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China’s Rebalancing Act
China staged a mighty rise at the dawn of the 
21st century to become the world’s preeminent 
manufacturer. The economic growth and 
prosperity it has reaped in the process will go 
down as a remarkable chapter in the annals of 
one of the most ancient civilizations. Now begins a 
new chapter—one of transition—as China adapts 
to rapid changes within and around it. With the 
European continent in turmoil and tepid growth 
among its trading partners, we do not believe 
China’s export economy can further sustain the 
meteoric trajectory it has enjoyed since 2001. The 
other major issue is that real estate can no longer 
be relied on to stimulate growth and consumption, 
in our view. So what are China’s prospects? We 
do not agree with the hard landing thesis, but we 
do think the economy has downshifted to a slower 
rate than the consensus is forecasting. Strong 
consumption trends may help, but exports are likely 
to remain challenged. This is a significant change 
in the Chinese growth model. As a result, we 
believe the government will likely have to use non-
traditional fixed investment as a “plug” to achieve 
its targeted growth rate in the near-term. This 
balancing act is likely to create more uncertainty 
than in the past. But amid that uncertainty, we see 
opportunity, particularly in consumer-related areas 
that are quickly shaping the tone and direction of 
this country’s transitioning economy.
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We remain focused on China as a “swing factor” in global GDP 
growth. given the enormity of china’s contribution to the global 
economy, we spend a great deal of our time evaluating the coun-
try’s trends. to this end, we recently spent another week in beijing 
discussing the economy, markets, policy, and investment opportuni-
ties with a variety of local businessmen, policy makers, and political 
leaders. and as we suggested in our previous paper last fall, china 
is likely to account for 30–35% of total incremental global growth—
even by modest accounts—over the next 3–5 years1. 

Our trip confirmed our view that the consensus on China’s GDP 
growth is still too high. For 2012, we maintain our forecast of 
7.5–8.0% annual gdP growth versus a consensus of 8.2%2, which 
we still think needs to come down closer to our range. In fact, after 
discussing current trends with business leaders and policy makers, 
we fear that china might even fall short of our forecast for the year. 
Key to our thinking is that not only is china’s export economy now 
facing some structural headwinds but its consumption economy, 
while strong, is not enough to offset slowing fixed investment.

Tighter liquidity has been hampering growth for some time, but 
we believe it has been the European sovereign crisis that has hurt 
global demand more than the Chinese authorities were forecasting. 
as a result, we weren’t surprised to see the central bank starting to 
ease its monetary policy again, particularly given that we forecast 
inflation trends to decelerate meaningfully in the next few months.

Even after the recent rate cuts, we understand there is still a vig-
orous debate among government officials about how much fiscal 
stimulus should be dispensed. chinese leaders more familiar with 
the capital markets are concerned that too much additional stimulus 
could ultimately undermine the central bank’s ongoing battle with 
inflation. by comparison, other officials measure success more 
closely with the level of job growth. given our benign view on near-
term inflation, we now expect two additional cuts in the reserve 
requirement ratio (also known as the cash reserve ratio, which is 
the minimum reserve required of commercial banks to hold) and 
think that short-term interest rates could fall by an additional 50 
basis points in the next 12 months.

In our view, China offers growth investors a lot of opportunity, but 
the public markets are still likely to disappoint. every visit to china 
excites us anew about the potential investments we see in core 
growth areas like consumption, infrastructure, logistics, health-
care and wellness, and services in general. Yet, unfortunately for 
mainstream investors, the public equity markets provide very little 
exposure to these areas. state-run enterprises account for 71% of 
the total market capitalization of the china h-share index3. by com-
parison, consumer-related areas account for just 3% of the same 
index.4 We therefore view concentrated public equities, private 
equity and developed-market investments with asian linkages as 
more appealing alternatives.

1 see our paper, “swing Factor: asia’s growing role in the global economy,” 
november 2011, available at www.kkrinsights.com.

2 Exhibit 4.

3 Exhibit 29.

4 Exhibit 29.

We remain cautious on China’s banking sector, though we believe 
recent reform is a step in the right direction. recent reform, aimed 
at widening the band on loans and deposits, is encouraging. but 
china’s banking system still has some major flaws that must be ad-
dressed as the country’s economy becomes more open and globally 
integrated. We think its current non-performing loan (nPl) ratio5 
of 1% is likely too low by 300–400 basis points. embedded in our 
assumptions is a high-conviction view that capital was poorly allo-
cated during the government’s 2009 campaign to stimulate growth 
through increased fixed investment. 

Looking ahead, we believe Chinese consumption will remain 
strong, but other drivers will be needed to sustain growth at 
the government’s targeted rate of 7.5%. as we detail later in this 
report, consumption-led economies typically grow at a slower 
pace than economies driven by fixed investment. china’s fixed 
investment is expected to ebb in the future, as will its role as the 
manufacturer to the world. Yet, as the country transitions towards 
a more consumption-led economy, in our view, it will likely have to 
use fixed investment—particularly in infrastructure—to fill in the 
“gap” at certain points in the cycle when its ‘new’ mix falls below 
targeted growth levels. Without question, now appears to be one of 
those times.

