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Why is China’s Economy Going Down?
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China’s short-term economy downturn exceeded expectation
Quarterly GDP Trend of China

China macro-economic early-warning
system

 China’s economy, which has grown at a speed of 9.8% in the past 3 decades, has gone down
in recent years. The average growth rate is 7.4% in the past 2 years, and 7% in the first half of
2015. We think that this is a moderate growth compared with other world’s major economies,
but a relative lower rate compared with China’s itself. Why?

 According to our research, rather than the business cycle factors, the structural change is
taking the responsibility for China’s economic downturn.
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New factors for China’s future sustainable economy

 The low growth period of global economy indicates that export orientation
of China is shifting to domestic demand.
 The competitive advantages in low-cost manufacturing is weakening
because of the rising cost of production factors.
 The demographic dividend tends to disappear, and investment driven
economy’s growth fades away.
 The energy-saving and emission reduction have become a worldwide
trend, and it is difficult for the economy to remain highly depending on
resource consumption.

 Due to economic structural adjustment and potential productivity
decline, China’s economy says farewell to the double digits
growth.
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China’s Exports are Facing Challenges
Growth of China’s Export and Import

 After the 2008 crisis, U.S. and Europe are difficult to return to the economic pattern which highly depends
on overconsumption and high leverage. At the same time, China’s economy also could not go back to the
export-driven pattern.
 From 2015, both exports and imports are experiencing negative growths. From Jan. to Jul. , exports went
down by -1%(YOY), 4 percentage points lower than the same period of last year. Exports to Europe and
Japan grew at a negative pace. Imports showed a reduction of 15%(YOY), but increased at a rate of 2
percentage points higher than the first quarter of this year.
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Demographic dividend weakening
Age Structure of Chinese Population

The number and the growth rate of
migrant workers in China

 Rural labor force is not sufficient any more compared with the past 3 decades. In 1980, only
20% of China’s population lived in cities, but in 2014, the rate of urbanization increased to
55%, a little bit higher than the world’s average level(53.47%;U.S.: 80%;Germany:75%)
 For the reason that the surplus labor in rural area has been diminishing, the average salary of
blue collar has increased at a high pace(15%) in the past 5 years.
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Comprehensive reform is changing the traditional pattern of economic
growth
◆ China’s economy was driven by export and investment in the past. The lowest point of
consumption contribution to GDP decreased to 35%. Before the 2008 financial crisis, export
had boosted investment and investment in turn created opportunities for export. After 2008,
export has encountered many difficulties. Investment has become more and more important in
promoting economic growth.
◆ After 2008, private investment increased at a low pace due to export stuck. Government and
State-owned Enterprises(SOE) became the main investors. Investment fund mainly financed
from government liabilities, especially liabilities from regional governments and their financing
channels(LGFV-local government financing vehicles).
The Third Plenary Session of 18th CPC stated that market shall play a decisive role in
economic growth, which effects the willingness and ability of government investment,
especially that of regional governments.
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Decreasing of investment becomes the main reason for macroeconomic
downturn in short term
Investment growth rate goes down this
year

Investment in real estate and manufacture
industry keeps going down

Investment growth rate slows down. In Jul. 2015, fixed-asset investment experienced a
growth of 11.2%(YOY), 5.8 percentage points lower than the same period of last year . At the
same time, the GDP growth decreased from 7.4% to 7%.
Three main investments, including real estate, manufacturing and public infrastructure,
are declining simultaneously in the first half of the year. But in July, the investment’s situation
is becoming better. New construction projects are increasing due to the government economic
stimulus policies.
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Will there be a hard landing for China’s economy?
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Forecast of China’s major economic indexes in 2015（%）
2015
Index

2011（R）

2012（R） 2013（R） 2014（R）
Q1（R） Q2（R） 2015(F)

GDP

9.3

7.7

7.7

7.4

7.0

7.0

7.0

Added-value to
industries output
Fixed-assetsinvestment
Total retail sales of
consumer goods

