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Advancing the vision

China’s economic growth over the past 30 years has
been extraordinary, helping more than one-half billion
people transcend poverty and turning China into a
highly urbanized industry titan.” To understand the
challenges and opportunities before China, the IBM
Institute for Business Value surveyed 1,150 Chinese
executives, who revealed a renewed vision for the
Chinese economy. Following up on our 2016 study,
“China’s challenge: Maintaining economic leadership in
an uncertain world,” this analysis looks specifically at
China’s major regions in the form of city tiers.? Each
major tier faces unique challenges while charting a path
forward to sustained economic growth and prosperity.

A path toward sustained prosperity

As outlined in our earlier study, China’s growth over the past two decades has been
unprecedented. Never in the history of the world have so many people been brought into the
middle class so quickly. China’s cities have become booming metropolises with near-universal
literacy and ongoing improvements in education and healthcare.®

In this environment, the Chinese executives we surveyed indicated they are optimistic about the
future. And they say that the nation has an increasingly important role to play in the global
economy. Fifty-three percent say that China will remain a leading producer of high-value-added
products and services. Forty-eight percent say that China can become a global leader in
sustainability initiatives. Forty-six percent indicate the nation will be a global leader in research
and development (R&D). Forty-five percent say it will continue to be a leading technological
innovator. And 47 percent say they expect the nation to remain one of the world’s biggest and
most dynamic consumption markets.

Executives identified several paths to achieving this vision. Eighty percent of those surveyed
say the country should begin aggressively building business ecosystems across industries, and
80 percent indicate initiatives that promote innovation are vital. Seventy-eight percent highlight
the importance of transforming workforce skills, as well as promoting new technologies.
Seventy-eight percent prioritize transformation of education to support continued economic
expansion. And 77 percent say promoting more entrepreneurship is key.

But looking more deeply across the survey data, itis clear that executives recognize that the
growth trajectories of the country’s regional tiers will likely differ based on their specific
economic characteristics and unique strategic priorities.
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72% of tier | executives say
workforce transformation is
crucial to accelerated growth

55% of tier Il executives
identify an urgent need to
expand workforce skills

68% of tier lll executives
tell us that innovation is the most
valuable skill needed in the future

Disaggregating expansion

To simplify analysis, we grouped major Chinese cities into three tiers. Tier | cities comprise
significant commercial metropolises that produce in excess of RMB 1,500 billion each year,
and include Beijing, Shanghai, Guangzhou and Shenzhen. Tier Il cities produce between
RMB 500 and 1,500 billion per year, and include Changsha, Dalian, Nanjing and Wuhan.

Tier lll cities comprise smaller but still significant economies producing up to RMB 500 billion
per year, and include Huhehaote, Langfang and Nanchang (see the “Methodology” section
for full tier decomposition).

Tierl

Tier | cities comprise highly developed economic centers. Most are located near the eastern
coast of mainland China. Gross domestic product (GDP) of tier | cities was over RMB 6 trillionin
2014, accounting for almost 11 percent of overall GDP across the nation. Living standards tend to
be highin tier | cities, with GDP per capita averages of more than RMB 54,000 in 2014, having
grown more than 25 percent over the previous five years.*

The services sector accounts for more than half of GDP in tier | cities, with a continuing upward
trend over time. In cities such as Shanghai and Beijing, the proportion of services is significantly
greater — 65 percent and 78 percent respectively. With inflow of labor to tier | cities in high
demand, growth continues to be driven predominantly by an increasing services sector

(see Figure 1).° Indeed, 90 percent of all economic growth in tier | cities is estimated to come
from services, which continues to be the powerhouse of economic expansion.®



When asked to identify the most important growth areas over the next five years, tier |
executives’ top choice was a more highly skilled workforce (see Figure 2). Tier | executives were
also asked what factors would accelerate growth further, and emphasized three specifically:
Seventy-two percent said workforce transformation, 63 percent said innovation was important
for revenue growth and 68 percent said the continued transition away from manufacturing and
agriculture toward services.

For example, Overseas Chinese Town (OCT) Group, a large state-owned enterprise with
substantial interests in real estate, hotels and tourism, sought to improve training of talent.