There are no changes to our global asset allocation targets. We 
remain underweight cash, european public equities, and developed-
market sovereign debt. our outlook on asian private equity—es-
pecially in china—is positive. In our view, private equity remains 
one of the most efficient strategies to gain exposure to rising 
consumption in emerging markets, which we perceive as a criti-
cal theme and important source of potential returns in the future. 
We’re also comfortable maintaining our outsized position in what 
we call “spicy credit,” which includes emerging-market, mezzanine, 
high-yield and investment-grade debt. Finally, given that our target 
allocation is significantly tilted to the corporate sector, we think 
that an overweight allocation to real assets makes sense because it 
provides exposure to an asset class that does well when high input 
costs adversely affect corporate margins.

Details of Trip

China’s economy has slowed more than expected. I generally plan 
visits to china when I want to feel better about global economic 
growth trends. that did not happen this visit. rather, from what 
we could tell, china is witnessing a broad-based slowdown across 
fixed investment, consumption, and especially exports—a slowdown 
whose magnitude appears even more severe than that of 2008 
(Exhibits 1 and 2). this is not to be taken lightly, since china is ex-
pected to account for more than one third of global growth the next 
few years, and asia as a whole is expected to drive 60% or more of 
total incremental global growth (Exhibit 3).

5 nPl ratio is the share of non-performing loans among total loans, expressed 
as a percentage. see Exhibit 23 for sourcing information.
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exhIbIt 1

Economic Surprise Index Signals Confirms China has 
Slowed
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data as at June 25, 2012. source: bloomberg.

exhIbIt 2

M1 in China is Closely Correlated with Real Estate, so 
the Government has Gotten What it Wanted in Terms of 
Taming an Asset Bubble
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data as at May 31, 2012. source: People’s bank of china, haver.

For the record, our prediction that china’s economy would stabilize 
in the second quarter of 2012 did not materialize—whether because 
of a sluggish real estate market, economic woes in europe or other 
reasons. Yet, we maintain our 2012 gdP growth forecast for china, 
which has stood at 7.5–8.0% since the beginning of the year. the 
current consensus calls for 8.2%, revised downward from 8.5%, 
and it’s clear to us that it should come down even further (Exhibit 
4).

exhIbIt 3

China Accounts for over 1/3 of Global Growth the Next 
Few Years; and Asia as a Whole Will Drive Roughly 60% 
of Growth
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data as at april 17, 2012. source: IMF, haver. other asia includes 
emerging asia ex-china, hong Kong, Korea, singapore, taiwan, and 
Japan. other emerging Markets are all emerging markets excluding 
asia and emerging countries within the eurozone. other advanced 
economies are the residual of countries not picked up by the other five 
categories.

exhIbIt 4

China’s Growth Estimates are Falling, and Still Have a Bit 
More to Go
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exhIbIt 5

China Makes Up A Third Of Global Growth
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data as at april 17, 2012. other emerging Markets are all emerging 
markets as defined by IMF excluding china. other are the residual of 
countries not picked up by the other three categories, namely advanced 
economies defined by IMF ex-Us. . source: IMF Weo april 2012.

exhIbIt 6

Post 2000, Asia Has Replaced the US as the Engine 
of Global Growth
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data as at april 17 2012. asia includes developing asia, Korea, 
singapore, hong Kong and Japan. source: IMF estimates.

What felt different this visit. during our visit to china last fall, 
beijing was intent on taming its housing market excesses through 
a more aggressive interest-rate policy. Its central bank was duly 
clamping down on fixed investment growth by tightening credit 
availability to developers across cities of all tiers. all told, in 2010 
and 2011 the central bank raised the 1-year lending rate 5 times—a 
total of 125 basis points—while lifting its reserve ratio requirement 
for major banks 12 times by a total of 600 basis points over the 
same period.6

the outcome of these initiatives was substantial and is now on 
display throughout the country. specifically, overall home prices 
in china have declined 1.8% in nominal terms and 4.8% in real 
terms, though in certain cities the damage has been much worse, 
with prices having fallen by 15% or more.7 by comparison, be-
tween december 2008 and december 2011, home prices rose at a 
compounded growth rate of 12.4%—an impressive rate in absolute 
terms, albeit one that was driven by nominal gdP growth of 15.3% 
and supported by an exceptionally vigorous economy (Exhibit 7).

exhIbIt 7

Home Price Appreciation Is Now Moderating
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data as at May 31, 2012. source: economic research Institute of 
chinese Urban and rural construction, haver.

6 the People’s bank of china (Pboc) started raising the required reserve ratio 
on January 18, 2010, from 15.5% to 21.5% on June 20, 2011. It started raising 
the 1-year lending interest rate on october 20, 2010, from 5.31% to 6.56% on 
July 7, 2011. sources: Pboc, bloomberg.

