
story, and some countries there may well 
institute more restrictive trade policies, at 
least in the short term. 

Labor inflation manageable and 
partially offset by lower commodity 
prices. Wage inflation has been rampant in 

recent years, especially among the young, 
educated workforce, reaching almost  
20 percent even by official estimates. In a 
way, the recession-induced global demand 
reduction provided a breather for an over-
heating labor market, and will give China 
the much-needed time to develop access to 
secondary cities’ labor pools without having 
to rely on massive and socially disruptive 
seasonal migration to fill labor shortages. In 
addition, the collapse in many commodity 
prices is balancing wage inflation, at least in 
the short term.

Implications for Supply 
Management Executives

There are some very practical strategic 
and tactical implications of these trends for 
supply management executives:

Stay focused on China. China will 
dominate global manufacturing for years to 
come. There is no replacement country in 
sight. India, the only other country with a 
similarly large labor pool, has much worse 
infrastructure and will continue to play to 
its strengths — mostly in the services sector. 
Rather than looking for other countries, 
supply management executives may want 

to investigate second-tier cities and more 
rural locations within China for sourcing 
certain products. China has 200 cities with 
over 1 million population, many of which 
have not reached their productive potential, 
despite relatively educated workforces. 

Take advantage of the momentary 
slow-down to secure long-term rela-
tionships and contracts at favorable 
terms. China will return to high growth 
in short order and favorable deals may not 
be available 12 to 18 months from now. 

Protect your IP. In China, it will 
be many years before legal protections 
are enforceable at the level to which the 
Western world is accustomed. One needs 
to pick one’s local partners carefully to 
avoid such well-publicized disasters as the 
Danone-Wahaha beverage debacle — a 
failed joint venture that included trademark 
transfer issues. 

Watch for corruption and FCPA 
issues. U.S. corporations are subject 
to the Foreign Corrupt Practices Act 
(FCPA) and Sarbanes-Oxley (if public), 
both of which provide severe penalties  
for foreign corruption. Supply manage-
ment executives have to take a proactive 
stance on this issue, as risks are simply too  
great to ignore, as illustrated by recent 
record fines paid by KBR (US$579  
million), Siemens (US$800 million) and 
the like.

Make China investments a part of 
your sourcing strategy. Make-versus-buy 
decisions should be independent of produc-
tion location decisions. It’s all about “Made 
By,” not “Made In.” If the product is stra-
tegic or critical to your customer satisfac-
tion in any way, foreign direct investments 
and joint ventures should be part of any 
long-term China sourcing strategy.

Your China strategy should be shaped 
by the long-term trends that are driving the 
country’s transformation to a more devel-
oped economy. Most of these trends are 
demographic, microeconomic or geopolit-
ical in nature, and follow a well-established 
historical pattern of development. What 

makes China so special, of course, is the 
scale at which this development is occur-
ring, resulting in very significant opportu-
nities in many diverse supply markets.

We don’t believe that any of the identi-
fied short-term challenges pose signifi-
cant risk at this point; however, the most 
serious risk exposures often result from 
the “unknown unknowns.” Therefore, be 
vigilant about protecting your company’s 
exposure while taking advantage of any 
short-term opportunities to gain more  
control over your China investment,  
be it in the form of physical foreign direct 
investment or supplier networks.  Ism
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