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The economy

Main economic indicators

Values 2008 2009 2010 2011 2012f
GDP,Rmb trn 31.4 34.1 40.2 47.2 52.1
GDP, USS trn 4.5 5.0 5.9 73 8.3
GDP per capita, US$ 3,400 3,700 4,400 5,400 6,100
Fixed asset investment, Rmb trn 17.2 225 27.8 30.2 36.2
Industrial value added, Rmb trn 13.0 13.5 16.1 18.9 21.5
Retail sales, Rmb trn 10.8 12.5 15.5 18.1 20.8
Deposits of financial institutions, Rmb trn 46.6 59.8 71.8 80.9 91.5
Loans of financial institutions, Rmb trn 30.3 40.0 479 54.8 63.0
Government revenue, Rmb trn 6.1 6.8 8.3 104 11.4
Government expenditure, Rmb trn 6.2 7.6 9.0 10.9 13.1
Exports, USS bn 1,429 1,202 1,578 1,899 2,050
Imports, US$ bn 1,133 1,006 1,395 1,744 1,848
Trade balance, US$ bn 296 196 183 155 202
Net foreign direct investment, US$ bn 122 70 125 171 150
Foreign exchange reserves (year-end), US$ bn 1,946 2,399 2,847 3,181 3,350
Growth rates (%) 2008 2009 2010 2011 2012f
GDP (nominal) 18.1 8.6 17.8 17.4 10.5
GDP (real) 9.6 9.2 10.4 9.2 7.8
Fixed asset investment (real) 15.2 333 19.5 16.1 18.0
Industrial value added (real) 129 11.0 15.7 139 9.0
Retail sales (real) 14.8 16.9 14.8 11.6 12.0
Deposits of financial institutions 19.7 28.2 20.2 13.5 13.0
Loans of financial institutions 18.8 31.7 19.9 15.8 15.0
M2 17.8 27.7 19.7 13.6 14.0
Government revenue 19.5 11.7 213 24.8 12.0
Government expenditure 25.9 21.2 174 21.2 20.0
Exports 17.2 (16.0) 313 20.3 8.0
Imports 18.5 (11.2) 38.7 249 6.0
Price indices (%) 2008 2009 2010 2011 2012f
Implicit GDP deflator 7.8 (0.6) 6.7 7.6 2.5
Consumer price index (avg of monthly rates) 5.9 (0.7) 3.3 54 2.8
Producer price index (avg of monthly rates) 6.9 (5.4) 55 6.0 (1.5)
1-yr deposit interest rate (Dec 31) 2.25 2.25 2.75 3.50 3.00
1-yr loan interest rate (Dec 31) 5.31 5.31 5.81 6.56 6.00
Exchange rate, Rmb/US$, year-end 6.8 6.8 6.6 6.3 6.3
Key ratios (% of GDP) 2008 2009 2010 2011 2012f
Budget balance (0.4) (2.2) (1.6) (1.1) (3.2)
Government debt 16.8 18.5 19.0 18.0 20.0
Current account 9.3 49 4.0 2.8 2.9
Growth rates nominal unless otherwise indicated

f = forecast

Source: NBS, CEIC, IMF, GK Dragonomics estimates
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Economic survey

China continues to post disappointing growth figures, with GDP rising
just 7.6% year on year in the second quarter, down from 8.1% in the first
quarter. It was the third time in the past three years that quarterly GDP
growth fell below the magic figure of 8%—yet another piece of evidence
that China has entered into a structural slowdown. This transition will take
China from its historic rate of 10% real GDP growth to a new trend closer
to 7%.

That may not sound like a big change from a macro perspective—after
all, 7% growth is still pretty fast. But it will prove challenging for many
Chinese companies that have structured themselves for a faster-growth
environment. The strategies of rapid capacity expansion and little atten-
tion to costs that worked well in the high-growth era will not work as
well in the future. And with the share of investment in China’s GDP set
to decline gradually in coming years, construction and related industries
will face more headwinds. Indeed, the current slowdown is particularly
intense in heavy industrial sectors tied to the investment and construction
cycle. One piece of evidence for this is the very weak growth in electricity
output, which averaged just 1.4% a month from April to July. Electricity is
not a particularly good proxy for general economic activity, despite fre-
quent claims to that effect; but it is a good proxy for heavy industry, which
accounts for 60% of electricity demand and has slowed sharply.

Beijing will support growth...

That slowdown has been accompanied by a rapid decline in inflation, from
4.5% in January year on year to just 1.8% in July. Other signs of economic
slack include weaker demand for workers. So Chinas growth currently
looks to be below even its reduced potential. That has spurred the govern-
ment to get more aggressive in supporting growth: it cut benchmark inter-
est rates in June and July, while also giving banks more room to vary from
those benchmark rates.

The rapid switch from the more cautious monetary policy pursued previ-
ously came after policy makers recognized a new and surprising discon-
nect in the credit market. Many Chinese firms had scaled back their invest-
ment plans, and thus their need for credit, in response to the slowdown in
trend growth. But banks continued to demand high interest rates, often
well above the benchmark, to protect their margins. This meant that offi-
cial efforts to make a larger quantity of loans available were not delivering
much help to the real economy, since those loans were not available at a
price firms wanted to pay. Early indications are that the cuts in benchmark
rates have convinced banks to start lowering the interest rates charged on
loans. This should allow the easing in monetary policy to deliver more of a
boost to the real economy, after notably failing to do so earlier in the year.

The property market will also deliver some better news in the rest of 2012,
as a turnaround in housing sales and prices spreads from big cities to the
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Structure of GDP (2011)

Real
% of  growth
GDP %
Production
Agriculture 10 4.5
Industry 47 10.6
Services 43 8.9
Expenditure
Capital formation 49 10.2
Consumption 48 9.8
Net exports 3 -10.8

Source: NBS, GK Dragonomics estimates

GDP growth (H1 2012)
Real % yoy growth

Production 7.8
Agriculture 43
Industry 83
Services 7.7
Expenditure 7.8
Capital formation 7.9
Consumption 9.3
Net exports -23.1

Source: NBS, GK Dragonomics estimates

Contributions to GDP growth
PP

2011 H1 2012

Capital formation 49 39
Consumption 47 4.5
Net exports -04 -0.6

Source: NBS, GK Dragonomics estimates
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The economy

Tough times for industry...
Electricity output and industrial value
added, yoy % change
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... but good for shoppers
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nation as a whole. Nationwide property sales volume rose 13% year on
year in July, the first positive growth reading in the last 10 months, and
house prices have picked up in many cities. This improvement is the result
of the modest easing in property policy, which has encouraged first-home
purchasers while leaving restrictions on multiple and investment pur-
chases in place. We expect this balanced approach to continue, as weakness
in the rest of the economy will not make policy makers eager for another
crackdown.

While housing sales will continue to grow in coming months, it will take
a while longer for this to translate into an acceleration of construction.
Construction starts and land sales, two indicators of developers’ invest-
ment plans, continue to weaken. An overhang of unsold housing from
the construction boom of 2009-10 will need to be further digested before
developers get an appetite to build more.

... but not recklessly

The combination of more supportive policy and an improving housing
market should start to arrest the growth slowdown later in 2012. Although
industrial indicators continue to be ugly, overall growth is not collapsing,
as the consumer side of the economy is holding up relatively well. Passen-
ger car sales, for instance, rebounded to 17% year-on-year growth in the
second quarter after declining 1.8% in the first quarter. The labor market
remains tight thanks to constraints on the supply of workers; so while
employers’ demand for workers has weakened along with overall growth,
wages continue to rise at a strong pace. But neither is overall growth par-
ticularly vigorous, and we do not expect a strong rebound. Europe con-
tinues to be a drag on China’s exports and there seems little prospect of
euro-zone politicians removing this drag anytime soon. The overhang of
debt from the 2009-10 stimulus and the potential for a return of inflation
also means that extremely aggressive monetary policy is unlikely.

Fortunately, there is little evidence the government is trying to engineer
another 2009-style investment boom—and plenty of evidence that is the
last thing they want. This is why we think some of the recent hand-wring-
ing in response to China’s efforts to support growth is off the mark. Gov-
ernment policy is aimed at cushioning the current slowdown and avoiding
a big shortfall in aggregate demand, not aggressively boosting growth. The
large share of investment in China’s GDP means that its growth is unusu-
ally vulnerable to a shortfall in investment, and government officials are
very much aware of this risk. Their moves to speed up project approvals
and infrastructure spending will not win them many fans among those
urging a rapid transition to consumption-led growth. But the reality is
that the transition away from investment-led growth, if it is not to take the
form of a sharp collapse in investment and overall GDP growth, must be
gradual. So China’s government will inevitably remain heavily involved in
managing the investment cycle over the next several years.

That may not seem like much of a change. But since 2010 we have held
the view that China’s leadership is slowly but surely effecting a change in
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economic priorities away from all-out growth toward a more balanced
agenda. The government clearly recognizes that the potential growth rate
of China’s economy has slowed, and is therefore no longer trying to defend
a minimum growth rate of 8-9% (though it equally clearly does not want
to see growth fall much below potential). This policy trajectory could well
be reinforced by the transition to a new cohort of Communist Party lead-
ers, which is set to be formalized at a party conference later this year (see
“The chance for change” on p 41).

Get ready for a bumpier ride

De-emphasizing growth and re-emphasizing sustainability is likely to
result in a modest reversal of the rise in the investment-to-GDP ratio over
the past decade, and of the rise in the credit-to-GDP ratio since 2008.
While this is very desirable change in direction, it does mean the balance of
risks for China’s economy will shift. The steady rise in the investment share
of GDP, and the more recent surge in debt, reduced the risk of a shortfall
in growth at the cost of an increased risk of capital misallocation. Rebal-
ancing and deleveraging in coming years will reverse that pattern, so the
risk of a shortfall in growth will rise. The economy’s bumpy ride in 2012 is
the first taste of what is very likely to be a more volatile growth pattern for
China in the future.

Agriculture and industry
Key indicators

2008 2009 2010 2011

Total sown area, m ha 156 159 161 161
Grain production, m tons 529 531 546 571
Oil production, m tons 190 190 204 204
Oil imports, m tons 179 204 239 253
Steel production, m tons 512 577 639 684
Vehicle sales, m units 9.4 13.6 18.0 19
Passenger car sales, m units 5.0 7.5 9.5 10
Coastal port throughput, m tons 4,290 4,642 5,368 6,083
Electricity production, bn kWh 3,392 3,621 4,141 4,700
Electricity capacity, gW 793 874 966 1,056
Fixed telephone lines, m 341 314 294 285
Mobile telephone lines,m 641 747 859 986
Teledensity* 74 80 87 95
Internet users,m 198 248 292 335

*Fixed + mobile lines per 100 people
Source: NBS, Mofcom, MIl, CNNIC, Ministry of Communication, China Electricity Council, GK
Dragonomics estimates
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Stimulus-lite

FAl investment by sector, 3mma, yoy %
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The economy

Recent declines in world metal
prices raise the question of
whether Chinese demand has
peaked

Although growth in Chinese
steel demand is slowing, peak
demand will not be hit for at
least another decade

Metals Man
Still time to peak

by Michael Komesaroff

For the past decade, the prices for most metals and minerals have well
exceeded long-term historical averages, a phenomenon economists have
dubbed the “super-cycle.” The reason for these sky-high prices is simple:
unprecedented demand from China. But the recent collapse in metals
prices has raised the prospect that Chinese demand has peaked. Is the
super-cycle coming to an end?

It is not hard to see why many analysts think that Chinese demand for
metals—especially steel—is unsustainable. The average Chinese person
uses 427 kg of steel per year, compared with 314 kg in Europe and 263 kg
in the United States. China uses 64 tons of steel to create each US$1m of
GDP (at 2005 constant prices, measured in purchasing power parity), a
level of steel intensity that exceeds almost every other country. In 2011,
total apparent crude steel demand was a whopping 695m tons. Undeni-
ably, China’s economy is highly steel intensive. Yet it does not necessarily
follow that China’s steel demand is too high to be sustained. Per-capita
consumption is less than half of South Korea’s, and steel intensity is 25%
lower than Taiwan recorded at its peak. In any case, comparisons with
other countries ignore China’s unique consumption pattern. Growth in
Chinese steel demand is certainly slowing, but China will not hit peak
steel demand for another decade or so.

The four stages of metal

Forecasting metal demand is a tricky business. A key unit of measure-
ment is intensity of use: the amount of a metal consumed to create one
unit of GDP. Metal intensity falls into four phases. The first phase, in
which intensity of use is exceptionally low, applies to agrarian economies
with per-capita GDP below US$2,000. Much of rural China still belongs
in this first phase. The second phase describes the rise in steel intensity
as formerly agrarian economies begin to industrialize and urbanize. As
urbanization speeds up, so does metal intensity. Many of China’s cities
are currently at this stage.

Transition to the third phase, when intensity of use peaks, occurs when
per-capita GDP exceeds roughly US$16,000 (measured in purchasing
power parity at 2005 constant prices). At this stage, housing construction
and consumer spending on cars and household appliances pushes up
metal intensity. In China, only a few coastal cities are close to reaching
this general level of wealth, but they are already home to a critical mass of
voracious consumers. The fourth and final phase, during which intensity
of use declines, occurs when per-capita GDP exceeds US$25,000. At this

Michael Komesaroff is principal of Urandaline Investments (www.
urandaline.com.au),an Australia-based consultancy specializing in China’s
capital-intensive industries.
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The economy

Follow the leaders
Intensity of steel use by country

Peak/current GDP per capita

intensity of steel use, at PPP, 2005 prices
tons per USSm uss Year
Japan 46 17,450 1973
South Korea 49 14,700 1994
Taiwan 73 16,450 1993
China 64 8,450 2011

Source: Penn World Table, GK Dragonomics estimates

point, consumption shifts from metal-intensive products to high-value
goods and services, which have negligible metal content. Only a handful
of the very wealthiest Chinese cities are close to reaching this point.

Transition from one phase to the next, and the magnitude of intensity of =~ China’s metal intensity has

use at each stage, varies from one country to another. Each country fol- already surpassed that of both
lows a unique trajectory, as intensity of metal use is affected by a number ~ Japan and South Korea at their
of variables—including local geography, industrial policy, technical capa- ~ peak

bility, resource endowment, and consumption patterns. China’s industrial
development is following the same general path as other countries, most
obviously Japan and South Korea, that have grown from rural agrar-
ian societies to organized urban industrial economies. But thanks to its
huge population and shortage of land—not to mention its authoritarian
political system and technocratic leadership—China’s transition is more
metals intensive.

Up in the air

Above all, the scarcity of land in a country that must feed one-fifth of
the world’s population with just 7% of its arable land, means that urban
development in China has to be dense. Tokyo’s residents are famous for
living in often tiny apartments, but the Japanese capital is actually much
less densely populated than most large Chinese cities. As China’s urban
population expands, more urban residents are moving into tall, multi-
story apartment blocks that allow a lot of people to live in a small space.
A little over a decade ago, 40% of China’s urban housing was low rise (six
floors or fewer); today that figure is 30%. McKinsey & Company expects

Squeezing ‘emin
Cities by population and population

that only 15% of urban residential buildings will be low rise by 2020, density (2012)
while 40% will exceed 16 floors. Of these, one-third will be skyscrapers 40, Population,m _ 30
exceeding 35 floors. (eft scale) ,055 ’,;Z'ﬁ,{;.e

er sq km 25
High-rise cities like Shanghai and Chongqing increasingly resemble 30 (gt scale) 0
other densely populated Asian cities such as Hong Kong or Singapore.
Yet two factors differentiate China’s urbanization pattern from that of its 15
Asian neighbours. First, because of its massive population, China will be 10
littered with large cities. McKinsey Global Institute reckons that China s
will have 23 cities with more than 5m inhabitants by 2025. Many new

high-rises will need to be built to accommodate the urban masses. Sec-
ond, China’s urbanization is far from complete, and many fast-growing
cities will continue to devour larger and larger quantities of construction
materials, especially steel and cement.

Source: Demographia World Urban Areas (2012)
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The economy

More rooms with a view
Type of housing by share of floor space, %
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Safe as houses
Steel requirement by residential building
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The impact on metal demand will be enormous, because tall buildings
are far more steel intensive than low-rise structures. Until the 1990s, most
urban apartment blocks in China were six stories, and required less than
30 kg of steel per square meter of floor space. Taller buildings require
much more steel to stay upright: a 32-floor building consumes twice as
much steel per unit of floor area as a shorter eight-floor structure. China’s
steel intensity and metal consumption will continue to grow so long as
people keep moving from low-rise to high-rise housing.

Ten more years of growth

For investors, mining companies and power plant executives, the good
news is that the urbanization process which sustains China’s exceptionally
high steel demand still has many years to run. Currently just over half of
China’s citizens live in cities—well below the level in developed countries,
which typically have urbanization ratios of above 70%. Rapid urbaniza-
tion is projected to continue for another 15-20 years, by which time the
urban population could swell from 700m to 1 bn. At the very minimum,
China can expect at least another decade of strong construction demand.
Even in those cities that already have exceptionally high levels of steel
intensity, particularly Shanghai (82 tons per US$1m of GDP) and Beijing
(63 tons), there is no sign of slackening housing demand. The one caveat
to this analysis is that demand for steel and other metals will grow more
slowly over the coming decade than it did over the previous one.

A large chunk of the demand for new building will come from upgrading.
China has 1.37 bn sq meters of urban housing built before 1980. Much of
this housing is of poor quality and will need to be demolished. Many low-
rise structures also occupy prime real estate, so it is economic to knock
them down and build much taller buildings in their place. Since taller
buildings require more steel than the low-rise housing they replace, the
rebuilding program will boost China’s demand for steel.