13.9

10

9.7

8.3

6.4

6.3

6.4

23.8

20.6

19.6

15.7

13.5

11.4

11.5

17.1

14.3

13.1

12.0

10.6

10.4

10.5

Export

20.3

7.9

7.9

6.1

4.6

0.7

3.0

Import

24.9

4.3

7.3

0.4

-17.6

-15.7

-14.0

CPI

5.4

2.6

2.6

2.0

1.2

1.3

1.8

PPI

6.0

-1.7

-1.9

-1.9

-4.6

-4.6

-4.6

M2(end of period）

13.6

13.8

13.6

12.2

11.6

11.8

13.0
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Will there be a hard landing for China’s economy?
In 2014, the contribution of consumption to GDP was 51.2% (60% in the first half
of 2015), while investment’s contribution declined to 48.6% (35.7% in the first half
of 2015). Once investment is declining, will the economy go down sharply?
Investment is still mainly depending on debt. M2/GDP is about 200%, in addition to
the high level of corporate debt, the local government debt related to land finance is
also a concern. According to the national audit office, total local government debt is
RMB 17.89 trillion as of June 2013, of which expires in 2014 account for more than

20%. Once the debt is not sustainable, will the economic downturn accelerate?
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Downward real estate investment is the major risk or not?
 Whether the adjustment of the real estate market will lead to economic "hard
landing" has drawn the attention of the market. It’s reasonable.
 Firstly, the real estate investment accounts for a relatively large proportion of
fixed-asset investment(18.9%, 2014).
 Secondly, the real estate industry is tightly associated with other industries,
including the upstream industries, like steel, cement, nonferrous metal,
machines, and the downstream industries, like furniture and decoration industry.
 Thirdly, land transfer fees are the main source of local fiscal revenue, debt and

real estate is closely linked with the issue of local government fiscal revenue.
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Real Estate Market :2015
Growth of real estate investment

Housing prices diverge in different cities

 But in 2015, the real estate market is rebounding nationwide. The real estate market hit the bottom
and stabilized. Firstly, housing sales started to stop dropping. From January to July, housing sales
increased at 6.1%(YOY), 15.3 percentage points higher than that of the first quarter. Secondly, housing
prices started to pick up. In July, the housing price index in the 100 monitored cities went up to 0.54%. It’s
the third month that the price was positive.
 Real estate investment is expected to be stabilized in the next few months. The trends of housing prices
are different among cities. The housing prices of some first and second tier cities might maintain
positive; but due to the excessive inventory, that of third tier cities will keep downward.
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Debt Sustainability ：Shadow Banking
Structure of aggregate social financing

 From 2014，the proportion of shadow banking in total social financing has been

shrinking rapidly. In the first half of 2015, the proportion of off-balance-sheet
financing(trust loans, entrusted loans, non acceptance bills of exchange) took a
small part (6.7% ), 17.9% smaller than the same period of last year.
 Sluggish off-balance-sheet financing was related with the enhanced supervision.
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Measure of economic leverage and potential risk
Changes of Leverage in China's economic
sectors over the past decade

International Comparison of the total
debt structure and leverage ratio （%）
financial
dep.
Japan
U.K.
Spain
France
Italy
Korea
U.S.A
Gremany
Australia
Canada
China

117
183
89
93
76
56
36
70
61
25
80.5

government

234
92
132
104
139
44
89
80
31
70
40.7

non-financial dep. resident

101
74
108
121
77
105
67
54
69
60
114.7

65
86
73
56
43
81
77
54
113
92
36.4

total
leverage
ratio

517
435
402
374
335
286
269
258
274
247
272.3

 Until now, overall leverage is still low. Corporate leverage is higher than that of the
international average, increasing the vulnerability of the financial system; China's debt risk
concentrates in local government and enterprises who take most of the pressures of
deleveraging.
 China will adjust and optimize the distribution of leverage among central government, local
governments and enterprises, to increase the leverage of central government and residents
modestly.
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There is no Hard Landing for China’s Economy
 In 2014, China's economic growth rate was 7.4%, and created 13.2 million new jobs.
Each percentage point of GDP growth created 1.9 million jobs. In 2015, the
government plans to add 10 million positions into the job market. This means that the
growth rate of China's economy has to maintain over 6%(esp.7%). The current
economic situation shows that China's economy will grow around 7% in 2015.
 Chinese government debt-GDP ratio was 39.43%. It’s evidently lower than the

“dangerous line” of 60%. Meanwhile, the funds from Chinese government debt are
invested in infrastructure that produces physical assets. Shadow banking systems is
used for infrastructure investment as well. The risk of maturity mismatch will be
effectively minimized by using financial instruments, i.e. local government debt
replacement.
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China's Macroeconomic Policy Trends
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The idea for macroeconomic policy is changing

China’s economy has said farewell to double-digit growth.
It is a concern whether China can maintain its economic momentum in
a new stage(“new normal”).

