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Abstract

Over the past 20 months, my colleagues and I, in collaboration with Chinese
Government specialists and a wide range of outside government, have worked to
identify major drivers and risks that will shape the China of 2010.

The key drivers identified are:

(1) Development model.

(2) Reform to state owned enterprises, banking system and government.

(3) Open up to outside and globalization.

The key risks identified are:

(1) Banking system.

(2) Agriculture, farmers and rural development.

(3) Unemployment and gaps between rich and poor.

(4) Public health.

(5) The relationship between China and USA, and Taiwan Issue

Taken together, these drivers and trends intersect to create an integrated picture
of the China before 2010. China Trends 2010 provides a flexible framework to
discuss and debate the future.

In general, China has experienced rapid growth over the past 25 years, thanks
to what is possibly the most rapid and radical economic transformation in human
history. However, the prosperity of the past 25 years masks serious problems that
need to be addressed if China is to avoid economic, social and public crisis the near
future. Possibly the most important problems are China's banking system, three
problems in rural areas (agriculture, farmers and rural development), unemployment,
the growing gap between the rich and the poor. public health and Taiwan issue under

Sino-US relations. In our opinion, the progress that has been made could all be wiped



out by crises that rest just beneath the surface of Chinese economy and society and

that could be triggered by some as-yet-unknown or as-yet-known risks.

Banking System Risks

The risks in banking system should be, quite rightly, moved to the top of the
government's agenda of managing crises and risks. By the end of 2002, China's "Big
Four" State banks, including the Bank of China, the China Industrial and Commercial
Bank, the China Construction Bank and the China Agricultural Bank, saddled with
enormous amounts of bad debts, face a daunting task of transforming themselves into
shareholding commercial banks. But bad debts accumulated even after 2003 in these
banks, which currently stand around 26.12% per cent, but, if international classifica-
tion criteria are used, the ratio could jump to 40 per cent or more, which the banks have
to handle themselves. Since 2003, a large portion of the new loans, issued recklessly
to overheated industries like auto, steel, power and property, is becoming and will
become bad debts while China's economic growth slows down. The State-owned
banks' local branches are often pressured by local governments to provide financing
for large construction projects, despite the risks associated with such loans. With
China completely WTO entry in 2006 and foreign banks starting dealing with RMB,
the inevitable transformation of resident’s banking savings should be happen, which
will increase the ratio of bad debts in the "Big Four" State banks.

Since the early of 2004, the "Big Four" State banks have sharply reduced their
non-performing loan (NPLs) levels and raised their capital adequacy ratio to
internationally recognized levels. However, compared to the efforts each bank has
expended on preparing for their share issues, these major lenders have demonstrated

little commitment to establishing an effective internal check-and-balance system. To



slash the level of NPLs and raise their capital adequacy ratios to international

standards is indeed a daunting task State banks must accomplish. On the one hand,
a large percentage of the outstanding loans extended in recent years remain untested
by an economic slowdown. On the other hand, the frequent banking fraud authorities
have uncovered justifies skepticism about State banks' ability to control moral
hazards. Competitive external supervision might go far in curbing loan fraud. But
better banking practice can only be based on an effective internal accountability
system within the banks themselves. China should seriously watch out for financial
crises like Asia Financial Crises. The 1997 Asia Financial Crises affected most East
Asian countries, if we look at GDP growth rates and changes in exchange rates. The
most seriously affected countries were Indonesia, Thailand, South Korea, and
Malaysia. The first three countries could not handle the situation on their own and had
to resort to IMF for emergency assistance. South Korea's GDP in 1998 dropped 6
percent from the previous year, and she recorded a negative income growth for the
first time since 1980. Thailand experienced more than 10 percent contraction of her
GDP after having growth at a rate of 8 to 9 percent during the preceding decade.
Economic contraction was most severe in Indonesia, where the decline in 1999 due
to continuing political and social crises.

The aim of managing financial crises in China must surely be avoided a repeat
of the problems of the past, where rapid expansion left banks with many non-
performing loans, particularly to state-owned enterprises. Significant steps should be
taken to clean up the balance sheets of the major banks, through asset management
companies to handle their bad debts, and capital injections. It is necessary for the

government to help resolve the banks' bad debts, since most of the bad debts are the



result of government-mandated loans to loss-making State-owned firms.