This leaves one question: when will Chinese demand for steel and other
metals peak? Because there are so many variables in play, it is impossible
to forecast this with any certainty. But evidence from other countries
suggests that China’s steel demand is unlikely to peak before per-capita
GDP reaches US$16,000. Assuming long-term annual economic growth
of 7%, no population growth and moderate appreciation of the currency,
this target will take another 10 years to reach. Steel intensity of use in
Guangdong, home to the megacities of Guangzhou and Shenzhen, seems
to have peaked at 56 tons per US$1m of GDP. If this number is repeated
nationwide, the level of peak demand should be in the order of 1.2 bn
tons. The recent slump in Chinese demand has scared investors and min-
ers alike, but China’s long-term appetite for steel remains assured.
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Retail

Home luxuries

by Paul French

Is China’s love affair with luxury coming to an end? Everyone from big
brand aggregators such as Richemont and LVMH to smaller luxury play-
ers like Hugo Boss and Burberry has recorded slowing sales of luxury
goods this year. Yet the purveyors of luxury are not panicking, because
they know that domestic sales only tell half the story: there is little evi-
dence of cooling ardor for luxury goods among the hordes of shoppers
who flock abroad to avoid Chinas sky-high import taxes. Millions of
them head to Europe’s outlet malls, which sell luxury goods and other
premium brands at knockdown prices. Increasingly, these bargain hunt-
ers will not need to get on a plane: the “outlet” model is finally arriving in
China, with more than a dozen centers popping up around the country’s
premier cities.

How to spend it—abroad

One of the great unknowns in Chinese retail is how much shoppers spend
on luxury goods abroad. Many purchases are made in duty-free locations
such as Hong Kong, and Chinese customs have never demanded that a
single luxury shopper returning home pay duty. Tax statistics for luxury
products are therefore patchy. But one useful indicator comes from the tax
refund service Global Blue, which reports that the average Chinese tour-
ist claimed back US$1,073 of value-added taxes upon leaving the United
Kingdom. Since the UK’s VAT rate is 20%, that implies each claimant spent
in excess of US$5,000. This year alone nearly 5m Chinese tourists are
expected to visit Europe. That may not be good for the Chinese taxman,
but nobody at the global luxury groups is complaining.

Many of these big spenders flock to outlet malls across Europe and
North America, which offer extraordinary discounts—sometimes top-
ping 50%—on high-end goods. One of the most popular destinations
for Chinese big spenders is Bicester Outlet Shopping Village near Oxford
in southern England. Bicester, run by the UK’s Value Retail company, is
Europe’s largest discount luxury center with 130 luxury brands. In 2011
Bicester recorded sales of £1,400 per sq foot—the highest of any shop-
ping center in the world, and nearly three times more than Selfridges, one
of London’s largest luxury department stores. This summer Bicester was
packed with Chinese consumers taking advantage of the growing spend-
ing power of the yuan, which has appreciated by 30% against the pound
since 2005.

Now discount retail is coming to China. PCD Stores, a listed spinoff of the
Chinese-funded luxury brand Ports International, runs high-end depart-
ment stores in Xi’an, Guiyang and Qingdao. Notably, the chain includes

Paul French is chief China market strategist at Mintel, a retail consultancy,
and author of Midnight in Peking (Penguin, 2011).
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American-style “outlet malls” are
coming to China

This year nearly 5m Chinese are
expected to visit Europe



The economy

Beijing’s shoppers can hop on
a high-speed train to “Italy”in
Tianjin

10

Shop till you drop

Selected luxury outlet centers in China

Area,’000
Development Developer Location sqm
Top Town Complex Goldenway Group Shenyang 420
Many Many Outlet Mall* Goldenway Group Xiamen 300
Premium Outlet* Bailian/Simon Property Shanghai 200
Haixi Outlets Richly Field Haixi 200
Florentia Village Retail Park RDM Asia Tianjin 160
Changsha Outlets Richly Field Changsha 160
Scitech Premium Outlet Mall ~ PCD Stores Beijing 150
Kingcity Outlets Powerlong Qingdao 138
Mega Mills Shanghai Welead Investment  Shanghai 135
Outlet Square Shanghai Brilliance Group Wuhan 130
Source: Author research *Not yet completed

China’s oldest luxury store, Beijing’s Scitech Plaza. In 2009, PCD opened
a second Scitech mall, but this time on a much larger scale. Beijing Sci-
tech Premium Outlet Mall is located far from the city center in one of the
capital’s wealthiest suburbs, where it offers huge car parks and 43,000 sq
meters of retail space. Built with a “New England” feel, crowds are drawn
to anchor brands including Luis Vuitton, Armani, Prada and Burberry.
Revenues topped Rmb950m in 2011, as same-store sales leaped 70% over
the previous year. Scitech is leading a wave of new out-of-town outlet
developments across the country.

La dolce vita

One of the most talked about is Florentia Village Retail Park, a short drive
outside Tianjin. Operated by the Italian luxury retail real estate developer
RDM, this mini-Italian city features colonnades, piazzas and its own faux
Colosseum. Gondolas float down a Grand Canal and glide under a copy
of the Rialto Bridge. Florentia—whose motto is “100% luxury goods,
100% discount heaven”—is just 20 minutes from Beijing by high-speed
rail. Since the complex opened in 2011, long queues have formed outside
the Versace, Fendi and Tod’s stores. On a recent visit, discounts started at
30%, running up to 70% on some items. Weekly summer foot traffic is in
the region of 100,000 people.

Other foreign outlet operators are getting in on the act. Value Retail,
which operates eight outlet villages in Europe in addition to Bicester, will
open its first Chinese outlet village in Suzhou in 2013.“Chic Outlet Shop-
ping Village,” which is modeled on Bicester, is located next to a lake on
the Shanghai-to-Nanjing Expressway. In theory, it lies within a one-hour
drive of approximately 40m people packed into the Greater Shanghai
region. Other luxury outlet centers are planned in Fujian and Hainan.
Inevitably, some will end up providing discount products without any
internationally known luxury brands. But in wealthier areas of the coun-
try, there is genuine demand for luxury goods among people who do not
have the time, money or inclination to travel abroad to take advantage of
cheaper prices.
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Where does this leave those luxury lovers who can easily afford to jump
on a plane for a weekend of shopping in Hong Kong or Paris? They will
still go abroad for their retail thrills. But they are increasingly being
catered for at home, too. Louis Vuitton’s flagship store in Shanghai’s glitzi-
est mall, Plaza 66, has begun to offer exclusive products to distinguish the
super rich from the hoi polloi. The store features a staircase gilded in gold,
made-to-order bags, and a floor reserved only for invited guests. Just as a
new bunch of Chinese luxury lovers are let in one door, they find there’s
whole other level to aspire to!
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Property
Encircling the cities from the countryside

by Rosealea Yao

Drive around the edge of any large Chinese city and you will see block

Rural developments ;
P after block of urban-style flats. Many of these are built on state-owned

Housing completions in China by type,

m sq meters urban construction land and are recorded in urban construction data.
1,000 But an unknown number are built on rural construction land—offi-
Rural cially owned by village collectives, not the state—and are not counted
800 as part of the urban housing market. Many of these flats are occupied by
600 rural hukou holders who have been moved off their land as part of local
governments’ nationwide urbanization push. But some are occupied by
400 Urban urban citizens looking for cheaper accommodation than can be found in
200 the much pricier urban market.

o The growing stock of rural housing for urban use raises questions about
PSS the accuracy of China’s urban housing data. The most serious concern
50ur:e; CEIC N v A v is that China actually has many more housing units than previously
thought—a hidden oversupply of housing that could, potentially, drown
the market. One data point that lends superficial credence to this theory
is that average rural housing completions outpaced urban completions
over the past decade. Given China’s rapid pace of urbanization, this statis-
tic looks baffling, even allowing for the fact that tens of millions of rural

families demolished and rebuilt their houses during that period.
The growing stock of rural After wading through the official data—much of which is murky at best—
housing built for urban use we estimate that a maximum of 1.4 bn sq meters of the rural housing stock
does not mean China has a is occupied by urban citizens, although the true figure is probably lower.
large oversupply of housing This is the equivalent of 11% of our estimate of the total urban housing

stock of 12.4 bn sq meters. That would be a substantial amount of extra
housing, and is a useful reminder that urban construction statistics do not
capture the full reality of China’s complex housing market. But it is not large
enough to alter the balance of aggregate supply and demand: China still
suffers from a shortage of modern housing, and demand for new apart-
ments remains strong. The fact that millions of urban citizens have been
forced into the rural market only strengthens this argument.

Adding up the numbers

There are two ways of measuring the total urban housing stock. The
first is to add up the official number of annual housing completions, and
then subtract for teardowns. Our base case estimate is that China’s total
urban housing stock was 12.4 bn sq meters in 2010. The second method
is to multiply the official data on per-capita living space by the number of
urban hukou holders (as very few migrant workers live in modern hous-
ing). Since there were 460m urban natives in 2010, each with an average
living space of 31.6 sq meters, this gives a higher estimate of the total
urban housing stock of 14.5 bn sq meters. What accounts for the gap

Rosealea Yao is GK Dragonomics’ principal analyst.
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How many houses?
Adding up China’s housing stock

The economy

Area, m sq meters Formula
A Net change in housing stock (2003-10) 6,574
B Demolitions (2003-10) (GK Dragonomics estimate) 900
C Gross change in housing stock (2003-10) 7,474 A+B
D Gross urban completions (2003-10) 5,548
E Reclassification of rural housing 2003-10 (GK Dragonomics estimate) 898
F Remainder:implied rural housing construction for urban use (2003-10) 1,028 C-D-E
G Rural collective construction (2003-10) 439
H Remainder: construction for urban use by rural households (2003-10) 589 F-G
| Rural collective construction (1991-2010) 852
J Total rural housing construction for urban use (1991-2010) 1,441 H+l
K Total official urban housing stock (2010) (GK Dragonomics estimate) 12,400
L Total effective urban housing stock (2010) 13,841 J+K

Source: NBS, GK Dragonomics estimates

between the two methods? We suspect much of the answer lies in rural
housing used by urban residents. If we assume that this accounts for the
entire gap, we can calculate the maximum stock of rural housing occupied
by urban citizens.

We start our calculations with the result of the per-capita living space
method, which implies that the net change of urban housing stock in
2003-10 was 6.6 bn square meters. First we need to convert this net change
to a gross change, in order to find out the total volume of construction
during the period. This requires estimating how much old housing was
torn down, a tricky task as official data is scant. The Ministry of Housing
and Urban-Rural Development reported that 120m and 140m sq meters
of urban housing were torn down in 2002 and 2003 respectively. Tak-
ing 130m sq meters as an annual average, we reckon that about 900m sq
meters of housing were demolished in 2003-10. This yields a gross change
in the urban housing stock of 7.5 bn sq meters.

We think there are three main types of construction that combine to
generate this change: 1) official additions to the urban housing stock, 2)
reclassification of rural homes as urban due to the expansion of urban
boundaries, and 3) additions to the rural housing stock that are actually
occupied by urban residents. As we can estimate the first two types of con-
struction, whatever remains must be the third. First we subtract the 5.5 bn
sq meters of official urban housing completions in 2003-10. Next, we esti-
mate the stock of reclassified rural housing by multiplying the reduction
in the number of rural hukou holders (35m) by average per-capita living
space (27 sq meters). This gives a figure of around 900m sq meters.

What remains is about 1 bn sq m, which we think is a decent first approxi-
mation of how much rural housing construction in 2003-10 was actually
for urban use. As rural residential completions totaled 6.4 bn sq meters
over this period, according to official data, this means 16% of rural con-
struction was for urban use. That extra supply was equivalent to about
20% of urban housing completions in 2003-10, a significant increment.
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Much of the money sent back
by China’s 250m rural migrants
is spent on home improvement

Urban housing located on rural

land could add more than 10%

to China’s official urban housing
stock
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While some analysts have suggested that a much higher share of rural
construction is actually going to serve the urban market, we think this is
implausible. Most rural construction takes place far from cities and can-
not have a direct impact on the urban housing market. Indeed, it is easy to
underestimate just how much activity is going on in China’s 700,000 vil-
lages, where households constantly rebuild and upgrade their homes. Much
of the money earned by China’s 250m rural migrants is sent back to the
village to fund home improvement. According to official statistics, 30-40%
of new rural housing is made of brick and wood, and is almost certainly for
rural residents’ own use, not to house urbanites.

The rural construction of relevance to the urban housing market occurs
on the edge of expanding cities, where rural land is in demand for urban
construction. The village collectives that own this land cannot legally sell it
for development themselves, as only local governments have the power to
turn rural land into state-owned land for urban construction. Neverthe-
less, some enterprising village collectives go ahead and develop their land
anyway. While this activity is not directly accounted for in official data, we
believe it is represented by the difference between total rural construction
volume and rural construction carried out by households themselves. The
sum of this residual activity over 2003-10 is around 400m sq meters.

This implies that the remaining 600m sq meters of rural construction
for urban use was actually by rural households themselves. They build
urban-style housing, which they sell or rent out to urbanites at a substan-
tial discount to the urban market price. We believe this practice became
significant in about 2003, when housing prices surged and demand for
housing at the urban fringe really took off. It may be illegal, but it is good
for both sides: farmers realize some of the market value of their land,
while cash-strapped city folk gain access to affordable housing. In prac-
tice, very few of these illegal developments are ever torn down.

Significant, but not a game-changer

To complete our estimate of the rural housing stock for urban use, we need
to combine the 600m sq meters of housing built for the urban market by
rural households with housing built by rural collectives. We aggressively
assume that all rural housing construction by collectives from 1991 was
actually for urban use, a total of roughly 850m sq meters (including the
400m sq meters constructed in 2003-10). This gives us a grand total of a
little over 1.4 bn sq meters of extra urban housing from rural sources.

If for simplicity’s sake we ignore the issue of how much of this extra hous-
ing has been torn down since its construction, it would add 11% to the esti-
mate of the urban housing stock derived from official figures for residential
completions. This pushes the total effective stock of urban housing up to
13.8 bn sq meters. Interestingly, our estimate chimes with a recent survey by
the central bank and Southwestern University of Finance and Economics,
which calculated that 11% of effectively urban housing is located on rural
land. The true share of rural construction in the urban housing market is
almost certainly lower, as our assumptions are quite aggressive.
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Capital markets

The light within the gloom

by Chao Gupiao

For the past few issues, we have praised the bold attempts by Guo Shuqing,
the chairman of the China Securities Regulatory Commission (CSRC), to
revive China’s ailing stock markets. Guo, who took over as chief securi-
ties regulator last autumn, has worked tirelessly to make the exchanges
in Shanghai and Shenzhen more open and robust. But the market stub-
bornly refuses to reward him: the CSI 300 Index, which tracks the top 300
companies across both exchanges, has fallen over 10% since Guo took
charge. Guo’s prediction in February that investors could expect an 8%
return this year now looks distinctly unfortunate.

The reason for the slump is, of course, the state of the economy. China is
not known as a market driven by fundamentals, but flagging stock prices
do reflect tougher times for companies. Corporate profitability is falling,
bad debts are rising, some property restrictions remain in place, and the
consumer space is beset by price wars. Inevitably, this is taking its toll
on the markets. The macro picture is not quite as dire, but there is little
to give investors much confidence. The trade figures are weak, power
consumption is stagnating, and lower inflation suggests that demand is
slack. With no quick economic rebound around the corner, the markets
continue to track downwards.

Let the whippersnappers trade

When the economy does begin to pick up, China’s stock markets will be
much better placed than they were a year ago to value corporations accu-
rately. One reason is that, thanks to Guo’s attempts to open up the Quali-
fied Foreign Institutional Investor (QFII) facility, more foreign investors
will have a chance to buy Chinese stocks. After clearing the backlog of
applications waiting for approval, Guo has moved on to more significant
reforms. First, fund managers now only need two years of experience and
US$500m in order to invest in the market,a much lower entry barrier than
the five years and US$5 bn that were formerly required. The new rule vast-
ly expands the number of potential QFII candidates and has been warmly
welcomed, with many investors rushing to lodge applications. Second,
QFIIs are now allowed to trade in the domestic interbank market. This is
an exciting development, because 99% of fixed-income trading—short-
dated commercial paper, medium-term corporate bonds, long-dated gov-
ernment and policy-bank debt—occurs onshore in the interbank market.
Since the QFII scheme is run by CSRC and the interbank market is run by
the central bank, the reform also represents an important attempt to break
down an administrative wall within the market.

The next reform on Guo’s radar is the launch of institutional margin
financing and short selling. Early trials to facilitate stock lending and

Chao Gupiao is the alter-ego of correspondents in Chinese capital markets.
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The abolition of B shares could
be on the horizon
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borrowing began in the 1990s, but there was no meaningful effort to
embrace short selling until recently. The existing trial program allows a
small number of brokerages to offer a selection of stocks from their own
inventory to retail investors. Under the new plan, institutional margin
financing will be launched first, to be followed by short selling at a later
stage. Local mutual funds will be able to lend from their inventory or bor-
row stock from others to engage in short selling, with the aid of a broker.
This could greatly enhance the depth of the market and boost the nascent
hedge-fund community. Some analysts worry that an enlarged pool of
shares available for sale could drive the market down, but there is no
evidence that short selling contributes to market selloffs. Look no further
than China, where the market has plummeted by over 60% even without
the help of short sellers. Short selling remains a polarizing issue, loved or
loathed by market watchers globally, and it will be no different in China.

B moves

What does make China unique, however, is the continued existence of B
shares. B shares, for those of you with hazy memories, allowed compa-
nies to raise foreign currency from foreign investors in China’s domestic
market. Only a little over 100 companies ever issued B shares, and there
has been no B-share IPO for more than a decade. They exist merely as a
reminder that China’s markets used to be even less open than they are
today.

At some point, regulators will need to clean up this messy legacy of
China’s tortuous progress towards creating modern stock markets. Your
correspondent expected them to address the B-share issue a few years
back, after the successful completion of the non-tradable share reform
program. Finally, moves are afoot to do just that. With CSRC support,
China International Marine Container Group has announced that it will
delist its B shares and relist them as H shares on the Hong Kong Stock
Exchange. The Shenzhen Stock Exchange has also declared that com-
panies delisting their B shares will be allowed to issue A shares without
going through the standard approval process. There are some foreign-
exchange control implications here, but they are relatively minor. Getting
rid of B shares—a long overdue piece of house cleaning—is a further sign
that China’s stock-market reforms are heading in the right direction.
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The big idea China and Africa

China-Africa relations

Complex, not malign

by Lucy Corkin

China’s relations with African countries have been front-page news for
nigh on a decade. Many reports focus on China’s quest for African natural
resources and the implications this has for energy security in the West.
Critical reports accuse Chinese policy banks of offering no-strings-
attached loans that stymie the efforts of the international community to
keep unpalatable African regimes in check. They fault China’s “neo-colo-
nial” state-owned enterprises for building roads, railway tracks and other
infrastructure in return for oil—even when their real concern is that

China will block wider access to Africa’s mineral riches.

