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Executive Summary 
The Chinese economy appears headed for a sustained period of slower growth such as Japan 
experienced a few decades ago. The Japanese economy decelerated sharply in the 197os and 
1980s when growth in its working-age population slowed and growth in investment spending 
downshifted. The Japanese economy started to stagnate in the 1990s when capital was 
misallocated to “zombie” companies. 

The underlying drivers of long-run economic growth in China are no longer supportive of the 
supercharged rates of real GDP growth that the country achieved during the past few decades. 
The working-age population has already peaked, and investment spending has decelerated. 
Because China is not yet as economically developed as Japan was when that country experienced 
its growth slowdown starting in the 1970s, China should be able to shore up its productivity 
growth rate by continuing to adopt technologies that have been developed in more advanced 
economies. 

We would not characterize the 6 percent per annum growth rates that many analysts forecast for 
Chinese real GDP growth in the 2017-2020 period as a “lost decade.” But China could make the 
same mistake as Japan did in the 1990s when capital in that country was misallocated. There are 
some large state-owned enterprises in China, and the Chinese government could make a policy 
decision to keep these economically inefficient firms afloat to avoid mass layoffs. If capital 
becomes increasingly misallocated in China, the country could eventually face its own lost decade. 

We Have Seen This Movie Before 
After growing at a breakneck pace of 10 percent per annum between 1980 and 2011, real GDP 
growth in China has slowed markedly over the past few years (Figure 1). Real GDP grew 
6.9 percent in 2015, the slowest annual average growth rate in 25 years, and the Chinese 
government believes that a slower pace of growth is here to stay. The government recently set a 
target range of 6.5 percent to 7 percent for real GDP growth this year, and it then targets a 
minimum of 6.5 percent per annum from 2017 through 2020. 

When thinking about future growth prospects in China, the experience of Japan in the post-World 
War II era may be instructive. As shown in Figure 2, the Japanese economy had its own rapid 
growth phase in the 1950s and 1960s when it expanded at an average rate of nearly 10 percent per 
annum.1 Following the recession in 1974, which was caused by the OPEC oil embargo, the rate of 
Japanese economic growth downshifted to 4 percent per annum between 1975 and 1989. Since 
the bursting of the Japanese stock market bubble at the end of 1989, real GDP growth in Japan 
has averaged only 1 percent per annum. Some observers referred to the economic stagnation of 

                                                             
1 A continuous series of real GDP in Japan back to the 1950s is not readily available. We construct 
Figure 2 by splicing together two data series. We calculate growth rates between 1956 and 1994 by using 
the real GDP series that is measured in 1990 prices. We then calculate growth rates between 1995 and 
2015 via the current GDP series, which uses 2005 prices.  
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the 1990s as Japan’s “lost decade.” Unfortunately, the stagnation in Japan has subsequently 
spanned two more decades  

Figure 1 

 

 

Figure 2 

 

Source: Bloomberg LP, CEIC and Wells Fargo Securities, LLC  

Is a similar scenario about to unfold in China? Could the Chinese economy be facing its own “lost 
decade(s)?” In this report we look at the Japanese experience over the past few decades to 
ascertain what, if any lessons, it holds for China in coming years. 

The Working-Age Population in China Has Topped Out 
As a first approximation, an economy’s rate of long-run economic growth is determined by the 
growth in its labor force and its rate of productivity growth. The economic slowdown in Japan 
that has occurred over the past few decades has been determined, at least in part, by 
demographics. Between 1950 and 1970, the working-age population (i.e., individuals between the 
ages of 15 and 64) grew at a strong rate of 1.9 percent per annum in Japan (Figure 3). However, 
the growth rate in the working-age population downshifted by a full percentage point between 
1970 and 1990. Since topping out in 1995 the working-age population in Japan has declined by 
more than 10 percent, and the United Nations projects that it will fall 20 percent further by 2040. 

Figure 3 

 

 

Figure 4 

 

Source: United Nations, CEIC and Wells Fargo Securities, LLC  

China too is undergoing a demographic transition. The country’s working-age population grew 
sharply between 1980 and 2010, but it has now topped out. It is set to slowly decline between now 
and 2030 before beginning a sharper descent thereafter. Although the recent relaxation of the 
“one-child” policy in China could alter the longer-run demographic projections, the dynamics for 
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the next decade or two are essentially set in stone. Fewer workers mean slower long-run economic 
growth in China, everything else equal. 