To handle bank's bad debts and prevent from financial crises, China also should
completely reform state owned enterprise, banking system and government system.
The current government performance is the basic reason of banking system risks and
bad debts. Good governance should be one of policy focuses of the Chinese new
generation leadership and new target of government restructure. It is essential to
improve the systems of accountability, develop diverse forms of development model.

Agriculture, Farmers and Rural Development

All of the problems in the rural areas are related to the large rural population, and
nothing can be achieved in rural development without successful population migration.
China now has a population of 1.3 billion, 70 per cent of which are working on 100
million hectares of farmland. Farmers cannot raise their incomes and living standard
by just working in the fields. The output of each household is unlikely to increase by
large margins, despite better cultivation technology, since farmers are only assigned
very limited areas of land. Moreover, farmers usually suffer, rather than benefit, from
the increased yield, as prices of agricultural products have been lowered on the
market, where demand failed to grow accordingly. At same time, farmers also
shoulder various taxes and fees forced by local government, with increasing local
government's staff. Not many residents from countryside have left their lands because
the cost of systematical barrier, including household registration, housing, health
care, and schooling of children. Judging by China's current urbanization speed, urban
residents will surpass half of the whole population within 10 years. But that does not
mean the number of farmers will reduce greatly, given the huge population of the

country. Meanwhile, a lot of rural residents working in urban areas could not receive



salary in time. If the rural-urban gap could not be narrowed, there will be a flood of

personnel and money into cities, which is detrimental to the health of the national
development, including economic growth and social development. Developing rural
areas will be a very tough, long-term job, in that many rural people and regions have
become seriously impoverished. The economic burden of real farmers may be much
heavier, given that rural families who do not till land have evaded many charges. The
situation hassled to tensions between farmers and local officials and stagnation of
local economies. Recent years, organized farmers appear in some regions, to build up
their resistance to taxes and fees.

Between 1997 and 2002, rural household incomes grew at 3.6 percent per annum
whilst urban household incomes rose by 7.2 percent. Similarly, much of the rapid
reduction in poverty has occurred in China's coastal and central regions, not in others.
Even in the rapidly growing coastal and central regions, it is common to find pockets
of poor residing in more remote upland areas. A majority of rural poor are located in
‘resource-deficient' areas, and comprise entirely of communities located mostly in
upland sections of the interior provinces of northern, northwest and southwest China.
Earnings and sources of livelihood in these areas are severely constrained by the low
productivity of land and limited employment opportunities. Residents in many rural
areas are badly affected by ill health, lack of access to adequate nutrition, poor
education and many infections such as tuberculosis and iodine deficiency disorder.
Many children, and particularly girls could not attend regular schools. In both rural
and urban areas, whereas social development indicators have improved over the
years, disparities in schooling and health have widened. Children in urban areas

attend schools, on average, for 2-3 years more than children in rural areas. In health,



the disparity is equally disturbing. The number of impoverished rural people remains

alarming. They can hardly share the fruits of the national economic and social
development unless the vast rural areas thrive.

Prolonged stability and prosperity in rural areas will not be ensured until the
rights and status of farmers can truly be elevated. If farmers can be given wider rights
to the use of land, independent decision-making in management, and equal social
status with urban residents, the tremendous potential of productivity of rural areas
will finally be released. If not, the country will be facing a great risk in dealing with
revolting and organizing farmers.

Unemployment and Inequity in Income Distribution

In recent years, China has been undergoing the sharp increase of the unemploy-
ment rate. In 2003, the total amount of unemployment reached 154-160 million in
rural areas and 20-30 million in urban areas and the real unemployment rate in this
country reached 15% in 2003. In 2004, the real national unemployment rate probably
has broken 15%. More than 48 million people have been made unemployed as a result
of reform of state-owned enterprises. The unemployment people mainly come from
large quantity population. With increasing labour force, the national development in
China will always be accompanied by high unemployment rate in the near future.

Increased unemployment has brought with increased poverty. At present, the
poor rural people in China can be classified into three categories: resource poverty
from lack of arable land, constructive poverty and physiological poverty. The poor
people with 13-14 million lived in the cities include two parts: poor people came from
countryside but being unable to live on themselves and those from the laid-off

workers owing to the state-owned enterprises reform. The gap between the rich and



poor has increased rapidly because of income discrepancies between cities and

villages. One measure of income inequality is Gini coefficient. The Gini coefficient
in China has risen sharply in recent years, putting China into the ranks of the countries
with the most serious income inequality problems. These people are at present fall
through the poverty-alleviation plan and policy net and have a great impact on social
stability.