In reality China’s actions in Africa, and its relations with African coun-
tries, are far more nuanced than the negative headlines suggest. Many
African countries—and not only those ruled by vicious dictators or cor-
rupt governments—welcome Chinese investment. And China’s role on
the continent goes well beyond building much-needed infrastructure:
Chinese agencies and companies are increasingly cooperating in a num-
ber of different sectors, including agriculture and manufacturing. With a
population in excess of 1 bn and a small but growing class of consumers,
Africa has emerged as a legitimate target for Chinese exporters. Yet, even
as private Chinese businesses sprout profitably in African soil, many
state-backed investors struggle to find bankable projects. China’s rela-
tionship with Africa is complex, and set to become more so.

Romancing a continent

Close ties between China and Africa are nothing new. In the 1960s and
70s, as Mao Zedong declared that China should lead the Third World,
Chinese officials worked hard to support revolutionary regimes and
anti-colonial struggles abroad. In the 1980s, domestic reforms took pre-
cedence, and Chinese relations with Africa weakened. But in the 1990s,
as China’s economic growth took off and the country became a net oil
importer, China’s leaders began to recognize Africa’s potential as a source
of vital natural resources. In 2000, the inaugural Forum on China-Africa
Cooperation (Focac) was held in Beijing with the goal of opening a new
chapter in bilateral relations.

It took another six years before China’s presence in Africa made the
international spotlight. In 2006, at the third Focac forum, China pulled
out all the diplomatic stops. Leaders from 48 African countries flew to
Beijing, where they were greeted by giant posters of elephants, giraffes
and Africans in tribal dress. After a lavish opening ceremony held in the
Great Hall of the People, China’s leaders promised to provide African

Lucy Corkin works for Rand Merchant Bank in South Africa and is author
of the forthcoming Uncovering African Agency: Angola’s Management of
Chinese Financing (Ashgate).
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Machines...
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countries with US$5 bn in loans and credit, double development spend-
ing in Africa within three years, and boost bilateral trade from US$40
bn in 2005 to US$100 bn by 2010. At the heart of this commitment was
the establishment of the China-Africa Development Fund (CADF) to
facilitate Chinese investment. Administered by China Development Bank
(CDB), the fund had a starting capital of US$1 bn, with plans for it to
swell to US$5 bn.

In the two years following the third Focac, trade between Africa and
China nearly doubled. By 2010, China had surpassed the US to become
Africa’s largest trading partner. Today China accounts for nearly US$4
out of every US$10 of African trade. As a collective unit, Africa’s bilateral
trade with China exceeded US$150 bn in 2011, making it one of China’s
top 10 trading partners. In Chinese terms, this is significant but not
huge—on a par with trade with Taiwan (US$160 bn). As a trade partner,
Africa is dwarfed by the European Union (US$567 bn) and the United
States (US$447 bn). But China-Africa bilateral trade is growing more
rapidly: it surged by an average 34% per year in 2000-07, and rebounded
by 50% in 2009-2011 after dipping during the global financial crisis.
Trade has easily surpassed the ambitious target set for it in 2006.

Oil—but not only oil

For China, trade with Africa often seems to be about one thing: oil. Black
gold accounted for about two-thirds of all China’s imports from Africa
over the past decade. China has carefully cultivated its ties with oil-rich
African countries, and is willing to invest in difficult regions where
Western oil majors fear to tread, such as South Sudan. In so doing, it has
succeeded in diversifying its oil supply away from an overreliance on
the Middle East. China now sources approximately one-third of its oil
imports from Africa. More than half of these imports come from Angola,
China’s largest trading partner on the continent. Unsurprisingly, another
five of China’s top 10 African trading partners are oil exporters: Sudan,
Nigeria, Algeria, Libya and Republic of the Congo.

Oil, then, is still a large part of the story—yet it is by no means the whole
story. China-Africa trade is relatively balanced, which is a testament to
the ready market Chinese products have found on the continent. Chinese
manufacturers’ ability to produce goods for a lower-income target market
has allowed Chinese exporters to displace the wares of their more expen-
sive Western or often inefficiently-made local counterparts. African tex-
tile industries have been hit particularly hard, with mills in South Africa
and Nigeria closing in the face of cut-throat competition from Chinese
producers. Conversely, Nigeria has become an informal entrepot for Chi-
nese products, particularly pirated goods, which reach customers as far
away as Angola (see “Lagos—the new Shenzhen?” on p 32).

The global supply chain, however, is evolving. China may be the world’s
leading goods manufacturer, but the key to its competitiveness—the cost
of labor—is steadily being eroded by domestic inflation. As the so-called
“China price” disappears, more Chinese manufacturers, with the help
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of some well-crafted policies in Beijing, are starting to view Africa as a
potential manufacturing base. Growing numbers of Chinese are setting
up plants in African countries to assemble imported components, espe-
cially in Nigeria. Manufacturing (22%) was the second largest recipient of
Chinese direct investment in Africa in 2010 after mining (30%), accord-
ing to Ministry of Commerce data. Investing in local manufacturing
facilities brings products closer to the intended markets and allows Chi-
nese-owned production to use the “Made in Africa” label to export to the
US and European markets under preferential trading agreements, such as
the African Growth and Opportunity Act (Agoa).

Another growing source of trade is agriculture (see “Rice diplomacy” on
p 36). Even as Africa’s total exports to China dropped during the finan-
cial crisis in 2009, agricultural exports rose by 25%. Admittedly, China
for the most part does a good job in meeting its food requirements.
However, like most populous developing countries, China will in future
have to contend with the issue of food security. Rapid urbanization and
environmental degradation will leave less land available for cultivation.
Furthermore, rising incomes mean Chinese people are acquiring richer

Agriculture is one of the fastest

growing areas of China-Africa
trade

Bankrolling success

Chinese banks have a lackluster record of deal-making in
Africa,bar one exception:China Exim Bank.A few years ago,
many observers were skeptical of China Exim’s achieve-
ments. They saw a foreign bank wading into Africa, care-
lessly disbursing aid for white-elephant projects. China
Exim also gained notoriety for indiscriminately handing
out loans in return for natural resources, particularly oil.In
recent years, however, much of the carping has stopped.
The truth is that China Exim’s willingness to fund projects
in risky countries has underpinned much of China’s
commercial success in Africa.

National institutions like export-import banks enable
trade to occur by ensuring that credit flows to
economies perceived as “high risk.” This includes many
African countries. Export credit agencies were initially
a mechanism used by developed countries to finance
market entry into developing countries. But emerging
powers such as China increasingly use them to facilitate
trade in potentially lucrative but risky markets. China
has developed extensive export promotion mechanisms
to support its policy of encouraging emerging national
champions to “go out” into foreign markets.

China Exim Bank treads a fine line between extending
commercial and concessional credit lines. The loans
that the bank disburses on behalf of the Chinese
government as “concessional credit” are linked to Libor,
but have a portion of their interest rates subsidized by
the Ministry of Commerce’s Foreign Aid Department.

These subsidies effectively help fund Chinese companies
to develop infrastructure overseas. China Exim Bank'’s
loan requirements state that Chinese contractors must
be awarded any contract financed by its loans, and that
no less than 50% of equipment, materials, technology or
services be procured from China.

Most of China Exim Bank’s loans go to Chinese compa-
nies operating abroad, but some credit lines for large
infrastructure projectsarealso extended directly toforeign
governments. Its motivation for funding construction
in developing countries is to create a conduit through
which these countries can buy the products and services
of Chinese companies. In this sense, China Exim is like
any other export-import bank in the world. The only
difference is that, as China’s global presence continues to
grow, China Exim is doing so on a larger scale.

By paying all contracted construction companies itself,
China Exim massively reduces the risk of financing
projects in unstable or corrupt markets. None of its loans
enter the recipient country’s financial system, which
mean that doing business in Africa is barely more risky
than financing projects at home. The strategy of tied
procurement has been of enormous benefit to Chinese
companies operating in Africa. Few companies would
have been willing to venture into untried African markets
without the protection afforded by state-backed credit
lines. If there is one reason why China now has such a
strong presence in Africa, it is China Exim Bank.
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tastes. Rising demand for beef and pork means ever larger volumes of
grain will be required to feed cows and pigs, and this will place pressure
on agricultural productivity.

This Is Africa

China’s focus in Africa, then, is about much more than grabbing natu-
ral resources. CADF confirmed this reality earlier this year, when it
announced that it will shift its investment focus away from resources
towards infrastructure, manufacturing and agriculture. This decision
shows that Beijing’s goals in Africa are much broader and more complex
than securing long-term access to oil. Yet CADF’s tactical shift is also
an official recognition that many of China’s investments in Africa have
yielded disappointing results. While bilateral trade has flourished, creat-
ing successful investments has proved much harder to achieve.

Back in 2007, Chinese investors rushed into Africa on a wave of enthusi-
asm. First, China’s largest commercial bank, Industrial and Commercial
Bank of China (ICBC), paid US$5.5 bn for a 20% stake in Africa’s largest
bank, Standard Bank of South Africa. This was, at the time, the largest
overseas acquisition by a Chinese bank. South Africa alone still accounts
for over one-quarter of total Chinese FDI in Africa, partly as a result of
this single deal, which ICBC saw as a step to making serious inroads in the
continent. Around the same time, CDB snapped up a 3% share of Barclays
Bank, which has a strong African presence. It also signed a memorandum
of understanding with South African multinational Anglo-American to
identify natural-resource projects to develop. CDB rapidly dispatched
working groups to find investment opportunities.

Yet Chinese investors’ experience in Africa has proved frustrating (see
“Winners and losers” on p 28). Despite unveiling a handful of investments
to much fanfare, CADF has struggled to find viable projects. Similarly, the
ICBC-Standard Bank partnership has lost some of its initial vigor, only
arranging finance for a few token projects. The failure to find bankable
projects, despite Africa’s desperate need for investment, has baftled bosses
used to China’s investment-friendly environment. Even when they do
find projects that look lucrative, unfamiliar problems emerge.

Poor risk analysis and an outsized willingness to invest in questionable
neighborhoods are responsible for many of the negative headlines about
China’s role in Africa. Clashes between Chinese workers and African
insurgents have occurred at oil wells in South Sudan and Ethiopia’s Oga-
den, where locals accuse Chinese investors of propping up illegitimate
governments. And Chinese interests were badly hit in Libya during the
Arab Spring protests in March 2011, when almost 36,000 Chinese nation-
als had to be evacuated. Some estimates put Chinese investor losses at
US$10 bn in Libya alone. The biggest problem large Chinese firms face is
a lack of knowledge about the individual countries they invest in.

This is not a problem, however, for the growing army of Chinese entre-
preneurs establishing a foothold across Africa. These small businessmen

CHINA ECONOMIC QUARTERLY SEPTEMBER 2012



The big idea China and Africa

operate a world away from the high-level political summits and bil-
lion-dollar deals that generate headlines—yet they play an increasingly
important in role in China-Africa relations. Many Chinese businessmen
in Africa have nothing to do with state financing institutions or official
incentives to “go out,” because their operations are too small. Rather,
fierce competition at home has pushed them to countries were oppor-
tunities are easier to come by. The fact that remote African villages now
often boast a Chinese store is evidence of the impressive level of market
penetration achieved by these ballsy go-getters.

Foot soldiers of commerce

The informal market, a vital aspect of economic life in many African  On the ground, China-Africa
countries, has become a natural conduit for Chinese products. Thisisnot  relations are defined by petty
only down to the influx of Chinese traders to Africa. Enterprising Afri- commerce as much as oil
cans have found their way to China, where they cheaply procure the prod-

ucts that have taken their home markets by storm. Guangzhou’s Canton

Fair, China’s largest trade forum, is awash with Africans sourcing goods

for export. This multiplication of the means of exchange between China

and Africa is binding the regions closer together—although it also makes

bilateral relations more difficult for governments to direct and control.

The China-Africa story began as one about natural resources and bilat-
eral government co-operation, but the current picture is much more
complex. A relationship that was given a kick-start by some imaginative
statecraft has gathered momentum and taken on a life of its own. Private
Chinese entrepreneurs and “briefcase” salesman crisscross the continent
of their own accord, enjoying a lively trade. Ultimately this means that
China’s presence in Africa has staying power—even if it might not be
quite what the leaders in Beijing originally had in mind.
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China’s behavior in Africa is not
much different from that of
other countries

China’s goals in Africa are
diplomatic and, increasingly,
commercial
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China in Africa

Investors, not infesters

by Deborah Brautigam

China’s growing engagement in Africa remains a hot topic among diplo-
mats, investors and aid agencies. Around the time of the Beijing Summit
of the Forum on China Africa Cooperation (Focac) in November 2006, a
stylized picture of Chinese engagement emerged. China was widely por-
trayed as a newcomer in Africa, desperate to gain access to African natural
resources. China’s aid program was believed to be enormous, and largely
devoted to propping up dictators or gaining access to natural resources.
Chinese banks were understood to be unconcerned about any social or
environmental consequences of projects they financed. Six years later, we
know a lot more about China in Africa. And the more we know, the more
we see that the Chinese are not starkly different from the rest of us.

East wind rising

During the 1960s and 1970s, books like Alan Hutchison’s China’s Afri-
can Revolution documented China’s extensive political activities in
Africa. In the summer of 1980, on my first trip to China, two African stu-
dents—from Benin and Sudan—sat down in the seat opposite mine on
the Guangzhou-to-Shanghai train. Beijing was financing their university
education in China. Its goals then were solely political: supporting the
independence struggle, aiding fellow socialists, and competing for diplo-
matic recognition with Taiwan. By 1975, China had aid programs in more
African countries than did the United States. Those political goals remain
today, making Chinese engagement a mix of diplomacy and commerce.

As China began to open the door to inward foreign investment in the
late 1970s, Chinese companies took their first steps to generate business
in Africa. Construction companies sent over to build aid projects began
scooping up private contracts when their official projects were completed.
In 1985, I interviewed a Beijing-based agribusiness that was interested in
joint ventures in Sierra Leone, and a provincial construction firm bidding
on local projects in The Gambia. By 1999, Chinese investors had oil fields
in Sudan, copper mines in Zambia, and farms in half a dozen countries.
Engineering firms were signing contracts of close to US$2 bn annually,
across 52 African countries.

Today’s engagement, while much larger, follows the path laid out over
those decades. Just how much larger, however, is hard to ascertain.
Although Beijing has become somewhat more transparent about its
official activities in Africa since 2006, it has a long way to go to reach the

Deborah Brautigam is director of the International Development Program
in the School of Advanced International Studies (SAIS) at Johns Hopkins
University and a senior research fellow at the International Food Policy
Research Institute (IFPRI). She is the author of The Dragon’s Gift: The Real
Story of China in Africa (Oxford University Press, 2011).
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Spreading tentacles
China’s investment stock in Africa by country (2010), USS$ bn
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level of openness that is now common for OECD governments. China’s
State Council has provided a bit of aggregate data on official aid, but not
for individual countries. China Exim Bank, which disburses China’s con-
cessional aid loans, as well as export buyer’s credits and other forms of
support for exporters, has actually become less transparent over the past
decade. Quite possibly, this is to avoid giving too much ammunition to
competitors eager to charge Beijing with violations of the WTO’s trade
rules. Foreign direct investment data is published, but not considered
reliable, as so much Chinese investment travels through offshore financial
centers such as Hong Kong, the British Virgin Islands or even London,
before landing in Africa.

Never look a gift elephant in the mouth

Some aspects of China’s foreign aid program have persisted almost
unchanged over the past three decades. Without a formal system of evalu-
ation and a finely tuned sensitivity to accusations of local interference,
Chinese officials are loath to criticize host governments that fail to main-
tain infrastructure or sustain productive ventures. The number of white
elephants requiring costly maintenance is probably lower than before, as
China now funds almost no factories through its aid program. Yet Chi-
nese leaders’ desire to bring “gifts” means that some hospitals continue to
be built in remote towns, but remain unused because of the scarcity of
trained local personnel. Those designing China’s aid program see noth-
ing wrong with fulfilling a host president or key minister’s desire to have
a fancy Chinese school built in his or her hometown.

At the same time, the Chinese are experimenting with “economic coop-
eration” initiatives that go far beyond the boundaries of official develop-
ment assistance as defined by the OECD. Weary of building agricultural
centers and irrigation systems for African governments and having to
return again and again to repair and renovate them, the Chinese are try-
ing a new tack. Over the past few years, Chinese agribusiness firms and
institutes have competed to build 20 agricultural demonstration centers
across Africa. Each company was given three years to build the center,and
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criticize host goverments that
fail to maintain projects it
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Drawing on its own experience,
China is backing the
development of six economic
cooperation zones in Africa

Some Chinese factories and
refineries operate profitably, but
many have struggled
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three more to manage it, before turning it over to the host government.
During this time, they were tasked to show host governments how, as in
China, centers could produce revenues to keep the centers afloat. Some of
these experiments have been successful—yet not every host government
has embraced China’s vision. On my recent visit, Tanzania’s center, fully
equipped, stood empty. Again, a Chinese reluctance to interfere could
condemn some of these centers to costly irrelevance.

A different experiment involves Chinese government support for com-
panies building overseas trade and economic cooperation zones. Fifteen
zones are at various stages of construction, six in Africa (Egypt, Ethiopia,
Mauritius, Nigeria-Ogun, Nigeria-Lekki, and Zambia). Launched through
a competitive tender, the zones are being built by a mix of state-owned
and private Chinese firms, some in joint ventures with companies from
the host country. The zones are intended to assist small and medium-sized
“mature” firms from China to move offshore, helping China’s domestic
restructuring. Beijing provides some construction cost rebates after firms
have met specific benchmarks. Some host governments and even Chinese
provinces have also stepped up to offer subsidies.