Figure 1

Services comprise the single largest activity among tier I cities
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OCT has initiated a series of training activities for a range of roles across the organization — from
customer-facing personnel to senior leadership. Programs help employees manage the
demands of rapid growth in the business more effectively, contributing to almost 12 percent
year-on-year growth in quarterly reported revenues in March 2017.7

Ping An Insurance Company of China, which was the first insurance company in China to adopt
aformalized shareholder structure, set up an innovation center to encourage and accelerate
innovation and development of new business models. Ping An also established a venture capital
fund worth RMB 1 billion to provide funding, managerial expertise and a launch platform for
innovative new start-ups.®

And SAIC Motor, the largest Chinese auto company based on market capitalization, is
transforming from traditional manufacturing to comprehensive service provisioning by
accelerating technology uptake and promoting business model innovation. SAIC Motor is
working to form a new ecosystem encompassing online-to-offline auto-service trading models,
as well as new opportunities to expand financial services.®

Tier Il

Tier Il comprises several capital cities or other large cities from heavily developed provinces.
Many are located in southern and eastern China. GDP of tier Il cities would now exceed RMB
nine trillion, which makes up approximately 16 percent of overall GDP. Average GDP per capita of
tier Il cities was approximately RMB 48,000 in 2014, with high growth expected into the future.™



Manufacturing comprises the highest proportion of tier I| GDP, accounting for approximately

49 percent of the total (see Figure 3). Services contribution to GDP of tier Il has been consistently
growing — by 2014, it had grown to as much as 42 percent. Based on current trends, services
could overtake manufacturing in tier Il sometime in the early-to-mid 2020s. The importance of
agriculture has remained relatively constant between 2010 and 2014, making up approximately
10 percent of tier Il GDP.

Many tier Il cities recognize the need for domestic consumption to drive continued rapid growth,
and cities such as Changsha and Nanjing are already investing in several significant projects that

Figure 3
Manufacturing is the bighest contributor to tier I GDP, while services’ impact is steadily increasing

Tier Il: GDP contribution by industry

W Services
W Manufacturing
2010 201 2012 2013 2014 W Agriculture, Mining

Source: National Bureau of Statistics of People’s Republic of China



Growing China

Figure 4
Tier II executives identified key growth accelerators
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promote domestic consumption.™In a similar vein, cities like Dalian provide additional workforce
training to more quickly develop critical workforce skills needed to sustain future growth.™

And cities like Wuhan and Hefei are taking measures to welcome new, strategically important
industries, such as manufacturing of electric vehicles.® With the greater opportunities evident in
many tier Il cities, along with larger cities being seen as reaching a critical size, new university
graduates are reportedly increasingly pursuing the career opportunities that tier Il cities afford.™

When asked what factors would accelerate growth further, executives in organizations located

in tier Il regions identified these same factors (see Figure 4). Fifty-six percent of tier Il executives

surveyed indicated that their economies need to continue focusing on domestic consumption.

Fifty-five percent highlighted the need for more highly skilled workers. And 47 percent indicated
that a clear focus on gaining new, highly strategic industries is key.

For example, GoerTek Inc., a Chinese electronics and audio equipment manufacturing
company, acquired majority shares in the Danish company, Dynaudio A/S, to accelerate
development of new audio technologies. Strengthening GoerTek’s research capabilities, while
simultaneously boosting Dynaudio’s access to the large Chinese market, has helped both firms
achieve arapid increase in sales.™

Hisense Group, a Qingdao-based white-goods manufacturer and multinational company;,
established Hisense University to facilitate new employee training covering best practices,
corporate culture and history with a tightly coordinated mentoring program. Hisense is also
providing opportunities for employees to engage in additional development through regular
weekly feedback meetings and formalized higher education.™

And Sany Group, based in Beijing and the sixth largest heavy-equipment manufacturer in the
world, is investing RMB 50 billion across several solar photovoltaic projects around China over
the next half decade. With a strategy centered around innovation, Sany says it plans to connect



engineering tools equipped with internet capabilities to applications across industries, including
development of a new insurance platform.™

Tierlll

Tier lll comprises smaller major cities, many of which are located in central and western China.
GDP oftier lll cities is around RMB 7.5 trillion, which constitutes approximately 14 percent of
China’s GDP overall. Average GDP per capita of tier lll was around RMB 31,000 in 2014.%®

Manufacturing remains the most important sector in tier lll economies, comprising approximately
48 percent of tier Il overall GDP (see Figure 5). As is the case with tier Il, the contribution of services
to tier Il GDP has grown steadily over the past decade, reaching around 40 percent by 2014.
Agriculture remains important, comprising approximately 12 percent of GDP.