7 data as at May 31, 2012, overall residential property prices had fallen 1.8% 
year-to-date, while consumer price index (cPI) inflation as of May 31, 2012, 
was 3.0%. existing home sales data for the 70 cities in china tracked by the 
cnbs reported changes in home prices for May 2012 versus peak prices 
ranging from -18.2% to 0%. in sources: economic research Institute of 
chinese Urban and rural construction, china national bureau of statistics, 
haver.
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exhIbIt 8

Price to Income Ratios in Some Tier 1 Chinese Cities 
Have Reached Extreme Levels
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data as at april 30, 2012. source: IMF global Financial stability report 
april 2012 Isbn 978-1-61635-247-9, Figure 2.51.

If there is good news on the real estate front, it’s not that we expect 
another bout of home-value appreciation. such a pattern, in our 
view, would create too much social unrest and would be incon-
sistent with what the central bank has been trying to achieve over 
the past 12 months. It could also be de-stabilizing, given where 
price-to-income ratios (Exhibit 8) and square footage per dwelling 
(Exhibit 9) have increased in many instances.

our bottom line: We believe real estate can no longer be the engine 
of growth in China. as Exhibit 10 shows, its contribution to gdP is 
already outsized relative to its peers. Moreover, there are still large 
pockets of excess that remain to be worked off, including some in 
several tier III and tier IV cities.8 our overall impression is that 
national home prices will struggle to appreciate much from current 
levels in the near-term.

8 While there is no formal definition for tier 1, 2, 3, 4 or 5 cities in china, the 
terms are loosely used to define the size and stature of the city.  tier 1 cities 
are the largest, generally with populations above 4-5 million (e.g., beijing, 
shanghai, guangzhou, and shenzhen).  Further examples of china city tiers 
can be found at http://www.joneslanglasalle.com/Mediaresources/global/
china50-research-March-2012.pdf.

exhIbIt 9

Housing Area Per Person Has Doubled in Size Since 1995 
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annual data as at december 31, 2011. source: national bureau of 
statistics of china.

exhIbIt 10

Real Estate Investment Can’t Become a Much Bigger 
Driver of Economic Growth in China
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however, in the near-term we do not expect a bust like the one 
witnessed in spain recently or in the United states after 2006. our 
guarded optimism stems from the rate of home ownership in chi-
na’s urban areas, which is still less than one unit per household (or 
0.78, to be exact), according to a research paper published by eric 
Zhang, a property analyst at the china International capital corpo-
ration (cIcc) investment bank.9 Using Japan as a proxy, Zhang’s 

9 Zhang, eric, “limited risk of correction, transitioning to a new Phase, 
housing stock Value analysis”, CICC Investment Focus, august 5, 2011.

“ 
China is witnessing a broad-based 

slowdown—in fixed investment, 
consumption, and especially 
exports—that appears even 

greater than in 2008. 
“
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findings suggest that a ratio of 1.1 units per household is when prop-
erty prices typically succumb to significant price erosion.

exhIbIt 11

China’s Urbanization Rate is Still Relatively Low…
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exhIbIt 12

…and With Urbanization Comes Growth
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household-formation and disposable-income trends—two important 
growth drivers for the housing market—also currently remain solid 
(Exhibits 13 and 14). separately, estimates for current urbanization 
levels are in the 45–51% range, which we believe is far from satura-
tion levels. Finally, the chinese government—unlike that of spain, 
the United states or Ireland—controls market supply and dominates 
lending, which we believe affords a tailwind that would cushion any 
downturn in housing prices should demand weaken significantly 
more than expected from this point on.

exhIbIt 13

Property Prices Have Been Growing In-line with Incomes
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haver.

exhIbIt 14

Property Prices in the US Over Shot Income Growth
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apart from changing role of real estate in the chinese economy, 
we’ve observed another macro development during our recent visit 
concerning the money supply. the dynamics of this supply, which 
we think incorporate both cyclical and secular components, have 
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changed. on the cyclical side, there is a clear relationship between 
money supply and the tightening of credit conditions resulting from 
the sequence of rate hikes in 2010 and 2011 (Exhibit 2). but the 
secular component—the slowdown in foreign-exchange accumu-
lation as a result of the chinese currency’s appreciation toward 
fair value—is less understood, but we believe it matters for two 
reasons. First, china will no longer see rapid liquidity expansion 
from the buildup of foreign-exchange reserves, which now total a 
staggering $3.3 trillion10. second, credit growth will now likely be 
more reliant on internal measures like reductions in the reserve re-
quirement ratio (rrr); and within the interest rate arena, monetary 
policy will likely converge toward that of established markets, with 
loan growth becoming more closely linked to interest rates versus 
just loan quotas. 

like all rebalancing cycles, the chinese one will take time to play 
out, but we think the era of loose liquidity and manipulated loan 
growth in an undervalued exchange-rate environment will usher 
a new era of more stable credit growth (Exhibit 15), as exchange 
rates and the policies that surround them move closer to equilib-
rium (Exhibit 16).

exhIbIt 15

We Expect More Stable Credit Growth Going Forward
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data as at May 31, 2012. source: People’s bank of china, haver.