While several of the zones in Asia are booming, the African zones have
all faced obstacles. Tianjin Economic Development Authority’s zone in
Egypt was the most advanced, but development slowed during the Arab
Spring. The firms that launched zones in Mauritius and Ethiopia were
delayed by the financial crisis; both had to bring in new financial part-
ners. Zambia’s zone was supposed to attract Chinese metallurgy compa-
nies, but most of the manufacturing firms located in the zone are subsid-
iaries of the parent, China Nonferrous Metals Corporation. Nigeria shows
considerable promise in two ambitious zones near Lagos. Several dozen
Chinese manufacturers have already set up shop inside the uncompleted
zones, but the zones have yet to solve the power-supply problems that
bedevil Nigerian industry. The jury is still out. After all, it was a decade
or so before China’s own special economic zones like Shenzhen matured
and became the famous manufacturing hubs they are today.

A mixed bag of swag

Chinese investments in Africa tend to be a hit-and-miss affair. Starting in
the 1960s, China spent some of its foreign-aid budget building large state-
owned factories for African governments. Most of these struggled to turn
a profit and, today, fewer than a dozen or so of these old factories remain
in operation, employing thousands of African workers, but with uncertain
prospects. New Chinese-built factories and refineries do not receive funds
from China’s aid budget: they are intended to be investments. In a grow-
ing number of cases, Chinese state-owned companies have been willing
to build industrial capacity where other investors refused. Some Chinese
factories and refineries appear to be operating profitably, but many have
struggled. The wisdom of this ambitious strategy is now in question.

China National Petroleum Corporation (CNPC), in particular, has
struggled to make its African joint ventures profitable. In Sudan, politi-
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Generous, but not that generous
China’s aid disbursements to Africa, USS bn
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cal tensions with South Sudan have starved CNPC’s refinery of crude
oil. Refineries built recently in Niger and in Chad, both owned 60% by
CNPC and 40% by the host government, have not been able to overcome
a wholly predictable challenge: both host governments arbitrarily low-
ered the price of refined petroleum, expecting the joint-venture refiner-
ies to operate at a loss. It is not clear whether CNPC regarded these risky
ventures beforehand as probable write-offs—part of the cost of the oil
concession—or whether they were surprised to have politics trump eco-
nomics for their joint-venture partners.

CNPC appears to be following old Chinese models of risky joint invest-
ments with host governments in fragile states. Yet other Chinese compa-
nies are looking more and more like “normal” investors in Africa. There
is a growing number of mergers and acquisitions, as well as Chinese joint
ventures with private Western firms and syndicated loans with big global
banks. South Africa’s Standard Bank received US$300m in a syndicated
loan arranged by China Construction Bank, Citibank, Mizuho and HSBC
to support its expansion into African project finance. Chinese metals firm
Chinalco invested with Australian firm Rio Tinto in the Guinean Siman-
dou iron ore project. Sinopec is working on a Ghana gas pipeline project
with France’s Technip and Intecsea, a company registered in the US. In
Uganda, China National Offshore Oil Corporation (CNOOC) is partner-
ing France’s Total and a UK firm, Tullow, to develop an oil concession.
And Chinese enterprisers are not only seeking Western partners: India’s
Varun Industries worked with China’s Daqing Oil Field Company on a
project in Madagascar.

Learning to play by the rules, slowly

Chinese companies have probably recorded more successes than failures
on African soil. But the extent of Chinese investment in Africa, where
many Chinese managers have little cultural or business experience, has
inevitably created tensions. Zambian president Michael Sata famously
criticized Chinese investors for not following Zambian laws. Few Chinese
mining projects in Africa, for example, are completely trouble free. Are
Chinese investors different from those of other nationalities? In some
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Competition from Chinese
traders disconcerts some urban
Africans, but many others
welcome the influx of cheap
goods

ways, the answer is yes, but in many other respects, Chinese investors are
following familiar pathways trodden by earlier visitors to Africa. And as
they become more experienced local operators, some of these tensions
should melt away.

It has been a long time since European traders sold their wares in rural
Africa, but the growing (and controversial) presence of Chinese trad-
ers on the continent is not at all unique. In East Africa, Indian and Arab
traders run small shops. West Africa hosts Syrian and Lebanese stores,
while across the continent, migrants from one part of Africa are known as
traders in others: Mandinka shops in Liberia, Fula shops in Sierra Leone,
Somali shops in South Africa, and so on. While competition from newly
visible Chinese traders selling their wares in less formal urban markets is
disconcerting to some urban Africans, others welcome the influx of cheap
goods. The telecoms revolution among the poor in Africa was made pos-

Not taking over—yet

How large is China’s engagement in Africa? Bilateral
trade is considerable, topping US$160 bn in 2011. China
has nudged out the US, UK and France to become Africa’s
biggest trade partner. But China’s role as an investor, aid
donor and financier is not outsized. Although Western
countries fret about China’s growing role in Africa, the
United States alone disbursed more official finance to
African countries than China did in 2010.

There is no single, reliable data source recording China'’s
investments in Africa. Official Chinese foreign direct
investment data show a flow of only US$2.1 bn in 2010,
just 3% of China’s total overseas investment. By 2011,
the total stock of investment exceeded US$15 bn. On
the other hand, American Heritage Foundation’s China
Global Investment Tracker, which tracks investment
commitments of US$100m or above, identified seven
such investment commitments in Africa in 2010 alone,
amounting to US$6.9 bn. Yet not all of these will be
realized, and the flows, if made, will be spread over a
number of years.

Nor is China a huge giver of aid. In 2010, Beijing had
official global aid expenditures of Rmb13.6 bn, or around
USS$2 bn (this figure includes only actual expenditures
on grants, zero-interest loans, and the interest subsidy
on concessional loans). Over 40% of this is estimated to
have gone to Africa, or around US$800m.Adding the face
value of concessional aid loans would increase the total
disbursed in Africa in 2010 to an estimated US$1.6 bn.
Compare this to Europe (both individual countries and
EU institutions), which gave aid amounting to US$23 bn.

China Exim Bank also disburses preferential and regular
export buyers’ credits, mainly to foreign governments. In

2010, China Exim Bank reported that it disbursed US$4.8
bn of regular export buyers’ credits. The percentage going
to Africa is unlikely to be higher than 50%. In 2006, China
Exim Bank was tasked with committing just US$2 bn in
preferential export credits to Africa over the next three
years, or commitments of about US$660m per year. This is
likely to have doubled between 2009 and 2012 to about
US$1.2 bn.Finally, China Development Bank is increasingly
active in Africa. Between March 2007 and September
2010, CDB disbursed approximately US$4.6 bn,an average
of US$1.3 bn per year.

In total, China disbursed approximately US$6 bn of
official finance to Africa in 2010. That compares to US$8
bn expended by the US, across similar categories. Neither
of these includes finance from private or commercial
banks; for both, this category is minimal at present.
Moreover, Chinese aid—particularly the grants and zero-
interest loans—is distributed remarkably evenly across
the continent.This is in marked contrast to OECD donors,
who tend to provide more support to “donor darlings.”

In July 2012, China pledged to commit $20 bn in finance
to Africa over the next three years. This would average
just over $6 bn per year, a sum quite consistent with the
recent past. China provides more varied kinds of official
finance than do countries like the US, where foreign-
aid grants (typically tied to health projects) are the
primary category of official finance. Crucially, however,
recipients of loans from China have more choice about
how to spend them. Most opt to use them for building
infrastructure: roads, telecom networks, electric power
plants. That means that Chinese cash has the potential
to make a powerful development push in Africa over the
coming years.
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sible by cheap Chinese mobile phones, many knockoffs of better known
brands. Whether or not to allow Chinese traders to do retail business is
a decision under the control of host governments. There are no Chinese
retailers in the streets and alleys of Ethiopia, for example.

Another charge laid at the door of Chinese investors is that they seem
uniquely devoid of a sense of corporate social responsibility (CSR).
Human Rights Watch recently criticized the labor practices of a Chinese
copper mining firm in Zambia. Southern Sudanese complain bitterly
about toxic run-off from Chinese-led oil operations, and CNPC’s invest-
ments in Chad have come in for similar criticism. Western firms have
been under pressure for longer to clean up their investments, although
complaints can still be heard against companies like Shell in Nigeria’s
heavily-polluted, oil-rich delta region. Still, there is no question that
homeland pressures for better behavior overseas remain far fainter for
Chinese firms than for OECD multinationals.

Yet, over the past six years, we have seen concrete examples of a growing
sense of awareness emanating from Beijing. Since at least August 2007,
China Exim Bank has required project environmental and social impact
assessments before it will sign off on a loan. In January 2008, China’s
State-owned Assets Supervision and Administration Commission (Sasac)
began requiring all state-owned firms to publish annual corporate social
responsibility reports. In a few cases, these expectations are beginning
to bear fruit. Chinese investors like China-Africa Overseas Leather Tan-
nery in Ethiopia show visitors their state-of-the-art effluent management
system. In Gabon, China’s state-owned oil company Sinopec shocked
many when it (legally) started oil explorations in a national park. But it
later cooperated successfully with international and local environmental
NGOs and the Gabonese government to bring more environmentally
sensitive practices to bear in its oil explorations.

Just like us

These are encouraging signs. China’s ties in Africa are far more complex
than negative headlines suggest, and Chinese investment there will con-
tinue to expand. Six years after China hit the headlines for its growing
Africa engagement, we are closer to a more realistic story of what the Chi-
nese are doing there. China has been in Africa for a very long time, but in
recent years this engagement has rapidly evolved from socialist solidarity
to a far more commercial focus. Today, Chinese banks and companies
are emerging as multinational corporations, with all the growing pains
experienced by Western companies when they began to invest abroad.
Chinese companies face a steep learning curve, but they are learning and
adapting. Knowing more about the realities of China in Africa is essential
if the West—and Africans—are to engage constructively with the world’s
new superpower.
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poor records of corporate social
responsibility

Understanding the realities
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Luanda calling
China’s investment in Angola, US$m
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Angola’s dealings with China
remain shrouded in secrecy
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Infrastructure in Angola

Winners and losers

by Louise Redvers

Its brightly painted tower blocks can be seen from miles away, a sweep
of color amid dusty scrubland. Spanning 5,000 hectares with some 750
individual apartment buildings, more than a dozen schools and over 150
retail units, the New City of Kilamba is the largest new residential develop-
ment in Angola. When completed, this suburb on the outskirts of Luanda
is designed to house up to half a million people. The scale is beyond
anything locals have ever seen. Yet, for anyone who knows China, it looks
oddly familiar—for Kilamba is a Chinese town built on African soil.

Kilamba is the first of several “satellite cities” being built by Chinese con-
struction companies in Angola. The country’s 27-year civil war ended a
decade ago, but new housing is still badly needed. Millions of people live
in sprawling slums made from home-set concrete, mud bricks and metal
sheeting, often without access to water and electricity. In the run-up to
the 2008 parliamentary election, the ruling party pledged to build Im
homes, and it asked Beijing to help. Four years later, Kilamba stands as an
indelible symbol of China’s relationship with Angola, its largest trading
partner in Africa. But the giant housing estate sprouting from Luanda’s
deep-red earth also raises knotty questions about the nature of that rela-
tionship, and the responsibilities that it entails.

Exporting ghost towns

Angola’s dealings with China are for the most part shrouded in secrecy,
and the complex relationships between private and state companies in
both Angola and China add to that opacity. This makes it hard to know
how Kilamba was conceived and who had the final say over its size and
design. Still, the impetus for Kilamba seems to have come from China
International Fund (CIF), a supposedly private company based in Hong
Kong that appears to have close connections with the Chinese state. CIF,
which has reportedly offered billions of dollars of private credit to the
Angolan government since 2005, is involved in infrastructure projects
across Africa. But for reasons that remain unclear, Kilamba was not built
by CIF but by a subsidiary of state-owned China International Trust and
Investment Corporation (Citic), at a reported cost of US$3.5 bn.

Citic has worked at breakneck speed, importing nearly all labor and
materials, and finishing much of the project within three years. On paper,
Kilamba appears to be the answer to Luanda’s chronic housing shortage:
it is designed to provide organized, clean and affordable living, far from
the chaos of the city center. But some question the wisdom of replicating
China’s mega-estate, tower-block model in Africa. Angolan families are
large, and many prefer to cook and socialize communally. Critics fear that

Louise Redvers is a freelance journalist based in South Africa and the
BBC's former Angola correspondent.
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Kilamba’s residents will struggle to adapt to living in small apartments.
Moreover, Kilamba is located some 30 km from central Luanda; it is far
away from workplaces and existing communities.

The city is nearly complete, but few families have moved in. In June 2012,
only 220 of the 2,800 apartments on the market had been sold. Kilamba
was a ghost town, with streets so deserted that voices bounced off the empty
buildings with an eerie echo. The only pocket of life amid rows of empty
streets was around three schools in the center, where students said they loved
the new buildings, space, calm and safety. But they grumbled about the daily
four-hour minibus commute on Luanda’s congested, often un-tarred roads.

Rip-off housing, crumbling hospitals

Kilamba is one of many Chinese developments built in Angola in the past
eight years. A number of state-owned Chinese companies and subsidiar-
ies, including the China Railway Group Ltd, China Overseas Engineering
Group Co, Sinohydro, Shanghai Construction and the China Road &
Bridge Corporation, have all won and delivered multi-million—in some
cases multi-billion—dollar projects, ranging from roads, schools, rail-
ways and hospitals to football stadiums and office blocks. Many of these
projects have been paid for via an estimated US$15 bn of credit handed
to Chinese companies by Chinese lenders, especially China Exim Bank
and China Development Bank. The money stays in Beijing, and Angola
repays China with crude oil.

In theory, this should be a good deal for both sides. But there are concerns
that some of the investment is not carefully thought through and does not
deliver what is needed. Kilamba was initially marketed by the Angolan
government as low-cost social housing. But the private company manag-
ing the properties, Delta Immobilaria, has put them on the market for
US$120,000-200,000. That is well beyond the reach of the vast majority
of Angolans, two-thirds of whom live on less than US$2 per day. A new
scheme allows residents to purchase their property after paying 20 years
of rent, at an effective interest rate of 3%. But locals remain angry that
wealthy government officials, who are closely linked to Delta, may profit
from what was supposed to be a social-housing scheme for the poor.

Fears abound, too, about the quality of the workmanship at Kilamba.
Photographs circulating on social media sites show large interiors cracks
in the new walls, reminiscent of those found in Luanda General Hospi-
tal in 2009, which was also built by a Chinese company. Angolans were
understandably angry when the US$8m hospital had to be closed—and
patients moved from their beds to a tented camp—just three years after
opening. The Chinese company responsible is rebuilding the hospital for
free, but it has given other Chinese construction companies a bad name.
Some now fear that Kilamba may crumble as the hospital did before it.

Citic has not helped its image by shipping in tens of thousands of Chi-
nese laborers to build Kilamba’s apartment blocks, in preference to local
muscle. This is not unusual for Chinese construction companies, which
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The only contact many Chinese
construction workers have with
Angolans is when they pass
through immigration

argue that Chinese laborers work harder and quicker for lower wages.
Recruited by labor brokers across China to work fixed-term contracts,
planeloads of migrant workers arrive at Luanda airport wearing num-
bered badges and clutching their scant belongings in torn plastic carrier
bags. Their time in airport immigration, where they are greeted with an
equal dose of hostility and bemusement, may prove as much interaction
with Angolans as they will get during their typically year-long stay. With
their passports stamped, they are whisked off to live in tents or converted
shipping containers next to the construction site. Along the thousands of
kilometers of railway track re-laid by Chinese workers, it is not unusual
to find makeshift beds and discarded cooking pots.

Angolans largely welcome the contribution Chinese companies have
made by rebuilding and repairing infrastructure, but they resent the use
of imported labor. In a country where formal employment rides at any-
where between 30% and 60%, large-scale infrastructure projects should
have created many local jobs. For years, the physical isolation of Chinese

Murkier and murkier

There is plenty to see for Angola’s relationship with China:
new housing estates, hospitals, railway tracks, roads and
factories. But behind the physical infrastructure and
accelerating trade statistics, there are many unanswered
questions. One particularly murky concern is the credit
lines made available to Chinese companies operating in
Angola, and the opacity with which they are delivered.

The darkest matter in the world of Angolan credit
financing is Hong Kong-based China International Fund
(CIF), a private company with close links to the Chinese
state. CIF appeared on the scene in 2005 offering Angola
a credit line officially worth US$2.9 bn. It said it would
channel the money into post-war infrastructure projects,
in a parallel but separate mechanism to the Chinese
government’s loans through China Exim Bank.

Signs bearing CIF's name went up at building sites
around Angola, but several of the projects stalled.
These were later taken over by state-owned Chinese
companies, including Citic at Kilamba. Over the past
two years, however, CIF has begun work on Luanda’s
new airport and several residential projects. It has a
large base in Angola’s new and much-vaunted Special
Economic Zone, and has a huge skyscraper headquarters
in downtown Luanda.

But these physical infrastructure projects do not tell the
whole story.Studies suggest that CIF is closely connected
to China Sonangol, a Hong Kong-Angolan outfit that
brokers oil sales from Angola to China.China Sonangol—
which owns stakes in several Angolan offshore oil blocks,
as well as mining concessions in Guinea Conakry and

Zimbabwe—isajointventure between Hong Kong-based
Dayuan International Development Ltd and Angola’s
state oil company, Sonangol. Dayuan International just
happens to own 99% of CIF.

For some years, China Sonangol was headed by the
eldest son of Angolan president Jose Eduardo dos
Santos. Manuel Vicente, Sonangol’s former chairman
and now Minister of State for Economic Co-ordination,
has also been listed in reports as chairman of the
Hong Kong-Angolan company. Perhaps not incidentally,
Vicente is allegedly linked to the real estate company
selling homes in Kilamba—backing up the theory that
CIF and China Sonangol enjoy a cozy relationship. The
fact that the oil parastatal’s subsidiary Sonip is the overall
manager of the Kilamba site also muddies the water.

Officialsin Beijing have denied that CIF—and, by extension,
China Sonangol—has anything to do with the Chinese
government. But the links continue to stack up. Records
show that Angolan oil repayments made in return for
loans disbursed by China Exim Bank are managed by
China Angola Oil Stock Holding, a subsidiary of Dayuan
International Development—and CIF’s parent company.