Deceleration in Investment = Slower Growth in Labor Productivity 
As noted above, growth in labor productivity is the other variable that generally determines a 
country’s long-run economic growth rate. There are a number of variables that affect labor 
productivity growth, but one factor is capital investment. Providing workers with more and better 
capital is one way to raise their productivity growth. 

During its boom years in the 1950s and 1960s, capital spending in Japan grew at a robust average 
rate in excess of 16 percent per annum (Figure 4).2 Of course, investment spending helps to raise 
GDP growth via its effects on aggregate demand. But capital spending also works on the supply 
side of the economy by strengthening productivity growth. There was a notable downshift in 
growth in Japanese investment spending during the 1970s and 1980s, and capex has decelerated 
even further over the past two decades. Indeed, the level of capital spending has declined 
5 percent on balance over the past decade. Consequently, labor productivity growth in Japan has 
averaged only about 1 percent per annum over the past five years.  

There appears to be a similar slowdown in investment spending that is in train in China today. 
Although data on fixed capital formation are not readily available in the Chinese real GDP 
accounts, a widely-followed proxy of investment spending that is released on a monthly basis 
shows just how much capex appears to have decelerated over the past few years.3 In the middle 
years of the past decade this proxy for investment spending was growing about 25 percent per 
annum. It shot up to 30 percent in 2009 when the Chinese government accelerated planned 
infrastructure spending and directed the country’s banks to aggressively lend in an attempt, 
which was ultimately successful, to cushion the economy from the effects of the global financial 
crisis.  

However, investment spending in China has steadily decelerated this decade, and capex appears 
to have grown only 10 percent last year. Consequently, growth in Chinese labor productivity, 
which averaged roughly 8 percent per annum between 2000 and 2007, has slowed to only 
4 percent or so over the past four years.4 With overcapacity seemingly evident in some major 
industries, a return to supercharged growth rates in capital spending does not seem likely anytime 
soon. If not, then productivity growth and overall economic growth in China likely will slow 
further in coming years. 

Could Capital Be Misallocated? 
As economic growth in Japan slowed sharply in the early 1990s, financial stresses started to 
appear among the country’s corporations. As shown in Figure 5, the non-performing loan (NPL) 
ratio in Japan shot higher starting in the mid-1990s. Moreover, the NPL ratio remained elevated 
well past the turn of the century because the government made the policy decision to keep some 
struggling corporations (so-called “zombie” companies) afloat via more bank lending rather than 
allowing them to go bankrupt. Consequently, banks did not have as much lending capacity to 
devote to new companies as may have been desirable. This misallocation of capital to 
economically less efficient, but politically well-connected, companies was another factor that may 
have weighed on productivity growth in Japan.5   

                                                             
2 We use the same methodology to calculate investment growth rates in Figure 4 as we used to calculate 
real GDP growth rates in Figure 2. See footnote #1. 
3 Every month Chinese statistical authorities release a series on fixed asset investment (excluding rural 
households). Not only does this series include business fixed investment spending, but it also includes 
residential investment as well.  
4 We define labor productivity as output per hour worked. See the Total Economy Database that is 
compiled by the Conference Board for data on labor productivity. 
5 See Ahearne, Alan G. and Shinada, Naoki, “Zombie Firms and Economic Stagnation in Japan,” 
International Economics and Economic Policy (2), 2005, p. 363-381 
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Figure 5 

 

 

Figure 6 

 

Source: CEIC and Wells Fargo Securities, LLC  

In China, state-owned enterprises (SOEs) appear to produce less than one-third of value-added in 
the economy but they account for nearly one-half of bank loans outstanding.6 This high 
proportion of bank loans to the SOE sector reflects the large size of many of those companies. By 
their very nature, however, SOEs tend to be less efficient than their privately-owned counterparts.  

Growth in value-added in the industrial sector has downshifted for all types of enterprises over 
the past few years, but it has slowed most for SOEs (Figure 6). Therefore, SOEs may start to 
experience financial stress. In that regard, official data show that the reported NPL ratio among 
Chinese banks trended up from 1.0 percent to 1.7 percent over the past two years. Although the 
reported ratio remains low in absolute terms, there are few signs to suggest that it is topping out 
yet. If the Chinese government chooses to keep SOEs afloat in coming years, the Chinese economy 
could suffer from misallocation of capital, which would weigh on economic growth, such as 
experienced by Japan in the 1990s and the early years of the last decade. 