Rather than short-term fluctuations, a balanced , smooth and stable
growth is more important.
Reform is needed to perform a structural adjustment that helps create a
stable growth in a long term.

China's current economic policies should combine short and long
term perspectives.
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Proactive fiscal policy, Prudent monetary policy

Proactive fiscal policy

 Optimize the structure of fiscal
expenditure, innovate investment and
financing mechanism in key sectors.
 Improve the structural taxes reduction
policy，promote tax reform in priority

areas.
 Deepen fiscal and tax reform, prevent

Prudent monetary policy

 Adhere to the "total stability, structural
optimization" orientation.
 The possibility of cutting interest rates
exists.
 The probability of fill the monetary base
gap by reducing the bank deposit reserve
ratio is still large.

and defuse financial risks.
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Preventing the Systematic Financial Risks

 Promote the healthy development of internet financing, improve the mechanism for
coordinating financial oversight, keep a close watch on the cross-border capital
flow, and ensure that no systematic and regional financial crisis occurs.
 Establish a standard financing mechanism for local governments to issue bonds and
place local government debt under budgetary management. The Chinese
government will implement a comprehensive government financial reporting system
and guard against and defuse debt risks.
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The China’s Economy with Sustainable Growth
Potentials
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Migrant workers from rural areas becoming “citizen” is the core of
urbanization
The urbanization level in China is relatively low(55%,2014), the floating population has not yet
become “real citizen”. It restricts services and consumption, also discourages investment in human
capital and industrial upgrade.
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Focusing on boosting consumption is the key to increase domestic demand
“We will enhance people’s ability to consume more by increasing their
incomes, improve consumption policies, foster new areas of
consumption and increase consumption services.”
——Li Keqiang: Report on the Work of the Government 2014
“Foster new areas of consumption and increase consumption services
more rapidly”
——Li Keqiang: Report on the Work of the Government 2015

 As early as 2010, twelfth five-year-plan proposed: to establish long-term mechanism for
expanding consumption demand as a strategic focus of expanding domestic demand; to further
release consuming capacity , and gradually to make the overall size of the domestic market in the
world ranking.
 Two increases in income distribution : in the initial distribution, to increase the proportion of
wage & salary; in the composition of the national revenue, to increase the proportion of
resident’s income.
 Preliminary estimates : in 2016-2020, GDP growth will maintain 6.5%-7%, the income will be
doubled within the decade(2010-2020).
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Stable Growth ----the Bridge to the Future
Major drivers of China’s economy growth:

 The increase of people’s income，especially those in countryside.
 The increase of consumption in communication equipment, furniture and
decoration materials.

 The orientation aiming to service industries, including the expanding in health,
education, finance, retirement, culture and tourism, etc.
 Meanwhile, the development of technology in traditional manufacturing

industries, e.g. automotive industry; the formation of new competitive
advantages in equipment manufacturing industries, e.g. high-speed railway
and smart grid; the middle and western regions will become the new area for
a sustainable economic development.
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China's future economic growth relies on…
Three industries’ contribution to GDP
growth

Contribution of service industries to
GDP growth

 Strategic emerging industries: New driving force of economic growth.
 In the next few years，strategic emerging industries are expected to maintain an average growth of
around 20% . By 2020, the share of added value of these industries in GDP will reach around 15%.
 Modern Service：New frontier of economic development
 In the next five years, the service sector is expected to maintain a growth rate of 15%. By 2020, its
contribution to the GDP growth will reach about 60%.
 Some traditional industries： Important driving force of economic growth

 13 major industries maintain relatively strong momentums. They will still be important industries to
support economic growth in the coming five years.
24

Thank You !