Intriguingly, one of CIF's founding partners, Lo Hung
Fung, is chairwoman of a joint venture between China’s
state-owned oil company Sinopec and China Sonangol.
This company, known as Sonangol Sinopec International,
has equity in several offshore oil blocks in Angola. Even
more intriguingly, Lo is married to a former director of
Citic, who works as a financial adviser to China Sonangol
and is a director of one of its subsidiaries.
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workers added to their hosts’ mistrust, as thousands of Chinese workers
labored far out of sight. But this is slowly beginning to change. The sheer
number of Chinese nationals now working in Angola means that interac-
tion is increasing. Indeed, many former construction workers have stayed
in the country, branching out into commerce and trading.

In 2006, an estimated 6,000 Chinese nationals worked in Angola. Most
were there to work on road projects, often far from towns or villages.
The official figure is now nearer 260,000—although this does not include
thousands of Chinese workers who have stayed on illegally to set up
businesses after the termination of their work visas. In a country with
a population of just 19m, the Chinese population is beginning to reach
a critical mass. Local Chinese-language newspapers are popping up to
serve expatriates. And some Chinese have moved into Angolan commu-
nities to run shops, restaurants and massage parlors.

Don’t blame China

Inevitably, the growing Chinese presence in Angola has brought tensions,
including reports of criminal gangs targeting Chinese compounds and
workers. Yet that has not altered the official view that the deepening bilat-
eral relationship is an overwhelming success. Kilamba and other projects
may have their problems, but China has built a lot of useful infrastructure
in Angola in just a few years. Crucially, it stepped into a war-torn country
in which the West was initially too nervous to invest. For its part, China
gained a steady supply of oil, and lucrative money-making contracts for
state and private companies. This is exactly what Chinese officials mean
by “win-win.”

There is truth in this official view. It is simplistic, as some Western crit-
ics have done, to portray Angola as the weaker partner in its relationship
with China. Angola is not a victim of resource-hungry neo-colonialism,
but a sovereign nation choosing to do business with another nation.
Angola’s government commissioned Chinese companies to deliver infra-
structure in return for oil. This is a business deal, not exploitation. Angola
has similar infrastructure-for-oil deals with Brazil, also lubricated by
government loans. Some of these deals date back to the 1980s, but no one
accuses Brazil of trying to colonize Angola.

Kilamba is a symbol of the deepening ties between China and Angola.
The relationship, like Kilamba, has its weaknesses. But it is surely up to
the Angolan government, not China, to recognize the problems and rec-
tify them. Angolan officials are responsible for determining how Chinese
credit is spent in their country, and for checking that construction is
carried out properly. And it is up to the Angolan government to ensure
that Kilamba’s apartments, paid for with state-owned oil, are appropri-
ately priced. Angola may be a country newly emerging from decades of
civil war, but China needs Angolan oil as much as Angola needs Chinese
know-how and muscle. China is only in a position to exploit its African
partners if they let it.
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Chinese manufacturers are
flocking to west Africa to
cater to an emerging middle
class eager to buy affordable
consumer goods

A welcome scramble
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Manufacturing in Nigeria

Lagos—the new Shenzhen?

by Nikia Clarke

Analysts and policy wonks obsess over the implications for global com-
modity markets of a rapidly developing China, and what this means for
resource-rich African countries. Yet the most important economic trend in
China’s relationship with petroleum giant Nigeria has nothing to do with
oil. Far more noteworthy is the growing number of Chinese manufacturing
firms that have opened factories in Africa’s second-largest economy, which
boasts a population of 170m. These are not the big state-owned resource
and construction firms that make headlines with multimillion-dollar con-
tracts, but small and medium-sized companies that are almost exclusively
privately owned. Pushed by rising wages and fierce competition at home,
they are flocking to west Africa to cater to an emerging middle class with
a healthy appetite for affordable consumer goods.

A Chinese bend in the river

Over the past few decades, as European and American firms dribbled
away from Nigeria, companies from emerging markets have slowly
moved in to take their place. This trend accelerated during the global
economic crisis, as India and Brazil became the second- and third-largest
importers of Nigerian oil, after the United States. But the most meaning-
ful deepening of economic relations came with China, now Nigeria’s
second-largest trading partner and its largest source of imports. In
investment terms, small Chinese family firms and traders—the modern
equivalent of the Taiwanese, Lebanese and Indian firms who arrived in
previous decades—are expanding in significant numbers.

Disaggregated investment data in Nigeria are notoriously scarce. In their
absence, press announcements of large contracts between the Nige-
rian government and multinational corporations provide a snapshot of
events. But sectors like manufacturing and retail trade—characterized
by a large number of smaller firms with investments in the thousands
instead of the millions of dollars—are overlooked completely. Yet it is
precisely in these sectors that big changes are occurring. From 2006 to
2011, nearly 900 foreign firms incorporated in Nigeria and registered an
investment of at least 10m naira (US$63,000). The most common coun-
tries of origin, in order, were China, India, the UK, the US, Lebanon and
South Africa. Chinese firms made up nearly 20% of the total, with Indian
firms not far behind.

Without huge contracts to attract media attention, Chinese manufactur-
ers are far less visible than their compatriots in other sectors, such as
mining and construction. But their presence in Nigeria is sizable and
growing. More than one in four companies that responded to a voluntary

Nikia Clarke is co-founder of the Oxford University China-Africa Network
and a DPhil candidate.
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survey administered by the commercial section of the Chinese embassy
in Nigeria in 2011 were manufacturers, mostly in light industry. For the
most part, they are private firms operating with little or no state support.
Indeed, Chinese officials in Nigeria often have no idea these businesses
exist until they are sought out in a diplomatic crisis.

Exporting industrial policy

Beijing has an interest in facilitating labour-intensive, low-skilled manu-
facturing firms to “go out” and enter new markets in order to make room
for more high-tech and strategic industries at home. And the movement
of manufacturing capacity from China to Africa has obvious potential
benefits for a continent seeking to catalyze an industrial sector that has
long been stagnant or in decline. World Bank officials, policy makers
and, increasingly, leaders of African countries themselves are becoming
excited about the possibilities. On his visit to China in 2011, Nigeria’s
trade and industry minister made multiple references to turning Nigeria
into a manufacturing center for Chinese firms.

In China, the special economic zone (SEZ) has long been an industrial
policy tool of choice for managing foreign investment and integrating
local firms with the global economy. As it has shifted over the past
decade from being an importer to an exporter of capital and technology,
China has begun to export the SEZ model abroad. In early 2006, Beijing
announced that it planned to establish 50 overseas economic and trade
cooperation zones (ETCZs), with the objective of reducing trade friction,
boosting exports, spending unused foreign exchange, and enhancing
international economic cooperation. A total of 19 projects were approved
worldwide following two rounds of tendering in China in 2006 and 2007.
The zones are designed to be profit-seeking ventures, with Chinese com-
panies taking the lead in planning, construction and operations.

ETCZs offer a host of potential benefits for both Chinese firms and host
countries. They encourage a shift to local production in countries overly
reliant on imports. They transfer some of the burden of infrastructure
construction from cash-strapped African governments to Chinese devel-
opers. They provide clustering advantages for small and medium-sized
firms. And because they are officially outside domestic customs territory,
they simplify bureaucratic procedures and lower taxation. Most impor-
tant, they represent a long-term investment in Africa’s industrial future,
with a wealth of potential linkages to the domestic economy.

A tale of two zones

Yet these benefits will not necessarily materialize automatically, or
quickly. Nigeria’s early experience with its two ETCZs—in Lekki and
Ogun—reveals substantial obstacles on the road to transforming a Chi-
nese thriving domestic institution into a successful foreign-policy initia-
tive. Both zones are within 60 km of the country’s economic capital of
Lagos, a city of 12m with desperately overstretched infrastructure. Mod-
eled after the Chinese comprehensive SEZ, they have planned provisions
for housing, tourism and services in addition to export processing and
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Obstructive officials and poor
infrastructure are the biggest

obstacles to success

other industrial activities. But over five years after winning the official
tender, both zones are still very much in the early stages of construction
and operation.

The Lekki Free Zone is a joint venture between the Lagos state govern-
ment, which has a 40% equity share, and a consortium of Chinese firms.
This is led by China Civil Engineering Construction, a central state-
owned enterprise (SOE) that has been active in Nigeria for decades. The
Lekki zone has a high degree of local ownership in management and
operations, as well as consistent political support from the state govern-
ment. The Ogun Guangdong Free Trade Zone is the first project devel-
oped in Nigeria by Guangdong Xinguang, a provincial SOE; the Ogun
state government owns a minority share of 18%. In Ogun, Guangdong
Xinguang retains full management control, and relations between the
zone and the state government have deteriorated rapidly following elec-
tions in April 2011 that brought a new party to power.

The biggest challenges for both have been those over which the zone
developers have no control: the capacity of federal ministries and agen-
cies. The federal government has been slow to build roads, pipelines and
other external infrastructure, and the Nigeria’s customs authority has
tried to block re-exports of goods produced in the zones into domestic
customs territory. Progress in Lekki Zone has been slow. Only 15 of the

Not-so-petty frictions

Trade between China and Nigeria grew tenfold over the
past decade, from US$1.1 bn in 2001 to over US$10 bn in
2011. Nearly 20% of Nigeria's imports come from China,
mainly manufactured goods—motorcycles, machinery,
auto parts, textiles and garments. These imports fuel a
thriving retail-trade industry—one which contributes
substantially to Nigeria's GDP—and make inexpensive
goods available to a population who might otherwise
not be able to afford them. But they also raise issues
about quality, make competition tougher for local
producers and traders, and encourage smuggling at
Nigeria's porous borders.

The perception that Chinese goods are of an inferior
standard is pervasive.”Buy China, pay twice”is a common
refrain throughout Nigeria, and government officials in
the Ministry of Trade and Industry state that substandard
goods are the biggest problem in China-Nigeria relations.
Beijing argues—and many Nigerians agree—that it is
not the Chinese who are responsible for the flood
of substandard goods in the country, but Nigerian
traders that bring in low-quality products to cater to
local demand. There are large numbers of Nigerian and
Chinese traders in both China and in Africa operating
outside the reach of any number of trade agreements
signed at the national level.

These goods are restructuring patterns of production and
informaltradeall overtheregion.Local producers complain
that they cannot compete with Chinese imports,especially
in weak sectors like textiles.In many cases, Chinese traders
simply present a visible target for indigenous traders and
producers struggling with a number of threats to their
livelihoods. This presents a quandary for a government
that wants to encourage investment from China in most
sectors, but not those where they compete with locals.
The informal sector is generally thought of as the ultimate
bastion of indigenous entrepreneurship,and not normally
a target for foreign actors or protective government
regulation. As such, the Chinese presence in petty trading
is a new kind of challenge.

These issues with standards and informal trade are a
particular feature of China’s relationship with developing
countries. China does, of course, produce high-quality
goods for export to the United States and Europe; those
goods move legally and efficiently through ports all over
the world. Trade tensions between China and Nigeria
are instead a matter of poor institutional capacity and
regulatory control on both sides. This is a common
enough condition in emerging economies, but one that
will require strategic thinking on the part of both Abuja
and Beijing.
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79 companies that had signed up with the zone by early 2012 were manu-
facturing firms. Of these, only two were already on site, and neither had
begun production. In Ogun Zone, roads remain unpaved, offices are in
temporary buildings, and security is sketchy; but 15 or so manufacturing
tirms are already producing consumer goods. They have built factories,
hauled in generators to power them, and hired around 500 local workers
to staff them. Early in 2012, a large ceramics firm began construction on
a factory that will employ 1,500 more people once completed.

Right blueprint, wrong toolkit?

Traditionally, SEZs are industrial policy institutions that operate outside
domestic customs territory in order to facilitate the production of goods
for export. Yet the case for Africa becoming the world’s next export plat-
form is shaky at best. High input costs, poor infrastructure, complex
regulatory regimes, and uncertain political environments mean that—at
least in the short term—international firms looking solely for the next
cheap production destination are unlikely to end up south of the Sahara.
But for those seeking new markets for their goods and an escape from
intense domestic competition within China, African countries offer a
wealth of potential opportunities.

For the firms that are locating in Nigeria’s ETCZs, the real prize is access
to local consumers. In China, early SEZs were virtually the only places
foreign firms could operate in a slowly liberalizing economy. By contrast,
Nigeria has a long history of openness to the global economy and quite
liberal foreign-ownership and investment laws. The salient question,
therefore, is what advantage the zones provide over other locations in
Nigeria. At the moment, the obduracy of Nigerian Customs means the
zones are, ironically, more of a hindrance than a help. In some cases,
production has even ground to a halt. To be fair, however, Chinese firms
that have set up in industrial parks elsewhere—without the preferential
policies of the ETCZs—are running into similar political and institu-
tional challenges. Rather than grapple with the customs authorities, they
must deal with a large number of federal, state and local agencies, all with
separate requirements and agendas.

Ultimately, Chinese firms both inside and outside the zones are learning
that Nigeria is a harsh environment in which to do business, with high
costs and unfamiliar political and institutional arrangements. But it is
also a massively profitable one for those who learn to navigate its treach-
erous waters. In the words of one zone manager, “The only way to succeed
is to do things the Nigerian way.” The ETCZ experiment may be a great
success story in the long term, but it will be a few years yet before any-
one—including the zone developers themselves—can give their verdict.
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The case for Africa becoming
the world’s next export
platform is shaky at best
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China has no grand strategy to

turn Africa into an agricultural
colony

Just a boat or two
China’s trade with Mozambique, USS$ bn
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Agricultural investments

Rice diplomacy

by Sigrid-Marianella Stensrud Ekman

“Land grabbing” has become something of a buzzword in recent years.
Powerful, land-scarce countries such as China are accused of buying
up farmland in poor countries, and shipping the agricultural produce
back home to feed their own populations. As much of the land grab-
bing reportedly occurs in famine-hit regions of Africa, the practice has
understandably attracted widespread condemnation. In 2011, Germany’s
Africa policy chief Glinter Nooke blamed China for contributing to “a
man-made catastrophe” in the Horn of Africa by working in cahoots
with corrupt government officials to lease precious farmland. “In the
case of Ethiopia, there is a suspicion that the large-scale land purchases
by foreign companies—or states such as China which want to carry out
industrial agriculture there—are very attractive for a small elite,” he said.

Criticism of land grabbing gained momentum after global food riots in
2008, and the issue remains high on the agenda for NGOs and interna-
tional organizations. Numerous reports have accused China of engaging
in “neo-colonialism” as it seeks to lease large tracts of land in Africa. This
makes a good story, but it ignores the fact that there is little evidence to
support such claims. There is plenty of Chinese interest in African agri-
culture, but this is limited to aid projects and a few commercial adven-
tures. There is certainly no grand strategy to turn Africa into an agricul-
tural colony of China. Many of the commercial links between China and
Africa stem from the third Forum for China Africa Cooperation held in
2006, which emphasized agricultural cooperation and aimed to improve
grain yields in countries where children still die of malnutrition.

Take it with a pinch of grain

Accusations that China is on the hunt for foreign land have gathered
momentum since domestic inflation began to accelerate in 2008. Food
prices have risen dramatically in China over the past four years, and the
rising cost of agricultural staples has become politically sensitive. In its
Number One policy document released at the start of 2008, the Chinese
government stated that “one of the biggest threats to economic and social
development is the fragilities within the Chinese agricultural sector and
its ability to meet growing needs.” China must feed one-fifth of the world’s
population with only 7% of the world’s arable land, but its leaders have
little faith in relying on volatile international markets to buy grain. It there-
fore makes sense, so the thinking goes, to lock up stable supplies abroad.

Reports of Chinese land grabs are churned out weekly. Grain, an NGO
devoted to fighting land grabbing, has complied a global “database”
of land abuses. In their publication Seized, they paint a dire picture of

Sigrid-Marianella Stensrud Ekman is an independent consultant special-

izing in China-Africa affairs.
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widespread seizures. Yet the data on which these claims are based are
severely flawed. Grain compiles statistics by indiscriminately counting
media reports on the subject, and conducts no systematic investigation
to ensure the validity of these reports. The few studies based on field
research are frequently ignored by the media, perhaps because they do
not confirm the bleak story they want to tell. As a result, any interest in the
agricultural sector by a foreign entity in any given country is immediately
labeled as “land-grabbing”

A quick look through their compiled data reveals that almost every ~ Claims of Chinese “land grabs”
corner of the planet is under purported attack from land grabbers. And ~ do not stand up to scrutiny
the perpetrators are not only Chinese: the United Arab Emirates, Egypt,

India, the Netherlands, Argentina, Russia, Japan, Germany and the United

States all stand accused. China is not just a land-grabber; it is also being

grabbed—by American and Japanese companies, no less. In reality, many

of these “land grabs” merely describe a new phase in the process of glo-

balization: after years of investing in factories, more countries and com-

panies are turning to agriculture. The hysterical tone of Grain’s reports

does little to aid understanding of what is really going on.

Falsely accused in Mozambique

Mozambique is reportedly one of the chief targets of China’s foreign land
push. Much of the evidence for this claim comes from a couple of articles
published by the Center of Strategic and International Studies (CSIS), a
Washington-based think tank. Despite doing no on-site research, CSIS
claims that China is leasing large tracts of land in Mozambique’s fertile
Zambezi valley, with plans to import thousands of Chinese farmers to
run its farms. “One thing seems to be certain,” the report says: “China
is committed to transforming Mozambique into one of its main food
suppliers, particularly for rice, the basic element of the Chinese diet...
Mozambique’s increased rice production is clearly destined for export
to the Chinese market” CSIS also echoes rumors that China is financ-
ing the construction of the highly controversial Mphanda Nkua Dam in
exchange for land-usage rights in the Zambezi.