The ultimate source of China's risk is inequity in income distribution. While a
minority got rich rapidly, some social groups became losers for the first time. Now,
income disparity is at a level higher than that found in most Latin American and sub-
Saharan countries. The Gini co-efficient rose from 0.35 to 0.45 or more from 1988
to 2003 in China. If unpaid taxes and other illegal income were included, the actual
Gini-coefficient would have been 0.42 to 0.49 or more for the same period. In every
society, inequality is often a cornerstone of social dissatisfaction and serious
inequality could easily lead to instability. China has become a nation where the poor
are getting poorer and the richer are becoming richer.

One can see these factors at play as other developing countries face the process
of globalization; they have been subject to social instability, long-term social
turbulence. A typical example would be the collapse of the Suharto government in
Indonesia as a result of the Asian Financial Crisis. The country experienced more than
30 years of rapid economic growth, but Indonesian society only grew more and more
unequal. From crisis came chaos, and as a result, the country's GDP has fallen more
than 20 percent. Prosperity does not automatically bring social stability. If we look
back at world's history, serious social crises always took place during times of

prosperity.



Public health

The spread of SARS in 2003 exposed problems arising from disparities between
economic and social development. China has promptly made necessary adjustments
to the government's priorities and investment to stimulate the development of social
undertakings. But the national public health system, epidemic prevention and control,
public health infrastructure, pilot projects for a new cooperative medical care system
and medical assistance system were initiated in rural areas, etc, are still challenging
the achievement of Goals it plans to achieve. HIV/AIDs, schistosomiasis and other
serious communicable diseases are still threatening China's development in the near
future. The infant mortality rate (IMR), for instance, in rural areas in 36 deaths per I,
000 live births - three times higher than the urban IMR of 12 deaths per 1,000 live
births. Similarly, the maternal mortality ratio in rural areas is 70 deaths per 100,000
births as against 29 in urban areas.

China now has an estimated 840,000 HIV carriers and 80,000 AIDS patients.
Although the prevalence is still low, there has been an accelerated increase, and the
high prevalence in some regions and high mortality rate among certain groups has
made the government realize the magnitude of the peril. Educating the rural
population is deemed crucial because farmers generally have less access to informa-
tion than city dwellers, and 80 per cent of HIV infections in China are in the
countryside. The HIV carriers in China accounted for only 0.06 per cent of China's
population but ranking second in number in Asia and 14th in the world. Among the
840,000 HIV carriers, 80,000 are AIDS patients. These victims include intravenous
drug users, prostitutes, and tens of thousands of paid blood donors infected during the

1990s as a result of unsafe blood collection practices. About 94 per cent of the carriers



are in the 15 to 49 age group, and most of them are farmers. In addition, although the

prevalence of AIDS in the country's population of 1.3 billion is still relatively low,
some outside experts believe the epidemic is on the edge of a surge in growth. Some
experts estimate that more than 10 million people will be infected by the deadly
disease by 2010.

To meet these challenges, China needs government and public to understand
role of health, especially, the public health in the development of the nation and how
to improve the national public health system, set up for early warning and response
for public health emergencies, both in urban and rural areas, etc. Basic health
protection, mainly consisting of public health, medical relief and basic health
insurance, is a system that satisfies the public’s minimum health needs and reduces
health risks. The government is duty-bound to resort to administrative and financial
means to aid citizens that have not obtained the conditions of maintaining basic
health, so as to prevent them from being marginalized and excluded by society. Many
of the rural population, especially farmers, are vulnerable in terms of health. So the
basic health protection indicators of the rural population are more representative in
revealing the actual conditions of China. Regarding basic health protection, public
health should receive top priority, as it has the function of reducing risks by
prevention. When township and county governments in poor areas are unable to
maintain the operation of public health service, the provincial and central govern-
ments should adopt such measures as transfer payments to help grass-roots govern-
ments carry out this basic function.

Taiwan Problem under Sino-US relations

After 2004 election, Taiwan's authorities and separatists are collaborating to