Stage of Economic Development May Make a Difference  
As detailed above, there are many similarities between Japan a few decades ago and China today. 
That said, there are some differences as well. As shown in Figure 2, 1973 marked the last year of 
rapid GDP growth in Japan. In that year, per capita gross national income (GNI) in Japan was 
about 60 percent of per capita U.S. GNI (Figure 7). China appears to be standing on the cusp of its 
own sustained economic slowdown today, but the ratio of Chinese per capita GNI to U.S. per 
capita GNI is less than 15 percent. In other words, Japan was at a more advanced stage of 
economic development in 1973 than China is today.  

As economies become more developed, it becomes more challenging for them to grow at rapid 
rates, everything else equal. Developing economies can simply adopt technologies that have been 
invented in technologically-advanced countries. But as economies move up the development 
ladder, they find that they need to invent new technologies themselves, which is more difficult to 
do than simply adopting existing technologies. Because China today is at a lower stage of 
economic development than Japan was before its economy began to decelerate sharply, the 
former may be able to continue adopting foreign technologies in order to keep its economic 
growth rate elevated. 

Moreover, China is an immense country—it is nearly as large as the United States in terms of 
landmass—and there are large differences in the stages of development among different Chinese 
regions. Coastal China is the country’s most developed and richest region with per capita GDP 
about 60 percent higher than in Central China and roughly twice as high as in western China 
                                                             
6 Up-to-date data on value-added in the overall economy are not readily available. However, SOEs 
accounted for more than one-half of value added in the industrial sector in the mid-1990s. By 2007 
(latest available data) that ratio had declined to one-third. 
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(Figure 8). Just as the hub of textile manufacturing migrated from the northeast United States in 
the 19th century to the American South in the early 20th century, industries could migrate from 
coastal China into the interior of the country. As individuals in Central and Western China leave 
subsistence agriculture and begin working in the more productive industrial sector, average 
productivity in the entire economy would rise. Therefore, China may be able to record solid 
economic growth in coming years despite stagnant growth in the working-age population. 

Figure 7 

 

 

Figure 8 

 

Source: United Nations, CEIC and Wells Fargo Securities, LLC  

Conclusion 
In our extensive writings on the Chinese economy over the past few years, we have argued that a 
“hard landing” is not imminent.7 Authorities in China still have a great deal of policy flexibility 
that should allow them to shore up economic growth. Moreover, policymakers have the political 
incentive to deploy as much policy support as possible to shore up economic growth. The Chinese 
government views everything it does through the prism of social stability. In our view, the 
government would not sit by idly and watch the economy collapse, which potentially could lead to 
widespread social instability.  

Even if it does not collapse, the Chinese economy appears headed for a sustained period of slower 
growth such as Japan experienced a few decades ago. The Japanese economy decelerated sharply 
in the 197os and 1980s when growth in its working-age population slowed and when growth in 
investment spending downshifted. Similarly, the underlying drivers of long-run economic growth 
in China are no longer supportive of the supercharged rates of real GDP growth that the country 
achieved during the past few decades. The working-age population has already peaked, and 
investment spending has decelerated. Barring some yet unknown productivity “miracle,” 
economic growth in China, which already has downshifted from double-digit rates to less than 
7 percent, likely will slow further. However, because China is not yet as economically developed as 
Japan was when that country experienced its growth slowdown starting in the 1970s, China 
should be able to shore up its productivity growth rate by continuing to adopt technologies that 
have been developed in more advanced economies. 

We would not characterize the 6 percent per annum growth rates that many analysts forecast for 
Chinese real GDP growth in the 2017-2020 period as a “lost decade.” But China could make the 
same mistake as Japan did in the 1990s when capital was misallocated to “zombie” companies. 
China has an important SOE sector, and the Chinese government could make a policy decision to 
keep these economically inefficient firms afloat to avoid mass layoffs. If capital becomes 
increasingly misallocated in China, the country could eventually face its own lost decade.  

                                                             
7 For example, see “China GDP: Slowdown or Deterioration?” (January 19, 2016) which is available upon 
request. 
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