Yet, according to the Mozambican Directorate of Land and Forestry, China Hungry for more

has made no requests for land leases. That does not mean China is inac- Rice imports, 000 tons
tive in Mozambique. In 2006, Beijing offered Maputo monetary assistance
in the form of soft loans. The Mozambican government spent the lion’s
share on infrastructure projects, including a new airport and national 500
stadium. And it directed a small fraction—US$50m—to fund agricultural
development projects in the Zambezi Valley. Of this, US$19m is being 400
spent on importing agricultural tools and machinery from China, while

600

the remaining US$31m will fund the construction of three agricultural 300 Mozambique
processing plants. These projects were chosen by the Mozambican govern-

ment; there is no evidence that Beijing is conducting a food-security strat- 200

egy in Mozambique. China Exim Bank even withdrew its offer of funding ,‘9@ ,19@ @\\
for the Mphanda Nkua Dam after the construction contract was awarded Source IRRI, USDA

to a Mozambican-Brazilian consortium rather than to a Chinese firm.
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Show us how to do it

Average rice yields by selected countries,
tons per hectare
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Introducing hybrid Chinese rice
to Mozambique could lead to a
fivefold rise in productivity
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It is a similar tale in other African countries in which China has been
falsely accused of grabbing land. In the Democratic Republic of the
Congo, the Shenzhen-based telecommunications manufacturer ZTE was
widely reported to have leased a staggering 3m hectares of farmland. But
Deborah Brautigam, a senior research fellow at the International Food
Policy Research Institute, found the true size was a more modest 100,000
hectares. Ethiopia is another supposed hotspot for Chinese land grab-
bing. Yet on-the-ground research by the Oakland Institute, a California-
based think tank specializing in agricultural issues, found that China was
surprisingly absent in the rush for Ethiopian land.

Hybrid high-five

China does have agricultural interests in Africa, but there is no evidence
that this involves grabbing large tracts of land. In Mozambique, China’s
role is actually far smaller and far more positive than critical reports
suggest. One project between the Chinese government and the Mozam-
bican Ministry of Science and Technology aims to boost agricultural
productivity through technology transfers. A second project, run by the
private Xiangyang Wanbao Group and Hubei Lianfeng Farm, is engaged
in hybrid-rice experiments. The farm, which will eventually cover a
modest 300 hectares, is the closest thing to Chinese land leases existing
in Mozambique to date. The stated aim of the project is to create a finan-
cially sustainable business and diversify into new food crops that will be
sold on the local market. The farm is partly funded by the Melinda Gates
foundation, via the Chinese Academy for Agricultural Sciences.

China is at the forefront of research on hybrid rice, and is applying its
expertise in Mozambique. Introducing this technology could produce a
fivefold increase in Mozambique’s rice productivity, according to some
estimates. The initial results from Hubei Lianfeng Farm are certainly cause
for optimism: hybrid rice yields on the farm now top 9 tons per hectare,
compared to the national average rice yield of under 1 ton. But whether
this increase in rice production is “clearly destined for China” as claimed
by the CSIS article is highly questionable. Mozambique imports relatively
larger amounts of rice than China. In 2011, China imported 400,000 tons
of rice, barely more than Mozambique, which only has a population the
size of Shanghai. In 2008, when China experienced surging food inflation,
Mozambique’s rice imports exceeded China’s. Mozambique is also a large
recipient of rice as aid, whereas China is a rice donor.

Given that Mozambique has significant rice shortages of its own, it is
plausible to suppose that any increase in domestic rice yields would sup-
ply the domestic market. And if it ever produced a surplus, it could then
sell that on to China (or any other country) at a profit. Instead, the moti-
vation for investing in Mozambique appears to be at least partly commer-
cial: Hubei Lianfeng farm says it intends to sell its produce in local and
regional markets. Like many of China’s aid projects, the aim is to produce
a result in which both sides benefit.
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Going out, with tractors

Presuming that Chinese incomes and food consumption continue to
rise, China will have to increase the quantity of grain it imports from
international markets. But it is not about to suffer from a food-security
crisis—and this explains why China does not need to grab large chunks
of African land to satisfy growing demand for food at home. Despite
operating under grave land constraints, China currently has a grain self-
sufficiency ratio of 95%—a level that leaders have promised to maintain
until 2020. Even as farmland is gobbled up by urbanization, grain yields
continue to rise.In 2011, China produced a bumper harvest of 570m tons,
well above the 2020 target of 540 tons. China’s average rice yield is now
6.6 tons per hectare, compared to 5.0 tons in Indonesia and 3.3 tons in
India. But there is still room to improve if China is to match the 7.5 tons
per hectare produced in the US.

Far from forming a sinister link in a national food-security strategy,
Chinese agricultural projects in Africa are better explained as part of the
“Going Out” policy to promote investment overseas. Agricultural invest-
ments have lagged behind those in other industries; in 2011, they account-
ed for 3% of total overseas direct investment, or just US$2 bn. Unsurpris-
ingly, China’s government is keen to boost these outflows, and the projects
in Mozambique and other countries should be seen in that light.

This explanation is convincing because it makes little sense for China
to lock up agricultural resources abroad. As the National Development
and Reform Commission (NDRC) says, leasing land overseas and rais-
ing dependency on particular countries will not necessarily raise food
security. In the case of an international food crisis, the host countries
may not be able to export their produce. Depending on food supply from
vulnerable countries with an already weak food-security profile, such as
Mozambique, is not a much safer option than buying food on the inter-
national market. Instead, NDRC says it “will work extensively to improve
international cooperation in order to establish a reliable and stable sys-
tem of procurement.” Assisting other countries to raise food production
levels, such as initiating a green revolution in Africa, would decrease the
volatility of global agricultural output and reduce the risks associated
with increased dependence on imports.

Win-win... again

If China has accepted the need to increase its reliance on international
food markets, it is in its own interests to share its hybrid-rice technol-
ogy and help boost global food supply. Given its remarkable agricultural
achievements and expertise in growing hybrid rice, this is an area in which
China has an important—and positive—global role to play. Rather than
tearing that China’s expansion onto African soil will lead to more empty
bellies, China’s growing agricultural interests there should be viewed as a
chance to help feed the continent’s poor. Chinese companies, both state
owned and private, scent opportunities in Africa. That could be a good
thing both for China and for Africa.
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China’s African agriculture
projects are not part of any
national food-security strategy
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Leadership transition

The chance for change

by Scott Kennedy

This fall, a meeting of the elite of the Chinese Communist Party will briefly ~ Term and age limits are leading
allow the outside world a glimpse of its inner workings, as it names the small ~ to wholesale change among
group of people who will run China for the next several years. At the Party ~ China’s top leaders...
Congress a combination of term and age limits will force the retirement

of most of the current leadership, including President and Party General

Secretary Hu Jintao and Premier Wen Jiabao. Party Congresses often mark

significant turning points in the broad direction of Chinese economic

policies. Following the 14th Party Congress in 1992, Jiang Zemin and Zhu

Rongji pushed forward a wave of liberalization that culminated in entry into

the World Trade Organization in 2001. Following the 16th Party Congress

in 2002, the new team led by Hu and Wen set a different trajectory of giving

greater support to state-owned enterprises, reducing the burdens of farmers,

and expanding social welfare programs. So will the 18th Party Congress of

2012 also see China adopt a major shift in economic philosophy?

The backgrounds, experiences and priorities of the likely next leadership
are noticeably different from the current one. So it is possible they will
show a greater commitment to free-market principles, oversee a retrench-
ment of the state sector, and encourage institutions that foster innovation
and technological upgrading. Such a policy shift would certainly help
China sustain its rapid economic growth. Yet the most likely trajectory is
only a modest adjustment from current policy priorities, and a continued
focus on political stability. The Chinese political system increasingly val-
ues caution and policy continuity—so this is the base case for any leaders
working in that system. This need not mean stasis: the last year of the
current administration has been surprisingly productive, with a string of
helpful if modest liberalizing policy adjustments in the financial sector.

A new crop of faceless bureaucrats

The mechanics of the Party Congress are fairly simple. The 2,270 deputiesto ... but surprises at the very top
the Congress will listen to Hus report on his tenure as general secretary,and ~ are unlikely
then select the roughly 350 members of the Party’s Central Committee. At its

First Plenum, held a day later, that body will approve the Party’s leadership:

the approximately 25-member Political Bureau and its Standing Committee,

the ultimate leadership body now comprised of the nine men who for all

intents and purposes run China. Seven of these men are due to retire. The

two who are not, current Vice President Xi Jinping and current Vice Premier

Li Keqiang, have been groomed to take over from Hu Jintao and Wen Jiabao

as heads of the Party and the government, respectively. The remaining slots

on the Politburo Standing Committee (PBSC) will be filled from a fairly

short list of senior officials of the right age, experience and political profile.

Scott Kennedy is director of the Research Center for Chinese Politics &
Business, Indiana University.
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Reading the political tea leaves

Most likely members of the next Politburo Standing Committee

Home Notable Factional
Born Current Postion Education province  parents ties
Current Politburo Standing Committee members
1 XilJinping 1953 Central Military C'tee Vice Chair, Engineering, Shaanxi Xi Zhongxun Jiang Zemin
Vice President law
2 LiKeqgiang 1955 Executive Vice Premier Law, economics Anhui - Hu Jintao
Current Politburo members
3 LiuYandong* 1945 State Councilor (sci-tech, Chemistry, political Jiangsu Liu Ruilong  Hu Jintao,
education, culture, sports) science Jiang Zemin
4 Yu Zhengsheng 1945 Shanghai Party Secretary Engineering Zhejiang Jiang Qingt  Jiang Zemin,
Deng Xiaoping
5 Zhang Dejiang 1946 Chongging Party Secretary** Economics Liaoning Zhang Zhiyi  Jiang Zemin,
Xi Jinping
6 Zhang Gaoli 1946 Tianjin Party Secretary Economics Fujian - Jiang Zemin
7 LiuYunshan 1947 CCP Propaganda Dept Director Party affairs Shanxi - Hu Jintao
8 Wang Qishan 1948 Vice Premier History Shanxi Yao Yilint Zhu Rongji
9 LiYuanchao 1950 CCP Organization Dept Director Math, economics,law  Jiangsu Li Ganchang Hu Jintao
10 Wang Yang 1955 Guangdong Party Secretary Engineering Anhui - Hu Jintao
Other potential candidates
11 Meng Jianzhu 1947  Minister of Public Security Engineering Jiangsu - Jiang Zemin
12 Ling Jihua 1956 CCP General Office Director Business Shanxi - Hu Jintao
13 Zhou Qiang 1960 Hunan Party Secretary Law Hubei - Hu Jintao
14 Hu Chunhua 1963 Inner Mongolia Party Secretary Chinese Hubei - Hu Jintao
15 Sun Zhengcai 1963 Jilin Party Secretary Agriculture Shandong - Wen Jiabao

*Female **Replaced Bo Xilai, March 2012; previously was Vice Premier. tin-law

Sources: Xinhua, Chinavitae.com, GK Dragonomics

The importance of factional
groups is usually over-rated
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What does the composition of the next PBSC tell us? The Chinese Commu-
nist Party is still a secret society whose opacity allows for a wide variety of
theories about elite politics. It is common, for instance, for Westerners to view
Chinese politics as a struggle between “reformers” who support freer mar-
kets and political liberalization, and “conservatives” enamored with central
planning and repression. In reality China’s political class is committed to the
compromise program of the past 30 years that combines market mechanisms
with authoritarian politics; they disagree about which adjustments to make
to that model, not whether it should be replaced with a different one.

Another common approach is to view elite Chinese politics as a cynical
game for the distribution of spoils among factions, variously identified
as the “Shanghai gang” associated with former leader Jiang Zemin, the
Communist Youth League faction associated with current leader Hu
Jintao, and a “princeling” party composed of the privileged offspring
of previous generations of leaders. While personal loyalties are clearly
important in China, leaders usually do not fit neatly into clear factions or
groups. Those leaders who have worked with Jiang do not actually share
the same views on policy, nor do those who have worked with Hu. The
class of princelings is even more diverse: Bo Xilai, Wang Qishan, and Xi
Jinping are all related to an older generation of leaders, but have notice-
ably different views, and are hardly a unified force.

So we think talk of vicious power struggles and factional battles is often
overdone. The headline-grabbing fall of former Chonggqing Party boss Bo
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Younger and smarter
Trends in Politburo membership, by Party Congress

12th 15th 16th 17th

(1982) (1997) (2002) (2007)

Average age at term start 72 63 60 61
College educated 0% 71% 88% 92%
Engineers among college educated - 82% 77% 48%
Military experience 80% 13% 16% 12%
Regional slant Interior Coast Coast Coast
Women 4% 0% 4% 4%

Sources: Xinhuanet, Chinavitae.com

Xilai and his wife Gu Kailai has obscured much of the real functioning of
Chinese politics. It is clear that the Bo affair came nowhere close to being
a threat to the system in the way that the mass protests in 1989 were. The
leadership was not split but unified. The fact that Bo’s henchman, Wang
Lijun, flirted with treason by spilling secrets to the US made it easy for
other leaders to agree on his ouster.

Unfortunately, Chinese elite politics is difficult to explain with simple  China’s next leaders have
models. While leaders’ positions on particular issues are shaped by their  all spent the last decade
family background, education, factional ties and work experience, what ~ advocating and defending
they actually do is constrained by Party rules and norms, the bureau-  current policies

cracy, the views of stakeholders, and economic realities. So the degree of

potential change from this political transition should not be exaggerated.

The next PBSC will be composed entirely of career officials who have

advocated and defended the past decade’s policies.

The liberal opportunity

Yet it is true that the likely incoming leadership looks, on balance, to be
somewhat more open in outlook than the current group. In a shift from
the past two decades, we should see a growing diversity of educational
backgrounds in the broader Politburo, with more leaders trained in eco-
nomics, law and a variety of social sciences. The contrast between China’s
leadership at the start of the Reform era and now is startling. Looking
over the horizon, the cohort currently just below the Politburo who will
be eligible for top spots in future transitions has many people who have
been educated in the US and Europe.

In fact, the 12th Five-Year Plan adopted last year is already full of goals
that would be consistent with a more assertive policy trajectory. The main
problem is that many of its laudable objectives have yet to be translated
into concrete policies. So a more aggressive reform agenda would not
require the next leadership to turn their back on the priorities favored by
Hu and Wen, just to do more. And the two top leaders-in-waiting have
shown a willingness to support more liberal policies.

Xi Jinping headed Fujian and Zhejiang provinces before coming to work
in Beijing five years ago. In both jobs he supported policies that reduced
discrimination against private companies. While Xi’s future portfolio as
president and general secretary will focus more on politics and foreign
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takes power

44

relations, economic policy also looks to be in good hands. Premier-desig-
nate Li Keqiang is trained in economics and has, according to those who
have met him, a good understanding of the issues. He played a central
role in the development and promotion of China 2030, a report issued
in February by the World Bank and the State Council’s Development
Research Center. Although the report has not been embraced by the offi-
cial bureaucracy, Li is reportedly supportive of its recommendations. The
report argues that for China to continue strong economic growth, it needs
to reduce state enterprises’ dominance, lower barriers to the private sector,
free up markets for land, labor and capital, and strengthen the fiscal sys-
tem. Along with other scholarly efforts, the report provides a ready-made
list of reforms that could be taken up by the next leadership.

Change at the top

The PBSC is not a one-person, one-vote democracy, so the change in the
top two leaders is quite significant. China’s current top two leaders, Hu
Jintao and Wen Jiabao, have repeatedly shown that they favor state-owned
enterprises and have little faith in market mechanisms to generate their
desired economic goals. Their retirement offers a chance for other lead-
ers, even those who have worked with them and implemented some of
their policies, to take a different approach. Xi Jinping and Li Keqiang are
far from opponents of the current approach, but there is some evidence
that they may be more open to reduced preferences for SOEs, a finan-
cial system that better serves the private sector, and a less nationalistic
approach to encouraging innovation. And they are likely to be joined by
others who would reinforce that tendency.

The current vice premier, Wang Qishan, is widely expected to be elevated
to the PBSC and serve another term in government, as either executive
vice premier or chairman of the National People’s Congress. An effective
technocrat and troubleshooter, he was sent by Zhu Rongji to clean up
Guangdong in the late 1990s after a variety of scandals there. He returned
to Beijing as mayor in 2003 and was put in charge of handling the SARS
problem after others had botched the initial response. In his current job
overseeing finance and trade policies, he has supported central bank
governor Zhou Xiaochuan and other officials trying to promote more
pro-market economic policies.

There is also a good chance that this group will be joined by Wang Yang,
currently the Party secretary of Guangdong, who over the years has
displayed support for the private sector and political openness. His first
patron seems to have been Wan Li, a very liberal Party elder who led Anhui
to be one of the first provinces to de-collectivize farming in the late 1970s.
In 1989, he advocated resolving the protests peacefully. In 1991, when
Wang Yang was mayor of a small Anhui city, he publicly advocated liberal-
ization before doing so was made more politically safe by Deng Xiaoping’s
call to reform a year later. Though Wang will probably not get an economic
policy job, he has supported economic reforms in Guangdong that the rest
of the country could also benefit from. He used a variety of policies to push
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The new leadership?
Possible line up of the new Politburo Standing Committee, in rank order

1. XiJinping General Secretary, President, Central Military Commission Chair
2. Wang Qishan Chairman of National People’s Congress

3. Li Kegiang Premier

4. Zhang Dejiang  Executive Vice President

5. Zhang Gaoli Propaganda

6. Li Yuanchao Party building, Vice President

7. Liu Yunshan Central Discipline and Inspection Commission

8. Wang Yang Chairman of Chinese People’s Political Consultative Conference
9. Meng Jianzhu  Security

There is much speculation that the new Politburo Standing Committee will shrink from the
current nine members to seven members.
Source: Author research

local exporters to move into higher-value products, including permitting
labor unrest and enforcing environmental standards, in the face of sub-
stantial opposition from manufacturers wedded to the low-wage model.
Guangdong’s political environment is also more open than anywhere else
in mainland China, as Wang allowed local media to report on corruption
and loosened restrictions on non-government organizations.

Ready;, set, go

If the new leadership does decide to embark on a more aggressive reform
approach, we will not need to wait long to find out. The first check will be
to see whether all of these more or less pro-reform leaders make it into the
new line up of the PBSC, and whether economic policy experts Li Keqiang
and Wang Qishan are given substantive economic portfolios or sidelined
into less influential jobs. If the PBSC is reduced in size to seven from nine
members, as some now advocate, that would also enable the next leader-
ship to reach major decisions more easily and help facilitate change.

Xi Jinping will have a chance to signal his new priorities in his statement
to the First Plenum of the 18th Central Committee held immediately
after the Party Congress, as will the new premier at the annual legislative
session in March 2013. And the continued reshuffling of ministerial-level
officials, underway since last fall, also gives the new leaders an opportu-
nity to put more of their supporters in positions of power. So far, more
central government ministers and provincial leaders have been shifted
than in the comparable period before the last major leadership transition
in 2002—so the new team may have greater influence.

