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Introduction

The numbers are mesmerizing: Since 1980 China's economy has grown by more than 9 percent a year. The country now manufactures 75 percent of the world's toys, 58 percent of the clothes, and 29 percent of the mobile phones. More than $1 billion in foreign direct investment arrives each week. By 2008 China will be the world's third-largest exporter, and by the decade's end its economy will be larger than that of either France or the United Kingdom.
Equally eye-catching are the host of issues China must confront to keep its growth and reforms moving. Underdeveloped and inefficient capital markets deprive the brightest Chinese companies of much-needed funding. The banking sector is weak; unsound lending continues to threaten the economy. And China's rural population—half a billion strong—has seen little benefit from a decade of growing national prosperity.
The exhibits that follow try to put this remarkable economic transition into perspective. They begin by taking the pulse of China’s vibrant economy—examining six sources of the country’s stellar growth and its effect on consumers and businesses—and then move on to the four challenges now confronting China as well as the possible consequences of failing to address them.
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Challenges
Misallocation of capital

Private companies and collectives generate nearly half of China's industrial output but account for only 20 percent of all loans by value. This misallocation of capital starves productive private enterprises of funding and might ultimately slow down economic growth, which must be sustained if China's economy is to absorb the hundreds of thousands of workers laid off annually from restructured state-owned enterprises and, more important still, the millions of people migrating from rural areas.
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Bank sector weakness

Most of China's banks are technically insolvent, carrying twice as much value in nonperforming loans as they have in equity. Yet they are extraordinarily liquid, and the more than $2 trillion a year they take in as deposits serves, to a large extent, as a safety valve. China's $400 billion hoard of foreign reserves also assures short-term confidence. Although banks have greatly improved their commercial-lending practices—most new loans are profitable—the fear remains that the number of bad loans might rise if macroeconomic conditions worsen. Moreover, about 2 percent of Chinese households control more than half of all deposits, so banks are particularly vulnerable to liquidity crises if their depositors get cold feet.
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Economic liberalization

China walks a regulatory tightrope. Sweeping reform is still necessary at the broadest levels to encourage the budding capital markets: a $100 billion pension gap must be narrowed, for example, and fixed-income and derivatives markets fashioned from scratch. But hurried initiatives could hurt the economy, particularly if they damage investor confidence. 
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Economic disparity

More than 60 percent of China's people live far from bustling urban centers such as Beijing, Guangzhou, and Shanghai. The rural majority earns about 40 percent less than do average city dwellers. Social unrest could ultimately result if this gap persists or widens. In response, the government is accelerating the process of urbanization—in effect choosing to solve the problems of rural people by turning them into workers. 
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