Figure 5
Manufacturing is the primary economic activity in tier 111 cities, with the services sector progressively gaining ground
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Figure 6
Tier I executives identified key growth areas
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Even more than their tier Il compatriots, tier Il cities recognize domestic consumption as a
central growth driver (see Figure 6). And tier Il cities such as Haikou have launched promotional
activities designed to accelerate domestic consumption —including events, exhibitions and
marketing campaigns in both digital and analog forms — to promote innovative, healthy and
eco-friendly products and services for citizens.

At the same time cities such as Longyan and Wulumugi are providing funding and other
support to launch innovative new projects, expected to attract highly skilled talent to their
regions. Tier lll cities are also pursuing other innovation initiatives, such as Baoji’'s
encouragement of cooperation between enterprises, universities and research institutes,
and Wulumugi’s initiatives to promote start-up entrepreneurs.™

In terms of growth accelerators, tier lll executives surveyed also focus on consumption, talent
acquisition and innovation. Sixty-two percent say that domestic consumption is a key growth
driver. Fifty-five percent highlight the need to attract top talent, which is often more difficult for
regional centers than it is for major cosmopolitan metropolises. And 68 percent say that
innovation is essential.

For example, the Wanda Group, a Chinese conglomerate with interests in commercial real
estate, hospitality, media and entertainment, leisure, sports, technology and finance, has
centered its growth strategy on consumption expansion of tier lll cities. Recognizing that much
of the market opportunity in higher-tier regions is already well covered, Wandaiis linking its future
growth to that of emerging new centers.®



Yili Group, based in Hohhot, Inner Mongolia, and the largest dairy producer in China,
partnered with several top universities to establish an enterprise business school. Yili’s intent
was to expose its management team to the latest industry best practices. As part of the
initiative, Yili provides employees at all levels and functions with customized training to
improve professional skills, while actively advancing efforts to promote a corporate culture of
continuous learning and development.?!

And Chery Automobile Co., Ltd., one of China’s most innovative automakers, employs more than
6,000 R&D specialists, and has registered more than 7,000 patents. Chery Automobile is now
collaborating with Makerspace, a Chinese internet company, to create a first-of-its-kind
technology-sharing platform that helps automakers develop new products by advancing
technology and other assets around alternative energy vehicles.?
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Next steps

Organizations within each tier or region can take specific actions to help accelerate growth.

Next steps for tier |

Promote open innovation: Recognize that much advanced innovation is serendipitous —
promote expansion of open environments in which sharing of ideas is encouraged.
Expand connectedness: Pursue opportunities to engage in or form growth-oriented
business ecosystems that tap new expertise, markets and innovations.

Deepen relationships: Create physical and virtual environments in which new and existing
collaborations are expanded and aligned toward achieving common growth objectives.

Next steps for tier I

Think global: Even while expanding domestic consumption, actively build new global
collaborations, such as participating in or creating international innovation platforms.

Build capabilities: Promote mechanisms to identify and build new capabilities that align to high-
growth areas, including those around data and new technologies such as artificial inteligence.
Embrace innovation: Work to create globally recognized centers of advanced innovation in
key target areas with a view to attracting both domestic and international investment.

Next steps for tier lll

Recognize disruption: Embrace the idea that disruptive forces are inevitably impacting
industries, and recognize that being at the vanguard of disruption is necessary to leapfrog
more highly developed regions.

Develop skills: Invest in new skills to face a more challenging business environment, such as
finding ways to attract top talent away from other skills-rich regions.

Encourage entrepreneurialism: Pursue mechanisms that foster entrepreneurialism and
innovation, including collaborations and rapid adoption of new technologies.
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Key questions

* \Which regions have the right mix of characteristics and capabilities to accelerate your
organizations’ growth potential?

e \What strategies will your organization need to engage and retain the most dynamic
personnel?

e How can your organization collaborate and partner more effectively to accelerate innovation
and entrepreneurialism?

For more information

To learn more about this IBM Institute for Business
Value study, please contact us at iibv@us.ibm.com.
Follow @IBMIBV on Twitter, and for a full catalog of our
research or to subscribe to our monthly newsletter,
visit: ibm.com/iibv.

Access IBM Institute for Business Value executive
reports on your mobile device by downloading the free
“IBM IBV” apps for phone or tablet from your app store.

The right partner for a changing world

AtIBM, we collaborate with our clients, bringing together
business insight, advanced research and technology to
give them a distinct advantage in today’s rapidly
changing environment.

IBM Institute for Business Value

The IBM Institute for Business Value (IBV), part of
IBM Global Business Services, develops fact-based,
strategic insights for senior business executives on
critical public and private sector issues.


http://www.ibm.com/iibv
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