But past precedents suggest that if there is to be a fully fleshed-out reform Precedent suggests that if the
agenda, it will not be issued until the fall of 2013, at the Third Plenum of =~ new leadership launches major
the 18th Central Committee. The Third Plenum has historically been a reforms, these will not come
common launching point for major initiatives; the Reform era itself dates ~ until the fall of 2013

to the Third Plenum of the 11th Central Committee, held in December

1978. The pro-market reforms of the late 1990s were also launched in the

fall of 1993, at the Third Plenum of the 14th Central Committee under

the stewardship of Jiang Zemin and Zhu Rongji. If Xi Jinping and Li

Kegiang do not announce a substantially new plan at their own Third

Plenum, economic reforms will continue to be incremental.
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At last, China’s film industry is
opening up—a little

Popcorn economy
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Film industry

Mandarins and moguls

by Jonathan Landreth

When China’s leader-in-waiting, Vice President Xi Jinping, paid a Valen-
tine’s Day visit to Los Angeles, he romanced Hollywood with two water-
shed promises: a deal allowing American studio films greater access to
China’s booming movie market, and approval of a joint-venture studio
between DreamWorks Animation and three Chinese media companies.
Xi, a self-professed Hollywood fan, agreed to allow 14 US-made 3D and
large-format films into China on top of the 20 allowed under a previous
annual cap. In addition, Hollywood imports would be allowed to recoup
25% of the returns as opposed to the old limit of 17.5%.

The two developments were a wake-up call to China Film Group Corp-
oration, the most powerful state-run film enterprise in the country. China
Film develops, distributes and exports domestic films, and is the sole
importer of foreign films in China. Under the new deal, any enterprise
will be “eligible to apply for and be granted a license to distribute import-
ed films” Moreover, the establishment of Oriental DreamWorks—with
an initial investment of US$330m and backed by China Film’s fiercest
rival, Shanghai Media Group—is unwanted competition for China’s
state-owned gatekeeper. Yet anything that opens up China’s highly pro-
tected film industry is good news for China’s cinema-goers, who prefer
Hollywood escapism to the kitchen-sink dramas released by domestic
studios. Building on American animation strength could also give China
a chance of creating its own cuddly—and lucrative— stars, in a world
dominated by Mickey Mouse and, more recently, Po the Panda.

Can we have our pandas back?

Po, the tubby star of DreamWorks Animation’s Kung Fu Panda, presents a
conundrum for China’s filmmakers. Po may be nominally Chinese, but he
is made in America. Most frustratingly, Chinese audiences love him: Kung
Fu Panda 2: The Kaboom of Doom grossed US$95m in China in 2011,
more than in the United States. China’s animators have no home-grown
character who can compete. The fact that Hollywood succeeded where
Chinese films have failed—creating a Chinese character with worldwide
appeal—is an excellent example of China’s inability to cultivate what the
government calls “indigenous innovation.” And for China’s leaders, Po
demonstrates just how far China lies behind the US as a cultural power.

Teaching the art of blockbuster storytelling could prove Hollywood’s
price of admission to the rapidly growing Chinese market. Box office
sales rose 30% in 2011 to hit US$2.1 bn, and China is on course this year
to overtake Japan as the largest export market for Hollywood movies.
With more American films on the way, many Chinese filmmakers are

Jonathan Landreth is a long-term Beijing resident and a former China
correspondent of the Hollywood Reporter.
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Pirates, pandas, robots...
Top 10 films at China’s box office (2011), Rmb m

1 Transformers 3: Dark of the Moon us 1,070
2 Kung Fu Panda 2 us 601
3 Pirates of the Caribbean: On Stranger Tides us 474
4 The Flowers of War China 467
5 Beginning of the Great Revival China 423
6 Flying Swords of Dragon Gate China 412
7 Harry Potter and the Deathly Hallows: Part 2 us 404
8 Loveis Not Blind China 356
9 FastFive us 258
10 The Smurfs us 252

Source: Artisan Gateway

... superheroes and shipwrecks
Top 10 films at China’s box office (H1 2012), Rmb m

1 Titanicin 3D us 915
2 Mission Impossible: Ghost Protocol us 640
3 The Avengersin 3D us 554
4 MeninBlack3in3D us 486
5 Journey 2:The Mysterious Island in 3D us 396
6 Battleship us 304
7 John Carter in 3D us 247
8 Painted Skin:The Resurrection in 3D China 216
9 Sherlock Holmes: A Game of Shadows us 187
10 The Great Magician China 174

Source: Artisan Gateway

scratching their heads about how to compete with the Hollywood jugger-
naut. Chinese-language films, many of them co-productions with veteran
Hong Kong filmmakers, accounted for just 35% of box-office receipts
grossed by the top 10 films in China in 2011. In the first six months of
2012 that figure fell to less than 10%, as Hollywood imports such as
Titanic 3D, Mission Impossible 4 and The Avengers 3D cleaned up.

Chinese moviegoers love Hollywood films, and this year they will have 34
imported blockbusters to choose from. Movie theater operators in big cities
charge as much as Rmb180 (US$28) per ticket to young consumers willing
to fork out for Hollywood stars, action, animation, special effects, 3D and
IMAX. There is no lack of cash in China to make home-grown movies with
bigger budgets, greater special effects and proper marketing zing. But Chi-
nese writers, producers and directors know that government restrictions
on the stories they can tell make it tough to compete.

Ka-Pow! Splatt!

The influx of foreign films is not bad news for China Film. As the sole
licensed importer and main distributor of Hollywood films, it stands to
make more money than ever from the big Hollywood studios—at least
until the government makes good on its promise to open up the market.
Yet China Film is also under government pressure to support domestic
filmmakers. As the most powerful player in the industry, it helps main-
tain annual foreign blackout periods during the spring, summer and
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Most Chinese films disappear
from screens within just a few

days

autumn holidays when only local films may be screened. And it works
with the State Administration of Radio Film and Television (Sarft), the
government’s media monitor, to set release dates for imported films out-
side these periods. The blackouts are designed to allow Chinese films to
make money uncontested.

Yet, even if the blackouts total 12 weeks, that still leaves 40 weeks during
which at least one major Hollywood import will hit China’s screens. For
most of the year it is hard for Chinese-language films to break even, let
alone show a profit. Apart from the rare break-out Chinese hit, such as
the Huayi Brothers Media’s Painted Skin II, most Chinese films released
on the big screen are gone within a few days. If they do not fill theaters,
they get pirated to DVD or the internet, giving nothing back to the Chi-
nese filmmakers struggling to gain a toehold in their own market. With
cinema owners paying high rents and real estate developers peppering
China’s interior with shopping malls anchored by multiplexes, Holly-
wood movies are here to stay.

Xi Jinping’s announcement in Los Angeles merely reflected that reality. But
it came as a shock to many officials at Sarft and China Film, who had no
idea what was coming. Insiders say the deals were drafted in English and
not translated for days. Some industry professionals, tired of China Film’s
stranglehold on the film business, quietly hope that Xi is leading a charge
to privatize the movie business. This is counterintuitive, as film is tightly
controlled by officials in the propaganda department. For China’s leaders,
the message has always been far more important than the market. In real-
ity, the decision to allow more Hollywood blockbusters into Chinese cin-

Bucket o’ trouble

The outcome of the court case could decide China Film’s

China Film Group Corp, the state-owned killjoy that
effectively runs China’s film industry, is supposed to act
as a guardian of the nation’s morals. So it was with a
hot-buttered bucket of schadenfreude that many film
industry observers sat back to watch the drama unfold
in June, as China Film was sued in a Chinese court for
one of the industry’s dirtiest open secrets: box-office
fraud.

Box-office fraud describes the underreporting of ticket
sales and the wholesale bilking of filmmakers out of
their fair share of receipts. United Film Investment, a
private studio, told the No 1 Beijing People’s Intermedi-
ate Court that China Film had cheated it out of ticket
receipts for its film My Own Swordsman. It is a common
complaint in the industry, but other companies have
shied away from attacking China Film which, like a Hol-
lywood studio of the 1930s, has a hand in everything
from script to screen. China Film’s chairman, Han San-
ping, is a powerful figure who is considered the godfa-
ther of the industry.

chances of reviving its long-awaited stock-market listing.
The prospectus for the IPO has been touted for years by
Bank of China managing director Li Tong, the daughter
of Communist Party propaganda chief Li Changchun.
But it is based on an earnings forecast drawn up when
China Film still gave away, at most, 17.5% of an import’s
box-office takings to the Hollywood studio that made
the movie. The US-China film deal signed by Xi Jinping
and Joe Biden in February, which raised the level to 25%,
will make those plans much harder to realize.

If China Film loses the case, it can probably kiss its IPO
goodbye.By late July, China Film’s lawyers had pushed to
have the case moved to the Haidian district court near
the headquarters of its subsidiary, China Film Produc-
tion Corp. As a state-owned enterprise with close gov-
ernment connections, China Film will be hard to beat.
But if it loses, the door could open for other Chinese
filmmakers—and big US media conglomerates—to sue
for millions of dollars of lost revenues.
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emas is unlikely to herald a relaxation of propaganda controls. But it does
suggest that leaders are willing to countenance more competition.

A shark called Wanda

China Film’s market-savvy competitors are already nipping at its state-
run heels. In May, real estate giant Dalian Wanda Group, owner of China’s
largest cinema circuit, paid US$2.6 bn to purchase AMC, the US’s second-
largest movie-theater chain. The purchase makes Wanda the largest cin-
ema operator in the world, putting it in position to trump a long-planned
stock-market listing by China Film. Industry watchers now expect Wanda
to boost its position in the Chinese market by starting its own film pro-
duction unit, which would put it in direct competition with China Film.

Other non-government players hoping to take a larger slice of the pie
include Huayi Brothers Media Corp, the first Chinese film studio to list
shares publicly, and Bona Film Group, China’s only US-listed film studio,
whose shares have underperformed since its Nasdaq debut in 2010. In May,
Bona sold a 19.9% stake to Rupert Murdoch’s News Corp, owner of Hol-
lywood studio 20th Century Fox. Another contender is Le Vision Pictures,
distributor of successful imports such as Expendables, starring Sylvester
Stallone and Chinese action hero Jet Li. Further competition will come
from DreamWorks” new Chinese joint venture, once it is up and running.

What each of these companies could gain from going into import distribu-
tion is alarger share of China’s growing box office. That, in turn, could fund
bigger and better home-grown films—or so the theory goes. But of all of
the would-be contenders, probably only Wanda has enough clout with the
government to be granted a license to compete with China Film and its
sister company Huaxia Film Distribution, the second largest distributor
in China. In May, Wanda CEO Wang Jianlin said that for “market fairness”
his company had applied for and should be granted such a license. Under
February’s film deal, the licensing of distributors will supposedly be con-
ducted in a “non-discriminatory manner.” Still, two months after making
their application, Sarft had not responded to Wanda’s application.

Iron meltdown?

Meanwhile, as studios await a true opening of the distribution market
and a dilution of China Film’s power, an advertising company is showing
them an alternative way forward. Beijing-based DMG Entertainment is
better known for making commercials for Nike than producing feature
films. But DMG announced in April that it would join forces with Walt
Disney subsidiary Marvel Entertainment to co-produce the superhero
action film Iron Man 3, bringing the multimillion production to shoot in
China. Disney, Marvel and DMG are presenting the project as a co-pro-
duction, meaning that the film should not count as an import.

It remains to be seen, however, whether the project will be a success.
Although DMG has considerable experience of producing commercials
for Chinese television, former employees say that it does not have the
creative chops to make world-class movies. Moreover, the demands of the
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Co-productions shot in China
are one way of skirting strict
country-of-origin rules
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If officials maintain their tight
grip on story lines, top Chinese
film makers may move to
Hollywood

The South Korean filmmaking
model offers a way forward
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Chinese censor could prove tiresome. For example, Iron Man’s traditional
archenemy—an evil, half-Chinese villain known as the Mandarin—is
unlikely to show up in the film. Nor will any baddies be allowed to crush
parts of Chinese cities or outshine the Chinese authorities—both non-
starters for censors at Sarft. DMG’s partnership with Disney and Marvel
may yet melt down if Iron Man 3 proves to be the latest example of a
Hollywood studio coming to China and failing to marry its own inter-
ests—profits—with those of the Chinese government.

If China can learn to accept Hollywood ways—where big budgets and
freedom of expression prevail—it may yet find a profitable way of min-
ing the rich story lines abundant in Chinese culture. But this will require
opening up the protected world of the Chinese film industry to greater
competition. Crucially, the government must stop meddling in storytell-
ing. If old-school, state-backed institutions such as China Film and Sarft
keep their heavy hands around the neck of the industry, they will choke
the desire of the next generation of Chinese writers and directors to stay.
Growing numbers of Chinese filmmakers are thinking hard about leav-
ing a country that systematically stifles creativity. If Hollywood can make
Kung Fu Panda, they ask, why not go and work there?

Censors and retards

For now, Chinese directors risk being overshadowed by Hollywood block-
busters. In July, Chen Kaige, maker of the Oscar nominated classic Fare-
well My Concubine, released a social drama about the unsettling effects
of viral video on modern, urban society. Caught in the Web performed
reasonably at the box office, but in the mind of Ai Weiwei, the Chinese
artist and free-speech activist, the film was “retarded” by the need to play
to the censor’s tune. “It’s trying to pretend it’s dealing with modern issues,
but it has no understanding of modern life,” Ai says. “If you don’t open up
the censorship, there will be no Chinese movies that make a profit.”

Wang Zhonglei, president of Huayi, argues that China should look to
South Korea as a model. The Korean film industry faltered badly after
Seoul lifted its own limit on Hollywood imports in 1986. But a quarter of
a century later Korean movies account for about 60% of the domestic box
office, the same proportion as before the limit was lifted. They have also
won considerable international acclaim, helping to put South Korea on the
cultural map. What is more, Korean movies are a big hit in China online.
What worked for South Korea, Wang suggests, could work for China.
China’s leaders, who have spent billions of dollars on promoting their
nation’s “soft power;” would surely welcome a lucrative and popular new
export industry to burnish China’s image around the world. But there is
one problem: South Korea’s moviemaking renaissance only came with the
end of one-party rule in 1988 and a transition to democratic government.
The softening of censorship was a crucial step on the way to making bet-
ter films. Until China undergoes a similar political transformation, qual-
ity moviemaking will probably have to wait.
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Dairy industry
What life for milk after melamine?

by Tom Miller

What is China’s least successful industry? That ignominious prize goes to
the dairy sector, after a stunning reversal of fortune. Just five years ago,
China’s dairy farmers and milk processors looked set to turn a nation
with no tradition of consuming dairy products into one of milk slurpers
and yogurt guzzlers. Between 2000 and 2007, Chinese milk production
quadrupled and consumption doubled. China appeared to be following
the lead of other East Asian countries like Japan and South Korea, where
children are brought up on a diet of milky goodness. But then disaster
struck: in 2008, six children died and a further 300,000 became ill after
drinking infant milk formula laced with melamine, a poisonous chemi-
cal. Since then, average urban per-capita dairy consumption has fallen
and milk production has stalled. In a country where growth is par for the
course, this is a uniquely disastrous performance.

China’s consumers are scared to drink milk. The fall in demand has
nothing to do with market potential: liquid milk consumption is less
than one-third of the level in South Korea and Japan, where dairy was
also never part of the traditional diet. The blame falls squarely on the
country’s chaotic dairy supply chain, which is backward, fragmented and
open to abuse. Farms are too small, farming methods are rarely up to
modern standards, and profits take precedence over safety. Sadly, these
problems do not only affect dairy—they cut across the whole of Chinese
agriculture. Policy makers have beefed up safety checks and are prodding
the industry towards greater consolidation and supply-chain integra-
tion. A number of big domestic players are introducing American-style
factory farming, and foreign companies look set to play a bigger role in
the market. China’s dairy sector is modernizing, but it will be a long and
painful process.

Anyone for ice cream?

China’s dairy industry is a mess of tangled supply chains and poor farm-
ing practices. There are 2.3m dairy farms and 16.4m cows; the average
farm only has seven cows. One-quarter of China’s dairy herd are kept
in backyard farms with fewer than five cows, and more than half live on
farms with fewer than 20 cows. By comparison, the average farm in the
US has 115 cows and in New Zealand nearly 400. Few of China’s family
farmers have any expertise in looking after cows or knowledge of modern
farming methods. They sell their milk to tens of thousands of milk trad-
ers, who pool raw milk from hundreds of different sources, often with
scant regard to safety. In turn, these middle men provide China’s 2,000-

Tom Miller is managing editor of the China Economic Quarterly and author
of the forthcoming China’s Urban Billion: The Story Behind the Biggest
Migration in Human History (Zed Books).
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tangled supply chains with
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Only the best for baby

China’s milk production and dairy imports
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odd dairy processors with raw milk to turn into cartons of pasteurized
milk, tubs of ice cream and packets of cheese.

This chaotic supply chain has proven a recipe for disease and contami-
nation. Because farmers and traders have no stake in the final product,
they have no motivation to produce high-quality milk. Their only aim is
profit. Backyard farmers have little money to spend on expensive fodder,
and typically feed their cows on kitchen waste. The result is poor-qual-
ity milk that lacks vitamins and protein. Since the price of raw milk is
linked to its protein content, this gives traders an economic incentive to
boost the count artificially. The melamine scandal in 2008 was caused by
traders adding this toxic industrial chemical—normally used to make
plastics, fertilizer and fire retardants—to pass crude protein tests. When
ingested in sufficient quantities, melamine causes kidney failure.

Beijing reacted to the scandal by forcing backyard operators into approved
milking centers, introducing tougher inspection requirements, and man-
dating the country’s top dairy processors to purchase a larger percentage
of raw milk from big farms. In 2009, processors were instructed to take
control of their milk supply, either by signing exclusive supply contracts
with raw producers or by moving into dairy farming themselves. China’s
three biggest dairy companies—Mengniu Dairy, Yili Industrial Co and
Bright Dairy & Food—have all announced plans to open dairy farms.
Mengniu, the market leader, says it will start building between eight and
12 farms this year, each containing up to 10,000 cows. In total, it plans to
spend Rmb3.5 bn on ensuring that all its milk is sourced from large-scale
farms by 2015.