10 Ibid.1., Exhibit 2.

exhIbIt 16

Exchange Rate is Now Closer to Equilibrium
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Chinese policymakers made it clear that the government does not 
want to repeat its recent mistakes. to fully appreciate why the chi-
nese government is so concerned about over-stimulating the econ-
omy via fixed investment this time around, consider some histori-
cal perspective. Following the dot-com bubble burst and the 2001 
global recession, our research shows that many emerging-market 
countries (including china, brazil, turkey, and India) displayed 
significant economic growth and market outperformance as they 
emerged from the global economic trough of 2003. capital markets 
in emerging economies expanded mightily as a result, generating 
new found interest among retail and institutional investors. Inflation 
was generally low while growth was consistently above average.  at 
the same time, the developed-market consumer was still consuming 
more than historical averages (and borrowing against home equity 
to do it), which helped emerging countries boost their exports and 
also fueled their own domestic consumption.

at the dawn of the great recession in 2008, all the large emerging 
economies pursued aggressive macro-economic policies to avoid 
a major, sustained economic downturn. china expanded its fixed 
investment in real estate and infrastructure to boost its national 
economy (Exhibit 18), whereas many of its peers, including India, 
brazil, and turkey, favored stimulus measures to encourage con-
sumption. all these policies worked—yet they were disproportion-
ately high relative to the actual economic downturn these countries 
experienced. as a result, they have led to unintended macro conse-
quences—including excess consumption in brazil, turkey, and India, 
and outsized fixed investment in china—with significant fallout11. 

11 respective countries national statistical Institutes, haver. data as at 
december 31, 2011.

“ 
China’s dilemma is whether 
to counteract today’s ebbing 

growth at the expense of not fully 
ridding itself of the excesses of its 

previous round of stimulus. 
“
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India now faces near-record inflationary pressures; china is dealing 
with the hangover of too much fixed investment; brazil faces an 
insufficient infrastructure to satisfy its burgeoning middle class; 
and turkey is now saddled with a massive current account deficit of 
9–10% of gdP12.  

so, as we look forward, china—like many of its emerging market 
peers—faces a difficult dilemma as it considers whether to coun-
teract today’s ebbing growth at the expense of not fully ridding 
itself of the excesses of its previous round of stimulus, in our view. 
exacerbating this issue is that politicians whose careers depend on 
growth and jobs are always confident that more stimulus is better 
than less.

exhIbIt 17

Loan Growth is Improving But Not at the Pace of 2009 or 
2010
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data as at June 30, 2012. source: People’s bank of china, haver.

12 data as at 1Q2012; “the emergence of brazil an Unfinished story”, May 2012 
available at www.kkrinsights.com; central bank of the republic of turkey, 
haver.

exhIbIt 18

Fixed Investment Is Downshifting as a Part of China’s 
Rebalancing Efforts

Jul-11, 25.4 

20.1 

0 

5 

10 

15 

20 

25 

30 

35 

2005 2006 2007 2008 2009 2010 2011 2012 

China Fixed Asset Investment % Y/y 

China is determined not to 
make the mistakes of the past 
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Upon observing the mood of senior Chinese officials, our im-
pression is that the severity of Europe’s crisis will impel China 
to pursue an easier monetary policy in the foreseeable future. 
even before china’s rate cut of 25 basis points on June 8, we had 
learned from several business leaders and policymakers that help is 
already on the way, so to speak, in order to counteract the negative 
economic impact of europe’s woes—an impact that appears to have 
already spilled into June. to date, china has approved the funding 
of several significant infrastructure projects, which were followed 
by an uptick in real-estate transaction volume 13. our work leads us 
to expect another reduction in the banks’ reserve requirement ratio 
(rrr) in the near future.

With inflation at 2.2% in June and likely headed lower (Exhibit 19), 
china has a lot of wiggle room to maneuver its monetary policy. the 
drop in the producer price index (PPI)—and the consequent widen-
ing of the spread between it and the consumer price index (cPI), 
which has now turned positive—is a significant development,14 
since positive PPI/cPI spreads are usually beneficial for profit mar-
gins. this backdrop should allow the government significant room 
to navigate monetary policy, and we would expect another two 
reserve ratio cuts and think that short-term interest rates could fall 
by another 50 basis points over the next 12 months (Exhibit 20).

13 “china targets Infrastructure Investment,” Financial Times, May 22, 2012; 
Exhibit 10.

14 the PPI measures the average change over time in the selling prices 
received by domestic producers for their input. the cPI measures the 
weighted average of prices of a basket of consumer products and services. 

“ 
The renminbi’s appreciation 

means that China will no longer 
see rapid liquidity expansion 
from the buildup of foreign-
exchange reserves, and that 
credit growth will likely rely 
on internal policy measures. 

