
will shift. This is outside of China’s 
control. China cannot control the world 
price of oil. It can control rising wages 
by imposing price controls, but that 
could trigger internal instability.  

China has placed itself in a position 
where it has to keep its customers 
happy. The fact is that the rest of the 
world is far less dependent on China’s 
exports than China is dependent on the 
rest of the world. 

Which brings us to the second eco-
nomic problem according to STRAT-
FOR. The first geopolitical imperative 
of China is to ensure the unity of Han 
China. The second imperative is to 
protect the coast, without disrupting 
the unity of Han China. It is important 
to remember that 900 million Chinese 
live in the interior while 400 million 
live in the coastal region. As in the 
19th century, the coastal region has 
become wealthy and is deeply en-
meshed in the global economy. The 
interior has remained poor and is not as 
well connected to the global economy.  

At some point, the global economy 
will slow. When it does, and Chinese 
exports fall, Beijing will have to bal-
ance between an interior hungry for 
money and a coastal region that is 
hurting financially. When it comes to 
balancing power, the interior is the 
physical threat to the regime while 
the coast destabilizes the distribution 
of wealth. The interior has mass on 
its side. The coast has the interna-
tional trading system on its. As eco-
nomic pressures grow, Beijing will 
try to satisfy both, without letting 
China break apart.1 

There are structural problems as 
well. While many economic observ-
ers have drawn an analogy between 
China’s ongoing industrialisation and 
that of America’s, there is a critical 
difference: in the West, capital is 
generally allocated to where it can 
achieve the highest return. In the 
19th century, America was also on 
the gold standard, which gave entre-
preneurs only one chance to succeed; 
back then, there weren’t bailouts or 
multiple bankruptcies. 

China is different because it is indus-
trialising with a fiat currency.  Bei-
jing’s objective is not maximising 
return on capital but full employ-
ment. China’s stated goal is to 
achieve a minimum of 8% GDP 
growth annually because the govern-
ment believes it needs this to avoid 
social unrest. Bear in mind, the na-
tional government owns (as opposed 
to regulates) the banking system as 
well as owns the largest businesses, 
so it has direct levers to influence 

“Let China sleep, for when she 
awakes, she will shake the 
world.”          Napoleon Bonaparte 

 

China has made extraordinary 
progress over the past three dec-
ades with GDP increasing sixteen 
fold, with dislodging Germany as 
the world’s largest exporter and 
with displacing Japan as the 
world’s second largest economy. 
Its growth is perceived by many 
as the “Chinese miracle”. 

But is it sustainable? 

According to STRATFOR, a 
global intelligence firm, China 
faces serious economic problems. 
First, China has a mercantilist 
economy and is in a position of 
dependency. No matter how large 
its currency reserves or how 
cheap its labour force, China de-
pends on the willingness and abil-
ity of other countries to import its 
goods. Any disruption of this flow 
has a direct effect on the Chinese 
economy. 

The primary reason other coun-
tries buy Chinese goods is price. 
They are cheaper because of wage 
differentials. Should China lose 
this advantage, its ability to ex-
port would decline. Today, for 
example, as energy prices rise, the 
cost of production rises and the 
relative importance of the wage 
differential decreases. At a certain 
point, the value of Chinese im-
ports relative to the political cost 
of closing down their factories 
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fleeing China this year.7 

China’s fiscal situation has also dete-
riorated. Official government debt 
remains below 20 per cent of GDP. 
However, if local government infra-
structure loans and other commit-
ments are included, the Chinese na-
tional debt is closer to 70 per cent of 
GDP. Land sales, a major source of 
local government revenue, have de-
creased some 30% year on year - cre-
ating budget problems.  As the prop-
erty cycle turns down, Beijing’s fi-
nances will be tested. The bursting of 
the Chinese property bubble could 
yield a crisis just as dramatic as the 
one now unfolding in Europe.8   
 
China’s economic progress over the 
last thirty years, which includes lifting 
millions of people out of poverty - 
after subjecting them to it - has been 
ruthlessly geographic. These develop-
ments have left China vulnerable to 
global economic forces that it cannot 
control and to local structural prob-
lems that will be difficult to accom-
modate.  

Best keep one’s exposure to China 
bite sized. 
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results. With a fiat currency, China has 
fallen into the trap of misallocating 
capital – building bridges to nowhere 
and office towers for no one – on a 
spectacular scale.   
 
During the credit crisis, Chinese banks 
were instructed to lend US$2.7 trillion, 
with a large portion of this directed to 
local governments charged with find-
ing stimulus projects that would help 
achieve the stated GDP goal.2 

This lending spree supported ever in-
creasing amounts of Chinese fixed as-
set investment. China’s investment 
share of GDP climbed to nearly 49 per 
cent last year. Nomura, a bank, stated 
in a recent report this is the ninth-
consecutive year in which investment 
has exceeded 40 per cent of GDP. No 
other country in history has invested so 
much, for so long. Investment in China 
is currently growing at an annualised 
rate of 11 per cent. If investment were 
to stop increasing and merely remain at 
its current level, Nomura calculates 
that China’s rate of economic growth 
could more than halve.3 
 
One reason why investment might be 
expected to fall is because China faces 
the aftermath of a massive property 
bubble. Property investment has 
climbed to some 13 per cent of GDP. 
Residential construction is about twice 
its level of five years ago. Oversupply 
looms as rising new construction, up 
25 per cent in the year to October, 
meets declining sales. Property prices 
in many Chinese cities are now falling. 
An accelerating fall-off in property 
transactions has affected developers’ 
cash flows and, in some cases, their 
ability to repay bank loans. Rising de-
faults were cited by the International 
Monetary Fund as one of the Chinese 
banking sector’s biggest risks.4 
 
China’s banking system is largely 
based on collateral loans backed by 
property. Since 2008, the stock of pri-

vate credit has grown from 120 per 
cent to nearly 180 per cent of GDP. 
Innumerable Chinese companies have 
borrowed to dabble in property. Ac-
cording to the IMF, the banks’ direct 
and indirect exposure to property is 
nearly 50 per cent of their outstanding 
loans.5 

 
Recent Chinese government agency 
estimates suggest Chinese banks have 
accumulated bad loans totalling more 
than 15% of GDP. Other estimates are 
higher. A surge in non-performing 
loans looks likely in the years to 
come. Chinese central government 
statements, rating agency reports, as 
well as third party analysis suggest 
China’s opaque banking system is 
fragile, with a reasonable probability 
of being insolvent.6 

In the past, when Chinese banks 
needed to replenish their coffers, de-
positors have been forced to pay the 
price. Negative real rates on deposits 
helped recapitalise the banking sys-
tem. The success of this policy de-
pended on household savings being 
held captive by state-owned banks. 
However, depositors have been flee-
ing the banks and putting their cash 
into higher-yielding “wealth manage-
ment products”. Because China offers 
little legal protection for private prop-
erty, the rich (many of whom circum-
vented the rules to get that way) know 
they could lose it all suddenly.  Many 
also worry about losing their political 
patrons next autumn when China’s 
Communist Party selects new leaders.  
In recent months, Chinese banks have 
experienced what may well be the 
first signs of deposit flight.  

According to the Hurun Report, a 
wealth researcher, some 14% of rich 
Chinese say they have already left the 
country or are applying for a foreign 
passport. Another 46% are consider-
ing one of these steps. A recent report 
by Bank of America warned about the 
destabilising effects of “hot money” 
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