Very model of modern major dairy farm

Mengniu’s biggest supplier is China Modern Dairy, the country’s largest
raw-milk producer. Modern Dairy has 130,000 dairy cows squeezed into
17 large farms. Cows are kept in giant sheds holding 3,000 animals, where
they are fed on fodder and milked three times a day by automated pumps.
The flow of milk is measured by the second and data sent to central com-
puters. Deng Jiujiang, Modern Dairy’s founder and chairman, says fac-
tory farming is the only feasible way that China can produce enough milk
to meet demand in a country with limited land for grazing. Policy makers
seem to agree: an investigation by the Wall Street Journal found that the
local government provided land and subsidies worth Rmb3,000 per cow
at Modern Dairy’s largest farm, in Anhui, which holds 20,000 cows. In
total, the company received subsidies worth nearly US$8m in 2010-11.

China Modern Dairy, which plans to expand its herd to 300,000 head, fits
neatly into Beijing’s plans to modernize the dairy sector. The National
Dairy Development Plan envisages boosting raw-milk production by
one-third to 48m tons, raising the average yield per cow by 50% to nearly
six tons, and increasing the number of farms with more than 100 cows
from 25% to 35%—all by the end of 2013. None of these ambitious
targets are likely to be hit, but large dairy companies and processors
are trying hard. In 2009-11, China imported nearly 250,000 live heifers
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from Australia, New Zealand and Uruguay. A further 100,000—25 ships’
worth—should follow this year. Upon arrival in China, the young cows
are inseminated with prime American bull semen, imported in canisters

Still lactose intolerant

Liquid milk consumption by selected
countries, liters per head

of liquid nitrogen. (Live imports of US cows, the world’s most produc- 100

tive milkers, were banned in 2003 following an outbreak of mad-cow

disease.) 80

Improving the country’s weak dairy stock is a vital step towards produc- 60

ing a sustainable dairy industry. Foreign cows are far more productive 40

than their Chinese cousins, which are weaker and more prone to ill-

ness. Only around half of China’s total stock of 16m cows produce milk, 20

yielding an average of four tons per year. That compares to the six or . N

seven tons produced by pasture-fed cows in Australia, New Zealand or
Northern Europe, or the nine tons produced by the average American
cow. Better-bred, better-fed cows are better milkers. In 1950, the US dairy
herd of 22m cows produced an average yield of 2.4 tons, according to data
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Wonderfarming

Order a latte in any Beijing branch of Costa Coffee and
you'll be served a mug of steaming, coffee-flavored
Wondermilk—quite possibly the best milk in China.
Costa Coffee, a UK chain that fancies itself as an up-mar-
ket version of Starbucks, will not adulterate its coffee
beans with anything else.

Wondermilk is the premium brand of Huaxia Dairy Farm,
located an hour’s drive east of downtown Beijing. Huax-
ia was founded in 2004 by two IT entrepreneurs from
Taiwan, who pitched up in China after selling their com-
puter business in Los Angeles. At that time, China’s dairy
industry was seriously underdeveloped and plagued
by low milk yields (much as it still is today). Scenting
an opportunity, the two partners became dairy farmers
overnight.They shipped in 180 live Holstein heifers from
Australia and New Zealand, inseminated them with bull
semen imported from the United States, and began the
process of breeding a prime milk herd.

Eight years on, Huaxia is one of only a handful of genu-
inely modern dairy farms in China. Its 8,500 prime dairy
cows each produce around 11 tons of milk per year,
nearly three times the national average. Significantly,
they are even more productive than US milkers, which
produce an average of nine tons.The quality of Huaxia’s
milk can be seen in its bacteria count. China’s industry
standard is 2m bacteria per cubic centimeter of raw
milk; the US standard is 750,000 per cubic centimeter.
Huaxia’s count is just 2,000 per cubic centimeter, not far
off the standard in the very best US dairy farms.

Charles Shao, Huaxia’s co-founder and chief executive,
says the secret is in the feed. His cows feast on high-

quality maize silage mixed with brewers’ grain, sheep
grass and imported alfalfa, a flowering plant with a high
protein content.The farm runs daily lab tests and chang-
es the feed mixture to ensure that the cows receive the
optimum amount of energy and vitamins.The cows are
kept in eight large barns, where they stand chomping
at troughs of rich, fruity silage, or laze on comfortable
sand-bed floors. Industrial fans cool the barns in sum-
mer, and large revolving brushes keep the cow’s glossy
black-and-white hinds healthy and itch-free.

Three times a day, the cows are herded into a high-tech
factory to be milked. Farm workers dressed in rubber
boots and aprons sanitize the cows’ teats by hand and
attach pumps to each bulging udder. The milk flow is
monitored by a ticking computer, much like a petrol
pump in a gas station. The milk travels down stain-
less steel tunes, is pushed through a filter, cooled to 4
degrees Celsius, and finally pumped into refrigerated
trucks. It is constantly monitored by online samplers—
almost unheard of elsewhere in China.

Only 3% of Huaxia’s milk goes into Wondermilk, which is
pasteurized at a small, local factory owned by the Peo-
ple’s Liberation Army. The rest is sold to a Bright Dairy
processing plant and mixed with other milk. For the
moment, Wondermilk occupies a small niche at the top
of the market. But Shao is confident that demand for
high-quality, fresh milk will rise as consumers become
more knowledgeable.“Today’s consumers know about
Gucci or Chanel, but they have no idea what makes
good or bad milk,” he says.“But as consumers demand
better milk, quality will improve.”
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Few Chinese dairy farmers
understand the importance of
good feed
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Backyard farming
Chinese dairy farms by size (2010)

Cows per farm  Number of farms Number of cows, m % of all cows
1-4 1,750,900 43 26
5-19 483,900 45 27
20-99 64,200 2.6 16
100-199 4,604 1.0 4
200-499 3,579 1.2 7
500-999 2,061 1.5 9
1,000+ 898 1.7 10
Total 2,310,200 16.4 100

Source: China Dairy Data Report 2012, GK Dragonomics estimates

collected by the University of Pennsylvania. In 2010, the herd had shrunk
to just 9m cows—but total production was 50% higher. China’s dairy
industry is currently at a similar level to that of the US in the late 1960s,
when American cows produced an average annual yield of 4 tons.

Size really isn’t everything

The blind pursuit of size, therefore, is not a magic solution to China’s dairy
problems. “China has to go through the same process as the US, but verti-
cal integration does not mean you have to build huge farms,” says Charles
Shao, chief executive of Huaxia Dairy Farm, a US-invested farm in Hebei
province. “The key to success is management and expertise.” Investing in
new technology is one thing; changing slapdash attitudes and building up
knowledge is quite another. Few Chinese dairy farmers understand the
importance of good feed, and China has almost no qualified veterinary
surgeons with on-the-ground experience. What China should be doing,
says Shao, is allowing small farmers to form cooperatives and then pro-
viding them with the training and facilities to drive up standards. It is no
coincidence that the world’s two biggest dairy producers—New Zealand’s
Fonterra and Dairy Farmers of America—are cooperatives.

Other industry insiders agree that a shortage of expertise remains the
industry’s single biggest problem. But they argue that China’s big dairy
processors lack the patience to wait for small farms to form cooperatives
and build themselves up from the grassroots. James Su, general manger
of East Rock Farm Technologies, points out that China simply does not
have a class of farmers with education and cash to invest. “Someone has
to fly with a pile of capital,” he says. “And only the large processors have it,
not the small farmers.” Sus company, which kits out new dairy farms with
modern facilities, recently hired a Canadian farmer to manage a Chinese
dairy.“We doubled his salary and gave him a free house with a swimming
pool,” says Su. “We can buy in expertise if we need to.”

China’s dairy industry is, finally, beginning to modernize. Yet the big pro-
cessors still need to learn how to manage their supply chains properly. A
tighter inspection regimen and harsher punishments mean that deliber-
ate contamination of milk is less likely. But unintentional contamination,
caused by laziness or ignorance, remains common. In December 2011,
a carcinogenic mold was found in a batch of Mengniu milk, after cows
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were fed rotten silage. In June 2012, Yili had to recall six months’ worth of
infant formula that contained traces of mercury. And just two weeks later,
Bright had to remove milk cartons from supermarket shelves because
they were laced with detergent. It is common for hormones and antibiot-
ics fed to cows to find their way into the nation’s breakfast milk.

It is good for you, honest

The litany of milk scandals explains the paradox at the heart of the dairy
industry: milk in China is largely marketed for its health benefits, but
worried mothers fear that it could poison their children. This is galling
for the big milk companies and the government alike, which have worked
hard to convince a skeptical public that milk is good for them. Many
people in East Asia suffer, to varying extents, from lactose intolerance:
drinking milk makes them sick or gives them diarrhea. Milk is viewed by
many older consumers as a preventative treatment for nasty illnesses, like
traditional Chinese medicine. A decade ago, a public health campaign in
Beijing advised citizens to drink more milk to avoid the onset of osteopo-
rosis. China’s milk processors responded by creating special formula milk
powders to strengthen old bones.

Still, many urban children and young adults—especially young women,
who eat yogurt to flush toxins out of their bodies—are enthusiastic dairy
consumers. This generational shift in taste is one reason why foreign dairy
companies are anxious to get a firmer foothold in the market. Fonterra,
the world’s biggest dairy exporter and the owner of the Anchor brand,
recently opened several farms in Hebei, where it is also building its own
processing plant. In June, Scandinavian dairy group Arla paid US$290m
for a 6% stake in Mengniu, partly to gain access to its new partner’s sales
and distribution channels. And Nestle is investing Rmb2.5 bn, along with
the local government, to improve quality control in its traditional milk
base in northeast China. The Swiss food giant is moving its family farm-
ers into shared facilities, and has set up training institutes to educate them
in modern dairy practices. It hopes that these former backyard operators
may eventually form cooperatives.

Foreign players believe that their superior safety standards will make
their milk popular among consumers who do not trust Chinese brands.
In the three years following the melamine scandal, dairy imports shot up
by 160% in volume terms—most of it infant formula powder, in which
pricey foreign brands now control about 60% of the Chinese market.
Greater expenditure on baby powder is one reason why China’s dairy
market continued to grow in value terms, topping 18% in 2011, even
as average urban consumption stagnated. Foreign and domestic dairy
companies alike—not to mention private equity players like Carlyle and
KKR, which have also invested in Chinese dairies—are betting big that
the dairy consumer market is set to the turn the corner. According to one
forecast, China’s dairy market will overtake that of the US by 2020.

Most of these consumers, especially drinkers of fresh milk, will live in big,
wealthy cities. Keeping pasteurized milk fresh requires an efficient cold
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The cost of safety

Average urban per-capita annual
consumption of milk and yogurt
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Foreign milk firms believe their
better safety standards are a
key advantage
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Despite the scandals, milk
demand—and quality—wiill rise
in coming years
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chain and investment in refrigerated trucks, which do not exist across
the vast majority of the country. More than 80% of liquid milk in China
is long-life UHT, which does not need to be refrigerated. (UHT or ultra-
heat treatment milk is briefly heated at high temperature to kill all bacte-
ria.) Dairy officials say they are keen to boost the amount of fresh milk
available to people outside the biggest urban centers. Yet there may be no
need: Northern Europeans and Americans prefer fresh milk, but almost
all milk drunk in Spain and France is UHT, and there is little nutritional
difference between fresh and long-life milk. Long-life milk is even begin-
ning to trickle into rural areas that have no history of raising cows. In
Dazhanghan, a dusty village in southern Hebei province, no one drank
milk as children. But today milk reps arrive in the village on electric bikes
loaded with cartons of unrefrigerated UHT.

For all the contamination scandals of recent years, demand for milk in
China is poised to grow. Production will need to keep up, and large-scale
factory farming is clearly part of the solution. After importing hundreds
of thousands of cows and investing millions of dollars in modern dairy
technology, raw milk production should expand by 5% in 2012, accord-
ing to a forecast by the US Department of Agriculture. And as the indus-
try modernizes, the quality of milk ought to improve. “China’s dairy
industry is still in its infancy; says Huaxia’s Shao. “People have the money
but not the expertise. But in another five to 10 years, more dairy farmers
will have learned the ropes.”
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Books
Consumer clichés

by Tom Miller

There are two types of China book written by Westerners for Western
consumption. The better type describes Chinese people as individuals,
and does not seek to draw crude generalizations about more than a bil-
lion people. The other type portrays Chinese people as an undifferentiat-
ed mass, but then presumes to explain how these people think and feel. A
classic device is to shoehorn everyone in this large and complex land into
a single, neat category—preferably via a mysterious, Oriental-sounding
concept. Once Chinese people are classified as “Confucian”—obsessed
with face, conformist, hierarchical—they become much easier for us to
understand.

Tom Doctoroff’s new book, What Chinese Want, falls squarely in the sec-
ond camp. Doctoroff—who runs the China arm of the ad agency ] Walter
Thompson (JWT)—has written a business book that claims to make
inscrutable Chinese consumers “knowable” to foreign executives. “Once
foreigners appreciate China’s unique characteristics,” he writes, “the mists
evaporate.” On page two he even helpfully provides a snapshot of Chinese
character. “The Chinese have always wanted to advance, to win the game
of life, albeit without upsetting the apple cart,” he tells us sagely, before
running through the usual list of Confucian clichés. You can almost hear
his clients, sitting in business class on their annual get-to-know China
trips, rubbing their hands and snorting with delight.

Confucian sanitary pads, conformist shampoo

Ad men like to make simple stuff sound complicated. In JWT’s Shanghai
office, the antiquated term “TV commercial” is banned. Instead, “ideacen-
tric” employees talk about “filmic expression” and “connection plans.” If
that doesn’t get your bullshit detector flashing, perhaps this will:

The tension between regimentation and ambition—a pervasive “Con-
fucian conflict” that manifests itself at every level of society and dic-
tates consumer dynamics in every category, from cars and computers
to sanitary napkins to shampoo—results in deeply rooted anti-indi-
vidualism.

So the reason why most Chinese women wear sanitary pads has nothing
to do with the fact their mothers told them they would lose their vir-
ginity if they used tampons. And the pressure among young go-getters
to conform—not price or product quality—is the biggest predictor of
which shampoos will sell. Culture is important, but not everything can
be blamed on poor old Confucius.

Tom Miller is managing editor of the China Economic Quarterly and author
of the forthcoming China’s Urban Billion: The Story Behind the Biggest
Migration in Human History (Zed Books).
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What Chinese Want: Culture,

Communism, and China’s Modern

Consumer
Tom Doctoroff
Palgrave Macmillan, 2012

Modern messaging for
Confucian China
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Doctoroff’s on-the-ground
insights can be acute; his broad,
cultural “truths” less so
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The problem with viewing everything through a Confucian lens is that
it leaves no room for anything else. We enter a morally relativistic world
in which everything is ordered and everyone is rule-bound. All Chinese
people, we are told, are “militantly nationalistic” and dedicated observ-
ers of tradition. The only trouble with these statements is that they are
patently not true. Plenty of Chinese people couldn’t give a stuff how
many Olympic golds the country wins, and many wouldn’t care if Taiwan
plumped for independence. Contrary to what Doctoroff says, plenty of
ancestors’ graves remain unswept on tomb-sweeping day. Not all indi-
vidual identities are irredeemably linked to family and nation. Sure, many
Chinese people want to climb the social hierarchy and receive public
recognition for their achievements. But are those ambitions so different
from our own?

Still spitting and burping

The book improves when it gets down to the nitty-gritty of explaining
how China’s consumer market works. Doctoroff describes “a brandscape
that thrives on scaled commoditization rather than differentiation,;” in
which products aim to be “cheap but good enough.” Luxury goods are
popular because people want to show off in public, even as they pinch
pennies at home. Advertisements should be clear and simple, because the
Chinese consumer market is saturated with information. Remarkably, the
average Shanghai resident is exposed to three times as much advertising
per day as her counterpart in the United Kingdom. Another startling
statistic is that Taobao, China’s biggest online sales platform, has 370m
registered users and sells 48,000 products per minute—but average indi-
vidual expenditure is less than US$5.

This is useful and interesting information. And after years of helping peo-
ple to flog their products in China’s rapidly growing but tough market,
Doctoroff is well placed to tell it. His on-the-ground insights are more
acute than the broad, cultural “truths” he recycles from books explain-
ing why Chinese people are different from you or me. He is spot on, for
example, when he points out that Chinese families will happily spend a
small fortune on Hdagen Dazs ice cream in public, but (almost) no one
will buy a tub of the same product to eat at home while watching cheap,
pirated DVDs on their domestic-brand televisions. It is a shame that these
insights are only given limited space and offered up to the reader under
endless, pointless subheadings.

Doctoroff finishes his romp through Chinese culture with a list of mod-
ern myths to be skewered. After the breath-taking generalizations at the
start of the book, it is no surprise when he starts to pronounce on the big
geopolitical questions of the day. Will China discover democracy? Not
any time soon. Will China attack its neighbors? Beijing’s instincts are
defensive, not expansive. Will China rule the world? No—Chinese people
spit and burp too much. On the big questions, What Chinese Want actu-
ally gets most of the answers broadly right. The problem is whether an ad
man is best placed to answer them.

CHINA ECONOMIC QUARTERLY SEPTEMBER 2012



Published by GK Dragonomics
www.gavekal.com

GaveKal Research GK Dragonomics
Suite 3903, Central Plaza 3607-09 SOHO Nexus Center
18 Harbour Road 19A Dongsanhuan Beilu

Wanchai, Hong Kong Beijing 100020, China



	Contents
	The economy
	Main economic indicators
	Economic survey
	Metals Man: Still time to peak
	Retail: Home luxuries
	Property: Encircling the cities from the countryside
	Capital markets: The light within the gloom

	The big idea China and Africa
	China-Africa relations: Complex, not malign
	China in Africa: Investors, not infesters
	Infrastructure in Angola: Winners and losers
	Manufacturing in Nigeria: Lagos—the new Shenzhen?
	Agricultural investments: Rice diplomacy

	Miscellany
	Leadership transition: The chance for change
	Film industry: Mandarins and moguls
	Dairy industry: What life for milk after melamine?
	Books: Consumer clichés