“
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exhIbIt 19

Inflation Continues to Fall
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data as at June 30, 2012. source: china national bureau of statistics, 
haver.

exhIbIt 20

The China Central Bank is in Easing Mode and Has a Lot 
More Room to Maneuver 
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data as at July 5, 2012. china reduced its lending rate by 25bp on 
June 8, and by another 31bp on July 5, 2012. source: china statistical 
Information center, People’s bank of china.

We also think it’s important to consider china’s starting point now, 
as it moves forward, relative to other countries. In a world of low 
interest rates—even near-zero rates, in the U.s. case—china still 
has its reserve ratio requirement of 20.5%. Moreover, its banking 
system has a loan-to-deposit ratio below 75% and $3.3 trillion in 
reserves15. In macro terms, we believe these are big, powerful tools 
that can be leveraged further by chinese officials particularly if 
europe weakens further.

15 chinese reserve ratio requirements and loan-to-deposit ratio as of May 2012 
per People’s bank of china.

exhIbIt 21

Correlation Between Commodities, as Measured by the 
GSCI Light, and China CPI is North of 60%
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based on monthly data from 1997 to 2010. the s&P gscI is widely 
recognized as a leading measure of commodity price movements. 
the s&P gscI light energy Index comprises the same designated 
contracts as the s&P gscI but the contract Production Weights (cPW) 
of all designated contracts in the energy sector has been divided by 
four. For more information, please visit www.spgsci.standardandpoors.
com. source: bloomberg, KKr gMaa analysis.

exhIbIt 22

Inflation Could Be Poised to Surprise on the Downside 
For the Next Few Months
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data as at June 25, 2012. source: bloomberg.

In the very near term, we would still anticipate a more incremental 
approach to easing and fiscal initiatives by the chinese. however, 
if growth does not meet or exceed the government’s 7.5% target by 
late-summer—or if greece or spain defaults—we would anticipate 
china to abide by its clear objective it has stated all along: that its 
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government is focused on economic growth, and that it will do what it 
takes—even at the risk of higher inflation—to achieve its growth target 
and help create 10–15 million new jobs each year. 

A Banking Conundrum Remains. While our outlook on long-term 
domestic consumption in china is positive, we remain cautious on 
the country’s banking sector, taking a few factors into consider-
ation. china’s banking system benefits from the government’s sup-
pression of the deposit rate (though recent announcements about 
flexibility on the lending and deposit rates is an important first step 
towards addressing our concerns), which we believe allows the 
banks to earn an outsized margin and state owned enterprises 
(soes) to receive below theoretical market loans16. Yet this policy 
makes capital allocation inefficient and also comes at the expense 
of chinese households, in our view, which are being asked to earn 
negative real rates of return on their investments. 

additionally, china’s hangover from the excess lending of 2008–
2009 has not fully cleared in terms of non-performing loans (nPls). 
We have been studying financial services long enough to know that 
china’s year-over-year growth rate of 34.4% in 2009—or mortgage 
growth rate of 52.7% in 2010—should not translate into an nPl ratio 
of 1%, regardless of underwriting standards (Exhibits 23 and 24). 
We think the real loss rate will rise toward 4%, 300 basis points 
higher than its current level. 

to state the obvious, low nPl ratios are inconsistent with spikes in 
loan growth, so we were not surprised to read the following state-
ment by the china banking regulatory commission on June 5, as 
published in China Daily:

“We are already aware of an obvious increase in overdue loans and 
‘special-mention’ loans. Further statistics and analysis are necessary 
for us to discover the cause of the inconsistency and how much hidden 
risk there is.” 

16 source: IMF Working Paper WP/09/171 “Interest rate liberalization in china”, 
august 2009.

exhIbIt 23

The Surge in Lending was Accompanied by a Temporary 
Fall in the NPL Ratio as the Denominator Ballooned; This 
is Not Sustainable in Our View
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non-Performing loan (nPl) ratios as of 1Q2012, loan growth as at May 
31, 2012. source: the People’s bank of china, haver.

exhIbIt 24

We Expect Such High Loan Growth to Lead to More 
NPLs Over Time
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data as at 1Q2012. source: People’s bank of china, china banking 
regulatory commission, haver.

“ 
If growth does not meet or exceed 

China’s expectations by late-
summer—or if Europe’s crisis 

escalates—the Chinese will likely 
pursue more aggressive measures, 
even at the risk of higher inflation. 

“
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exhIbIt 25

Deposits Rates are Not Much Higher than Inflation
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data as at May 31, 2012. source: china national bureau of statistics, 
People’s bank of china, haver.

exhIbIt 26

Real Short Term Deposit Rates Are Negative
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real deposit rate = deposit rate - headline cPI y/y. data as at May 31, 
2012. source: china national bureau of statistics, People’s bank of 
china, haver.

however, while we remain cautious on the banking sector as a 
public-equity investment opportunity, we do not expect a total col-
lapse in financial equity valuations, since chinese banks command 
monopoly positions in key markets, earn significant pre-provision 
profits, and have decent reserve levels. rather, what we expect is 
more of the “extend and pretend” that we’ve witnessed thus far, 
which, over time, may exacerbate some of the return on capital is-
sues that china faces as a country. In our discussions with leading 
policy makers and business leaders, we were told that some of the 
highly controversial local government funding vehicles have already 
been allowed to roll over their maturities.

We Believe Demographics are Getting Ready to Turn the Corner. 
While demographics aren’t usually among the most riveting macro 
topic to discuss, they are important because they are highly in-
structive to understanding the macro backdrop and forecasting the 
future. as Exhibit 27 shows, china will start to face a major demo-
graphic headwind by 2016 as its working-age population peaks at 
996 million—or 73% of total population—by 2016. It is then expected 
to decline by 21% (or 206 million people) between 2016 and 2050. 
to realize the magnitude of this decline, consider that the entire 
U.s. population was just 313 million in 201117. Further, the labor 
force’s participation rate18 is expected to fall as china’s population 
ages. based on current rates, we estimate that china’s participation 
rate will fall by at least 200 basis points over the next 40 years as 
the percentage of people aged 65 and older rises from just 8% to 
25.6% in 2050 (Exhibit 28).

exhIbIt 27

China’s Working Age Population Peaks in 2016
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data as at May 11, 2011. source: United nations World Population 
Prospects.

17 U.s. census bureau, haver as at december 31, 2011.

18 a labor force’s participation rate is number of people employed divided by the 
number of people looking for a job. data as of 2009, the participation rate in 
china, per the International labor organization’s estimate of June, 2012, was 
60.5% for 15–24 year olds, 94.4% for 25–34 year olds, 91.1% for 35–54 year 
olds, 56.5% for 55–64 year olds, and 19.3% for 65 year olds and older.

“ 
The severity of Europe’s crisis 
may impel China to pursue 

easier monetary policy in the 
foreseeable future. 

“
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exhIbIt 28

Demographics Will Drive China’s Labor Force 
Participation Rate Lower
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organization (Ilo), United nations World Population Prospects, KKr 
global Macro & asset allocation analysis.

Why does this matter? Firstly, we expect savings rates will likely 
fall as the elderly began to draw down on retirement savings to fund 
their lifestyles. From what we can tell, to date, we have actually not 
seen any marginal shift away from savings towards consumption in 
china as rapid income growth has driven savings rates higher.  In 
fact, urban household savings rates increased from 11.9% in 1989 to 
30.5% in 201119.  Meanwhile consumption as a percent of gdP fell 
to 35% from 51% during the same period20. so, as the maturation of 
the chinese society occurs, the decline in the chinese labor force’s 
participation rate may also present investment opportunities as 
the government enacts policies to provide a social safety net in the 
form of healthcare, welfare and various entitlements for workers 
and retirees. 

Finally, as china’s labor force matures, we think the economy’s em-
phasis will shift from labor toward capital, and that there will be a 
big push toward value-added industries like automation to maximize 
worker efficiency and help offset the headwinds to growth that 
demographic forces are likely to generate in the coming years.

China’s Equity Market Does Not Reflect China’s Economy. as we’ve 
stated earlier, the investment opportunity set in china’s private-
equity sector is far more attractive, in our view, than in public equi-
ties. recent data supports our view: the hang seng china enter-
prises Index (hsceI), which consists of chinese companies whose 
shares are issued in china but traded in hong Kong, has fallen 

19 data as at March 23, 2012, china domestic trade and household survey, 
china national bureau of statistics, haver. 

20 china national bureau of statistics as at december 31, 2011.

34%, as at June 5, from its peak in november of 2010. this doesn’t 
surprise us. after all, state-owned enterprises (or soes, most of 
which are financial-services and energy outfits) account for 71% 
of the index’s market capitalization (Exhibit 29). In other words, 
china’s public equity market is not representative of the growing 
consumption trend in china. In fact, the consumer-discretionary and 
consumer-staples sectors make up only 3.5% of the index. If faced 
with a choice among public chinese equities, we continue to favor 
the pair trade of non-soes over soes, as the latter have underper-
formed the former by 44% since 2008 (Exhibit 30).

exhIbIt 29

State Owned Enterprises (SOEs) Make Up 71% of the 
China H-Shares Index
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MaterIals 0.0 5.2 5.2
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  71.4 26.2 97.6

data as at May 31, 2012. the hang seng china enterprises Index 
consists of chinese companies whose shares are issued in china but 
are traded in hong Kong. source: bloomberg.

“ 
We remain cautious on China’s 

banking sector because of 
government policy that reduces the 
efficient allocation of capital, and 
because of residual excesses from 
the lending boom of 2008–2009. 

“
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exhIbIt 30

Non-SOEs have Outperformed SOEs by 44% Since the 
Start of 2008
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(non-soe). data as at June 5, 2012. source: bloomberg.

China’s Rebalancing is Underway… But It Will Take Some Time 
And Requires a New Framework

When you jam-pack several days’ worth of research, it’s easy to 
focus on incremental data points and inadvertently miss the larger 
story. Yet the flurry of meetings we conducted with business people 
and public officials during our recent visit to china helped crystal-
lize to us the big picture: It’s that china’s rebalancing away from 
fixed investment and exports and towards consumption has started. 
that’s the good news. the bad news is that it will not be easy and 
this transition is likely to adversely affect folks that continue to cling 
to the “old model” of low-value-added exports and heavy real estate 
fixed investment.

so what’s changing? Well, we think it’s important to appreciate that 
china’s current account surplus has shrunk meaningfully in recent 
years (Exhibit 31)—a trend we attribute to its appreciating currency, 
as well as to rising wages, which make absolute consumption more 
feasible (Exhibit 32). the government also recognizes that, with 
european demand slowing and the U.s. increasing its manufactur-
ing competitiveness, china cannot continue relying on its exports 
to drive as much of the incremental growth that it has in the past 
(Exhibits 33 and 34). In our view, this slowdown is a secular, not 
a cyclical shift, and it has significant implications for investors 
that have allocated capital to this part of the global economic ‘food 
chain.’

exhIbIt 31

China’s Current Account Surplus has Narrowed 730 bp
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exhIbIt 32

The Yuan has Appreciated by 39% Since 1994
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“ 
While we remain wary of 

China’s banking sector as a 
public-equity investment. 

“
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exhIbIt 33

2011 Marked an All-Time High for China’s Investment at 
49.2% of GDP…
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data as at May 22, 2012. source: china national bureau of statistics, 
haver.

exhIbIt 34

…But Recent Trends Show Consumption as the Largest 
Contributor to Growth 
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data as at 1Q2012. source: china national bureau of statistics, haver.

…And Rebalancing Means Slower Growth

as we mentioned above, the challenge is that overall consumption is 
not yet a big enough percentage of the economy to allow the country 
to maintain its past growth rates—and historical precedent supports 
our view on china’s slower growth trajectory moving forward. as 
consumption rises above 40% of gdP and fixed investment falls be-
low 40% of gdP, gdP growth rates tend to slow (Exhibits 35 and 36). 
In our humble view, not enough policy leaders and investors have 
focused on this relationship, which is important because it signals 

what may happen when an economy transitions towards consump-
tion and away from fixed investments: It may slow significantly.

exhIbIt 35

GDP Growth Falls as Consumption Rises
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annual data from 1971 to 2011. source: china national bureau of 
statistics, haver, KKr gMaa analysis.

exhIbIt 36

GDP Growth Rises as Investment Rises
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annual data from 1971 to 2011. source: china national bureau of 
statistics, haver, KKr gMaa analysis.

“ 
If faced with a choice among 
public Chinese equities, we 

continue to favor the pair trade of 
non-state-owned enterprises over 

state-owned enterprises. 
“
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exhIbIt 37

Consumer Related Retail Sales Doing Well, While 
Fixed Investment Related Industrial Activity is 
Now Much Slower
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annual data from 1971 to 2011. source: china national bureau of 
statistics, haver, KKr gMaa analysis.

If our prediction proves right, then fixed investment may again 
become the catalyst for an annual gdP growth of 7–8%. however, if 
it is more in infrastructure related projects than real estate, then the 
positive multiplier effect on the economy will certainly be more lim-
ited. It is also clear that the chinese government wants to do more 
to encourage consumption by expanding healthcare and retirement 
benefits; however, the world’s volatile macro backdrop has not af-
forded china a normal environment in which to impose its revised 
macroeconomic policy. and given what’s going on in europe, our 
view is that china will be unable to rely on a spike in consumption 
in order to drive economic growth. Instead, we believe the chinese 
economy will likely evolve more gradually toward consumption but 
use shorter-term fixed investments, including in railroad infrastruc-
ture, to sustain growth levels above 7% over the next 5 years. With-
out question, we hold the view that china and its peers in the global 
economy must be prepared for a bumpier ride than in the past.

Summary

My travels to china date back to 1995, and it’s clear that this is a 
country again in transition. by this I not only refer to the upcoming 
government leadership transition this fall. My team and I suggest 
that china’s export economy is not likely to be a major driver of 
economic growth over the next few years, which is one of the 
reasons we’ve come across such dispirited perspectives from 
U.s. companies that cater to industrial china. after all, china did 
rise to fame and enjoy prosperity by becoming the manufacturer to 
the world after its introduction to the World trade organization in 
2001—but now its economy is charting shifted territory.

It is also clear that lending to finance fixed investment, in isolation, 
is no longer a viable strategy for boosting growth during short-term 
economic pullbacks, in our view. local municipalities are overlever-

aged; residential real estate is fully valued in many instances; and 
banks probably have artificially low loss rates. so china is decid-
edly a country in transition: It cannot rely on many of its traditional 
levers to rekindle growth as easily as it has in the past. In the 
near-term, however, it has no choice but to try. In other words, until 
consumption can by itself “carry the day,” government-mandated and 
financed fixed-investment projects may still have to be embraced dur-
ing times of stress, even at the risk of sluggish returns on capital. We 
do not state this lightly, since it could involve a bumpy economic 
ride with the potential for higher inflation and/or slower growth 
than what china’s central bank desires.

We also believe that china will continue to grapple with demograph-
ic headwinds and with tensions over how to accept the proliferation 
of social media—both important factors to consider when surveying 
the country’s investment landscape.

but as part of this economic and social transition, there is also a 
lot of opportunity being created. Investment plays on consump-
tion trends, as well as the logistics-related, health and wellness, 
and services industries are appealing to us. We view them as big, 
long-tail ideas with potential nominal growth rates exceeding 20% 
annually for quite some time. 

our premise is that china still has further room to grow. the ur-
banization rate, which we view as one of the key drivers of china’s 
future growth, still stands at only 44.9%, compared to 80% in some 
emerging other countries (Exhibit 11). also, as factories and infra-
structure are now being built in—and moved to—western china, this 
expansion should add more stability to the country’s growth profile. 

Finally, in a world of bank failures and sovereign debt crises, we 
believe china’s huge reserve base and high reserve ratio require-
ments will likely serve as a near-term cushion, and its govern-
ment’s decisions to stimulate growth or adapt to change need to be 
made quickly and decisively.

“ 
China cannot continue relying 
on its exports to drive as much 
of the incremental growth that 

it has in the past. 
“
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Important Information

the views expressed in this presentation are the per-
sonal views of henry McVey of Kohlberg Kravis roberts 
& co. l.P. (together with its affiliates, “KKr”) and do 
not necessarily reflect the views of KKr itself. this 
document is not research and should not be treated as 
research.  this document does not represent valuation 
judgments with respect to any financial instrument, 
issuer, security or sector that may be described or 
referenced herein and does not represent a formal 
or official view of KKr. It is being provided merely to 
provide a framework to assist in the implementation of 
an investor’s own analysis and an investor’s own views 
on the topic discussed herein.

the views expressed reflect the current views of Mr. 
McVey as of the date hereof and neither Mr. McVey 
nor KKr undertakes to advise you of any changes in 
the views expressed herein. In addition, the views 
expressed do not necessarily reflect the opinions of 
any investment professional at KKr, and may not be 
reflected in the strategies and products that KKr of-
fers.  KKr and its affiliates may have positions (long or 
short) or engage in securities transactions that are not 
consistent with the information and views expressed in 
this presentation.

this presentation has been prepared solely for infor-
mational purposes. the information contained herein 

is only as current as of the date indicated, and may be 
superseded by subsequent market events or for other 
reasons. charts and graphs provided herein are for 
illustrative purposes only. the information in this pre-
sentation has been developed internally and/or obtained 
from sources believed to be reliable; however, neither 
KKr nor Mr. McVey guarantees the accuracy, adequacy 
or completeness of such information. nothing contained 
herein constitutes investment, legal, tax or other advice 
nor is it to be relied on in making an investment or 
other decision.

there can be no assurance that an investment strat-
egy will be successful. historic market trends are not 
reliable indicators of actual future market behavior 
or future performance of any particular investment 
which may differ materially, and should not be relied 
upon as such. target allocations contained herein are 
subject to change. there is no assurance that the tar-
get allocations will be achieved, and actual allocations 
may be significantly different than that shown here. 
this presentation should not be viewed as a current 
or past recommendation or a solicitation of an offer to 
buy or sell any securities or to adopt any investment 
strategy.

the information in this presentation may contain pro-
jections or other forward-looking statements regarding 
future events, targets, forecasts or expectations 
regarding the strategies described herein, and is only 

current as of the date indicated. there is no assurance 
that such events or targets will be achieved, and may 
be significantly different from that shown here. the 
information in this presentation, including statements 
concerning financial market trends, is based on current 
market conditions, which will fluctuate and may be 
superseded by subsequent market events or for other 
reasons. Performance of all cited indices is calculated 
on a total return basis with dividends reinvested. the 
indices do not include any expenses, fees or charges 
and are unmanaged and should not be considered 
investments.

the investment strategy and themes discussed herein 
may be unsuitable for investors depending on their 
specific investment objectives and financial situation.  
Please note that changes in the rate of exchange of a 
currency may affect the value, price or income of an 
investment adversely.

neither KKr nor Mr. McVey assumes any duty to, nor 
undertakes to update forward looking statements. no 
representation or warranty, express or implied, is made 
or given by or on behalf of KKr, Mr. McVey or any other 
person as to the accuracy and completeness or fairness 
of the information contained in this presentation and 
no responsibility or liability is accepted for any such 
information. by accepting this presentation, the recipi-
ent acknowledges its understanding and acceptance of 
the foregoing statement.



www.kkr.com


